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Taxation of
Real Estate Workouts

BY STEVEN A. RUSKIN, ESQ.*

T

axes are a critical element in any workout involving economically distressed
real estate. There may be signiﬁcant opportunities to reduce taxes, and on the
ﬂip side, there may be traps for the unwary. Some of these traps can be quite a surprise – and some can be very expensive.
A real estate workout may involve numerous different scenarios, including cancellation of debt, modiﬁcation of the terms of a debt instrument, contribution of
fresh cash to the venture, or satisfaction of some or all of the debt in exchange for an
equity interest in the debtor. Of course, if a workout cannot be achieved, the specter
of foreclosure or bankruptcy arises. Each of these alternatives is likely to have signiﬁcant tax consequences. This article will describe some of those tax consequences,
and it will point out important tax opportunities and tax pitfalls which may be relevant to owners of ﬁnancially distressed real estate.
I. CANCELLATION OF DEBT

Cancellation of debt affects solvent and insolvent debtors differently. This section
will begin with the basic tax rules affecting solvent debtors and then describe ﬁve
important opportunities and exceptions. It will then describe various statutory and
common-law tax beneﬁts which are available to insolvent taxpayers.
SOLVENT DEBTORS

If a debt is settled for less than the amount owed, a solvent debtor will have ordinary income equal to the amount of the loan forgiveness.1 The underlying principle
is that an increase in the net worth of a taxpayer should result in income. Since there
is no sale or exchange of property, as in a foreclosure, cancellation of indebtedness
(“COD”) income is taxed as ordinary income rather than capital gain. It does not
matter whether the debt is recourse or nonrecourse. Moreover, the debtor will have
COD income even if it would have a loss if the property were sold for its fair market
* Steven A. Ruskin, Esq., sruskin@sruskinlaw.com, is the sole proprietor of The Law
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value.2
COD income can occur unexpectedly. The general rule is clear enough: COD income arises when it becomes clear that some portion, or all, of a debt will never have
to be paid. In determining the timing of COD income, any identiﬁable event indicating that the debt will not be paid may be taken into consideration.3 For example, an
entry on the lender’s books writing down the debt normally is not an identiﬁable
event.4 However, an agreement settling the debt clearly is an identiﬁable event, as
is a judicial settlement.5 In the case of a judicial settlement, COD income arises at
the time of the settlement, even if an appeal is pending.6 Similarly, if there is an unconditional agreement to cancel debt in the future, income arises at the time of the
agreement, not when the debt is actually cancelled.7
Real estate is often held by a partnership or a limited liability company taxed as
a partnership (a “LLC”). It is not surprising, therefore, that the intricacies of partnership taxation, especially the allocation of income and debt among partners, are
at the heart of many real estate workouts. In light of the importance of partnership
taxation, a brief overview of two basic partnership tax rules may help put some of
the discussion which follows in context.
First, income cannot be allocated arbitrarily among the partners in a partnership.
The Treasury Regulations (the “Treasury Regulations”) promulgated under the
Internal Revenue Code of 1986, as amended (the “Code”), contain speciﬁc rules which
determine how income must be allocated in order to be given effect for tax purposes.8
Second, a partner’s tax basis in the partnership is affected by that partner’s share
of the partnership’s income and liabilities. To the extent that COD income is allocated to a partner, that partner’s tax basis in the partnership is increased.9 Each
partner’s tax basis in the partnership is then decreased by that partner’s share of the
debt reduction, as if there were a cash distribution to the partners in an aggregate
amount equal to the cancelled debt.10 Normally, this basis decrease will reverse the
basis increase from the allocation of COD income. In some circumstances, however,
particularly if the cancelled debt is recourse to one or more partners, there may
not be a precise match for a partner between basis increase and basis decrease. If a
mismatch occurs, debt cancellation can result in both COD income and a deemed
taxable distribution without cash to the partner.11
The recently enacted American Recovery and Reinvestment Act of 2009 (the
“2009 Act”) provides an extremely important opportunity for businesses to elect to
defer taxation of COD income. The election can be made with respect to COD income arising from the “reacquisition” (as deﬁned below) of certain debt instruments
in 2009 or 2010.12 Subject to various acceleration events, the income can be deferred
until 2014 and then recognized ratably over 5 years.13 Obviously, this extended tax
deferral will be a signiﬁcant consideration affecting many real estate workouts in
2009 and 2010.
A reacquisition for purposes of the 2009 Act includes an acquisition by the debtor, or a party related to the debtor, of the debt instrument for cash or in exchange
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for corporate stock or a partnership interest.14 The term also includes the contribution of the debt instrument to the capital of the debtor and the exchange of debt
instruments (including an exchange resulting from a modiﬁcation of the terms of
the instrument).15
Acceleration of the deferred income will occur in the year the taxpayer dies, liquidates or sells substantially all of its assets, ceases to do business or is in similar
circumstances.16 In the case of a pass-through entity, i.e., a partnership, S corporation
or other entity which passes income through to its owners, acceleration also occurs
on a sale, exchange or redemption of an interest in the entity.17
An election under the 2009 Act is made on an instrument by instrument basis, and
once made, it is irrevocable.18 If the debt was issued by a pass-through entity, the election must be made by the entity.19 This is signiﬁcant, since the entity’s decision will
impact each of its owners whatever the owner’s personal circumstances may be.
If a partnership elects to defer taxation of COD income under the 2009 Act, a
decrease in a partner’s share of liabilities will not be treated as a deemed distribution at the time of the discharge to the extent that the distribution would cause that
partner to recognize income.20 Instead, the deemed distribution will be deferred and
taken into account when, and to the same extent, that COD income deferred under
the 2009 Act is recognized by that partner.21
If an election is made, certain other exceptions from COD income are inapplicable, including the insolvency exception and the exception for income resulting
from a discharge of certain real property business indebtedness, both of which are
discussed below.22 Whereas under the 2009 Act COD income is deferred, in each of
the other instances income is permanently avoided. The quid pro quo, however, is
that the tax basis of the taxpayer’s assets, or in some cases the taxpayer’s tax attributes such as its net operating losses, must be reduced to reﬂect the amount of the
excluded COD income.
A second major opportunity to exclude COD income applies to solvent individuals that own business real estate. If such an individual owes “qualiﬁed real property
business indebtedness” (“QRPBI”)23 which is discharged, that individual can elect to
exclude the resulting COD income and instead reduce the tax basis in certain of his
or her depreciable property by the amount of the excluded income.24 This tax break
is subject to various limitations,25 and it is not available to insolvent individuals, C
corporations or, as previously mentioned, individuals that make an election under
the 2009 Act.26
If a QRPBI election is made, the required reduction in the tax basis of the taxpayer’s depreciable property generally is made as of the ﬁrst day of the taxable year
following the discharge.27 The basis of the depreciable real property that secured the
discharged debt must be reduced ﬁrst.28 The amount of the reduction is treated as
excess depreciation, which normally will result in ordinary income when the property is sold.29 In order to maximize the beneﬁt of a QRPBI election, it usually is wise
to make the election if it is anticipated that the distressed real estate, and any other
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depreciable property which may be affected, will be owned for an extended period
of time. In 2009 and 2010, for those individuals that have a choice, the decision between a QRPBI election and an election under the 2009 Act probably will depend on
how long the depreciable property is likely to be held. If the property is likely to be
held indeﬁnitely, it may be preferable to make a QRPBI election, and, if not, it may
be preferable to make an election under the 2009 Act.
If QRPBI is owed by a partnership, each partner can make a separate election.30
This provides much greater ﬂexibility than permitted under the 2009 Act. For purposes of the required reduction in the tax basis of depreciable property, a partner
can treat his or her partnership interest in the partnership that owed the QRPBI as
depreciable real property to the extent of the partner’s proportionate share of that
partnership’s depreciable property.31 It is not entirely clear, but a partner may be able
to reduce his or her tax basis in other partnerships which own depreciable property.32 Whether or not a QRPBI election is made, each partner must reduce his or her
tax basis in the partnership by the deemed distribution to that partner resulting from
the debt cancellation.33
A third important opportunity is that the original seller of property can agree
with the original buyer of that property to reduce the amount of a purchase money
note without causing the buyer to have COD income. Instead, the buyer’s tax basis in
the property is reduced.34 Once again, the exception applies only to solvent taxpayers, but in this case it includes C corporations.
An exception of some importance is that COD income does not arise if payment
of the cancelled debt would have resulted in a tax deduction.35 For example, cancellation of a cash basis taxpayer’s obligation to pay accrued interest or accrued operating
expenses does not generate COD income.
Finally, the Mortgage Forgiveness Debt Relief Act of 2007, as amended by the
Emergency Economic Stabilization Act of 2008, permits a solvent individual to avoid
COD income on up to $2 million of discharged “qualiﬁed principal residence indebtedness,” but only if the discharge occurs after 2006 and before 2013.36
INSOLVENT DEBTORS

Since the tax principle underlying taxation of COD income is that a debt discharge
increases the taxpayer’s net worth, normally an insolvent debtor will not have COD
income except to the extent that the discharge makes the debtor solvent.37
The insolvency exception is not a “Get Out of Jail Free” card, since the taxpayer
must reduce its net operating losses, and possibly other of its tax attributes, by the
amount excluded from income.38 Alternatively, the taxpayer may elect to reduce its
tax basis in its depreciable assets by all or part of the COD income.39 A taxpayer
presumably would make this election if it could use its net operating losses or tax
credits relatively quickly.
If the discharged debt is owed by an entity, a preliminary question is whether
insolvency is tested at the entity level or at the owner level. The answer may not be
Volume 36, No.1

52

intuitively obvious. In the case of a partnership, insolvency is determined partner by
partner.40 Accordingly, the exemption is inapplicable to solvent partners even if the
partnership is insolvent. If the debtor is an S corporation, insolvency is tested at the
S corporation level.41 An LLC, however, has attributes of both a partnership and an
S corporation in that it is taxed like a partnership, yet it provides liability protection
for all of its members like an S corporation. For this purpose, an LLC is treated as a
partnership, and insolvency is tested member by member.42
There may be planning opportunities to take advantage of the fact that insolvency
is tested at the S corporation level. For example, can a partnership convert into an S
corporation in anticipation of having COD income and thereby protect its partners
from COD income? Similarly, can individuals contribute ﬁnancially distressed real
property to an S corporation and avoid COD income? In either case, depending on
the speciﬁc facts, various tax principles could apply to treat the COD income as if
it had occurred before the transaction.43 Also, a transfer of real property subject to
nonrecourse debt, including a deemed transfer incident to a conversion of a partnership, may result in taxable gain to the transferor equal to the excess of the principal
amount of the debt over the transferor’s adjusted tax basis in the property.44
A partnership may be tempted to amend its partnership agreement in order to allocate its COD income mainly to its insolvent partners in an effort to protect its solvent
partners from taxation. Unless the special allocation has “substantial economic effect,”
as determined under the applicable Treasury Regulations, it will be disregarded.45
A major planning opportunity arises from the fact that the reduction in tax attributes, or the downward adjustment in the tax basis of depreciable assets, is made as
of the beginning of the year following the year in which the debt is cancelled.46 As a
result, the taxpayer’s net operating losses and its adjusted tax basis in its assets can
be used to reduce its taxable income in the year of the debt cancellation. For example,
a taxpayer can sell assets and apply its net operating losses – which otherwise might
be reduced to zero the following year – against the gain. If the taxpayer is liquidated
or has mainly cash at the beginning of the following year, there will be nothing
against which to reduce basis. This can be called the Cheshire Cat strategy – income
tax is avoided and all that is left is a smile.47
II. MODIFICATION OF THE TERMS OF A DEBT INSTRUMENT

In many real estate workouts, the terms of a debt instrument are modiﬁed to make
it more affordable for the debtor. If the modiﬁcations are “signiﬁcant,” the modiﬁed
instrument will be treated for tax purposes as having been exchanged for the old debt
instrument.48 Signiﬁcant modiﬁcations are those that, considered collectively, alter
legal rights or obligations in an “economically signiﬁcant” manner.49 The Treasury
Regulations provide a number of examples of economically signiﬁcant modiﬁcations,
including a more than a de minimis change in the debt instrument’s yield, an alteration in the timing of payments, and, in the case of a recourse obligation, a change in
the obligor.50
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In general, an exchange of debt instruments will be a taxable event.51 The debtor
will have COD income if the “issue price” of the new instrument is less than the
“adjusted issue price” of the old instrument.52 Determining the issue price and the adjusted issue price depends on a number of factors. In the case of a nonpublicly traded
debt instrument with adequate stated interest, as deﬁned in the Treasury Regulations,
the issue price of the new instrument normally is its stated principal amount.53 If the
debtor is a partnership, the partnership tax rules previously described will apply.54
A major pitfall to avoid is that modiﬁcation of a partnership’s debt instrument
may so weaken the debt characteristics of the instrument that the modiﬁed instrument will be treated as equity for tax purposes.55 In planning a restructuring of partnership debt, it is especially important to be careful about a substitution of equity
for debt, since in that event there will be a deemed cash distribution to the partners
equal to the entire principal amount of the debt.
Similarly, extreme care must be taken in modifying the terms of a debt instrument
of an S corporation. If the modiﬁcations cause the instrument to be treated as a second class of stock, the corporation will lose its qualiﬁcation as an S corporation.56
There are a whole range of modiﬁcations which will ease the burden on a debtor
without amounting to a signiﬁcant modiﬁcation, much less causing a conversion of
debt into equity. For example, a modiﬁcation does not necessarily arise because of a
“temporary” forbearance,57 a substitution of a new obligor on a nonrecourse obligation58 or a modiﬁcation that adds, deletes or alters customary accounting or ﬁnancial
covenants.59 Clearly, any modiﬁcation must be carefully tailored to the particular
circumstances with tax considerations in mind.
III. NEW MONEY

If a partnership raises fresh money from investors to pay off its debt, there will be
some shift of the partnership’s nonrecourse liabilities to the contributing partners.60
This will cause a deemed cash distribution to the other partners.61 Similarly, if there
is a new guarantee by a partner, there is likely to be a reallocation of the partnership’s liabilities to the guarantor which will result in a deemed cash distribution to
all partners other than the guarantor.62
IV. SATISFACTION OF DEBT FOR EQUITY IN THE DEBTOR

If a corporation issues stock, or if a partnership issues a partnership interest, in
whole or partial satisfaction of its debt, the corporation or partnership will have
COD income in an amount equal to the excess of the adjusted issue price (generally,
the principal amount) of the debt instrument over the fair market value of the stock
or partnership interest.63
When restructuring partnership debt, it is important to be especially careful of a
major pitfall which is not at all obvious. If a lender takes more than a 10% interest in
the partnership, and the economic risk of loss on the debt owed to the lender is not
borne by another partner, the entire principal amount of the debt will be allocated to
the lender.64 This will cause a deemed cash distribution to the other partners equal
Volume 36, No.1

54

to the full amount of the debt.65 To make matters even worse, future deductions attributable to the debt will be specially allocated to the lender.66
V. FORECLOSURE

The tax consequences of a foreclosure differ materially depending on whether
the underlying debt is recourse or nonrecourse to the debtor. In the case of recourse
debt, the property securing the debt is treated as if it were sold for its fair value and
the proceeds were used to pay down the debt. The debtor will have COD income
when, and to the extent, the remaining balance of the debt is cancelled.
In contrast, in a foreclosure in which the debt is nonrecourse, the real property
is treated as if it were sold for the face amount of the outstanding debt, whatever
the property’s fair value may be.67 The tax result is that the debtor may have mainly
capital gain on the deemed sale as opposed to ordinary income from cancellation of
the excess of the face amount of the debt over the property’s fair value. This presents planning opportunities, as a debtor that can beneﬁt from capital gains, e.g., an
individual, may prefer a foreclosure to an outright cancellation of debt. On the other
hand, if an exception to COD income applies, e.g. the insolvency exception, a debtor
may prefer an outright cancellation of the debt.
VI. BANKRUPTCY

If debt is discharged in a title 11 bankruptcy proceeding, the debtor will not have
COD income even if it is solvent after the discharge.68 The debtor, however, must reduce its tax attributes or the basis in its assets by the amount of the discharged debt.69
In addition, a corporate debtor may also be subject to limitations on the use of its
remaining tax attributes. In general, if there is an “ownership change,” future use of
the corporation’s net operating losses will be limited to an annual amount based on a
percentage of the fair market value of the corporation.70 The deﬁnition of an ownership change is highly technical. It includes an increase of more than 50 percentage
points in the ownership of a corporation’s stock within a speciﬁed 36 month period
by one or more 5% shareholders.71 With careful tax planning, it may be possible to
avoid an ownership change, for example, by purchasing the corporation’s stock over
a period of years.
Two provisions of the Code may assist a bankrupt corporation in retaining its tax
attributes. First, if lenders to the corporation are “historic” lenders, equity received
by those lenders in exchange for debt will not count in the calculation of an ownership change.72 Second, in limited cases, the corporation may increase the cap on the
future use of its tax attributes by reﬂecting the increase in value of the corporation
from a surrender or cancellation of creditors’ claims.73
There are many other alternatives to consider, but the scenarios mentioned above
should be sufﬁcient to demonstrate the importance of tax planning in any real estate
workout. Each situation is unique, and, therefore, it can be extremely helpful to involve a tax professional in the early stages of any workout.
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