
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.  
As I am sure all of you are aware, the economic situation of the past few years has left many property owners on the verge of financial disaster.  Many property owners find themselves unable to satisfy the indebtedness securing their properties, or are paying principal and interest on debt exceeding the value of the property secured—and, in many instances, both.  
As a result of the crisis, some owners have sought to renegotiate their loans.  Others have been forced into foreclosure.  As if the crisis itself were not bad enough, a taxpayer who successfully restructures his loan, or the unfortunate taxpayer who is foreclosed upon, may get an unexpected (and potentially enormous) tax bill from the IRS.  Talk about adding insult to injury!  
While no one can change the current economic conditions, it is possible to structure a foreclosure or loan workout so as to avoid getting hit by both the economy and the IRS – or at least mitigating the adverse tax consequences.  The key is to start planning before restructuring a loan or stop making payments on a loan.  To clarity the tax rules associated with distressed real estate, this letter is broken into two separate parts:

· Part 1:  Explains the basic tax rules regarding foreclosures and loan workouts, and the important differences between the two.  Foreclosures are taxed like a sale (resulting in capital gain or loss).  Workouts result in ordinary income (known as cancellation of debt, or “COD” income).  

· Part 2:  Discusses some of the important statutory exceptions to COD income found in Section 108 of the Internal Revenue Code (“Code”) with an eye toward structuring the proposed workout to take advantage of those provisions.  

PART 1

BASIC TAX CONSEQUENCES OF LOAN WORKOUTS AND FORECLOSURES  

As explained above, the tax consequences of a loan workout differ significantly from the tax consequences of a foreclosure.  Here are some of the rules.  
A. Loan Workouts and “COD” Income
The Internal Revenue Code has long defined “income” to include “income from discharge of indebtedness.”  Thus, whenever a loan is reduced, forgiven (in whole or in part), or even substantially modified, the issuer recognizes what is known as cancellation of debt (“COD”) income, which is always taxed as ordinary income.  
Example 1:  “X” issued a note to Bank (“B”) for $1 million, secured by real property owned by X.  Because of the recession, X is unable to make monthly payments to B.  In order to avoid foreclosure, B agrees to reduce the principal amount of the note to $700,000.  As a result, X recognizes $300,000 in ordinary COD income.  

 Example 2:
Assume the same facts as in Example 1, except that the fair market value of X’s property has fallen to $500,000.  This means that even though the loan has been reduced, the property is still “underwater.”  The IRS takes the position that X still has $300,000 in COD income, even though (1) X has no “accretion of wealth”, and (2) the reduction does not “free” any assets to pay the tax bill.  


Often, whether COD income exists is not as obvious, and can create traps for the unwary:  

Related Party Acquisitions.  If a related party (which is a defined term) acquires the debt, the debtor will recognize COD equal to the difference between the acquisition price and the face amount of the indebtedness.

Example 3:
X issued a note to Bank (“B”) in the amount of $1 million.  If Y, X’s spouse, acquires the note from B for $800,000, X will have $200,000 in COD income, even if X eventually repays the full $1 million to Y.  
Significant Modification of Debt Instrument. Another trap for the unwary involves a “significant modification” of a debt instrument.  If, for example, the lender agrees to reduce the interest rate below the applicable federal rate (but does not change the principal amount), the taxpayer will have COD income equal to the difference between the old issue price, and the new “imputed” issue price.  

Satisfaction of Debt for Membership Interest in Debtor Entity.  If the debtor entity transfers a membership or partnership interest to the creditor in discharge of a debt, the debtor will recognize COD income to the extent the principal amount of the debt exceeds the fair market value of the partnership interest.  

Example 4:  X and Y are equal members of LLC.  In satisfaction of a $1 million debt to Bank (“B”) X and Y agree to give B a membership interest in LLC. The value of B’s membership interest is $800,000.  As a result, X and Y will each recognize $100,000 COD income. 
In addition, there are several important exclusions and qualifications to the general rule of COD income, they include:
Section 108 Exceptions.  The most important exceptions to COD income are found in Section 108 of the Code.  Simply put, if one of the exceptions applies, the COD is excluded from income, but certain other tax attributes (such as basis or operating losses) are reduced. These statutory exceptions are discussed in detail in Part 2.  
Disputed Debt Doctrine.  COD income will not result if the amount of the debt is disputed (in good faith), and the parties compromise or settle the debt for an amount less that was originally claimed by the creditor.  
Contested Liability.  It is generally (but not universally) accepted that COD income will not result where the amount of the debt is certain, but parties in good faith dispute the enforceability of the debt.  In the seminal case on the matter, a gambler ran up a huge line of credit from a casino.  Since a state statute prohibited casinos from advancing credit to problem gamblers, the court held that no COD income resulted from the settlement of the debt for pennies on the dollar since there was a bona fide dispute as to whether the debt was enforceable.  
Contingent Liabilities and Guarantors.  Generally, no COD income will result to a guarantor if the note guaranteed is reduced.  The IRS considers guarantees to be contingent liabilities and thus, no COD income will result to the guarantor.  This is true even if the note is in default (provided that the guarantor did not receive the loan proceeds).  
B. Foreclosure, Short Sale, or Deed in Lieu

In the event of a foreclosure, short sale, or deed in lieu, the transaction is treated as a taxable sale of the property to a third party.
  If the sale is of a capital asset, any gains or losses would be capital in nature.
  The exact tax consequences depend on whether the loan is recourse (holder can look to the issuer for repayment) or nonrecourse (holder can only look to the collateral for repayment).
  
Nonrecourse Debt.  Where the debt is nonrecourse, the “amount realized” on the sale equals the outstanding principal amount of the nonrecourse loan.  Unlike a traditional sale, the amount realized is not the price paid or the fair market value of the property.

Example 5:
X acquired depreciable real property by putting down $100,000 and taking out a $900,000 interest only nonrecourse loan from Bank (“B”).  Having taken depreciation on the property for several years, X’s adjusted basis is now just $800,000.  The fair market value of the property is just $500,000.  If the bank non-judicially forecloses on the property, X will recognize $100,000 in long term capital gains ($900,000 “realized” over $800,000 basis).       

There are two things to keep in mind in the foreclosure context.  First, while there is no authority (a term of art used by the IRS) for this, it should be possible to defer recognition of any gain by engaging in a §1031 exchange (assuming that the lender is willing to cooperate with the qualified intermediary).  Second, if the foreclosed property is the taxpayer’s personal residence, the taxpayer can exclude the first $250,000 of gain ($500,000 if married filing jointly), just as if they had sold it to a third party.  

Recourse Debt.  Where the debt is recourse, a two step process is used to calculate gain or loss.  The amount realized on the foreclosure sale will equal the difference between the fair market value of the secured property and the taxpayer’s basis in the property.  If there is a deficiency, the taxpayer may have COD income, but only if the lender elects not to collect on the deficiency.  
Example 6:
Same facts as in Example 3, except that the loan is recourse and B judicially forecloses.  Following the judicial foreclosure, B sues X to recover the $400,000 deficiency.  Under these facts, X will recognize a $300,000 capital loss ($500,000 “realized” over $800,000 basis).  Since the $400,000 deficiency has not been forgiven, X has no COD income.  
Example 7:
Same facts as in Example 3 and 4, except that following the judicial foreclosure, B elects not to recover the deficiency from X because X has no assets.  As in Example 4, X will recognize a $300,000 capital loss.  However, when B elects not to recover the deficiency, X will recognize $400,000 in COD income (assuming none of the §108 exclusions apply).  Since COD income is ordinary, X cannot offset the COD income with the capital loss, but X can take advantage of any of the COD exclusions.  
PART 2

§108 EXCEPTIONS TO “COD” INCOME

Section 108 of the Code with contains important exclusions from COD income.  Note, however, that Section 108 does not apply in the event of a foreclosure or deed in lieu with respect to a nonrecourse loan.   
A. Qualified Real Property Business Indebtedness


The qualified real property business indebtedness (“QRPBI”) exclusion is by far the most important exclusion for owners of commercial real property.  Under the exclusion, no COD is recognized if debt incurred or assumed to acquire, construct or substantially improve real property that is used in the taxpayer’s trade or business is reduced or discharged.  As with most of the Internal Revenue Code, there are important limitations to this rule.  


First, if the loan reduction creates equity, the taxpayer will recognize COD income, but only to that extent.  Second, the amount excluded under the QRPBI exclusion cannot exceed the taxpayer’s basis in all its depreciable real property.  Third, any COD excluded is applied dollar-for-dollar to reduce the bases in the taxpayer’s depreciable real property.  Fourth, the exclusion does not apply to C Corporations.  The following examples should help clarify the rules:  

Example 1:
X purchases an apartment building by putting down $1 million and taking out an interest only $9 million loan from Bank (“B”).  Due to changes in the market, the building is now worth just $8 million.  B agrees to reduce the loan to $8 million.  The COD income is excluded in full under the QRPBI exclusion, but X must reduce his basis in the building by $1 million. 

Example 2:
Same as Example 1, except that B agrees to reduce the loan to $7.5 million.  X can exclude $1 million under the QRPBI exclusion, but must recognize $500,000 (the amount by which the reduction created equity in the building).  X must also reduce his basis in the building by $1 million. 

Example 3:
Same as Example 1, except that X has depreciated the building over the course of many years and has an adjusted basis of just $900,000.  If B reduced the loan by $1 million, X can only exclude $900,000 of the COD income.  The other $100,000 must be recognized because X does not have sufficient basis to absorb the full amount.  B must also reduce his basis by $900,000. 

Example 4:
Same as Example 3, except that in addition to the building, X also owns a shopping center with an adjusted basis of $1 million.  Under these facts, X can exclude the full $1 million loan reduction because he has sufficient basis in all his depreciable real property.  X must reduce his bases in his depreciable real property by $1 million (but can choose how to allocate the basis reduction between his two properties).   

As demonstrated, if the COD income is excluded, basis is reduced dollar-for-dollar.  When the property is later sold, the basis reduction is treated like a depreciation deduction, meaning that it is subject to the recapture rules and taxed as ordinary income.
Example 5:
X has a basis of $1 million in an apartment building.  Bank (“B”), X’s lender, reduces his loan by $200,000.  X takes advantage of the QRPBI exclusion, and reduces his basis in the building by $200,000.   If X sells the apartment building the next day, X will recognize $200,000 which will be taxed as ordinary income under the depreciation recapture rules.  

B. Seller Financing


Another important exclusion comes into play where the seller finances the property by taking back a note secured by a deed of trust on the property.  If the original seller later reduces the note, the transaction is treated as a reduction in the purchase price.  As a result, the buyer can exclude the COD, and the seller cannot take a bad debt deduction.  In all likelihood, the purchaser must reduce its basis by the amount of the purchase price reduction.  

C. Bankruptcy and Insolvency Exclusions


COD income is excluded if the discharge of debt occurs in a bankruptcy case.  Similarly, COD income is excluded if the taxpayer is insolvent before the discharge, but only to the extent the taxpayer remains insolvent after the discharge.  

Example 6:
X’s liabilities exceed his assets by $500,000.  If Bank (“B”) reduces X’s debt by $400,000, X can exclude the COD income in full.  However, if B reduces X’s debt by $600,000, X can exclude $500,000 of the COD income, but must recognize $100,000.   


For purposes of entities taxed as partnerships (such as limited liability companies and limited partnerships), the bankruptcy and insolvency exclusions are applied at the partner level, not the partnership level.  

Example 7:
X, Y and Z are equal members of LLC.  Bank (“B”) reduces a loan to LLC by $300,000.  Before and after the discharge, X was insolvent.  Y and Z, however, are not insolvent.  X can exclude her $100,000 share of the COD income, but Y and Z must recognize their respective $100,000 shares of the COD income (unless another exclusion applies to them).  

Example 8:  X and Y are equal members of LLC.  LLC (but not X or Y) files for bankruptcy and the court discharges a $500,000 debt.  Absent another exclusion, X and Y will recognize $250,000 of COD income each.  
Note, however, that with regard to S-Corporations, the bankruptcy and insolvency exclusions are applied at the entity level.  

Example 9:
X, Y and Z are shareholders in S-Corp.  Bank (“B”) reduces a loan to S-Corp by $300,000.  S-Corp is a failed business venture and meets the insolvency test.  X, Y and Z all have other investments and are independently wealthy.  X, Y and Z can exclude the COD income in full because the S-Corp is insolvent before and after discharge.  
If COD income is excluded under the bankruptcy or insolvency exclusions, the taxpayer must reduce certain other tax attributes dollar-for-dollar.  Section 108 sets forth a comprehensive and detailed ordering scheme.  For purposes of this summary, you should understand that excluded COD income will offset things such as operating losses, carryover losses, tax credits, and basis in the taxpayer’s property.  

D. Qualified Principal Residence Indebtedness


Although outside the scope of commercial real property, there is also an exception for the discharge of debt incurred to acquire, construct or substantially improve a principal residence.  The exclusion does not apply to the extent the debt reduced exceeds $2 million.  

Example 10:
X refinances his home with a $1 million mortgage.  X uses $50,000 of the refinance proceeds to pay off her car loan.  If Bank reduces the principal amount of the debt to $800,000, X can exclude $150,000 of the COD income.  X will recognize $50,000 because those proceeds were used to pay off the car loan.  X must also reduce her basis in her home by $150,000.

Example 11:
X takes out a $2.4 million mortgage to purchase a home.  If Bank reduces the principal amount of the debt to $1.9 million, X can only exclude $100,000 of the COD income.  X must reduce his basis in his home by $100,000.  

Thus, as can be seen, the Section 108 exclusions are extremely valuable.  They are not “free” as the taxpayer generally has to reduce its basis, or otherwise offset other favorable tax attributes such as losses and credits.  Nevertheless, the exclusions do get around the problem of having to pay income tax on so-called “phantom gains.”  

CONCLUSION

These rules are difficult, and in many instances, not quite as “black and white” as one would ordinarily like.  This stems from the fact the COD and foreclosure rules are generally ignored in the “good” times and only revisited once every 20-30 years when we find ourselves in a financial mess.


The foregoing discussion is meant only to summarize some of the general rules and to provide you with a better understanding of what some of the issues are.  Please note that there are many other additional, technical and complex issues and rules (not to mention incredibly detailed and onerous reporting and filing requirements) that must be taken into account.  As with any tax matter, before acting it is important to discuss the facts of circumstances of your unique situation with Flynn / Williams, LLP, or with your tax return preparer.  Please do not hesitate to contact me if you have any questions or want additional information.

� The foreclosure rules apply where the property is actually disposed of; the COD rules apply where the loan is modified, but the taxpayer keeps the property.  





� Whether a sale would result in capital or ordinary income is beyond the scope of this article.  


� Whether a loan is recourse or nonrecourse is beyond the scope of this letter.  In California, most loans will be recourse unless the loan documents specifically provide that the loan is nonrecourse.  The IRS has advised that it does not take some of California’s anti-deficiency statutes into account in determining whether a loan is recourse or nonrecourse.  
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