
IRS CIRCULAR 230 DISCLOSURE: To ensure compliance with requirements imposed by the IRS, we inform you that any U.S. federal tax advice contained in this communication (including any attachments) is not intended or written to be used or relied upon, and cannot be used or relied upon, 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.  If you are not the original addressee of this communication, you should seek advice based on your particular circumstances from an independent adviser.  
1) Foreclosure or Deed in Lieu 
a) Nonrecourse Loan

i) Gain or loss on the sale of property equals the difference between the amount realized and the adjusted basis.  IRC §1001(a).  

(1) Involuntary conveyances, foreclosures and deeds in lieu of foreclosure are all treated as “sales” for purposes of §1001(a).  Treas. Reg. §1.1001-2(a)(4)(iii) (deed in lieu); Helvering v. Hammel, 311 U.S. 504 (1941) (foreclosure)

ii) The “amount realized” for purposes of §1001(a) equals the sum of money and the fair market value of property received.  IRS §1001(b).  

(1) The amount realized includes the unpaid balance of a nonrecourse mortgage, even if the unpaid balance exceeds the FMV of the property.  Commissioner v. Tufts, 461 U.S. 300 (1983); Crane v. Commissioner, 311 U.S. 1 (1947); Treas. Reg. §1.1001-2(b).
(2) Example (Tufts)

(a) Where property with a basis of $1.5 million, a FMV of $1.4 million, and a nonrecourse loan of $1.9 million, is sold or foreclosed upon, the taxpayer realizes $400,000 of capital gain. 

(b) The $400,000 of gain on the disposition of the property is often referred to as “phantom gain” because the taxpayer has a tax liability despite the fact it has no corresponding cash in its pocket.  

iii) Gain or loss realized on the involuntary disposition of property subject to a nonrecourse loan is capital gain or loss.
iv) Possibility of §1031 Exchange to Avoid Phantom Gain

(1) Although there are no cases that support such a proposition, it may be possible to defer gain recognition by entering into a §1031 exchange.  Dunaway, Law of Distressed Real Estate § 47:95; Arnold & Krove, Real Estate Professional’s Tax Guide § 23:82.    

b) Recourse Loan

i) 2 Step Transaction.  

(1) When property subject to a recourse loan is foreclosued upon it is treated as a two step transaction.  Treas. Reg. §§ 1.1001-2(a)(2), (c); Rev. Rul. 90-16.  

(a) §1001 Sale

(i) The taxpayer will recognize gain or loss in an amount equal to the difference between the fair market value of the property and the adjusted basis in the property.  

(b) Cancelation of Debt Income.  IRC §61(a)(12).

(i) To the extent the amount of the recourse loan exceeds the FMV of the property, the remainder is either treated as (1) a continuing obligation of the borrower, or (2) if the debt is discharged, the borrower will recognize cancellation of debt income (subject to the §108 exclusions discussed below).  
c) Is the Loan Recourse or Nonrecourse?
i) Should the determination be made at the partner level or the partnership level?

(1) Partner Level.

(a) Under Section 752, liabilities (and therefore basis) are allocated based on whether the loan is recourse or nonrecourse to each partner.  Thus, if a partner guarantees a loan, the loan is recourse to that partner, and nonrecourse to the other partners.  

(b) There is some authority for the proposition that the recourse/nonrecourse determination should be made at the partner level under §752 principles.  Great Plains Gasification Associates v. Commissioner T.C. Memo 2006-276.

(2) Partnership Level.

(a) The recourse/nonrecourse determination should be made at the partnership level by looking at the loan documents and applicable state law.  Section 752 is inapplicable because it is used for classifying the nature of the debt at the partner level. 

(b) Although there is no authority, most commentators believe the loan should be classified at the partnership level.  

(i) However, where the entity is a single asset entity, an argument could be made that the loan should be treated as nonrecourse because there are (and never were) any other assets (aside from the property) to repay the loan.  This issue has not been addressed by the IRS. 
ii) What effect, if any, does California’s deficiency laws have on the determination?
(1) All California Loans are de facto nonrecourse.
(a) Because a nonjudicial foreclosure precludes any deficiency judgment, and because 99.9% of foreclosures are nonjudicial, all loans secured by California real property are de facto nonrecourse, regardless of what the loan documents say. 

(2) California’s deficiency laws have no relevance in the recourse/nonrecourse determination.

(a) The IRS has advised, that debts secured by real property will be treated as recourse despite §580d, unless the note is nonrecourse to all partners, and the lender is expressly precluded from seeking a deficiency. Thus, where the lender elects to proceed to foreclose nonjudicially, the loan is will be treated a recourse and there will be COD.  FSA 1994 WL 1866271.  
d) “Wiped Out” Junior Lien Holders
i) In California, where a senior lien holder forecloses, the junior liens are not extinguished, but instead changed from secured to unsecured obligations.  Roseleaf Corp. v. Chierighino, 59 Cal. 2d 35, 44 (1963).    

ii) Therefore, the amount of the wiped out junior liens should not be included in the Tufts amount realized calculation (and the amount of the junior liens should probably not be included in the taxpayer’s basis for purposes of the same Tufts analysis).  See, Treas. Reg. §1.1001-2(a) (“the amount realized from a sale or other disposition of property includes the amount of liabilities from which the transferor is discharged as a result of the sale or disposition”).  Since the taxpayer is not discharged from the junior liens, they should not be included in the amount realized.  

iii) This does not mean that the taxpayer will not have income.  A “significant modification” of a debt instrument is treated as an exchange of the old debt instrument for the modified instrument.  Treas. Reg. §1.1001-3(b).  

(1) The regulations have certain per se rules for what constitutes a significant modification.  Under §1.1001-3(e)(5)(ii)(A), a significant modification includes “a change in the nature of the debt instrument from nonrecourse . . . to recourse.”  Since the junior note was nonrecourse (by virtue of CCP §580d), the note after foreclosure is by definition recourse against the borrower.  Thus, the foreclosure will probably constitute a significant modification of any wiped out junior notes.  

e) Allocation of Gain or Loss Following a Foreclosure

i) It is unclear how gain or loss following a foreclosure should be allocated.

(1) Gains and losses should be allocated in the same manner as any other items of gain or loss as determined by the partnership agreement.

(2) Gains and losses should be allocated in the same ratios in which the debt was allocated under Section 752.  

2) Debt Modification or Reduction 

a) Rule of Cancellation of Debt Income

i) Under IRC §61(a)(12), income includes “income from discharge of indebtedness,” also known as cancellation of debt income or “COD.”  

(1) Rationale—the receipt of loan proceeds is not taxable on the theory that they must be repaid; but when the principal amount is reduced, the taxpayer realizes an immediate “accession to income.”  United States v. Kirby Lumber Co., 284 U.S. 1, 3 (1931).  
(2) COD income is always ordinary income.  

ii) Lenders are required by IRC §6050P to report COD on Form 1099-C; the debtor must report COD on Form 982 (including if there is an exception).  

b) Is there COD?

i) Reduction of Nonrecourse Loan

(1) After the Great Depression, the courts took the position that the reduction of a nonrecourse loan did not result in COD, but that the taxpayer must instead reduce its basis in the secured property to the extent of the reduction.  Fulton Gold Corp. v. Commissioner, 31 B.T.A. 519 (1934).  
(a) Rationale—there was no accession to income with which to pay the tax because the property was not sold

(2) However, in Rev. Rul. 91-31, the Service reversed its earlier acquiescence in the Fulton Gold doctrine, and stated its position that a taxpayer always realizes COD, even if the nonrecouse loan is not reduced below the fair market value of the property.  

(a) Example (Rev. Rul. 91-31)

(i) Taxpayer has a $1 million nonrecourse loan securing property.  The fair market value of the real property dropped to $800,000.  When the lender agrees to reduce the principal amount of the loan to $800,000, the taxpayer has $200,000 of COD.  

(b) Rev. Rul. 91-31 expanded upon Rev. Rul. 82-202, where the Service stated that COD would result if a nonrecourse loan was reduced to an amount less than the FMV of the secured property (i.e. creating equity).  See also, Gershkowitz v. Commissioner, 88 T.C. 984 (1987).  

(c) Rev. Rul. 91-31 has been criticized for failing to adhere to the “accession to income” rationale of Kirby.  

ii) No Obligation to Make Loan Payments

(1) Rev. Rul. 91-31 did not address a situation where a taxpayer takes property subject to a loan, but assumes no obligation to make the loan payments.  In this instance it is unclear whether the taxpayer would or would not recognize COD if it retired the loan for less than its face amount, or if the lender reduced the amount of the loan.  Several Great Depression era cases suggest that no COD would be realized. Hotel Astoria, Inc. v. Commissioner, 42 B.T.A. 759 (1940); Ernst Kern Co. v. Commissioner, 1 T.C. 249 (1942).

(a) But see, IRC §108(d) defining indebtedness as any indebtedness “for which the taxpayer is liable, or subject to which the taxpayer holds property.”  

(2) Further, it is unclear what the taxpayer’s basis in the property would be—the purchase price, the fair market value, or the full amount of the nonrecourse loan (even if the loan exceeds the property’s value).  See, Pleasand Summit Land Corp. v. Commissioner, 863 F.2d 263 (3rd Cir. 1988) (holding that where nonrecourse loan exceeds the FMV of the secured property, basis is limited to the FMV).  

iii) Acquisition of Debt by “Related” Party.  IRC §108(e)(4).

(1) If a “related” person acquires the debt, the taxpayer will recognize COD equal to the difference amount paid by the related party and the face amount of the indebtedness.  

(a) Who is a related party?

(i) A partnership and a person owning 50% or more of the capital or profits interests in the partnership.  IRC §707(b)(1)(A)

(ii) Two partnerships in which the same person owns more than 50% of the capital or profits interests in each.  IRC §707(b)(1)(B)

(iii) Family members, including spouse, children, grandchildren, parents and the spouse of your children or grandchildren.  IRC §267(c)(4).  

(2) Includes indirect acquisition of debt, where the holder of indebtedness anticipates becoming and does become related to the debtor.  Treas. Reg. §1.108-2(c).

(a) Example

(i) If A acquires debt of B partnership with the anticipation of becoming a 50% or more partner in B, and A does become a partner with six months of acquiring the debt, there will be COD to A.  

iv) Satisfaction of Indebtedness for Stock or Partnership Interest.  IRC §108(e)(8)

(1) If a corporation issues stock to a creditor in discharge of the debt, or if a partnership issues a partnership interest to a creditor in discharge of the debt, there will be COD only if the FMV of the stock/partnership interest is less than the amount of the debt.  

(a) In the partnership context, the discharge of the debt will result in a deemed distribution under §752 by virtue of the relief from liability, and the partners may recognize income if the amount distributed exceeds their outside bases in the partnership.  Id.  

(b) If the borrower is an S Corporation, the issuance of stock to the lender may result in a new class of stock and may result in the S Corporation being taxed as a C Corporation.  IRC §1361; Treas. Reg. §1.1361-1(l)(4)(ii).

(2) If a shareholder in a corporation forgives a debt to the corporation, the transaction is treated as a contribution to the capital of the corporation to the extent of the principal of the debt. Treas. Reg. 1.61-12(a). 

v) Modifications of Debt Instruments and Issuance of a New Debt Instrument.  IRC §108(e)(10); Treas. Reg. §§ 1.1001-2, 1.1001-3.  
(1) If a debtor issues a new debt instrument in satisfaction of an old debt instrument (or if there is a “substantial modification” of the original debt instrument, see, Treas. Reg. §1.1001-3), the debtor will have COD if the issue price of the new debt instrument is less than the issue price of the old debt instrument.  

(2) The issue price of the old and new debt instruments is determined under IRC §§1273 and 1274 (original issue discount rules).  

(a) If there is adequate stated interest, the issue price of the debt instrument is the stated principal amount.  §1274(a)(1)

(i) But, where the debt is nonrecourse, the issue price of the new debt instrument is probably no more than the FMV of the secured property. §§1274(b)(3)(A), (B)(ii)(II).  

(b) But, where there is inadequate stated interest (i.e. below the federal applicable rate), the issue price equals the imputed principal amount.  §1274(a)(2).
(i) For example, if a $1,000,000 note bears interest at 8%, and the modified note has 0% interest, you need to determine what the imputed principal amount is by applying the original issue discount rules. Thus, if the imputed interest equals $50,000, the imputed issue price will equal $950,000 which would result in $50,000 of COD income.  

(3) Note, as discussed below, if there is a substantial modification, or an exchange of one debt instrument for another, the lender’s gain (or more likely loss) will be determined under §1001.  

c) COD Exemptions

i) Deductible Debt

(1) A cash method taxpayer does not realize COD income from the cancellation of the debt, if the payment of the debt would have been a deductible as a business expense.  §108(e)(2).  
(a) This applies in the case of the forgiveness of accrued interest. 

(b) Note, however, that certain interest payments must be capitalized, and therefore the exception would not apply.  IRC §263A.  This would include loans used to develop real or personal property, and loans used to acquire inventory of the taxpayer. 

ii) Disputed Debt/Contested Liability Doctrine

(1) If there is a bona fide dispute as to the amount of the debt, a compromise of the amount owed will not result in COD.  Estate of Smith v. Commissioner (5th Cir. 1999) 198 F.3d 515; Preslar v. Commissioner (10th Cir. 1999) 167 F.3d 1323.
(2) However, where there is a dispute as to the enforceability of the debt (not its amount), the doctrine may or may not apply.  Zarin v. Commissioner (3rd Cir. 1990) 916 F.2d 110 (holding that settlement of liquidated debt that was arguably not enforceable under state law did not result in COD).  

iii) Lender is still Pursuing the Debt.

(1) There can be no COD unless the lender has forgiven the debt; if the lender is still seeking to collect on the debt, there is no recognition of COD.  

(2) Guarantor Problem

(a) What happens when the lender forecloses and then seeks to recover the deficiency from a guarantor who is a member of the borrower entity?  

(i) On one hand, the member should have COD from the forgiveness.

(ii) On the other hand, the member is also a guarantor. Technically, the member-guarantor is being sued in a separate capacity (as guarantor, not as a partner).  

(iii) The IRS would probably take the position that the borrower has COD, but that the guarantor may take a bad debt deduction upon payment to the lender (assuming the guarantor’s subrogation claim is worthless).  

d) Statutory §108 Exceptions

i) Bankruptcy of the taxpayer.  IRC §108(a)(1)(A) 
(1) Applies if the discharge occurs while the taxpayer is in bankruptcy, and the discharge is granted by or approved by the bankruptcy court.  §108(d)(2).
(2) Because the bankruptcy exception applies at the partner level in a partnership, query whether the exception would ever apply where a partner is bankrupt and the partnership’s debt is reduced – would COD still pass through to the bankrupt partner? 
ii) Insolvency.  IRC §108(a)(1)(B).  

(1) If the taxpayer is insolvent before the reduction, and remains insolvent after the reduction there is no COD.  Babin v. Commissioner, 46 T.C.M. 1357 (1992).

(2) If the taxpayer is insolvent before the reduction, but is rendered solvent after the reduction, there is COD to the extent the taxpayer is rendered insolvent.

(a) Example

(i) If taxpayer’s only asset is his home worth $800,000, and the home is subject to a nonrecourse loan $1 million, if the loan is reduced to $700,000, the taxpayer will have $100,000 of COD.  

(3) Reduction of Tax Attributes

(a) To the extent COD is excluded under either the BK or the insolvency exception, other tax attributes are also reduced, dollar for dollar, in the following order (IRC §108(b)):

(i) To offset any net operating loss for the tax year, or any net operating loss carryover from previous years;

(ii) To offset any §38 general business credits for the tax year or carryover credits from previous years;

(iii) To offset the minimum tax credit under §53(b)

(iv) To offset  any net capital loss or any capital loss carryover under §1212;

(v) To reduce basis of the taxpayer’s property;

(vi) To offset any passive activity losses or passive activity loss carryovers; and

(vii) To offset any foreign tax credits or foreign tax credit carryovers.  

(b) Note, however, that the taxpayer can elect to apply the reduction to reduce the basis of depreciable property held by the taxpayer.  IRC §108(b)(5)(A)

(4) Applied at the Partner Level.

(a) The bankruptcy and insolvency exceptions are applied at the partner, not at the partnership level.  IRC §108(c)(6)

(i) Example

1. If insolvent partnership’s loan is reduced, but each of the partners is solvent, the insolvency exclusion will not apply.  

(b) Note, however, that the bankruptcy and insolvency exceptions are applied at the corporate level with regard to S Corporations.  IRC §108(c)(7)(A)

(i) In most cases, this will be a “plus” factor in considering what type of entity to hold the property 

1. Caution—changing the form of entity from an LLC to an S Corp before modifying a loan could be attached under the step transaction doctrine.  

iii) Qualified Real Property Business Indebtedness.  IRC §108(a)(1)(D).  

(1) No COD if:

(a) Indebtedness was incurred or assumed in connection with real property used in a trade or business and is secured by such real property; 

(b) The indebtedness if “qualified acquisition indebtedness” (defined as “indebtedness incurred or assumed to acquire, construct, reconstruct, or substantially improve” property used in the taxpayer’s trade or business) §108(c)(3)
; and

(c) The taxpayer makes an election on Form 982.  Treas. Reg. §1.108-4(d).   
(2) Limitations
(a) If after the debt is reduced, the amount of the debt is less than the FMV of the property (i.e. there is equity), the taxpayer must recognize COD to that extent.  IRC §108(c)(2)(A).
(i) Example

1. Taxpayer owns building with FMV of $300,000 and nonrecourse loan of $400,000.  If the loan is reduced to $280,000, the taxpayer has 20,000 of COD.  
(b) The maximum amount that can be excluded from income is an amount equal to all of the taxpayer’s adjusted bases in any depreciable real property owned by the taxpayer (i.e. not vacant land).  §108(c)(2)(B); Treas. Reg. §1.08-6(b).  
(i) With regard to S Corporations, the basis must be the basis of depreciable real property held by the S-Corp (not the individual shareholders).  §108(d)(7)(A).  
(3) Reduction in Basis.

(a) The amount excluded from COD is applied, dollar for dollar, to reduce the basis of all the taxpayer’s depreciable real property.  IRC §108(c)(1).  
(i) Open issue—when the property is eventually sold, will the taxpayer be entitled to capital gain treatment to the extent of the basis reduction?  Should this “recapture” be taxed as ordinary income since COD would otherwise be ordinary?  Should it be treated as §1250 gain?   
(b) If the amount of the reduction is greater than the taxpayer’s basis in its depreciable real property, the excess will be COD (unless another exception applies).  IRC §108(c)(2)(B).  

(4) Includes refinancing, but only to the extent the refinancing does not exceed the amount of the debt being refinanced.  §108(c)(3).  

iv) Qualified Principal Residence Indebtedness.  IRC §108(a)(1)(E).

(1) No COD for reduction of “qualified principal residence indebtedness” defined as acquisition indebtedness.  IRC §108(h)(2); §121.
(2) Limitations
(a) Dollar Limitation

(i) Qualified principal residence indebtedness does not include the discharge of acquisition indebtedness if the amount of the indebtedness before and after the reduction is over $2 million.  IRC §§108(h)(2), (4).

(ii) Example

1. Acquisition debt of 2.4 million is reduced to 1.9 million.  Under §108(h)(4), only $100,000 of the reduction is excluded from COD.  

(b) Date Limitation

(i) Discharge must occur between January 1, 2007 and January 1, 2013.

(c) Must be Acquisition Indebtedness

(i) If the taxpayer refinances and pays off credits cards, or higher interest debts, those amounts not spent improving the home are not subject to the exclusion.

(d) Does not apply to second homes (but other exclusions may apply)

(3) Reduction in Basis.

(a) The amount excluded from COD is applied, dollar for dollar, to reduce the basis of the taxpayer’s principal residence.  IRC §108(h)(1).  
(b) If the amount of the reduction is greater than the taxpayer’s basis, the excess will be COD (unless another exception applies).  Id.  

(4) The qualified principal residence exclusion applies regardless of whether there is a workout or a foreclosure.  
v) Purchase Money Debt Reduction.  IRC §108(e)(5)

(1) No COD if the seller issues a purchase money note, and the same seller then reduces the amount of the note; this is treated as a reduction in the purchase price, not as COD.  
(a) However, §108(e)(5) does not apply if the partnership (not the partners) is insolvent or in bankruptcy.  §108(e)(5)(B); TAM 8429001.  Thus, if the seller reduces the purchase money note and the partnership is insolvent, the partners will recognize COD, unless another exception applies.  [Need to look at Rev. Proc. 82-92]
(b) The note holder must be the seller, not a third party lender.  Rev. Rul. 92-99.

(c) The seller is not entitled to a bad debt deduction. 
(2) Open issues

(a) Must taxpayer reduce basis?  (Probably, see, Freedom Newspapers, Inc. v. Commissioner (1997) 46 T.C.M. 1755)

(b) If the reduction is greater than basis does the taxpayer recognize COD, or does it “disappear?”  

e) Election to Defer Recognition of COD.  IRC §108(i)
i) A taxpayer may elect to defer recognition of COD income where the debt is reacquired between January 1, 2009 and December 31, 2010.  §108(i)(1)
(1) Deferral Period

(a) The COD is deferred entirely until 2014, and then recognized ratably for the next five years.

(i) For example, if in 2009, taxpayer has $1,000,000 in COD income.  If the taxpayer makes the election under §108(i), the taxpayer will recognize $200,000 of COD income in 2014, 2015, 2016, 2017, and 2018. 

(b) Acceleration on Sale

(i) If substantially all the assets of the taxpayer are sold or the taxpayer ceases its business, or if a partner in a partnership sells all of his interest in the partnership, then the COD income is fully recognized in that year (regardless of when it occurs).  §108(i)(5)(D)(i), (ii).  

(2)  Special Rules

(a) Applicable Debt Instruments.  §108(i)(3).

(i) Debt must be an “applicable debt instrument”, meaning any note, bond or debenture issued by a C-Corp or any other person in connection with the conduct of a trade or business of that person. 

(b) Reacquired Debt

(i) The debt must be reacquired, meaning that the taxpayer (or a related party) “acquires” the debt from the holder of the debt. §108(4)(A).

(ii) Debt is “acquired” by the taxpayer if he pays for it, issues another debt instrument in discharge of the first, exchanges the debt for stock or a membership interest, and the “complete forgiveness” of the indebtedness by the holder. 

(c) Election

(i) The entity must make an irrevocable election to defer the COD income. 

(ii) However, if the election is made, none of the other §108 exceptions apply.  §108(i)(5)(C).

1.  Thus, there may be certain partners who want to make the election, and other who do not.  The decision of the entity, however, is binding on all the partners.  
3) Special Partnership Rules 

a) Typical Situation

i) Typically, where a partnership loan is reduced and the reduction results in COD, the COD income is allocated to the partners, thereby increasing their outside bases.  IRC §705(a)(1).

ii) Correspondingly, the partners’ outside bases will be reduced to reflect the decrease in each partners’ share of partnership liabilities.  IRC §752(b).

iii) As a result, in the typical situation, the transaction is a wash (i.e. the bases remain the same)

b) Possible Deemed Distribution When COD Is Excluded Under §108

i) However, where COD is excluded (e.g., because the debt was qualified business real property indebtedness), there is no allocation of COD income, and thus, no increase in the partners’ bases.

ii) Nevertheless, the partnership has been relieved of liabilities.  As a result, each partner must reduce his basis to the extent his share of liabilities has been reduced.  

iii) This creates a problem because if the partner’s share of reduced liabilities exceeds his outside basis, he will have a “deemed” distribution of income to that extent.  IRC §731(a)(1)

iv) Example—

(1)  A and B are 50/50 partners in X partnership.  A and B each have an outside basis of $400,000.  If the bank agrees to reduce the amount of its loan by $1 million, and the loan qualifies as qualified business real property indebtedness, A and B will each have a reduction of their basis by $500,000.  Because there can be no negative basis, A and B will each reduce their bases to zero, and will have $100,000 of income even though there was no COD! 

c) Partnership Minimum Gain

i) When depreciation is taken against property secured by a nonrecourse loan, there is partnership minimum gain to the extent the basis of the property is less than the amount of the nonrecourse loan.  Treas. Reg. §1.704-2(c).  

(1) Example (Treas. Reg. 1.704-2(m), Ex. 1)

(a) Partnership owns a building worth $1 million, financed with an $800,000 nonrecourse loan, and $200,000 equity.  The partnership can claim $90,000 depreciation in each year.  In years one and two, there is no partnership minimum gain because the adjusted basis of the property exceeds the amount of the nonrecourse loan.  However, in year three, there is $70,000 of minimum gain because the adjusted basis of the property is now $730,000.  In year four, there is an additional $90,000 of minimum gain.  

ii) Any time there is a decrease in partnership minimum gain (e.g. by sale or foreclosure), each partner’s share of partnership minimum gain is allocated to that partner before allocation of any other items of income for that year.  Treas. Reg. §1.704-2(f)(1).  

iii) Thus, even if there is no deemed distribution under §731 (i.e. because there is enough outside basis to offset the decrease in liabilities), and even if there is no COD (i.e. because there is a §108 exclusion) the partners may recognize income equal their share of the partnership minimum gain.  

(1) Example

(a) “X” partnership owns a building it acquired for $1 million with a $1 million nonrecourse loan (i.e. excluded qualified business real property indebtedness).  Since that time, X has depreciated the property to $800,000 (i.e. $200,000 minimum gain).  The property is worth just $600,000.  If the lender agrees to reduce the principal amount to $600,000, there will be $200,000 of minimum gain, even if the partners have enough basis to offset the $400,000 reduction in the loan.  

d) Allocation of COD Income.  

i) Nonrecourse Debt

(1) Allocated in Same Ratio the Liability was Allocated under §752.

(a) Although there is uncertainty, it appears that Congress intended that COD income would be allocated in the same manner in which the liability was allocated under §752.  S. Rep. No. 96-1035 at 21 (1980).  
ii) Recourse Debt

(1) Can probably be allocated in the same manner as under §752, or can be allocated in the same manner in which profits are shared.  

(2) Problems with allocating pursuant to profit shares

(a) Nonrecourse partners will be allocated COD income for a debt on which they bore no economic risk of loss.

(b) Because the nonrecourse partner is not allocated any portion of the recourse liability, the allocation of COD may result in a deemed distribution because there is not enough basis to offset the COD.  §§731, 752.  

iii) Special Allocations of COD.  

(1) If COD is to be allocated in a different manner, the allocation must have substantial economic effect.  Nothing in §108, §704(b) or the legislative history prohibits special allocations of COD.  
(2) Economic Effect.  Rev. Rul. 92-97

(a) A special allocation of COD does not  have economic effect if, following the allocation, any partner has a negative capital account which he has no liability to restore and is not otherwise matched by a share of minimum gain.  

(i) This may occur where profits and losses are allocated in different manners.  In such a case, you would need either a deficit restoration obligation or a qualified income offset.  

(3) Substantiality.  Rev. Rul. 99-43.  

(a) Partnership cannot allocate the COD to a partner who is insolvent, especially where the allocation is made in anticipation of a modification or after the modification.

4) Consequences to the Lender 
a) Bad Debt Deduction.  IRC §166
i) The lender can take a bad debt deduction for worthless or partially worthless debt.
(1) The lender can also take a deduction for an uncollectible deficiency following a nonjudicial foreclosure. Treas. Reg. §1.166-6(a)

(a) The deficiency amount equals the difference between the difference between the amount of the debt and the bid price (if purchased by a third party), or the FMV (if the lender credit bids).  §1.166-6(b).  

(2) Exception—no deduction for seller who finances the property. 
(3) The timing of the deduction does not need to correspond with when the debtor recognizes COD.  
ii) Lender must issue a Form 1099-C (for COD) and a Form 1099-A (for foreclosure). IRC §6050P; Treas. Reg. §1.6050P-1(a)
iii) When Must 1099-C be Issued.  Treas. Reg. §1.6050P-1(b)(2)

(1) Debt is discharged on the date of the occurrence of an “identifiable event”:

(a) Discharge in BK;

(b) Cancellation that renders debt unenforceable;

(c) Expiration of statute of limitations;

(d) Nonjudicial foreclosure that bars creditor’s right to seek deficiency;

(e) Agreement to accept less than full consideration;

(f) Decision of creditor not to continue collection activity;

(g) The creditor has not been paid (despite bona fide collection efforts) for 36 months (creates rebuttable presumption).  
b) Basis of Property Foreclosed Upon

i) Holder of First Trust Deed

(1) Where the holder of a first trust deed forecloses, all other encumbrances are wiped out.  The lender will take a bad debt deduction equal to the difference between the unpaid principal  amount of the loan, and the FMV of the property.  Treas. Reg. §1.66-6(a).  The lender will then take a FMV basis.

(a) Example

(i) “A” holds a first trust deed of $1 million.  When A forecloses the property is worth just $300,000.  A will recognize a $700,000 bad debt deduction, and will take the property with a basis of $300,000. 

ii) Acquisition of Property Subject to Other Encumbrances

(1) But what happens when the holder of a second trust deed forecloses and takes the property subject to a prior deed of trust?  What is the taxpayer’s basis?

(a) There are three options

(i) Under Crane and Tufts, the lender’s basis would equal the amount of the nonrecourse liabilities it took the property subject to.  See also, IRC §7701(a) (for purposes of determining gain or loss, the FMV shall be treated as not less than the amount of nonrecourse indebtedness to which the property is subject); but see, Treas. Reg. §1.1001-2(a)(3) (the amount realized does not include nonrecourse liabilities that were not taken into account in determining basis).  

(ii) Under Pleasant Summit Land Corp. v. Commissioner, 863 F.2d 263 (3rd Cir. 1988), the lender’s basis would be limited to the FMV of the property, even if the nonrecourse loan exceeds the FMV of the property.  

1. This appears to be the majority view 

(iii) Under Estate of Franklin v. Commissioner, 544 F.2d 1045 (9th Cir. 1976), the lender’s basis would be zero where the amount of the nonrecourse loan greatly exceeds the FMV of the property.

1. This appears to be the Service’s view   

(b) There are additional considerations, such as:

(i) What happens if the lender pays the nonrecourse loan in full—does this increase its basis?  

(ii) What happens if the FMV of the property increases or decreases after the lender acquires it—is basis correspondingly adjusted?

c) Modification of Debt 

i) Substantial Modification as Deemed Exchange. IRC §1001(a); Treas. Reg. §§1.1001-1(a), 1.1001-3(b)
(1) The deemed issuance of a new debt instrument can result where the lender substantially modifies the terms of the old debt instrument, for example, by reducing the interest rate, extending the maturity date, changing the collateral, etc.  

(2) General Rule.  Treas. Reg. §1.1001-3(e)(1).

(a) A modification is significant if the legal rights or obligations are altered and the degree to which they are altered are economically significant. 

(3) Specific Rules

(a) Change in Yield.  Treas. Reg. §1.1001-3(e)(2)

(i) A change in yield is significant if the yield varies by more than the greater of:

1. ¼ of one percent; or

2. 5% of the annual yield of the unmodified instrument.

(b) Changes in Timing of Payments.  Treas. Reg. §1.1001-3(e)(3)

(i) General Rule

1. A change in timing of payments is significant if there is a material deferral of scheduled payments.

(ii) Safe Harbor

1. A change in timing is not significant if the deferral period is equal to the lesser of 5 years or 50% of the original term of the instrument (excluding options to extend).  

(c) Change in Obligor or Security. Treas. Reg. §1.1001-3(e)(4)

(i) Change in Obligor
1. Nonrecourse Debts

a. A change in obligor is not significant.  

2. Recourse Debts

a. Substitution of a new obligor is significant (unless the new obligor acquired the stock or assets of the obligor in a corporate merger). 

3. Co-Obligors

a. The addition or deletion of a co-obligor is significant if the addition or deletion results in a change in payment expectations

(ii) Change in Security 

1. Recourse Debt

a. A change in the security, collateral, guarantee or other credit enhancement is significant if the modification results in a change in payment expectations

2. Nonrecourse Debt

a. A change in security, collateral, guarantee or other credit enhancement is significant, unless the collateral if fungible or where the type of pledged units are unimportant (e.g. bonds of similar type and rating)

(iii) Change in Priority of Debt

1. Change in priority is significant if its results in a change in payment expectations

(iv) Definition of “change in payment expectations” Treas. Reg. §1.1001-3(e)(4)(vi)

1. Change in payment expectations occurs if there is a substantial enhancement or impairment of the obligor’s capacity to meet its payment obligations, and the capacity of the obligor before the modification was speculative or adequate, respectively.  

2. The “obligor’s capacity” includes any source for repayment, including collateral, guarantees or other credit enhancement.  

(d) Change in the Nature of a Debt Instrument.  Treas. Reg. §1.1001-3(e)(5)

(i) Change to Property that is Not Debt.

1. A modification that results in an instrument that is not debt (e.g. an interest in the borrower) is a significant modification.   

(ii) Change in Recourse / Nonrecourse Nature

1. A change from recourse to nonrecourse (and vice versa) is a significant modification, unless the instrument is secured by the original collateral and the modification does not result in a change in payment expectations.  
(4) Consequences

(a) If there is a substantial modification, there will be a deemed exchange of the old debt instrument for the new debt instrument under IRC §1001(a). 

(b) The lender will have capital gain or loss (usually loss) in an amount equal to the difference in between the old and the new debt instruments.  Id.; Rev. Rul. 73-160.  

(i) Where the holder of the note is not the original holder (i.e., they purchased the note at a discount), this can result in significant tax consequences and phantom gain.  

1. Example:  An investor purchases a $10 million note for $6 million.  The investor and the borrower agree to a modification whereby interest payments will be reduced, and the maturity date extended. The principal amount of the debt will remain unchanged. If the modification is a “significant modification,” the investor will recognize $4 million in taxable income equal to the difference between its basis ($6 million), and the face amount of the new debt ($10 million). 

(c) The debtor will avoid COD if the issue price (i.e. the stated principal amount under IRC §1274) of the old debt is the same as the new debt.  IRC §108(e)(10).   

(i) This would not apply if the holder was not the original holder and purchased the note at a discount (see above).  

d) Market Discount.
i) Market discount occurs where a third party purchases a note.  Market discount is the difference between the acquirer’s basis in the note (the amount paid for it), and the face amount of the note.  IRC §1278(a)(2)(A). Market discount is accrued over the remaining term of the note, but is not recognized until the note is sold to a third party or paid by the borrower. IRC §1276(a)(1).  Market discount is taxed as ordinary income.

ii) Example:  An investor purchases a $10 million note for $6 million, meaning there is $4 million of “market discount.”  Assume further that the maturity date is four years after investor acquires the note.  Market discount will therefore accrue at the rate of $1 million per year over the remaining term of the note.  

(1) If the note is sold (or repaid in full) after three years for $10 million, the investor will recognize $3 million in accrued market discount income, and $1 million in long term capital gains.  

(2) If the note is sold (or repaid in full satisfaction) after three years for $7 million, the investor will recognize $1 million in accrued market discount income.  

(3) If the note is sold (or repaid in full satisfaction) at a loss after three years for $5 million, the investor will recognize a $1 million loss, which might (depending on the circumstances) be capital or ordinary in nature.  

e) Foreclosure Rules

i) If lender forecloses and acquires the property, the lender will have gain (or loss) equal to the difference between its basis in the note, and the fair market value of the property.  Treas. Reg. §1.166-6(b).  

f) Seller as Lender  

i) Foreclosure/Repossession of the Property

(1) Ordinarily, where a third party lender forecloses, it will take the property with a FMV basis, and will take a bad debt deduction for the difference between the FMV of the property and the principal amount of the debt.  Treas. Reg. §1.166-6(a).  

(2) However, under IRC §1038, no gain or loss is recognized when a seller takes back a note secured with the property, and then reacquires the property (through foreclosure or otherwise).  The seller’s basis in the property reacquired will equal his adjusted basis in the debt.  §1038(d).  

(a) Example

(i) Seller sells property for $1 million and takes back a note in that amount.  The property has declined in value to $800,000 and buyer has stopped making payments on the note.  If Seller forecloses, it will not be entitled to a bad debt deduction, but instead will take the property with a basis of $1 million.  Seller will not be able to recognize the loss until he sells the property.  

(b) The seller may be able to avoid application of §1038 if it pays additional consideration to the buyer as part of the transaction, but this could be subject to challenge by the Service as a sham.  

ii) Reduction of Principal

(1) Ordinarily a third party lender is entitled to take a bad debt deduction when it reduces a loan; however, where the seller reduces the amount of its loan, it is treated (at least with regard to the buyer/debtor) as a reduction in the purchase price under IRC §108(e)(5). 

(a) The issue thus becomes whether the seller/lender can take a bad debt deduction, or whether it must amend its prior return to make an adjustment in the purchase price?  

(b) Example—

(i) Seller has a basis of $1 million in the property.  Seller agrees to sell the property to buyer for $1.5 million, Seller taking back a note in this amount.  If Seller subsequently reduces the note to $900,000, does Seller (1) immediately get to take a $600,000 bad debt deduction, or (2) must seller amend its return to show a $100,000 loss on the sale of the property as opposed to a $500,000 gain?  

5) Tax Consequences to Guarantors

a) No COD if Debt Reduced or Eliminated

i) A guarantor does not recognize COD if the debt is reduced or eliminated because the guarantor is secondarily liable. Landreth v. Commissioner (1968) 50 TC 803.  
b) Consequences if Guarantor Pays the Debt

i) No Interest Deduction. IRC §163(a).  

(1) A guarantor is not primarily liable and the debt and therefore is not entitled to a deduction for interest paid, even if guarantor is sole member of borrower entity. Golder v. Commissioner (9th Cir. 1979) 604 F.2d 34, 36.    

(a) Whether guarantor is primarily liable is a question of state law. Note – if guarantor is really a co-obligor, the analysis would change. Smith v. Commissioner (1985) 84 TC 889, fn. 6.  
(2) Possible Exceptions –

(a) Interest accruing after debtor files for bankruptcy. Stratmore v. Commissioner (3d Cir. 1986) 785 F.2d 419
(b) Interest accruing after debtor is otherwise discharged under the terms of the debt instrument.  

(c) Note – the IRS will likely challenge any interest deduction by a guarantor. AOD 1998-016.  

ii) Possible Bad Debt Deduction. IRC §166; Treas. Reg. §1.166-9

(1) Guarantor may take bad debt deduction in year payment is made if the guarantor’s subrogation rights against the debtor are worthless, provided guarantor had a legal obligation to pay the debt.  §1.166-9(d)
(2) The deduction is ordinary if the guaranty was made in the guarantor’s trade or business; the deduction is capital if the guaranty was not made in the guarantor’s trade of business. §1.166-9(a), (b).  

iii) Possible Treatment as a Contribution

(1) Alternatively, if the guarantor is a member of the borrower entity, the amount paid on the guaranty could be treated as a capital contribution by the guarantor to the borrower entity.  This is especially true if the borrower is a corporation.  Treas. Reg. §166-9(c).

6) Tax Consequences of Joint and Several Liability

a) Introduction
i) This next section discusses the consequences of debt forgiveness where more than one person or entity is primarily liable on the debt. It also discusses the tax consequences if one jointly and severally debtor pays or otherwise discharges the debt.

ii) As discussed above, whether a taxpayer is primarily liable, or whether the taxpayer is secondarily liable (e.g. a guarantor) is a question of state law.  Given that some guarantees can be drafted so that the guarantor is liable even without a default by the borrower, the distinction may be difficult to make.  Co-obligors who are primarily liable on a debt have rights of contribution if they pay more than their share of the debt.  A guarantor who pays a debt has a right of subrogation against the primary obligor. 

b) Forgiveness of Joint and Several Debt

i) If joint and several debt is forgiven, the debtors should (subject to any §108 exception) realize COD in proportion to their share of the debt (e.g. in 50/50 partnership, COD would be allocated 50/50).  Chief Counsel Advice 200023001; TC Memo 1991-651; Rev. Rul. 92-97.
ii) If, however, the proceeds when solely to one of the debtors (e.g. child wants to buy home and parent co-signs loan), the party who received the proceeds (i.e. the accession in wealth) should have the COD. See, e.g. Landreth v. Commissioner (1968) 50 TC 803, 813.  
c) Payment by One Co-Obligor 
i) Issue – can a co-obligor deduct all interest actually paid, or is the co-obligor’s deduction limited to the co-obligor’s share of the interest payment?

(1) Co-obligor can deduct all interest paid

(a) Co-obligor is entitled to take full interest deduction for all interest actually paid by that taxpayer (even if it exceeds the taxpayer’s fair share of the interest).  Mason v. United States (ND Cal. 1978) 453 F. Supp. 845; Smith v. Commissioner (1985) 84 TC 889, fn. 6; Rev. Rul. 71-179.  
(i) This is true even if the party making the interest payment did not actually use the loan proceeds. Rev. Rul. 71-179 (father who co-signed home loan for son entitled to full interest deduction).  

(ii) Reasoning – co-obligor is jointly and severally liable and therefore has “unconditional liability” for the debt.  See, e.g. Golder v. Commissioner (9th Cir. 1979) 604 F.2d 34, 36.    

(b) Co-obligor whose payment is applied toward interest is entitled to deduction, even if other co-obligor makes payment that lender applies toward principal.  Mason v. United States (ND Cal. 1978) 453 F. Supp. 845.

(2) Co-obligor only entitled to deduct its share of the payment
(a) A co-obligor is only entitled to deduct his proportionate share of the interest payment because if the co-obligor pays more than his share, he has a right of contribution against the other co-obligor(s). Koppers Co. v. Commission (1947) 8 TC 886, 891-2; Abdalla v. Commissioner (1978) 69 TC 697.  This appears to be the minority view.  
ii) Effect of contribution

(1) If co-obligor pays more than its share of interest, it may or may not be able to deduct that excess payment, see supra.  What was not addressed is the effect of the co-obligor’s right of contribution?
(2) There is no clear guidance in this regard; possibilities include:

(a) Payor may deduct full amount, but must include in income contribution received from other co-obligor when paid (or, in the case of an accrual basis taxpayer, when the right of contribution accrues – often at maturity).  

(b) If payor pays in full, but cannot deduct full amount and co-obligor is insolvent, would payor get a bad debt deduction? 

(c) Does the party who finally pays the contribution amount get a deduction when the contribution amount is paid?  

(d) What happens if the co-obligor is insolvent and cannot contribute?  

(3) Cases of contribution may allow co-obligors to shift the interest payments and the timing of deductions among themselves.  

� This may include mezzanine financing issued by a single asset LLC whose sole asset is real property.  PLR 200953005.  
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