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Tough times often result in canceled debt—
and unexpected income.

In good tImes, clients’ income tax interests are of-
ten deferral of  income, acceleration of  deductions, con-
version of  ordinary income into capital gain, and other 
similar planning based on an optimistic view of  the econ-
omy. With economic contractions, falling asset values, re-
duced availability of  credit, workouts, and restructurings, 
tax conversations frequently include different subjects, 
such as how to avoid taxable income arising from the dis-
charge of  indebtedness.

the BasIcs • Although borrowed funds are not income 
for income tax purposes, a taxpayer generally does realize 
income if  the taxpayer’s debt is discharged without pay-
ment. IRC §61(a)(12) (gross income includes “[i]ncome 
from discharge of  indebtedness”); Treas. Reg. §1.61-12(a) 
(citing as examples cancellation of  debt in exchange for 
services from the debtor and payment or purchase of  ob-
ligations by debtor at less than face value). The law is clear 
that income from the discharge of  indebtedness is an ele-
ment of  gross income for income tax purposes. Thus, a 
taxpayer’s relief  when a creditor cancels or compromises 
a debt is often not complete. Unless an exception applies, 
the taxpayer will have ordinary income in the amount of  
the debt relief.
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 Fortunately for taxpayers, there are a number 
of  exceptions to the rule that income from the dis-
charge of  indebtedness (or as it is more commonly 
called, cancellation of  debt, or COD, income) is 
subject to tax. Some of  the exceptions to COD in-
come are judicial exceptions, but most of  the excep-
tions are statutory exclusions from gross income or 
statutory measures of  COD income and are found 
in section 108. (Unless otherwise noted, references 
to “sections” are to sections of  the federal Internal 
Revenue Code of  1986, as amended.) Many of  the 
exceptions are complex.
 The taxpayer’s cost for avoidance of  taxable 
COD income under certain exclusions is a reduc-
tion of  the taxpayer’s other useful tax attributes such 
as basis in property or loss or credit carryovers. Sec-
tion 108 describes the required reductions in tax at-
tributes, and section 1017 adds details concerning 
reductions in the basis of  the taxpayer’s property 
as a result of  the exclusion of  COD income under 
section 108.

COD INCOME RULES • In addition to spell-
ing out the statutory exclusions of  COD income 
and related requirements for reducing the taxpay-
er’s tax attributes, section 108 sets out certain ad-
ditional, fundamental COD income rules. These 
include rules concerning the effect of  the acquisi-
tion of  a taxpayer’s debt by a related party (§108(e)
(4)), the effect of  contribution of  debt to corporate 
capital (§108(e)(6)), and the effect of  exchanges of  
debt for new debt (§108(e)(10)). Before examining 
the exceptions and exclusions applicable to COD 
income, let’s look at these statutory rules.

acquisition of  debt By Related Party
 If  a debtor acquires its own debt for less than 
the amount owed, unless some exception applies, 
the debtor has COD income. Treas. Reg. §1.61-
12(c)(2)(ii) (when debtor acquires its own debt for 
less than the adjusted issue price debtor realizes 
COD income in the amount of  the excess of  the 

adjusted issue price over the acquisition price). Sec-
tion 108(e)(4) and the Treasury Regulations issued 
under section 108(e)(4) expand this rule by treating 
the debtor as acquiring debt acquired by certain 
persons related to the debtor. (Whether or not the 
person is “related” to the debtor is determined un-
der sections 267(b) and 707(b)(1) with a modified 
definition of  “family” and a special rule for enti-
ties treated as a single employer under section 414. 
§108(e)(4)(A), (B), and (C). The debt must be ac-
quired from someone who is not “related” to the 
debtor. §108(e)(4)(A).) The debt may be acquired 
directly by a related person or “indirectly” in a 
transaction in which a holder of  the debt becomes 
related to the debtor after having acquired the debt 
in anticipation of  becoming related to the debtor. 
Treas. Reg. §1.108-2(c). Although whether debt was 
acquired by a holder in anticipation of  becoming 
related to the debtor is generally a question to be 
determined based on the facts and circumstances, 
debt is deemed to be acquired in anticipation of  
becoming related to the debtor if  the holder of  the 
debt acquired the debt less than six months before 
becoming related to the debtor. Treas. Reg. §1.108-
2(c)(2) and (3). The regulations require disclosure by 
the debtor in certain other circumstances thought 
by the Treasury to indicate an indirect acquisi-
tion of  indebtedness by a related person. Treas. 
Reg. §1.108-2(c)(4). Exceptions to the related-party 
COD income rules exist for (i) debt with a stated 
maturity date that is within one year of  the date 
the debt is acquired by the related person (or, in 
indirect acquisitions, the date the unrelated holder 
of  the debt becomes a related person) and that is 
retired by the maturity date and (ii) debt acquired 
by securities dealers in the ordinary course of  busi-
ness. Treas. Reg. §1.108-2(e)(1), (2).
 In direct acquisitions by a related person, the 
amount of  the debtor’s COD income is generally 
measured by reference to the basis of  the related 
person in the debt on the date the related person 
acquired the debt. Treas. Reg. §1.108-2(f). (More 
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complicated rules apply to determine the debtor’s 
COD income when the acquisition is an “indirect” 
acquisition or the debt is substituted basis property 
in the hands of  the holder under section 7701(a)
(42).) The calculations can be complex when the 
debt was originally issued at a discount, but in 
simple situations the debtor’s COD income is the 
excess of  the principal amount of  the debt over the 
price the related party paid for it. After the acquisi-
tion of  a debt by a related party, the debt under-
goes a transformation. If  the debtor realized COD 
income (whether or not it qualified for some exclu-
sion from gross income), going forward the debt is 
treated as new debt issued by the debtor. For origi-
nal issue discount (OID) purposes, the issue price 
of  the new debt is the amount used to determine 
the debtor’s COD income (for example, in a direct 
acquisition by a related person, the new holder’s 
basis in the debt). Since the terms of  the debt do 
not change, if  the related person acquired the debt 
at a discount, the stated redemption price of  the 
“new” debt at maturity will exceed the issue price, 
and there will be OID to be taken into account over 
the remaining term of  the debt by the debtor and 
by the related person who holds the debt. Treas. 
Reg. §1.108-2(g)(1). See examples at Treas. Reg. 
§1.108-2(g)(4). 

debt contributed to capital
 Another basic rule to bear in mind is that for 
purposes of  determining COD income, if  a cor-
poration acquires its debt from a shareholder as a 
contribution to capital (as opposed to in exchange 
for additional equity in the corporation), the cor-
poration is treated as satisfying the debt with an 
amount of  money equal to the shareholder’s ba-
sis in the debt. §108(e)(6). (Section 118 (providing 
generally that contributions to corporate capital 
are excluded from gross income) does not apply. 
§108(e)(6)(A); see also Treas. Reg. §1.61-12(a) (share-
holder’s gratuitous forgiveness of  corporate debt is 
generally a contribution to capital to the extent of  

the principal of  the debt).) A shareholder will usu-
ally have a basis in the debt if  the shareholder has 
loaned money to the corporation. However, a cash 
basis shareholder will usually not have a basis in a 
corporate debt the shareholder received for servic-
es. Thus, some contributions of  corporate debt to 
capital can result in COD income to the corpora-
tion. Section 108(e)(2) (concerning exclusion from 
COD income if  payment of  the debt would have 
given rise to a deduction) may also come into play 
in this context.

debt-For-debt exchanges
 When a debtor buys back its debt at a discount, 
the debtor realizes COD income. Treas. Reg. §1.61-
12(c)(2)(ii). To put it more precisely, a debtor real-
izes COD income when it repurchases its debt for 
less than its adjusted issue price. Id. The amount of  
the COD income is the excess of  the adjusted is-
sue price over the repurchase price. Id. But when a 
debtor gives new debt in satisfaction of  old debt the 
debtor realizes no COD income if  the new debt is 
equivalent to the old debt. This follows from sec-
tion 108(e)(10), which provides that for purposes of  
determining a debtor’s COD income, if  a debtor 
exchanges a new debt for an old debt, the debtor 
is treated as satisfying the old debt with an amount 
of  money equal to the issue price of  the new debt. 
What we must keep in mind in this context are the 
tax principles that determine when new debt is ex-
changed for old debt and, to do the math, the tax 
principles that determine the adjusted issue price of  
the old debt and the issue price of  the new debt.
 An exchange of  one debt instrument for anoth-
er is not the only type of  debt-for-debt exchange. 
A change in the terms of  a loan is a debt-for-debt 
exchange if  the change is a “modification” and the 
modification is “significant” under the income tax 
regulations. Treas. Reg. §§1.1001-1(a) and 1.1001-
3. (A creditor may realize gain or loss on an ex-
change of  debt obligations, including loan modifi-
cations that are deemed to be “exchanges.” But an 
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exchange of  corporate securities may be a nontax-
able (to the creditor) exchange. See §§354, 355, and 
356.)
 The regulations go into great detail concern-
ing what is a “modification” for these purposes and 
what modifications are “significant.” Treas. Reg. 
§1.1001-3. “Modification” is defined broadly as 
any alteration of  a legal right or obligation of  the 
issuer or the holder of  the debt instrument. Treas. 
Reg. §1.1001-3(c)(1)(i). Alterations that occur by 
operation of  the terms of  the debt instrument are 
generally not modifications, but this rule is subject 
to a number of  exceptions. Treas. Reg. §1.1001-
3(c)(1)(ii) and (2). For example, a change from non-
recourse to recourse debt is a modification even if  
the change occurs by operation of  the terms of  the 
debt instrument. Treas. Reg. §1.1001-3(c)(2)(i).
 As a general rule, a modification is “significant” 
only if, based on all the facts and circumstances, 
the legal rights or obligations that are altered, and 
the degree to which they are altered, are economi-
cally significant. Treas. Reg. §1.1001-3(e)(1). There 
are, however, specific rules that apply to determine 
whether a change (i) in yield, (ii) in the timing of  
payments, (iii) in obligor or security, (iv) in the na-
ture of  the debt instrument (such as changing an 
unsecured debt from recourse to nonrecourse), or 
(v) in accounting or financial covenants is “signifi-
cant.” Treas. Reg. §1.1001-3(e)(2) through (6).
 “Issue price” and “adjusted issue price” are 
OID concepts. See §§1271-1275 concerning OID. 
(Section 108(e)(10)(B) states that generally the is-
sue price of  a debt instrument is determined under 
sections 1273 and 1274. “Adjusted issue price” is 
defined in section 1272(a)(4) and, more helpfully, 
in Treas. Reg. § 1.1275-1(b). The adjusted issue 
price is initially the debt instrument’s issue price. It 
is increased by the amount of  OID previously in-
cluded in the holder’s income and decreased by any 
payment previously made on the debt instrument 
other than a payment of  qualified stated interest. 
Treas. Reg. § 1.1275-1(b)(1). Qualified stated inter-

est is stated interest that is unconditionally payable 
in cash or property (other than the issuer’s debt) 
at least annually at a single fixed rate. Treas. Reg. 
§ 1.1273-1(c).) A thorough understanding of  the 
intricate OID rules is necessary for a thorough un-
derstanding of  the federal tax treatment of  debt 
instruments and, consequently, COD income. But 
let’s keep things simple in reviewing how COD in-
come is calculated in debt-for-debt exchanges. 
 Let’s assume an old debt instrument, not pub-
licly traded, bearing interest at a fixed rate payable 
at least annually which has been issued in exchange 
for cash in the amount of  the stated principal 
amount of  the debt instrument—in other words, 
an ordinary loan. The issue price of  the old debt 
instrument will have been the amount loaned or 
the stated principal amount. §1273(b)(2) (issue price 
of  debt instrument not issued for property and 
not publicly offered is the price paid by the first 
buyer of  the debt instrument); see also Treas. Reg. 
§1.1273-2(a). Since the old debt did not have any 
OID, if  the borrower has not paid down any of  the 
principal, the adjusted issue price of  the old debt 
will be the same as the amount loaned, that is, the 
stated principal amount of  the old debt. Treas. Reg. 
§1.1275-1(b). (OID is the excess of  a debt instru-
ment’s “stated redemption price at maturity” over 
its “issue price.” §1273(a)(1). A debt instrument’s 
stated redemption price at maturity is the sum of  
all payments provided by the debt instrument other 
than “qualified stated interest” payments. §1273(a)
(2) and Treas. Reg. §1.1273-1(b). In our example, 
the old debt’s stated redemption price at maturity 
is the same as its issue price.) Let’s also assume the 
new debt instrument is not publicly traded, has the 
same principal amount and bears interest at the 
current applicable federal rate payable at least an-
nually. (The new interest rate may be lower than 
the old interest rate, and the amortization of  prin-
cipal may be over a longer period.) Under these 
assumptions, the issue price of  the new debt will 
be the same as its stated principal amount, the ad-
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justed issue price of  the old debt will be the same as 
the issue price of  the new debt, and the debtor will 
realize no COD income on the exchange. §108(e)
(10) and Treas. Reg. §1.61-12(c)(2)(ii). Since in our 
example neither the old debt nor the new debt is 
publicly traded, the issue price of  the new debt in-
strument is its stated redemption price at maturity 
so long as it bears adequate stated interest. §1273(b)
(4). (Section 1274 does not apply because the new 
debt bears adequate stated interest and the stated 
redemption price at maturity does not exceed the 
stated principal amount. Section 483, another fac-
tor in valuation of  debt instruments, also would not 
apply because the new debt bears adequate stated 
interest.) The debt instrument in our example bears 
“adequate stated interest” because it bears interest 
at the current “applicable federal rate.” §1274(c)
(2).
 The key to avoiding COD income in this ex-
ample—when neither debt instrument is publicly 
traded and the principal amount of  the loan does 
not change—is setting interest at a rate no less than 
the applicable federal rate. 
 Let’s now vary our assumptions and say the 
new debt instrument is publicly traded. (Perhaps 
the more common situation would be that both 
the old and the new debt instruments are publicly 
traded.) The issue price of  a publicly traded debt 
instrument issued for property (here, the “proper-
ty” is the old debt) is the fair market value of  the 
property. §1273(b)(3). Therefore, if  the fair mar-
ket value of  the old debt has declined to less than 
its adjusted issue price (because of  concerns with 
creditworthiness or other reasons), the exchange 
of  the new debt for the old debt will result in the 
debtor realizing COD income in the amount of  the 
decline in value. §108(e)(10) and Treas. Reg. §1.61-
12(c)(2)(ii). The issue price of  the new debt will be 
less than the adjusted issue price of  the old debt. It 
does not matter that the stated principal amounts 
of  the old and new debts are the same, although if  
the new debt’s stated redemption price at maturity 

is greater than its issue price, there will be OID to 
take into account over the term of  the new debt.

dIsPosItIons oF PRoPeRty secuR-
INg DEbt • In addition to these statutory COD 
income rules, it is necessary to keep in mind anoth-
er basic rule applicable to dispositions of  property 
securing debt in exchange for release from the debt. 
When a debtor disposes of  property and is released 
from the debt that the property secures, the nature 
of  the debt is important in determining whether 
there is COD income and therefore whether any 
of  the income realized may be excluded under one 
of  the exclusions that apply to COD income. A 
voluntary conveyance or foreclosure of  property in 
satisfaction of  a recourse debt is divided for tax pur-
poses into two parts: a sale of  the property for an 
amount equal to the property’s fair market value 
and a cancellation of  debt to the extent the amount 
of  the debt exceeds the property’s fair market value. 
Treas. Reg. §1.1001-2(a)(2) and (c), Example 8. See 
also Rev. Rul. 90-16, 1990-1 C.B. 12. Thus, when 
the amount of  the recourse debt is greater than the 
fair market value of  the property, the debtor will 
have COD income as a result of  the transaction as 
well as gain or loss on the sale. (If  the fair market 
value is greater than the debtor’s adjusted basis in 
the property, the debtor will have a gain on the sale 
part of  the transaction. If  the fair market value is 
less that the debtor’s adjusted basis in the property, 
the debtor will have a loss. §1001.) An exclusion 
may keep some or all of  the COD income out of  
the debtor’s gross income. Note that COD income 
is ordinary income, and the gain or loss on the sale 
part of  the transaction may be capital gain or loss.
 A voluntary conveyance or foreclosure of  prop-
erty in satisfaction of  a nonrecourse debt is treated dif-
ferently. The whole transaction is a sale. The debtor 
realizes gain or loss equal to the difference between 
the principal amount of  the nonrecourse debt and 
the debtor’s adjusted basis in the property. Treas. 
Reg. §1.1001-2(a)(1) and (c), Example 7. The prop-



 12  |  The Practical Tax Lawyer Summer 2009

erty’s fair market value does not matter. There is no 
COD income.

example (Recourse debt)
 A transfers to a creditor an asset with an ad-
justed basis of  $5,000 and a fair market value of  
$6,000. The creditor discharges $7,500 of  indebt-
edness secured by the asset for which A is person-
ally liable. 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 ad-
dition, A has COD income of  $1,500 ($7,500 - 
$6,000). 

example (nonrecourse debt)
 B transfers to a creditor an asset with a fair 
market value of  $6,000 with an adjusted basis of  
$5,000. The creditor discharges $7,500 of  indebt-
edness secured by the asset for which B is not per-
sonally liable. The amount realized on the dispo-
sition of  the asset is the amount of  indebtedness 
discharged ($7,500). The amount of  gain realized 
on the disposition of  the asset is the difference be-
tween the amount realized and the adjusted basis 
of  the asset ($7,500 - $5,000 = $2,500). B has no 
COD income on the discharge of  the nonrecourse 
indebtedness.
 Armed with this background, let’s look at the 
judicial and statutory exceptions to COD income.

thE COURtS takE ExCEptION • Several 
important exceptions to the rule that discharge of  
the taxpayer’s debt results in COD income have 
been established through court decisions and have 
not been codified.

contingent or contested Liabilities
 Cancellation of  a contingent liability does not 
result in COD income because a contingent liabil-
ity is not a true debt for COD purposes. Hunt v. 

Commissioner, 59 T.C. M. (CCH) 635 (1990) (a con-
tractual obligation to make payments based on 
future profits was not a true debt; its cancellation 
did not give rise to income); Graf  v. Commissioner, 80 
T.C. 944 (1983) (nonrecourse loan repayable out of  
future profits is not a loan for tax purposes). Tax-
payers have also been able to avoid COD income 
on the settlement of  contested obligations. N. So-
bel, Inc. v. Commissioner, 40 B.T.A. 1263 (1939), non-
acq. 1940-1 C.B. 8. The scope of  the judicial ex-
ception to COD income for contested obligations 
is not clear. The cautious view is that the excep-
tion is only available when there is a valid dispute 
concerning the amount of  the original liability or 
when the debt reduction is based on an “infirmity” 
that relates back to the purchase of  property (such 
as the seller’s misrepresentation or fraud). See Preslar 
v. Commissioner, 167 F.3d 1323 (10th Cir. 1999). The 
infirmity permits the taxpayer to treat the debt re-
duction as a price adjustment even though the debt 
is not owed to the seller and thus falls outside of  
section 108(e)(5).

debt that Is equity
 Satisfaction of  a debt for less than the face 
amount cannot give rise to COD income if  the 
debt was really an equity interest. It is possible that 
a taxpayer’s nominal debt to a lender might, for 
tax purposes, be an acknowledgment of  an equity 
interest in exchange for an advance. In such cases, 
a return of  less than all of  the investor’s advance 
should not be regarded as a cancellation of  indebt-
edness.

statutoRy excLusIons FRom cod 
INCOME • Now let’s look at the statutory exclu-
sions from COD income found in section 108. Per-
haps the most important are the bankruptcy and 
insolvency exclusions.
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Bankruptcy
 Section 108(a)(1)(A) excludes any amount that 
would otherwise be includible in gross income by 
reason of  the discharge of  the taxpayer’s debt if  
the discharge occurs in a case under the Bank-
ruptcy Code. To enjoy the benefit of  the exclusion, 
the taxpayer must be under the jurisdiction of  the 
court in the bankruptcy case and the discharge of  
the debt must be granted by the court or pursuant 
to a court-approved plan. §108(d)(2). In return for 
the exclusion of  COD income generated in bank-
ruptcy, the taxpayer must reduce certain of  its tax 
attributes. §108(b). (The bankruptcy, insolvency, 
“qualified farm indebtedness,” “qualified business 
real property indebtedness,” and “qualified princi-
pal residence indebtedness” exclusions all require a 
corresponding reduction of  tax attributes. We will 
look at the attribution reduction rules after review-
ing the statutory exclusions.) The bankruptcy ex-
clusion is especially valuable to a taxpayer because 
it is not limited by the extent of  the taxpayer’s in-
solvency or by the extent of  the taxpayer’s tax at-
tributes available for reduction.
 With partnerships, the bankruptcy exclusion 
and the related reduction of  tax attributes are ap-
plied at the partner level. §108(d)(6). What this 
means is that when partnership debt is discharged 
in a bankruptcy case, the bankruptcy exclusion will 
not apply to any partner who is not also in bank-
ruptcy. But see Estate of  Martinez, v. Commissioner, 87 
T.C.M. (CCH) 1428 (2004) (Tax Court permitted 
exclusion of  COD income from bankrupt partner-
ship even though partner neither bankrupt nor in-
solvent). If, however, a partner is insolvent, he or 
she may be able to exclude his or her share of  part-
nership COD income arising from the discharge 
of  partnership debt in a bankruptcy of  the part-
nership under the insolvency exclusion, which is 
also applied at the partner level. §§108(a)(1)(B) and 
108(d)(6). 

Insolvency
 Section 108(a)(1)(B) excludes any amount that 
would otherwise be includible in gross income by 
reason of  the discharge of  the taxpayer’s debt if  
the discharge occurs when the taxpayer is insol-
vent. (The insolvency exclusion does not apply if  
the debt is discharged in a bankruptcy case. §108(a)
(2)(A).) This exclusion is limited, however, to the 
extent of  the taxpayer’s insolvency. §108(a)(3). “In-
solvent” for this purpose means the condition of  
an excess of  liabilities over the fair market value of  
assets. §108(d)(3). To determine whether or not a 
taxpayer is insolvent, and the amount by which the 
taxpayer is insolvent, one looks to the taxpayer’s as-
sets and liabilities immediately before the discharge 
of  the debt. §108(d)(3). 

Example
 A has assets of  $500 and liabilities of  $650, in-
cluding debt to creditor C of  $300. A settles debt 
to creditor C for $100. Since A is insolvent to the 
extent of  $150 ($650 - $500), A may exclude $150 
of  the $200 in cancellation of  debt from COD in-
come. A recognizes $50 of  COD income as a re-
sult of  settling A’s debt to creditor C at a reduced 
amount. 

Determining Insolvency
 According to the IRS, the amount by which a 
nonrecourse debt exceeds the fair market value of  
the property securing the debt is taken into account 
in determining insolvency, but only to the extent 
that the excess nonrecourse debt is discharged. 
Rev. Rul. 92-53, 1992-2 C.B. 48. The excess non-
recourse debt that is not discharged is not treated as 
a liability in determining insolvency.
 As with the bankruptcy exclusion, in return for 
the exclusion of  COD income generated while the 
taxpayer is insolvent, the taxpayer must reduce cer-
tain of  its tax attributes. §108(b). As noted above, 
with partnerships, the insolvency exclusion of  part-
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nership COD income is determined at the partner 
level. §108(d)(6).
 The statutory insolvency exclusion is exclusive. 
§108(e)(1). There are no additional judicial insol-
vency exclusions available. 

Qualified Farm Indebtedness
 Section 108(a)(1)(C) excludes any amount that 
would otherwise be includible in gross income by 
reason of  the discharge of  the taxpayer’s debt if  the 
debt is “qualified farm indebtedness.” (The bank-
ruptcy and insolvency exclusions take precedence 
over the QFI exclusion. §108(a)(2)(A) and (B).) As 
with the bankruptcy and insolvency exclusions, in 
return for the exclusion of  COD income on the 
discharge of  QFI, the taxpayer must reduce certain 
of  its tax attributes. §108(b). The QFI exclusion is 
closely drawn. QFI is debt incurred by the taxpayer 
directly in connection with the taxpayer’s farming 
trade or business, but only if  at least 50 percent of  
the taxpayer’s aggregate gross receipts for the three 
tax years preceding the tax year in which the debt 
is discharged is attributable to farming. §108(g)(2). 
The QFI exclusion only applies if  the discharge 
of  the debt is by a “qualified person,” which term 
basically describes persons in the lending business 
unrelated to the taxpayer (including federal, state 
and local government agencies). §108(g)(1). The 
amount excluded from COD income cannot ex-
ceed the sum of  (i) the taxpayer’s “adjusted tax at-
tributes” and (ii) the aggregate adjusted bases of  the 
taxpayer’s “qualified property” at the beginning of  
the tax year following the tax year in which the debt 
is discharged. §108(g)(3). The taxpayer’s “adjusted 
tax attributes” are generally the tax attributes sub-
ject to reduction on account of  the bankruptcy and 
insolvency exclusions (other than the basis of  the 
taxpayer’s property). §108(g)(3)(B). The taxpayer’s 
“qualified property” is any property held for use in 
a trade or business or for the production of  income. 
§108(g)(3)(C). Thus, the QFI exclusion, unlike the 
bankruptcy and insolvency exclusions, is limited by 

the taxpayer’s tax attributes and basis in qualified 
property available for reduction.

Qualified Real property business 
Indebtedness
 For taxpayers other than C corporations, sec-
tion 108(a)(1)(D) provides an elective exclusion from 
COD income for the discharge of  “qualified real 
property business indebtedness.” (The bankruptcy 
and insolvency exclusions take precedence over the 
QRPBI exclusion. IRC §108(a)(2)(A) and (B).) QR-
PBI is debt incurred or assumed by a taxpayer in 
connection with real property used in a trade or 
business which is secured by such real property. 
§108(c)(3)(A). The QRPBI definition also requires 
the debt to be “qualified acquisition indebtedness” 
or to have been incurred or assumed before 1993. 
§108(c)(3)(B). Finally, for the exclusion to apply, the 
taxpayer must make an election to treat the debt 
as QRPBI. §108(c)(3)(C). (IRS Form 982 is to be 
attached to the return for the taxable year of  dis-
charge. Section 108(c)(3) also makes it clear that 
QRPBI does not include QFI and contains a rule 
to apply when QRPBI is refinanced.) “Qualified ac-
quisition indebtedness” is debt incurred or assumed 
to acquire, construct, reconstruct, or substantially 
improve the property securing the debt. §108(c)
(4). In return for the exclusion of  COD income as 
QRPBI, the taxpayer must reduce the taxpayer’s 
basis in the taxpayer’s depreciable real property. 
§108(c)(1)(A). The QRPBI exclusion is subject to 
two separate limitations. First, the amount of  the 
exclusion cannot exceed the excess of  (i) the out-
standing principal amount of  the debt before the 
discharge over (ii) the fair market value of  the real 
property reduced by any other QRPBI secured 
by the property. §108(c)(2)(A); Treas. Reg. §1.108-
6(a). Second, the amount of  the QRPBI exclusion 
cannot exceed the aggregate adjusted bases of  the 
taxpayer’s depreciable real property. §108(c)(2)(B); 
Treas. Reg. §1.108-6(b). (The statute provides spe-
cial adjustments in the case of  reductions in basis as 
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a result of  the application of  other statutory exclu-
sions and prevents the taxpayer from counting the 
basis of  property acquired in contemplation of  the 
discharge of  the debt.) Thus, the QRPBI exclusion 
is doubly limited—first by the amount of  debt in 
excess of  property value (net of  other QRPBI se-
cured by such property), and second, like the QFI 
exclusion, by the taxpayer’s aggregate adjusted ba-
sis of  depreciable real property.

Qualified principal Residence 
Indebtedness
 A temporary exclusion for the discharge of  
“qualified principal residence indebtedness” ap-
pears in section 108(a)(1)(E). (The bankruptcy 
exclusion takes precedence over the QPRI exclu-
sion. IRC §108(a)(2)(A). The QPRI exclusion takes 
precedence over the insolvency exclusion unless 
the taxpayer elects otherwise. §108(a)(2)(C).) The 
statute excludes the discharge of  QPRI from gross 
income if  the QPRI is discharged before 2013. 
QPRI is “acquisition indebtedness” with respect 
to the taxpayer’s principal residence. §108(h)(2). In 
the QPRI definition, “acquisition indebtedness” is 
a modified version of  that term as used to describe 
the qualified residence interest deduction under 
section 163(h)(3)(B). Id. The modifications cap the 
amount of  QPRI at $2 million (rather than the $1 
million cap applicable for the interest deduction) 
for joint filers. Id. (The QPRI exclusion limit is $1 
million in the case of  a married taxpayer filing a 
separate return.) The statute requires a reduction 
in the basis of  the taxpayer’s principal residence in 
the amount excluded from gross income on the dis-
charge of  QPRI. §108(h)(1). The QPRI exclusion 
will not apply if  the mortgage debt is discharged 
on account of  any factor not directly related to the 
residence’s decline in value or the taxpayer’s finan-
cial condition. §108(h)(3). (In particular, the QPRI 
exclusion will not apply if  the discharge of  the 
mortgage debt is on account of  services performed 
for the lender.) 

OthER COD SpECIaL RULES • In addi-
tion to the exclusions and special rules we have 
reviewed, section 108 contains other special rules 
dealing with COD income. These rules address 
the discharge of  debt the payment of  which would 
have given the taxpayer a deduction, the reduction 
of  purchase money debt, student loans, debt-for-
equity exchanges, and the new deferral available 
for COD income attributable to the reacquisition 
of  certain business debt.

Lost deductions
 Section 108(e)(2) provides that a taxpayer does 
not realize COD income to the extent that the tax-
payer’s payment of  the debt discharged would have 
given rise to a deduction. An obvious beneficiary 
of  this rule is the cash (but usually not accrual) 
basis taxpayer whose trade account payable is dis-
charged.

Purchase money debt Reduction
 Under section 108(e)(5), a purchase money 
debt reduction of  a solvent taxpayer is treated as a 
price reduction, not COD income, if  the reduction 
occurs outside of  bankruptcy and while the pur-
chaser is solvent. The result is a reduction in ba-
sis, but not under the attribute reduction rules that 
apply in the case of  certain other statutory exclu-
sions from COD income. The legislative history of  
section 108(e)(5) indicates that the purchase price 
reduction exception is not available if  (i) the origi-
nal seller of  the property has assigned the debt, (ii) 
the debtor has transferred the purchased property, 
or (iii) the debt reduction arises from events unre-
lated to actions of  the purchaser and the seller, such 
as the expiration of  the statute of  limitations on 
the enforcement of  the debt. S. Rep. No. 96-1035, 
96th Cong., 2d Sess., at 16-17, as reprinted in 1980-2 
C.B. 620, 628.
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student Loans
 There is also a statutory exception for discharge 
of  debt under certain student loans if  the discharge 
is under a loan provision to the effect that the debt 
will be discharged, in whole or in part, if  the for-
mer student works for a certain period of  time in 
certain professions for specified employers. §108(f).

stock For debt
 Section 108(e)(8)(A) provides that if  a corpora-
tion transfers stock to a creditor in satisfaction of  
the corporation’s debt, then for purposes of  deter-
mining the corporation’s COD income, the corpo-
ration will be treated as having satisfied the debt 
with an amount of  money equal to the fair market 
value of  the stock. This means there is COD in-
come to the extent the debt discharged is greater 
than the value of  the stock. Note, this rule differs 
from the rule for determining COD income on the 
contribution of  debt to capital when the creditor 
receives no additional equity interest in the corpo-
ration. Section 108(e)(7) provides rules for the re-
capture of  the creditor’s loss deductions on the sale 
of  the stock.

Partnership Interest For debt
 Under section 108(e)(8)(B), a similar rule applies 
when a partnership transfers a capital or profits in-
terest to a creditor in satisfaction of  partnership 
debt. For purposes of  determining the partnership’s 
COD income, the partnership will be treated as 
having satisfied the debt with an amount of  money 
equal to the fair market value of  the partnership 
interest. §108(e)(8). See Prop. Reg. §1.108-8, REG-
164370-05 (October 31, 2008) (setting out a safe 
harbor under which the value of  the partnership 
interest is its liquidation value). This means there is 
COD income to the extent the debt discharged is 
greater than the value of  the partnership interest. 
Any COD income recognized on an exchange of  
a partnership interest for debt must be included in 
the distributive shares of  the taxpayers who were 

the partners in the partnership immediately before 
the discharge of  the debt. §108(e)(8). Under regula-
tions to be prescribed, the creditor’s loss deductions 
are to be recaptured on the sale of  the partnership 
interest in a fashion similar to the recapture of  loss 
deductions in a corporate debt-for-equity exchange 
as spelled out in section 108(e)(7). §108(e)(7)(E).

deferral of  cod Income When Business 
Indebtedness discharged By Reacquisition
 As noted above, generally, if  a debtor acquires its 
own debt for less than the amount owed, the debtor 
has COD income. A new statutory provision per-
mits certain taxpayers to elect irrevocably to defer 
COD income arising in connection with the tax-
payer’s reacquisition of  the taxpayer’s debt so long 
as the reacquisition takes place in 2009 or 2010. 
§108(i). (The taxpayer’s election to apply section 
108(i)’s deferral regime to COD income precludes 
the application of  the bankruptcy, insolvency, QFI 
and QRPBI exclusions to the COD income from 
the debt for the year of  the election (or any later 
year). §108(i)(5)(C). Pass-thru entities must make the 
election at the entity level. §108(i)(5)(B)(iii).) When 
the taxpayer elects to defer such COD income, 
the taxpayer must include the deferred amount in 
income ratably over the five-taxable-year period 
beginning with either (i) the fifth taxable year fol-
lowing the taxable year in which the reacquisition 
occurs (if  the reacquisition occurs in 2009) or (ii) 
the fourth taxable year following the taxable year in 
which the reacquisition occurs (if  the reacquisition 
occurs in 2010). §108(i)(1) (in other words, begin-
ning in 2014). To qualify for the deferral, the debt 
instrument reacquired must be one issued by a C 
corporation or one issued in connection with the 
taxpayer’s conduct of  a trade or business. §108(i)
(3)(A). Reacquisition may be by the debtor under 
the debt instrument or by certain related persons. 
§§108(i)(4)(A) and 108(i)(5)(A). Reacquisition may be 
by means of  the payment of  cash, in exchange for 
another debt instrument (including a deemed ex-
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change upon modification of  the debt instrument), 
in exchange for corporate stock or a partnership 
interest, or by contribution of  the debt to capital. 
§108(i)(4)(B). The holder’s complete forgiveness of  
the debt is also a reacquisition under the statute. Id. 
Recognition of  the deferred COD income will be 
accelerated upon the taxpayer’s death, liquidation, 
sale of  substantially all assets, or cessation of  busi-
ness or upon “similar circumstances” (apparently 
to be specified in future IRS guidance). §§108(i)(5)
(D)(i) and 108(i)(7)(A). In the case of  pass-thru enti-
ties, the deferred COD income will also be acceler-
ated upon the sale, exchange, or redemption of  an 
interest in the entity by the owner of  the interest. 
§108(i)(5)(D)(ii).
 If  the taxpayer’s reacquisition of  its debt takes 
the form of  an exchange of  debt instruments (ei-
ther an actual exchange or a deemed exchange as 
a result of  a modification of  the debt) and there is 
OID with respect to the new debt instrument is-
sued in the exchange, a special rule applies with 
respect to the issuer’s deductions with respect to the 
OID. §108(i)(2). (The issuer of  a debt instrument 
with OID generally deducts OID as interest over 
the term of  the debt as it accrues. See §163(e)(1). 
There is a notable exception for certain “applicable 
high yield discount obligations” or AHYDOs. See 
§163(e)(5).) The law does not allow any deduction 
with respect to the portion of  the OID (up to the 
amount of  the COD income deferred) that accrues 
before the taxpayer must begin to take the deferred 
COD income into account as gross income. §108(i)
(2)(A). The disallowed OID deductions are allowed 
over the five-taxable year period in which the tax-
payer must include the deferred COD income in 
gross income. Id.

attRIbUtE REDUCtION • As noted above, 
the taxpayer’s price for exclusion of  COD income 
under the bankruptcy, insolvency, and QFI exclu-
sions is the reduction of  certain of  the taxpayer’s fa-
vorable tax attributes. The concept is to at least try 

to turn the exclusion into a mere deferral. The re-
quired reduction in tax attributes applies (in order) 
to the taxpayer’s (i) net operating losses, (ii) general 
business credits, (ii) minimum tax credit, (iii) capital 
loss carryovers, (iv) basis in the taxpayer’s property, 
(v) passive activity loss and credit carryovers, and 
(vi) foreign tax credit carryovers. §108(b); Treas. 
Reg. §1.108-7(a)(1). In the case of  the bankruptcy 
and insolvency exclusions, if  the excluded COD in-
come is greater than the total of  the taxpayer’s tax 
attributes, the excess COD income is permanently 
excluded from the taxpayer’s gross income. Treas. 
Reg. §1.108-7(a)(2). The QFI exclusion, as we have 
seen, has a built-in limitation based on the tax at-
tributes available for reduction. The reductions are 
generally made on a dollar-for-dollar basis with 
respect to the excluded COD income except in 
the case of  the reduction in the credits, where the 
reduction is 331/3 cents for each dollar excluded. 
§108(b)(3). The taxpayer makes the reductions after 
determining income tax for the year the COD in-
come is realized. §108(b)(4). (Special ordering rules 
apply to the reduction of  carryover tax attributes.) 
Section 1017 and the Treasury Regulations under 
section 1017 describe how any reduction in the ba-
sis of  the taxpayer’s property is to be made.

Basis Reductions
 A taxpayer may elect to reduce the basis of  the 
taxpayer’s depreciable property first before reduc-
ing any other tax attributes. §108(b)(5); Treas. Reg. 
§1.108-4. Section 1017 also governs this reduction 
in basis. The election to reduce basis in deprecia-
ble property is limited in application to the aggre-
gate adjusted bases of  the taxpayer’s depreciable 
property at the beginning of  the taxable year fol-
lowing the taxable year in which the discharge of  
debt giving rise to COD income occurs. §108(b)(5)
(B). By making the election to reduce basis first, the 
taxpayer can preserve other tax attributes, like loss 
carryovers, that may be more immediately valu-
able.
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 Section 1017 deals with the reduction in basis 
of  property necessary as a result of  the application 
of  the bankruptcy, insolvency, or QFI exclusions, 
whether under the general reduction rules or under 
the elective reduction of  basis of  depreciable prop-
erty before the application of  the general reduction 
rules. Section 1017 also deals with the reduction in 
basis of  property necessary as a result of  the ap-
plication of  the elective QRPBI exclusion. In gen-
eral, as noted above, the amount of  COD income 
excluded which is to be applied to basis reduction 
is applied to reduce the basis of  property held by 
the taxpayer at the beginning of  the year follow-
ing the year in which the debt was discharged. 
§1017(a). In bankruptcy and insolvency cases the 
amount of  the reduction is limited. In such cases 
the reduction cannot exceed (i) the aggregate of  the 
bases of  the taxpayer’s property immediately after 
the discharge of  the debt over (ii) the aggregate of  
the taxpayer’s liabilities immediately after the dis-
charge of  the debt. §1017(b)(2). However, when the 
taxpayer elects under section 108(b)(5) to reduce its 
basis in depreciable property first before reducing 
other tax attributes, the taxpayer’s liabilities are not 
taken into account in determining the maximum 
basis reduction. Id.

Order Of  Reduction 
 In the case of  the bankruptcy and insolvency 
exclusions, the income tax regulations require the 
taxpayer to reduce its bases in its property in the 
following order: (i) real property used in a trade 
or business or held for investment (other than real 
property held for sale to customers in the ordinary 
course) that secured the discharged debt; (ii) per-
sonal property used in a trade or business or held 
for investment (other than inventory or accounts or 
notes receivable) that secured the discharged debt; 
(iii) remaining property used in a trade or business 
or held for investment (other than inventory, ac-
counts or notes receivable, or real property held 
for sale to customers in the ordinary course); (iv) 

inventory, accounts and notes receivable, and real 
property held for sale to customers in the ordinary 
course; and (v) property not used in a trade or busi-
ness nor held for investment. Treas. Reg. §1.1017-
1(a)(1). (The reductions are in proportion to adjust-
ed basis.) The regulations apply the same ordering 
rules, with appropriate modifications, when the re-
duction in basis follows as a result of  the taxpayer’s 
election under section 108(b)(5) to reduce basis be-
fore applying the general attribute reduction rules 
and when the reduction is as a result of  the QRPBI 
exclusion. Treas. Reg. §1.1017-1(c)(1).
 When the reduction is by reason of  the tax-
payer’s election under section 108(b)(5) to reduce 
basis before applying the general attribute reduc-
tion rules or is by reason of  the QRPBI exclusion, 
the reduction is only in the basis of  the taxpayer’s 
depreciable property. §1017(b)(3). The reduction 
is generally applied to the basis of  the taxpayer’s 
depreciable property at the beginning of  the tax 
year following the tax year in which the debt is 
discharged. However, with the QRPBI exclusion, 
the basis reduction takes place immediately before 
the property is disposed of  if  that date is earlier. 
§1017(b)(3)(F)(iii). Thus, under the QRPBI exclu-
sion there is less opportunity for planning based on 
the time of  disposition than under the bankruptcy 
or insolvency exclusions. Property is “depreciable” 
for this purpose only if  the reduction will reduce 
the amount of  depreciation or amortization which 
would otherwise be allowed for the period immedi-
ately following the reduction. §1017(b)(3)(B); Treas. 
Reg. §1.1017-1(e). Special rules may apply to classi-
fy partnership interests, corporate subsidiaries, and 
real property held for sale in the ordinary course 
of  business as depreciable property. §1017(b)(3)(C), 
(D), and (E); Treas. Reg. §1.1017-1(f) and (g). When 
the reduction is by reason of  the QRPBI exclusion, 
“depreciable property” includes only depreciable 
real property and may not include real property 
held for sale in the ordinary course of  business. 
§1017(b)(3)(F).
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 When the reduction is by reason of  the QFI 
exclusion, the reduction in basis is limited to the 
basis of  “qualified property,” that is, business prop-
erty and property held for the production of  in-
come. §1017(b)(4). The reduction is applied first 
to the taxpayer’s depreciable property, next to the 
taxpayer’s farm land, and finally to the taxpayer’s 
other business or income property. Id. (Special rules 
may apply to classify partnership interests, stock in 
subsidiaries of  consolidated groups, and, at the tax-
payer’s election, real property held for sale in the 
ordinary course of  business as “qualified property” 
subject to basis reduction by reason of  the QFI ex-
clusion.)

Recapture
 Property that the taxpayer treats as exempt 
property in the taxpayer’s bankruptcy case does not 
have its basis reduced under section 1017. §1017(c)
(1).

Exempt Property
 Reductions in basis under section 1017 are re-
captured as ordinary income on the disposition of  
the property by treating the reduction as deprecia-
tion subject to recapture under section 1245, or if  
the property is section 1250 property, treating the 
reduction as depreciation in excess of  straight line. 
§1017(d). 

paRtNERShIp aSpECtS • We will often see a 
partnership’s or a limited liability company’s debt 
discharged in one of  the same ways an individual 
or corporate taxpayer’s debt might be discharged. 
When a partnership realizes COD income, the 
tax analysis becomes more complex. Not only are 
there the usual complexities of  Subchapter K to 
deal with, but there are also special provisions in 
section 108 concerning the application of  exclu-
sions, and in section 1017 concerning attribute re-
duction, that apply in the context of  the cancella-
tion of  partnership debt.

 It may be helpful first to put cancellation of  
partnership debt in context. If  a partnership realiz-
es COD income, it is income that is allocated to the 
partners as part of  the partners’ distributive shares 
of  income in accordance with the partnership 
agreement, or if  the allocation under the agree-
ment does not have substantial economic affect, 
in accordance with the partners’ interests in the 
partnership. §§702 and 704. A partner’s basis in his 
or her partnership interest is increased by the part-
ner’s distributive share of  the partnership’s COD 
income. §705(a). The cancellation of  the partner-
ship debt giving rise to the COD income will also 
result in a decrease in the share of  partnership li-
abilities of  each partner to whom the debt was al-
located. Under section 752(b) such a decrease in 
a partner’s share of  the partnership’s liabilities is 
treated as a distribution of  money by the partner-
ship to the partner. The deemed distribution of  
money decreases the partner’s basis in his or her 
partnership interest. §733. If  the amount of  money 
deemed distributed exceeds the adjusted basis of  
the partner’s interest in the partnership, the partner 
must recognize gain on the deemed distribution 
under section 731(a) in the amount of  the excess. 
That is the beginning of  the analysis. Note that it is 
possible that the partner’s share of  the partnership’s 
COD income may be more or less than the amount 
of  the discharged debt allocated to the partner. In 
these cases the basis increase (for the income) will 
not equal the basis decrease (for the deemed dis-
tribution of  money on reduction of  partnership li-
abilities), possibly triggering gain recognition under 
section 731(a).

application at the Partner Level
 Next there is section 108(d)(6). Section 108(d)(6) 
requires that the bankruptcy, insolvency, QFI and 
QRPBI exclusions be applied at the partner level. 
Thus, the COD income that arises at the partner-
ship level may only be excluded under such provi-
sions if  the partner qualifies for the exclusion. For 
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example, to qualify for the bankruptcy exclusion, 
the partner must be in bankruptcy. But see Estate of  
Martinez, supra. In addition, the reduction of  the 
taxpayer’s tax attributes must be applied at the 
partner level with respect to the partner’s tax at-
tributes. §108(d)(6).
 In the case of  the QRPBI exclusion there are 
further nuances. The legislative history indicates 
that the QRPBI election is made at the partner lev-
el. House Ways and Means Committee Report No. 
103-11, H.R. 2141, May 19, 1993. The limitation 
on the exclusion determined by the taxpayer’s basis 
is determined at the partner level, but the character 
of  the debt and the limitation based on the princi-
pal amount of  the debt and the value of  the real 
property are determined at the partnership level. 
Id. 
 The new deferral provision in section 108(i) 
adds its own complexity in the partnership context. 
Section 108(i)(6) establishes a special rule for part-
nerships with respect to any COD income deferred 
by a partnership under the new statutory provision 
permitting certain taxpayers to elect irrevocably to 
defer COD income arising in connection with the 
taxpayer’s reacquisition of  the taxpayer’s business 
debt in 2009 or 2010. Under section 108(i)(6), any 
COD income deferred under this provision must 
be allocated to the partners in the partnership im-
mediately before the discharge of  the debt, as such 
income would have been included in such partners’ 
distributive shares if  the COD income were recog-
nized at such time. Any decrease in a partner’s share 
of  partnership liabilities as a result of  the discharge 
of  the debt is not taken into account for purposes 
of  section 752 at the time of  the discharge to the 
extent it would cause the partner to recognize gain 
under section 731. Any decrease in partnership li-
abilities thus deferred must be taken into account 
by the partner at the same time, and to the extent 
remaining in the same amount, as income deferred 
under section 108(i) is recognized. §108(i)(6). (Sec-
tion 108(i)(7) includes a grant of  authority to the 

Treasury to prescribe regulations for the applica-
tion of  section 108(i) to partnerships, including for 
the allocation of  deferred deductions.)
 As noted above, following exclusion of  COD 
income under the bankruptcy, insolvency, or QFI 
exclusions, a taxpayer may elect to reduce the basis 
of  its depreciable property first before reducing any 
other tax attributes. §108(b)(5). In addition, when a 
taxpayer excludes COD income under the QRPBI 
exclusion, the taxpayer must reduce the basis of  the 
taxpayer’s depreciable real property. §108(c)(1). In 
both cases, a partner may treat the partner’s inter-
est in a partnership as depreciable property to the 
extent of  such partner’s proportionate interest in 
the depreciable property held by the partnership. 
§1017(b)(3)(C). The partner may do so, however, 
only if  the partnership reduces the partnership’s 
basis in depreciable property with respect to such 
partner. Id.; see also Treas. Reg. §1.1017-1(g)(2). 
(The regulations require a partner to request the 
partnership’s consent under certain circumstances 
and also describe when a partnership must consent 
to reduce its partners’ shares of  inside basis.)

IRs guidance
 The IRS has furnished guidance to help with 
several questions arising at the intersection of  part-
nership and COD income tax principles. 
 In Rev. Proc. 92-92, 1992-2 C.B. 505, the IRS 
said it will not challenge a bankrupt or insolvent 
partnership’s treatment of  a reduction of  partner-
ship debt as a purchase price adjustment (rather 
than COD income), provided the transaction would 
qualify as a purchase price adjustment but for the 
bankruptcy or insolvency of  the partnership. As 
we have seen, section 108(e)(5), which describes 
the purchase price adjustment exception to COD 
income, says that if  (i) the debt of  a purchaser of  
property to the seller is reduced, (ii) the debt re-
duction does not occur in bankruptcy or when the 
purchaser is insolvent, and (iii) the reduction would 
be treated as COD income but for the purchase 
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price adjustment exception, then the reduction in 
debt will be treated as a purchase price adjustment. 
(The purchase price adjustment results in a reduc-
tion in the basis of  the property securing the debt 
rather than the realization of  COD income.) Here, 
the IRS has applied the purchase price adjustment 
provided by section 108(e)(5) in the partnership con-
text in a manner consistent with section 108(d)(6)’s 
rule that the bankruptcy and insolvency exclusions 
are applied at the partner, rather than the partner-
ship, level. The IRS says that just as the bankruptcy 
or insolvency of  a partnership is not relevant to the 
application of  the bankruptcy or insolvency exclu-
sions to a partner’s share of  the partnership’s COD 
income, the bankruptcy or insolvency of  the part-
nership is also not a limiting factor in the applica-
tion of  the purchase price adjustment exception to 
COD income to a reduction of  partnership pur-
chase money debt. (The IRS indicates in Rev. Proc. 
92-92 that the treatment described will not apply to 
a partnership if  any partner adopts a tax reporting 
position with respect to the debt discharge that is 
not consistent with the partnership’s treatment.)
 Rev. Rul. 92-97, 1992-2 C.B. 124, answers the 
question whether the allocation of  partnership 
COD income to a partner has substantial eco-
nomic effect under section 704(b) when the share 
of  COD income differs from the share of  the can-
celed debt allocated to the partner under section 
752(b). The Revenue Ruling holds that the alloca-
tion has substantial economic effect if  (i) the deficit 
restoration obligations of  the partnership agree-
ment covering any negative capital account bal-
ances resulting from the COD income allocations 
can be invoked to satisfy other partners’ positive 
capital account balances, (ii) the requirements of  
the economic effect test under Treas. Reg. §1.704-
1(b)(2) are otherwise met, and (iii) substantiality is 
independently established. Thus, in the examples 
given in the Revenue Ruling, the allocation of  the 
partnership’s COD income was found to have the 
necessary economic effect when the partnership 

agreement’s deficit restoration obligations did not 
depend on the canceled debt (that is, were not lim-
ited to the extent necessary to pay only creditors) 
and could be invoked to satisfy another partner’s 
positive capital account. Rev. Rul. 92-97 is also 
useful because it recognizes that the increase in a 
partner’s basis resulting from an allocation of  the 
partnership’s COD income to the partner and the 
decrease in the partner’s basis resulting from the 
deemed distribution of  money to the partner under 
section 752(b) from the canceled debt both occur at 
the end of  the partnership’s tax year and may be 
netted against each other. See also Rev. Rul. 94-4, 
1994-1 C.B. 195 (A deemed distribution of  money 
under section 752(b) resulting from a decrease in a 
partner’s share of  partnership liabilities is treated 
as an advance or drawing of  money under Treas. 
Reg. §1.731-1(a)(1)(ii) to the extent of  the partner’s 
distributive share of  income for the partnership’s 
tax year. The amount is taken into account at the 
end of  the partnership’s tax year.) Use of  the COD 
income to increase basis at the same time the debt 
discharge causes a deemed distribution of  money 
will often eliminate gain under section 731(a) from 
a deemed distribution of  money in excess of  basis.

kNOwINg It whEN YOU SEE It • To be 
helpful in advising clients concerning COD in-
come, we have to know it when we see it. As noted 
above, the common situations in which a debtor 
may realize COD income include the following:

Cancellation of  debt;• 
Acquisition of  debt by the debtor or a person • 
related to the debtor;
Loan modification;• 
Surrender of  property securing debt in ex-• 
change for cancellation of  debt;
Contribution of  debt to corporate capital; and• 
Exchange of  debt for equity interest in a corpo-• 
ration or partnership.
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pLaNNINg • Once we find we have COD income 
to deal with, the next questions are planning ques-
tions. The law concerning COD income is com-
plex and provides many planning opportunities. 
Obviously, the planning opportunities available to 
a particular taxpayer will depend on the facts of  
that taxpayer’s situation as well as the law. 
 The planning opportunities include the follow-
ing choices for the taxpayer:

The election (in many situations) to file for • 
bankruptcy protection;
The ability (in many situations) to determine • 
the timing of  the discharge of  indebtedness;
The election (for a solvent taxpayer other than • 
a C corporation) to claim the QRPBI exclu-
sion;
The election (for a limited time) to defer COD • 
income attributable to the reacquisition of  busi-
ness debt;

The election to reduce the basis of  the taxpay-• 
er’s depreciable property before reducing other 
tax attributes; and
The opportunity (in most situations) to do tax • 
planning for the year of  the discharge of  in-
debtedness taking into account that the attri-
bute reduction rules are applied after the tax is 
determined for the year of  discharge.

These choices all have their own limitations and 
consequences and are just the beginning of  the tax 
planning opportunities available.
 Planning in the partnership context involves 
keeping basic Subchapter K principles in mind as 
well as the basic COD income rules and the special 
COD income rules that apply to partners and part-
nerships. These special rules reflect Congressional 
and Treasury decisions to focus on matters at the 
partnership level or at the partner level for different 
purposes.
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