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Disclaimer

IRS CIRCULAR 230 DISCLOSURE:

Unless explicitly stated to the contrary, this outline, 
the presentation to which it relates and any other 
documents or attachments are not intended or written 
to be used, and cannot be used, for the purpose of (i) 
avoiding penalties under the Internal Revenue Code or 
(ii) promoting, marketing, or recommending to another 
party any transaction or matter addressed herein. 
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Overview

• Cancellation of Indebtedness Income

• Measuring COD Income

• COD Exclusions

• Extended Workout Example

• Reporting Requirements

• Considerations for Creditors
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Cancellation of Indebtedness Income
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Cancellation of Indebtedness Income

• General Rule

• Variations on the General Rule

• Measuring COD Income

• Non-Loan Arrangements Subject to COD Rule

• Cancellation or Modification of Equity Securities

• Reporting Requirements
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Cancellation of Indebtedness Income –

General Rule

General Rule

• Although there are many exceptions and caveats, if a 

creditor cancels a debt, then the debtor recognizes 

taxable income.

• This is a matter of statutory law and a long line of tax 

cases.  IRC §61(a)(12); see, e.g., Kirby Lumber, 284 U.S. 

1 (1931).
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Cancellation of Indebtedness Income –

General Rule

• This type of income is often referred to as “phantom” 

income because there is no matching cashflow, so it 

can significantly increase a debtor’s tax burden.

• Cancellation of debt income is often referred to as 

“COD” income, “COI” income (cancellation of 

indebtedness), or discharge of indebtedness income.
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Variations on the General Rule

• While it is clear that COD income is triggered by the 

cancellation of a loan, there are other arrangements that 

also trigger COD:

• Acquisition of Own Debt

• Acquisition of Debt by Related Party

• Changes to Terms of Debt
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Acquisition of Own Debt

• Assume a corporation issues $100 in bonds.

• Years later, the corporation has suffered significant losses 

and the bonds are trading at $20 each.

• If the corporation buys back its bonds on the open market 

at the current trading price it will have income of $80 per 

bond.

• This is so whether or not the corporation formally retires 

the bonds.
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Acquisition of Debt by Related Party

• For tax purposes, the acquisition of debt by a party related to 

the debtor triggers COD income to the debtor.

• Two corporations that have more than 50% common 

ownership (directly or indirectly) will qualify as related.

• Similar rules apply to individuals, partnerships, LLCs, and 

other entities.

• Again, the income is triggered whether or not the debt is 

formally cancelled.
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Acquisition of Debt by Related Party

Example:

• Parent owns 65% of OpCo

• OpCo has issued $100 million in bonds, but they are now 

trading at a significant discount.

• Parent buys all of OpCo’s bonds on the open market for $25 

million.

• OpCo has $75 million of COD income.

Note:  Special rules apply if Parent acquired the bonds first 

and then acquired control of OpCo.
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Changes to Terms of Debt

• If the terms of a debt instrument are changed sufficiently, 

the debt is treated as a new obligation that is exchanged for 

the old obligation.

• This raises at least two issues:

• What kind of changes result in a “significant 

modification”?

• What happens in this deemed debt exchange?
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Changes That Are Not Modifications

• After the recession stemming from the subprime mortgage crisis in 2007, the tax 

rules were adjusted to provide that certain types of deferrals are not 

modifications and thus can never be significant modifications.  The basis for this 

rule is that a creditor’s failure to enforce its rights under a DI is not a 

modification in certain circumstances.

• Thus, a formal or informal agreement by a creditor to stay collection or 

temporarily waive an acceleration clause or similar default right (including such a 

waiver following the exercise of a right to demand payment in full) is not a 

modification unless and until the forbearance remains in effect for a period that 

exceeds two (2) years.  In addition, the safe-harbor period is extended (1) during 

any period in which the parties conduct good faith negotiations, or (2) during 

which the issuer is in a title 11 or similar case.
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Changes That Are Not Modifications

• In addition, any deferral pursuant to the original terms of the DI is not a 

modification.  The tax rules contain an example in which the debtor has an 

option under the DI to defer interest payments until maturity provided that the 

applicable interest rate increases 200 basis points.  The debtor’s utilization of 

that provision is pursuant to the terms of the DI and therefore is not a 

modification.

• (As described below, there is also a safe-harbor for payment deferrals that do 

constitute a modification.  If the safe harbor is satisfied, the modification cannot 

be treated as significant and thus cannot trigger a deemed exchange.)
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Significant Modifications

General Rule

• A modification is “significant” if – looking at all facts and 

circumstances – “the legal rights or obligations that are altered 

and the degree to which they are altered are economically 

significant.”

• In making this determination:

• all modifications are considered collectively

• a series of such modifications may be significant when 

considered together although each modification, if considered 

alone, would not be significant
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Significant Modifications

• Specific Changes

• The regulations contain rules governing specific 

changes.

• If a modification is described under one of the specific 

rules, it is not subject to the general rule.
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Significant Modifications – Specific Rules

Change in yield:

• A change in yield of at least 0.25% (25 basis points) or 5% of the 

annual yield of the old instrument is a significant modification.

• Example:

• Yield on loan is 6%.

• Parties agree to reduce rate so that yield will be 5.5%.

• This is a reduction in 50 basis points (6% minus 5.5%).

• It is also a reduction of 8.3% of the yield (0.5% ÷ 6%).

• So under either test the change in yield is significant.
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Significant Modifications – Specific Rules

Change in timing of payments

• A change in the timing of payments is a significant modification if it 

results in the material deferral of scheduled payments.

• Safe-harbor

• A deferral of scheduled payments is not material if deferral is 

within the safe-harbor period.

• Safe-harbor period begins on the original due date of the first 

scheduled payment that is deferred and extends for a period 

equal to the lesser of five years or 50% of the original term of 

the instrument.
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Significant Modifications – Specific Rules

• Example:

• In 2015, parties enter into an 8-year balloon loan that 

matures in 2023.

• In 2021, the parties extend the final payment date by 4 

years to 2027.

• The original term was 8 years, so a 4 year extension is 

permitted.

19



© 2021 Smith, Gambrell & Russell, LLP, All Rights Reserved 

Significant Modifications – Specific Rules

• Substitution of a new obligor on recourse debt instruments

• General – this is a significant modification.

• Exceptions – there are exceptions in the case of section 381(a) 

transactions, certain asset acquisitions, tax-exempt bonds, 

bankruptcy, and section 338 elections.

• Substitution of a new obligor on nonrecourse debt instruments

• This is not a significant modification. 

• Addition/deletion of co-obligor

• This is a significant modification if it results in a change in payment 

expectations. 
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Significant Modifications – Specific Rules

Change in security or credit enhancement

• Recourse debt instruments

• A modification that releases/substitutes/adds/alters the collateral, a 

guarantee, or other form of credit enhancement for a recourse debt 

instrument is a significant modification if the modification results in a 

change in payment expectations.

• Nonrecourse debt instruments

• General -- a modification that releases/substitutes/adds/alters a substantial 

amount of collateral, a guarantee, or other form of credit enhancement for 

a nonrecourse debt instrument is a significant modification.

• several technical exceptions
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Significant Modifications – Specific Rules

Change in priority of debt

• A change in the priority of a debt instrument relative to other 

debt of the issuer is a significant modification if it results in a 

change in payment expectations.

Change in the nature of a debt instrument. 

• Property that is not debt – a modification of a debt instrument 

that results in an instrument or property right that is not debt for 

federal income tax purposes is a significant modification.
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Significant Modifications – Specific Rules

• Change in recourse nature

• In general, a change in the nature of a debt instrument from 

recourse (or substantially all recourse) to nonrecourse (or 

substantially all nonrecourse) is a significant modification.

• Several exceptions apply.

• NB:  Change from nonrecourse to recourse is also a significant 

modification.

• Accounting or financial covenants -- a modification that adds, 

deletes, or alters customary accounting or financial covenants is 

not a significant modification. 

23



© 2021 Smith, Gambrell & Russell, LLP, All Rights Reserved 

Deemed Debt Exchange

• If there is a significant modification, the “new” debt is treated as 

exchanged for the “old” debt. 

• Example:

• Bigco owes $100 million to Bank.  Bigco has trouble making the 

payments.  Bigco and Bank agree to lower the amount due 

from $100 million to $80 million.

• Generally, the issue price of the new debt instrument will be 

$80 million.

• Bigco is treated as satisfying the old debt instrument for $80 

million, resulting in $20 million of COD income.
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Deemed Debt Exchange

• We can see that a reduction in principal should give rise to COD 

income.  What if there is a less clear change?

• Example:

• Same facts, but Bank agrees to lower the interest rate from 8% 

to 2%.  Assume the applicable federal rate (“AFR”) is 4.5%.

• This is a significant modification.  Furthermore, under the tax 

rules, this interest rate is lower than the AFR.  As a result, the 

issue price of the new debt is computed at $92.5 million. 

• Bigco is treated as satisfying the old debt instrument for $92.5 

million, resulting in $7.5 million of COD income.
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Deemed Debt Exchange

• A problem can arise if a creditor is not the original lender and acquired 

the debt at a discount.

• The deemed debt exchange occurs for both the creditor and the debtor 

and there is a risk to the creditor that the exchange will trigger gain.

• Example

• Creditor acquires Debtor’s $100 bond for $50.

• Creditor and Debtor re-work the debt for $70.

• While Debtor has $30 of COD income, arguably Creditor has $20 of 

gain.
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GAAP Treatment

• For debtors, a COD event will typically result in GAAP income.

• The amount of income is equal to the FMV of the assets 

exchanged (if any) and the book value of the debt forgiven 

(including accrued interest).

• If the debtor transfers assets as part of the workout, there can 

also be GAAP income or loss equal to difference between FMV 

of assets over book values.
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GAAP Treatment

• For creditors the issues can be more complex than for debtors.

• A subset of loan modifications for GAAP purposes is a “troubled debt 

restructuring” (TDR).

• TDRs are treated differently for GAAP purposes than other loan 

modifications.

• A TDR is typically evidenced by a restructuring of a debt in which the 

creditor grants a concession for legal or economic reasons related to 

the debtor’s financial difficulties. 
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GAAP Treatment

• Generally, the creditor’s loss is the difference between the FMV of the 

assets received (if any) and the book value of the investment.

• In the case of a loan modification that is not a TDR, no valuation 

allowance is required.

• If the modification qualifies as a TDR, the loan is treated as impaired 

and creditor determines the PV of the future (modified) cash flows at 

the original interest rate.
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Measuring COD Income

• Amount of COD Income

• Nonrecourse Debt Issue
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Amount of COD Income

• In general, the amount of COD income is equal to the difference 

between:

• the amount due on the debt

• the amount paid (if any) in consideration of the discharge

• Example:

• Debtor owes $100.  Creditor accepts $75 in full payment of the debt.

• Debtor has $25 of COD income

31



© 2021 Smith, Gambrell & Russell, LLP, All Rights Reserved 

Amount of COD Income

Non-Cash Consideration

• If a debtor transfers property in consideration of the debt, there are two 

levels of income:

• COD income to the extent the debt exceeds the FMV of the property

• gain (or loss) to the extent the FMV of the property is more (or less) 

than its tax basis

• This second level of gain could be capital or ordinary depending on the 

nature of the property
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Amount of COD Income

Example

• Debtor owes $100.  Creditor accepts transfer of Debtor’s automobile 

in full satisfaction of the debt.

• Debtor’s auto is worth $60 and Debtor has a $30 tax basis in it.

COD income:

• Debtor has $40 of COD income:  $100 debt less $60 FMV of auto = 

$40

Gain/Loss:

• Debtor has $30 of gain:  $60 FMV of auto less $30 tax basis = $30
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Nonrecourse Debt Issue

• An important exception to the foregoing applies if a nonrecourse debt is 

involved.

• In the case of nonrecourse debt, the Debtor is treated as not having 

any COD income if the Creditor forecloses on the underlying collateral 

or accepts a deed in lieu of foreclosure.

• Instead of COD income, the Debtor is treated as having gain equal to 

the difference between the amount of the debt and the tax basis of the 

collateral.
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Nonrecourse Debt Issue

Example

• Debtor arranged a nonrecourse loan for a real estate project secured only by the 

underlying land.  Later, Debtor is unable to make payments.  Debtor transfers the 

land back to the Creditor in full satisfaction of the debt.

• Debt is $100, FMV of the land is $50, and tax basis is $25.

• In this case, Debtor has no COD income because the debt is nonrecourse.

• Instead, Debtor has gain equal to $75 (the amount of the debt less the tax basis).

• KEY -- If not COD income then no COD exclusions apply!

35



© 2021 Smith, Gambrell & Russell, LLP, All Rights Reserved 

Arrangements Other Than Loans That 

Trigger COD
• If a loan or mortgage is involved, it is clear that the COD rules apply, 

but there are other arrangements that also apply:

• lease obligations

• amounts due under contracts

• A modification or cancellation of a legal arrangement which results in 

one party being relieved of a legal obligation can trigger COD income.

• Example:

• Tenant is two years behind on rent.  Landlord waives the rent 

arrearage if tenant pays currently for the balance of the lease.
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Cancellation or Modification of “Equity” 

Securities

• The COD rules only apply to obligations and arrangements treated as 

debt or tax purposes.

• Generally, common and preferred stock are not treated as debt, so 

cancellation or modification of such instruments will not trigger COD 

income.

• But – some instruments treated as equity for state law purposes are 

treated as debt for tax purposes, and sometimes a dividend arrearage 

can give rise to a debt obligation.
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COD Exclusions/Deferrals

• Bankruptcy

• Insolvency

• Attribute Reduction Toll Charge

• Pass-Through Entities
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COD Exclusions/Deferrals

• Bankruptcy and Insolvency

• Qualified Real Property Business Indebtedness (QRPBI)

• Qualified Farm Indebtedness

• Stock for Debt Exchange

• Partnership Interest for Debt Exchange

• Economic Benefit

• Purchase Price Adjustment

• Capital Contribution of Debt
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Bankruptcy

• The bankruptcy exclusion is probably the broadest exclusion for COD 

income.

• If debts are discharged in a bankruptcy, they are excluded from income.

• Applies whether the discharge occurs under Chapter 7, 11, 12 or 13 of 

the Bankruptcy Code.

• Debtor will be required to under go attribute reduction (discussed 

below).

• Exclusion is not limited by debtor’s insolvency.
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Insolvency

• If a debtor is insolvent, and if the debtor would otherwise realize COD 

income, then the debtor can exclude a portion of that income equal to the 

amount of insolvency immediately prior to the discharge.

• Example:  Debtor has assets of $100 and liabilities of $150, for total 

insolvency of $50.  Debtor and creditors work out a reduction in liabilities 

to $75.

• Debtor has $75 of COD income, of which $50 can be excluded.

• Not that if Debtor had filed for bankruptcy, all the COD income would be 

excluded. 

• Debtor will be required to undergo “attribute reduction.”
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Attribute Reduction

• If a debtor excluded COD income under either the bankruptcy or 

insolvency exception, then the attribute reduction rules are triggered.

• In general, the debtor will be required to reduce his or her tax 

attributes, in the following order:

• NOL carryovers

• tax credit carryovers

• capital loss carryovers

• tax basis in assets

• passive loss carryovers

• foreign tax credit carryovers
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Attribute Reduction

• In effect, attribute reduction forces to the debtor to trade 

current exclusion of income for future tax deductions.

• The debtor can elect to change the order of reductions and 

draw down on tax basis first.

• The attribute reduction occurs on the first day of the tax year 

following the year of discharge.  As a result, there are various 

planning techniques to minimize gain on sales in the year of 

discharge, etc.
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Application to Pass-Through Entities

Cancellation of Partnership Debt

• The bankruptcy and insolvency exceptions apply at the partner 

level, rather than the partnership level.

• So, if a partnership or LLC has debts which are discharged, there 

is no exclusion of COD income at that level.

• Instead the COD income is allocated to the partners.  Generally, a 

partner with COD income could not qualify for the bankruptcy 

exception, but possibly could qualify for the insolvency exception.
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Application to Pass-Through Entities

Cancellation of S Corporation Debt

• The bankruptcy and insolvency exceptions do apply at the entity level in 

the case of an S corporation.

• So, if an S corporation has debts which are discharged while in bankruptcy, 

then the COD income is excluded and does not pass through to 

shareholders.

• If an S corporation qualifies for the insolvency exception, only the balance 

of the COD income is passed through to the shareholders.

• Generally, the attribute reduction is applied at the S corporation level and 

does not travel down to shareholders.
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Qualified Real Property Business 

Indebtedness
• A taxpayer may be able to exclude COD income that arises from “Qualified Real 

Property Business Indebtedness” (QRPBI).

• Advantages -- exclusion does not require the debtor to be in bankruptcy or 

insolvent!

• Disadvantages

• cannot be used by a C corporation

• amount excluded is generally equal to the balance of the debt less the FMV 

of the real property underlying the debt

• amount excluded cannot exceed the total tax basis of all the taxpayer’s 

depreciable real property

• triggers basis reduction on depreciable real property
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Qualified Real Property Business 

Indebtedness

What is QRPBI?

• Generally, any debt incurred or assumed in connection with – and secured 

by – real property used in the taxpayer’s trade/business.

• Broad sense of what is covered – land, improvements, mineral interests.

Application by Partnerships

• Whether debt is QRPBI is determined at the entity level, but basis limitation 

and reduction are made at partner level

S Corporations

• Whether debt is QRPBI is determined at the entity level, as are basis 

limitation and basis reduction.
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Qualified Real Property Business 

Indebtedness
Example

• Debtor borrowed $100 from Creditor to purchase an apartment complex.  Loan is 

secured by the complex.

• Debtor and Creditor agree to reduce the principal on the note to $80.  FMV of the 

complex is $80 and Debtor’s tax basis in the complex is $15.

• The debt is probably QRPBI.  The modification results in $20 of COD income.  

Because the debt is not reduced below the FMV of the complex, that limitation 

does not apply.

• However, the tax basis is only $15, so only $15 of the $20 of COD income is 

excluded.  Under the basis reduction rule, the tax basis is reduced to $0 effective 

the following year.
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Qualified Farm Indebtedness

• If the taxpayer qualifies, then any COD income from discharge of 

“Qualified Farm Indebtedness” (QFI) is excluded from income.

• QFI is debt incurred directly in connection with the operation of a farm.

• To qualify, at least 50% of the taxpayer’s gross receipts for the prior 

three years must be from farming.

• Amount of exclusion is limited to sum of taxpayer’s tax attributes plus 

the basis of assets used in the farm business

• Attribute reduction applies, but restricted to assets used in the farm 

business.
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Stock for Debt Exchange

• Sometimes debtors may issue stock or partnership interests (equity) in 

satisfaction of debt.

• In days of old, there was an exclusion for this, but it no longer applies.

• The current rule is:

• The debtor has COD income equal to the difference between the 

amount of the debt and the FMV of the equity granted in exchange.

• This is a marginally better result than issuing other property since a 

corporation generally will not recognize gain on the issuance of its own 

stock.
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Partnership Interest for Debt Exchange

51

• In the corporate realm, Congress began limiting the 

exception in 1993.  In the partnership realm, the 

exception was curtailed in 2004 and final regulations 

were issued in 2011.

• Because many real estate debt workouts involve 

partnerships, we will examine these regulations more 

closely.
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• The key concept in the regulations is to determine the 

value the equity received in the exchange.

• The difference (if any) between the value of the equity 

received and the amount of the debt exchanged for it 

creates COD income to the partnership.

• That income is then generally allocated to the partners 

who had included the debt in their basis.

Debt for Equity Exchanges
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• Note that in a typical COD event, the creditor is entitled to a 

bad debt deduction.  

• However, the final regulations clarify that no such deduction 

is permitted in a partnership debt for equity exchange.

• Instead, the creditor’s full basis in the debt is carried over to 

the equity received in the exchange.

• Also there is no step up for the creditor in the basis of the 

partnership’s assets.

Debt for Equity Exchanges
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• Another disadvantage for a creditor is that if a bad debt 

deduction was permitted at the time of the exchange it could 

qualify as an ordinary deduction.

• While the creditor will receive an outside basis in the 

partnership equity that reflects its full basis in the debt, if that 

equity ultimately becomes worthless it is possible that most of 

that loss will be characterized as a capital loss. 

• These disadvantages may constrain a creditor’s willingness 

to enter into a work-out.

Debt for Equity Exchanges
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• As noted, a critical factor in the tax consequences of a partnership 

debt/equity exchange is the valuation of the equity.

• The final regulations take a facts-and-circumstances approach to 

valuation question.

• Significantly, the regulations create a safe harbor that permits the 

parties to treat the liquidation value of the equity issued in the 

exchange as the value of that equity.

• This safe harbor can be very useful to the parties in a work-out, but 

there are several caveats to take into account.

Valuation Safe Harbor
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• There four major requirements that must be satisfied to qualify for the safe-

harbor:

– The creditor, the partnership, and all the partners must report 

consistently with the safe harbor.

– All debt/equity exchanges that are part of the same overall transaction 

are treated consistently with the safe harbor.  

– The terms of the exchange are comparable to terms that unrelated third 

parties with adverse interests would agree to. 

– The partnership does not redeem the interest issued, and no person 

related to the partnership or the partners acquires the interest as part of 

a plan that had avoidance of COD income as a principal purpose.

Valuation Safe Harbor
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• Partnership AB has two partners, A and B, each of whom has a 50% 

interest.  AB owes C $1,000.

• C exchanges the $1,000 debt for equity of AB with a liquidation value 

of $700.

• Assume the equity granted to C qualifies for the liquidation safe 

harbor.

• AB is deemed to have $300 in COD income, which is allocated to A 

and B in accordance with how C debt was allocated to them.

• C gets no bad debt deduction, does not receive any 754-type basis 

adjustment and has a $1,000 basis in the new equity.

Example 1
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• Same facts but assume now that C cancels $300 of the debt first 

and that this is respected as a separate event.

• In this case, AB is still deemed to have $300 in COD income, which 

is allocated to A and B.

• C gets a $300 bad debt deduction and has a $700 basis in the new 

equity.

• This attempt to bifurcate the transaction yields better results but is 

entirely dependent on whether a court would view the two events as 

separate for tax purposes. 

Example 2
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Economic Benefit

• In computing COD income, a debtor can exclude the amount 

attributable to interest that the debtor did not deduct for tax purposes.

• Example:

• Debtor borrows $100 from Lender.  In 2009, Debtor is required to 

make a $20 interest payment.  Debtor falls behind and Lender 

reduces the debt from $100 to $50 and waives all interest 

arrearages.

• The amount of COD is only $50, not $70, because the $20 interest 

that was waived would otherwise be deductible.
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Purchase Price Adjustment

• In certain cases, a purchase price adjustment is not treated as COD 

and thereby does not give rise to taxable income.

• If a debt arises from the sale of property, and if the purchaser and 

seller agree on a reduction of that debt, then what would otherwise be 

COD income is treated  as a non-taxable purchase price adjustment.

• Note that this exception only applies if the debtor is not insolvent and 

the reduction does not occur in a bankruptcy case.

• As a practical matter, it would be helpful to contemporaneously 

document the basis for the purchase price adjustment.
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Capital Contribution of Debt

• Sometimes a creditor will contribute a debt to the capital of the 

debtor.

• In contrast to the stock-for-debt rule, the tax rules provide a better 

result if a capital contribution occurs in which no stock is issued.

• In that case, the corporation is treated as satisfying the debt for an 

amount equal to the creditor’s basis in the debt.  In many cases, 

this will mean no COD income to the corporation.

• Note the difference if this approach rather than the stock-for-debt 

approach is used.
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Effect of Exclusions on GAAP Treatment

• In many cases, COD income can be deferred or eliminated under 

the foregoing rules.

• These are not controlling for GAAP purposes.  Debtor and creditor 

treatment under GAAP does not depend on the tax treatment of a 

COD event.
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Effect of Exclusions on GAAP Treatment

• However, GAAP does take into account provision for taxes.

• Thus, if a debtor has GAAP income from a COD event and can also 

exclude the COD income for tax purposes, there may be a permanent 

book/tax different to the debtor’s benefit.

• However, as noted, many of these “exclusions” are actually deferrals –

i.e., the debtor gives up future tax benefits.  Accordingly, such a 

transaction may reduce the debtor’s DTAs, rather than creating a 

permanent benefit.

• CRITICAL -- full review of the transaction and the type of exclusion in 

order to determine GAAP tax consequences.
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Extended Real Estate Workout Example

FACTS:

• LandCo, LLC – formed in 2018

• 3 members:

• Alpha – a frequent real estate developer in the locale

• Beta – frequent passive real estate investor

• Gamma – “new” passive real estate investor
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Extended Real Estate Workout Example

• Capitalization -- 2018

• Alpha – contributes $0 – 20% profits interest

• Beta – contributes $100 – 40% profits interest

• Gamma – contributes $100 – 40% profits interest

• LandCo borrows $800 from TrustCo.

• LandCo uses $750 to purchase Blackacre, a large tract of land 

in a desirable location.  Loan is interest only for 5 years.

• Beta and Gamma guarantee the loan.
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Extended Real Estate Workout Example

• Plan is to develop Blackacre into a mid-market apartment complex.

• Construction costs to come from additional loans, additional investors, 

etc.

• For duration of 2018, 2019 and 2020, LandCo obtains zoning 

clearances, permits, commissions site plans and designs, and meets 

with potential investors.

• In early 2021, LandCo runs out of money and can no longer make any 

payments due on the loan to TrustCo.

• FMV of Blackacre is now = $500.
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Extended Real Estate Workout Example

• There are numerous workouts that could result:

• TrustCo can foreclose on Blackacre.

• TrustCo can sue Beta and Gamma to make good on all or part of 

their guarantees.

• TrustCo can foreclose and sue on the guarantees.

• Easy solution:

• Beta and Gamma contribute additional funds to keep LandCo current 

on its loan.
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Extended Real Estate Workout Example

• Owners of LandCo meet and decide tentatively that Beta and Gamma will 

contribute additional funds to keep LandCo current on its loan for another year.

• Consequences?

• Basis increase for Beta and Gamma (additional capital contributions).

• Squeeze out Alpha?

• Sometimes – but Alpha only has a capital interest and may be well 

connected – may be valuable to keep Alpha in the LLC in case real estate 

rebounds.

• What if Beta makes additional contributions but not Gamma?

• Gamma likely will be diluted in some fashion.
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Extended Real Estate Workout Example

• Assume a third-party purchaser is willing to pay $500 for Blackacre.

• Consequences?

• TrustCo will want all of the proceeds

• But because of loss on sale LandCo will never be able to pay back the remaining 

$300 due on the loan.  As a result, Beta and Gamma will owe $300 under the 

guarantees.

• Closing:

• Beta and Gamma come to closing with $150 each which they contribute to 

LandCo and Buyer comes with $500.

• LandCo has $500 in proceeds from sale and $300 in new contributions and pays 

off loan to TrustCo.
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Extended Real Estate Workout Example

• Tax Consequences? 

• LandCo pays all amounts due under loan – no COD income.

• LandCo has $250 loss on the sale of Blackacre.

• That loss may be classified as a capital loss and likely is allocated 

only to Beta and Gamma.

• Over period 2005 to 2008, LandCo spent $250 in operating 

expenses, all of which were likely allocated to Beta and Gamma.

• In addition, the $800 Trustco loan was likely allocated 50/50 to 

Beta and Gamma
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Extended Real Estate Workout Example

• Tax Basis Adjustments (Beta or Gamma)

• Upon formation of LandCo:

• Original $100 contribution

• Plus $400 allocation of loan

• Total = $500

• Over period 2018-2021

• $125 allocation of operating loss over period

• Basis down to $375
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Extended Real Estate Workout Example

• Tax Basis Adjustments (Beta or Gamma)

• At closing:

• $125 capital loss

• $150 capital contribution at closing

• New basis is $400

• But, there is a $400 deemed cash distribution when LandCo pays off TrustCo 

loan which reduces tax basis in LandCo to zero.

• Final result?

• Invested $100 at start plus $150 at closing = $250

• Allocated $125 in operating losses and $125 capital loss = $250.
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Extended Real Estate Example 1.02

• What if Beta and Gamma paid their guarantee payments to TrustCo directly?  

Arguably then LandCo has $300 in COD

• This income would likely be allocated 50/50 to Beta and Gamma

• If the tentative closing tax basis was $400, the only changes are that there is $150 in 

COD allocated and there is no credit for the $150 paid at closing because it is not a 

capital contribution, so closing tax basis is $400.

• Although LandCo only satisfies $500 of the loan to TrustCo (the rest is forgiven), the 

§752 deemed cash distribution applies to the entire $800 debt, for a resulting closing 

tax basis of $0.

• However, note that under general tax principles there is no deduction for a guarantee 

payment if the debtor did not pay consideration.  Accordingly, Beta and Gamma may 

be unable to get a tax benefit for making the guarantee payment.
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Extended Real Estate Example 1.02

• Summary:

• Invested $100 at start plus $150 guarantee payment = $250 total

• Allocated $125 in operating losses, $125 capital loss, and $150 COD 

income = $100 loss

• May be unable to deduct guarantee payment of $150

• Net tax loss may not equal net economic loss.

• Also, possible that some losses are capital and may not be fully offset 

against ordinary income.
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Extended Real Estate Example 1.03

• Assume there are no buyers for Blackacre

• TrustCo forecloses

• LandCo still owes “balance” of loan

• Sometimes there can be disputes over FMV of foreclosed collateral

• Also, non-payment can trigger fees and penalties and foreclosure can trigger 

costs, etc.

• LandCo has no other marketable assets

• TrustCo sues Beta and Gamma for $300

• If Beta and Gamma pay, then similar results as example 1.02 above (COD income 

to LandCo, potentially non-deductible guarantee payments by Beta and potential 

character mismatch, etc.)
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Extended Real Estate Example 1.03

• What if Gamma is broke and Beta pays the entire $300 shortfall?

• Law appears to deny Beta a deduction for the guarantee.  When Beta and Gamma 

pay guarantees in proportion to LandCo allocations, this was a problem, but here 

the result is even more problematic.

• One approach is to have Beta contribute the $300 to LandCo.

• Parties can also agree to change the allocation based on who bears risk of loss.
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Extended Real Estate Example 1.03

• What if Gamma is broke and Beta is almost broke?

• TrustCo and Beta enter into settlement.  In lieu of amount due under guarantee, 

TrustCo accepts $50 from Beta and waives its rights.

• Result:

• Beta has COD income of at least $100 -- Beta owed $150 on a pro-rata basis, 

but only paid $50 in satisfaction of that liability.  $150 due less $50 paid = $100 

COD income.

• IRS could argue that at time of settlement there was not prospect of Gamma 

paying, so Beta owed $300 under the terms of the guarantee.  Thus $300 due 

less $50 paid = $250.

• Gamma has not been released so arguably has no COD income.
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Extended Real Estate Example 1.03

• What if Beta and Gamma did not provide guarantees or there is an impediment to 

enforcing the guarantees?  Assume there are no buyers for Blackacre.

• TrustCo and LandCo enter into an agreement to reduce to the loan to $400.

• Rest of loan terms are the same, except that the 5-year interest-only period is re-

started and Beta and Gamma agree to contribute additional funds to keep the loan 

current for that 5-year period.

• Arguably, this creates $400 of COD income ($800 loan written down to $400).

• Some of this COD income may come within the QRPBI exclusion.
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Extended Real Estate Example 1.04

• Assume that Beta makes the QRPBI election and the loan is acquisition 

indebtedness, and all other requirements of the QRPBI exclusion are met.

• Assume that $200 of COD is otherwise allocable to Beta.

• How much can be excluded?

• The excess of the loan over the FMV of Blackacre is $300 ($800 less $500).  Of 

this, $150 is allocable to Beta.

• Accordingly, Beta can exclude only $150 of the $200.

• Because Blackacre is raw land, it is not depreciable real property whose basis 

would have to be reduced and thus Beta does not have to reduce the basis of his 

partnership interest by the amount excluded.
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Extended Real Estate Example 1.04

• Assume that Beta is insolvent by $50.

• Can Beta exclude the remaining $50 that is not excluded by QRPBI?

• No – QRPBI does not apply to the extent the taxpayer is insolvent.

• The insolvency exception is mandatory and primes QRPBI rules.

• Under these facts, $50 is excluded under the insolvency exception and only $100 is 

excluded under the QRPBI rules.  Also, the insolvency rules will require a $50 basis 

reduction because that basis reduction is not limited to depreciable real property.

• Because the insolvency exception can result in worse tax consequences than the 

QRPBI rules, and because the former is mandatory and overrides the latter, Beta 

may be advised to get contemporaneous documentation that he is solvent.
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Extended Real Estate Example 1.04

• Many debtors in a work out are not subject to GAAP, but creditors frequently are.  

As a result, regulatory issues on writing down debt and related issues can drive a 

bank’s willingness to enter into workout.

• Non-regulated financial institutions, particularly those not subject to GAAP, will have 

far wider latitude in dealing with problem loans.

• Some debtors are subject to GAAP if only because an owner has to include a 

partnership’s results in a consolidate GAAP calculation that is used for other loans 

for bank covenant purposes.  Sometime, these can be waived, but critical to stop 

these hidden default triggers and negotiate in advance to avoid problems later.

81



© 2021 Smith, Gambrell & Russell, LLP, All Rights Reserved 

Reporting Requirements
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Reporting Requirements

• Foreclosures and Abandonments

• if a creditor lends money secured by property in 

connection with a trade or business and

• if that creditor acquires the security in full or partial 

satisfaction of the debt (or creditor has reason to know 

that the debtor has abandoned the property)

• then the creditor has to file a IRS Form 1099-A in 

connection with the foreclosure/abandonment.

• some exceptions
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Reporting Requirements

• Debt Discharge

• if a creditor is an “applicable entity” and

• if the discharge is $600 or more,

• then the creditor has to file a 1099-COD

• “applicable entity” – generally an entity regulated as a bank, 

or a non-regulated entity engaged in the business of 

lending money
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Reporting Requirements

• When does discharge occur for purposes of triggering the 1099-

COD?  

• upon discharge date provided for in bankruptcy, receivership, 

foreclosure, etc.

• upon expiration of statute of limitation

• upon voluntary agreement of the parties

• upon application of a defined policy of the creditor to discontinue 

collection activity and discharge the debt 

• expiration of 36 month period in which no payments are received
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Reporting Requirements

• Exceptions to 1099-COD reporting

• discharged interest

• fees, penalties, etc.

• foreign debtors (sometimes)

• related-party debt acquisition

• upon release of co-obligors (if remaining debtors are liable)

• guarantors
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Considerations for Creditors

• Gain/Loss on Disposition of Debt

• Deduction for Worthless Securities and Bad Debts
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Gain/Loss on Disposition of Debt

• The original lender and any subsequent holders can incur gain 

or loss on the disposition of debt

• Original Lender

• generally, any sale of distressed debt will trigger a loss

• if creditor is in the business of lending, then the loss is 

probably an ordinary loss
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Gain/Loss on Disposition of Debt

• Subsequent Holder

• If a third party acquires distressed debt from the original 

lender, it will generally take that debt with a tax basis 

less than the face amount of the debt.

• If the new creditor re-negotiates the debt with the 

obligor, a deemed exchange can occur that may trigger 

phantom income.
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Bad Debt Deduction

• Worthless Security – IRC 165

• Bad Debt – IRC 166
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Worthless Securities

Worthless Security

• If a debt is issued by a corporation or a government with 

interest coupons attached or in registered form, then it is 

governed by the worthless security rules.

• If such a security becomes completely worthless, then a 

creditor can recognize loss as if the debt were sold.

• Generally, the loss is ordinary or capital depending on whether 

the debt was an ordinary or capital asset

• Note there is no “partial” worthlessness deduction.
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Bad Debt Deduction

Bad Debt Deduction

• If a debt does not qualify as a “security” then it is governed 

by the bad debt deduction rules.

• The bad debt deduction will sometimes hinge on whether 

the debt is a business or non-business bad debt.
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Bad Debt Deduction

• A threshold question -- business or non-business bad debt?

• Generally, corporate debts, and any debts created or 

acquired in connection with the holder’s trade or business 

are business bad debts.
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Bad Debt Deduction

Non-Business Bad Debt Deduction

• A non-business bad debt is deductible as a short-term 

capital loss.

• If the holder is not a corporation, then a non-business bad 

debt can only be deducted when completely worthless.

• If the holder is a corporation, then a non-business bad debt 

can be deducted when partially worthless.
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Bad Debt Deduction

Business Bad Debt Deduction

• A business bad debt is deductible as an ordinary deduction.

• Regardless of the status of the holder, a business bad debt 

can be deducted when partially worthless.
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Worthless Partnership Interest
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Worthless Partnership Interest

97

• Particularly in the case of real estate, the issue comes up as to 
whether an interest in a partnership is worthless and the tax 
consequences that flow from that.

• Generally, a taxpayer cannot take a deduction simply for the 
impairment of an asset.  Thus, even in the case of a documented 
reduction in the FMV of a piece of real estate, the investor generally 
cannot take any tax deduction for that loss unless or until a taxable 
disposition of the real estate occurs.

• In the case of real estate held in a partnership or LLC, however, there 
is a viable strategy.  Specifically, the owner may be able to write off all 
or a portion of its interest as worthless.
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Worthless Partnership Interest

98

• The tax code generally allows a deduction for a loss for which the 

taxpayer does not receive insurance or other proceeds.  

• In the context of a business loss, the deduction may qualify as an 

ordinary deduction rather than a capital loss.

• The applicable regulations provide that any such loss must be 

evidenced by a closed and completed transaction, fixed by 

identifiable events, and actually sustained during the tax year. 

Treas. Reg. §1.165-1(b).
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Worthlessness – Legal Analysis

• It is generally understood that the abandonment of a partnership 

interest will trigger a loss.

• However, the case law also supports a loss on the theory that a 

partnership interest has become worthless.

• The IRS historically took the position that a worthlessness deduction 

was only allowed if the partnership interest was abandoned.

• However, several cases took a different view. Zeeman, 275 F. Supp. 

235 (S.D.N.Y. 1967), aff'd in part and remanded in part on other 

issues, 395 F.2d 861 (2d Cir. 1968); Tejon Ranch Co., T.C. Memo. 

1985-207; and In re Kreidle, 146 B.R. 464 (Bankr. D. Colo. 1991). 
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Worthlessness – Legal Analysis

• The issue was formally addressed in Echols, 935 F.2d 703 (5th Cir. 

1991). There, the Fifth Circuit rejected the IRS position, reversed the 

Tax Court and allowed the taxpayers to take a worthless partnership 

interest deduction without requiring an abandonment. 

• In its reasoning, the court set forth a two-part test. The court noted 

that worthlessness involves both a subjective and objective 

determination. The objective determination often drives whether there 

is worthlessness, while the subjective determination drives when a 

partnership becomes worthless. Thus, a taxpayer must demonstrate 

objective evidence to establish the amount of worthlessness, but is 

entitled to exercise subjective judgment as to the timing of 

worthlessness.
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Worthlessness – Legal Analysis

• The IRS issued an administrative non-acquiescence to the Echols

case (1993 FSA Lexis 353 (Aug. 31, 1993)).

• However, in the same year the IRS issued Rev. Rul. 93-80 which 

addresses the character of a loss in the context of an abandonment 

or worthlessness of a partnership interest. The ruling appears to 

implicitly agree with the position that abandonment is not required for 

a worthlessness deduction.

• A recent Tax Court case, MCM Investment Management LLC, T.C. 

Memo. 2019-158, followed the reasoning in Echols and upheld a 

worthlessness deduction.
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Worthlessness – Legal Analysis

• As a practical matter, worthlessness is a facts-and-circumstances 

determination. 

• Moreover, while the cases suggest that there is more wiggle 

room on the timing question, there are cases where the IRS was 

successful in denying the deduction on the theory that 

worthlessness occurred in an earlier year.
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Worthlessness Deduction

• Many real estate investments are leveraged.  As a result, sometimes 
even a small change in the underlying value of the project can wipe 
out the equity layer.

• This an area that requires very close analysis and there will be two 
key gating issues:  timing and amount.

• First, the deduction must be taken in the same year that the event 
causing the worthlessness occurs.

• Second, the taxpayer will want to contemporaneously document and 
retain proof addressing the amount of the decline in value of the 
underlying real estate.
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Proof Issues

• One of the key tax issues is establishing worthlessness.

• Property tax appraisals by governments tend to be very 
responsive to increases in value, but are sticky when it comes 
to declines.

• Third party valuations may be the best evidence of value.  
Often then will take into account market conditions (i.e., rents 
and other cash flow items) and comparable sales.
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Proof Issues

• The simplest approach is to show that the equity layer has 
been wiped out.

• Example:  A commercial office building was completed in 
December of 2020.  Occupancy stands at 50%.  The project 
was funded with $80mm of debt and $20mm of equity.

• Assume an appraisal yields a value in the range of $55mm to 
$70mm.

• While this a broad range, even under the most optimistic 
scenario the debt exceeds the FMV so the equity layer is 
wiped out.
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Overview
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▪ Offsetting CODI with OID

▪ Market Discount Rules

▪ Recourse/Non-Recourse Considerations



Offseting CODI with OID



Example 1:

▪ At the beginning of year 1, Borrower issues Loan (with a face 

amount of $1 million) at par for a market rate of interest.  Assume 

Loan is publicly traded, and $100 million exemption doesn’t apply.

▪ At the beginning of year 2, Borrower has become distressed, and 

Loan trades for $300k.

▪ Borrower either 

▪ (case 1) repurchases Loan for $300k or 

▪ (case 2) significantly modifies Loan (keeping $1 million face amount and original 

maturity).
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OFFSETTING CODI WITH OID



▪ Example (continued):

▪ Under case (1):

▪ By repurchasing Loan, Borrower will recognize $700k of CODI. 

▪ Under case (2): 

▪ Because Loan is “publicly traded,” the “issue price” of the new Loan is $300k and 

Borrower will also recognize $700k of CODI, even though Borrower remains 

liable for the same amount of debt after the restructuring.

▪ The new Loan has an issue price of $300k and a face amount of $1 million, so it 

is deemed to be issued with $700k of OID that is recognized by Borrower over 

the term of the new Loan.

In case (2), Borrower has $700k in CODI, but also $700k in 

OID deductions.  So they should be no worse off, right?
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OFFSETTING CODI WITH OID



▪ Impediments:

▪ Timing

▪ 108(i) election (expired) allowed a corporation or other taxpayer that issued 

debt in connection with an active trade or business to irrevocably elect to 

defer CODI arising from its “reacquisition” of the debt instrument in 2009 or 

2010. Deferred CODI was included in taxpayer’s income ratably over five 

taxable years beginning in 2014.

▪ AHYDO Rules

▪ The AHYDO rules will apply to an instrument that: (1) is issued by a 

corporation, (2) has a term to maturity of more than five years, (3) has a 

yield to maturity that is 5% or more in excess of the AFR, and (4) that has 

Significant OID.

▪ Consequences of AHYDO status: (1) interest deductions attributable to yield 

on the instrument in excess of the AFR plus 6% disallowed, and (2) 

deductions for the balance of the interest accruals on the deferred until 

actually paid.
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OFFSETTING CODI WITH OID



▪ Impediments (continued):

▪ 163(j)
▪ Under 163(j), the taxpayer’s deductible business interest expense (BIE) in a year 

cannot exceed the sum of: (1) the taxpayer’s business interest income (BII) for the year; 

(2) 30% of the taxpayer’s adjusted taxable income (ATI) for the year; and (3) the 

taxpayer’s floor plan financing interest expense for the year.

▪ OID deductions will be subject to 163(j) limit in year recognized, with deferred amounts 

carried forward. 

▪ CODI income is not treated as BII, so does not increase the 163(j) limited on a dollar-

for-dollar basis.  Also, CODI also increases ATI only in the year it is recognized, and not 

in subsequent years.

▪ Foreign Tax Credits
▪ The foreign tax credit (FTC) limitation under Section 904 is an amount equal to the pre-

credit U.S. tax on the taxpayer’s foreign source income.  Less foreign source income 

means a lower limitation.

▪ CODI is generally sourced entirely to the United States.  Under the Section 861 

regulations, a portion of OID deductions will offset foreign-source income.
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OFFSETTING CODI WITH OID



Market Discount Rules



Example 2:

▪ At the beginning of year 1, Borrower issues Loan (with a face 

amount of $1 million and 10-year maturity) at par for a market rate of 

interest.  

▪ At the beginning of year 2, Borrower has become distressed, and 

Buyer purchases Loan as a capital asset for $300k.

▪ At the beginning of year 3, Borrower has partially recovered, and 

Buyer sells Loan for $500k.

Buyer holds Loan as a capital asset, so the $200k 

of income should be capital gain, right?
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MARKET DISCOUNT RULES



▪ The Market discount rules will take a portion of Buyer’s income that 

would be capital gain and re-characterize it as interest income.  

▪ Market discount generally equals the excess of a debt instrument’s

▪ The debt instrument’s stated redemption price (or revised issue price, in the case 

of an OID instrument) over 

▪ The holder’s basis in the obligation immediately after its acquisition.

▪ Gain realized on the disposition of a market discount bond:

▪ Re-characterized as interest income to the extent of the accrued market 

discount, and any remaining gain will be capital if the bond is a capital 

asset in the hands of the holder.

▪ A taxpayer can also elect under Section 1278(b) to include market 

discount in income currently.

▪ If a debt instrument’s principal is paid according to an amortization 

schedule, partial principal payments before maturity are treated as 

partial dispositions of the instrument.
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▪ Exceptions
▪ Bonds of less than 1 year term.

▪ U.S. savings bonds.

▪ Installment obligations under Sec. 453B. 

▪ Debt payable on demand.

▪ Bonds acquired at original issue. 

▪ De minimis exception – market discount is treated as zero if it is 

equal to, or less than, ¼ of 1% of SRPAM x number of years to 

maturity after acquisition.
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▪ Rational: from a holder’s standpoint, there is no valid distinction 

between OID and market discount. 

▪ Deferral of market discount was solely for administrative reasons.

▪ Bond prices depend upon interest rates. 

▪ If a bond pays interest at a below-market rate, the price of the bond will drop 

because a buyer will pay less for it. 

▪ If a bond pays interest at an above-market rate, the price of the bond will rise 

because a buyer will pay more for it.

▪ These rules were not enacted with distressed debt in mind, and 

contain no exceptions or special rules for distressed debt.

▪ No adjustment is permitted for the risk of default on the obligation. 

▪ Distressed debt is typically valued based on where it sits in the order of priority, 

not its maturity or interest rate.  
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Example 2 (continued):

▪ At the beginning of year 1, Borrower issues Loan (with a face amount of $1 million 

and 10-year maturity) at par for a market rate of interest.  At the beginning of year 2, 

Borrower has become distressed, and Buyer purchases Loan as a capital asset for 

$300k.  At the beginning of year 3, Borrower has partially recovered, and Buyer sells 

Loan for $500k.

▪ The market discount is $700k, the excess of the debt instrument’s $1 million stated 

redemption price at maturity over Buyer’s basis of $300k immediately after 

acquisition. 

▪ When Buyer acquired the debt instrument, there remained 3,280 days (9 years) to 

maturity. Buyer held the debt instrument 365 days (1 year) before selling it.

▪ Market discount accrued on a ratable basis to the date of sale is $77,896 

($700,000 x (365/3,280) and will be treated as interest. The remaining gain 

($122,104) will be capital.
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Example 2 (continued):

▪ Suppose that Loan has a maturity of 5 years rather than 10 years.  

That shouldn’t make much of a difference, right?

▪ When Buyer acquired the debt instrument, there remained 1,460 

days (4 years) to maturity. Buyer held the debt instrument 365 days 

(1 year) before selling it.

▪ Market discount accrued on a ratable basis to the date of sale is 

$175,000 ($700,000 x (365/1,460) and will be treated as interest. 

The remaining gain ($25,000) will be capital.  

▪ Is this result fair?
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▪ Many practitioners believe that the market discount rules do not 

apply to distressed debt.

▪ Argument is that the OID and market discount provisions of the 

Code do not preempt the common law "doubtful collectability" 

exception from Corn Exchange Bank and Rev. Rul. 80-361.

▪ In TAM 9538007 the IRS rejected application of the “doubtful 

collectability” doctrine to OID, so it is unlikely the IRS agrees with 

the view that distressed debt is not subject to the market discount 

rules.
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Recourse / Non-Recourse Considerations



RECOURSE / NON-RECOURSE 

CONSIDERATIONS

▪ The treatment for CODI depends, in part, on whether the discharged debt is 

recourse or nonrecourse. 

▪ Determination under state law (see U.S. v. Centennial Savings Bank FSB),

not same as Section 752.
▪ “Nonrecourse” debt is generally defined as debt where the creditor can look only to the 

identified property as securitized collateral as security for payment of the principal and 

interest on the loan and, thus, cannot look to any other property, the borrower, or any third 

party for repayment. 

▪ “Recourse” debt, on the other hand, is generally debt where the borrower is personally liable 

for payment and the creditor may look to the borrower and any guarantor’s assets for 

satisfaction of the debt.
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Property Subject to Nonrecourse Debt

▪ The amount realized upon any disposition of the property is not less than the amount 

of the nonrecourse debt (i.e., the full amount of debt from which the transferor is 

discharged as a result of the disposition). See Section 7701(g); Treas. Reg. §1.1001-

2(a)(1). 

▪ Borrower recognizes gain from a sale or exchange equal to the difference between 

the amount of the nonrecourse debt and the borrower’s tax basis in the property at 

that time. 
▪ Commissioner v. Tufts, 461 U.S. 300 (1983); Treas. Reg. Section 1.1001-2(c), Example 7

▪ The borrower will not realize any CODI as a result of the transfer of the property, so 

CODI exclusions are not available. 

▪ Foreclosure of property subject to nonrecourse debt will have similar consequences. 
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Property Subject to Recourse Debt

▪ Transaction is bifurcated into two transactions: 
▪ Sale or exchange gain under section 1001 to the extent the value of the property exceeds the taxpayer’s 

adjusted basis in the property, and 

▪ CODI to the extent the adjusted issue price of the recourse debt exceeds the value of the property 

transferred in satisfaction of the debt.

▪ If the borrower transfers cash, its own stock or debt, or a combination thereof, or 

transfers no consideration at all, in satisfaction of a recourse liability, the total amount 

realized will be ordinary CODI. See, e.g., Sections 1032, 108(e)(8) and 108(e)(10). 

▪ If the borrower transfers properties to the creditor other those described above, it may 

also recognize gain or loss under Section 1001, the character of which will depend on 

the type of property transferred. See Treas. Reg. §1.1001-2(a)(2); Treas. Reg. 

§1.1001-2(c), Example 8. 
▪ If the borrower transfers a combination of assets, the transaction will be bifurcated. See, e.g., FSA 

200135002.
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Example 3:
▪ B transfers to a creditor an asset with an adjusted basis of $5,000 

and a fair market value of $6,000. The creditor discharges $10,000 

of indebtedness secured by the asset. 

▪ If the debt is recourse:

▪ The amount realized on the disposition of the asset is its fair market value 

($6,000). The amount of gain realized on the disposition of the asset is the 

excess of the fair market value over the adjusted basis ($6,000 - $5,000 = 

$1,000). In addition, B has CODI of $4,000 ($10,000 - $6,000). 

▪ If the debt is non-recourse:

▪ The amount realized on the disposition of the asset is the amount of 

indebtedness discharged ($10,000). The amount of gain realized on the 

disposition of the asset is the difference between the amount realized and the 

adjusted basis of the asset ($10,000 - $5,000 = $5,000). B has no CODI on the 

discharge of the nonrecourse indebtedness.
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Example 3 (continued):
▪ Does this result make sense?

▪ In the recourse case, the lender was forgiving or releasing the 

borrower’s obligation to repay by waiving or choosing not to pursue 

a state law right against B, which is why B recognized CODI. 

▪ B’s transfer of property subject to a nonrecourse debt does not 

result in CODI, because the lender does not forgive or release any 

obligation, but rather exercises all of its rights under the nonrecourse 

debt against B (i.e., taking the property), but still doesn’t receive the 

full amount.
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