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|RS Clarifies Cancellation Of Partnership I ndebtedness
By: Ezra Dyckman and Lana A. Kalickstein

and more taxpayers are struggling

to repay loans, and must negotiate
with lenders for alternatives. The Inter-
nal Revenue Service has issued pro-
posed regulations that provide guidance
on (1) the determination of cancellation
of indebtednessincome of apartnership
that issues a partnership interest to its
lender in satisfaction of the partner-
ship’s debt, and (2) the tax conse-
guencesto the lender.

I n today’s economic climate, more

Background

When alender cancels all or a por-
tion of a borrower’s indebtedness, the
borrower generally will have taxablein-
come equal to the amount of the dis-
charge (cancellation of indebtednessin-
come, or “COD” income). Thisis gen-
eraly true whether the borrower satis-
fies the reduced amount of debt with
cash, or with property. However, there
had been a question prior to 2004 as to
whether a borrower partnership’s issu-
ance of an interest in the partnership in
exchange for satisfaction of its debt was
tax free to the partnership where the
partnership interest was worth less than
the face amount of the debt.

Case law in existence prior to 1980
held that a corporation had no COD in-
come when it transferred stock to a
lender in exchange for its debt, no mat-
ter what the value of the stock trans-
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ferred (the “debt-for-equity excep-
tion”). Many believed that the debt-for-
equity exception also applied to partner-
ships.

A 1984 amendment to Section 108
of the Internal Revenue Code changed
this result for corporations (other than
those that were insolvent or bankrupt),
providing that, in a debt-for-equity ex-
change, a debtor corporation had to rec-
oghize COD income in the amount that
the debt exchanged by the lender ex-
ceeded the value of the stock transferred
to the lender. Since this statutory
change dealt only with corporate bor-
rowers, many continued to believe that
this debt-for-equity exception contin-
ued to apply to partnerships.

In 2004, Congress ended the uncer-
tainty, and amended Section 108 to state
that discharges of indebtedness of a
partnership, in exchange for a capital or
profits interest in the partnership, result
in COD income, in the amount that the
debt exceedsthe fair market value of the
partnership interest. Any such COD in-
come of the partnership will beincluded
in the distributive shares of the taxpay-
ersthat were partners in the partnership
immediately before the discharge. The
amended statute does not provide any
guidance on how to determine the fair
market value of the partnership interest
issued.

Proposed Regulations
Four yearslater, but just in time for
the current economic crisis, on October

30, 2008, the IRS issued proposed reg-
ulations, which provide a safe harbor
for valuing a partnership interest issued
by a partnership to a lender in a debt-
for-equity exchange, for purposes of de-
termining COD income. Aslong as cer-
tain requirements are met, taxpayers
can use the “liquidation value’ of the
partnership interest as its fair market
value, and do not have to take into ac-
count valuation factors such asilliquid-
ity or minority discounts, which could
lower the value. The proposed regula-
tions define “liquidation value” as the
amount of cash that the lender would re-
ceive with respect to the interest if, im-
mediately after the transfer, the partner-
ship sold al of its assets (including
good will, going concern value, and any
other intangibles associated with the
partnership’s operations) for cash equal
to their fair market value, and liqui-
dated.

Under the proposed regulations,
this definition of “fair market value”
can be used only if four regquirements
are met: (i) the partnership maintains
capital accounts in accordance with ac-
counting rules set out in Treasury Reg-
ulations; (ii) the lender, partnership, and
its partnerstreat the fair market value of
the indebtedness as being equal to the
liquidation value of the partnership in-
terest (i.e., the parties report consist-
ently for tax purposes); (iii) the debt-
for-equity exchange is an arm’ s-length
transaction; and (iv) subsequent to the
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exchange, neither the partnership re-
deems, nor any person related to the
partnership purchases, the lender’s in-
terest as part of aplan at the time of the
exchange which has as a principal pur-
pose the avoidance of COD income by
the partnership.

The regulations provide that if the
safe harbor requirementsare not met, all
facts and circumstances will be consid-
ered in determining the fair market
value of the partnership interest. This
raises the specter of IRS auditors apply-
ing steep discounts to value (for il-
liquidity and/or lack of control), result-
ing in larger amounts of COD income
for partnerships that do not meet the
safe harbor.

One oddity in the safe harbor isthat
the first requirement technically re-
quires only that capital accountsbe“de-
termined and maintained” in accord-
ance with the Treasury Regulations. On
its face, this requirement seems to dic-
tate how the partnership keeps it books,
but does not require that those books
have any impact on the partners’ eco-
nomic entitlements, that is, the regula-
tion seems to contain no requirement
that the partnership make liquidating
distributions in accordance with the
partners capital account balances. Y et,
without requiring liquidation in accord-
ance with capital account balances, the
requirement to maintain capital ac-
counts would seem pointless. Many
partnership agreements direct that the
partnership liquidate in accordance with
stated percentages or a “waterfall,” ra-
ther than in accordance with the part-
ners' capital account balances. If there
isan implicit requirement in the regul a-
tion to liquidate in accordance with cap-
ital accounts, partnerships may need to
amend their agreements to comply with
this requirement.

Example

Partnership P has $1,000 of out-
standing indebtedness owed to creditor
C. In an arm’s-length transaction, C
agreesto contribute the debt to P, in ex-
change for an interest in P. If P sold all
of itsassetsfor cash equal to fair market
value, and liquidated, the amount of

cash C would receive with respect to the
partnership interest issued to C is $700.

Assuming all of the safe harbor re-
guirements are met, P can value the in-
terestissued to C at itsliquidation value.
Thus, the fair market value of the part-
nership interest issued to Cisdeemed to
be $700. P is treated as satisfying the
$1,000 indebtedness with $700, and P
will have $300 of COD income. The
$300 of COD income must be included
in the distributive shares of the persons
who were partnersin Pimmediately be-
fore the exchange.

Lender’s Tax Consequences

The proposed regulations issued on
October 30, 2008 also amend the regu-
lations under Section 721, generally re-
sulting in unfavorable tax consequences
to a lender in a debt-for-equity ex-
change with a partnership borrower.

Background

Section 721 of the Code provides
generally that a person who contributes
property to a partnership, in exchange
for a partnership interest, recognizes no
gain or loss on the contribution. Under
the proposed regulations, a contribution
of debt by a lender to a partnership, in
exchange for a capital or profitsinterest
in the partnership, will generally be
treated as tax free to the lender under
Section 721. The lender's basis in its
partnership interest will be equal to the
lender’s adjusted basis in the debt con-
tributed. No loss will be recognized by
the lender at the time of the contribution
of the debt, even if the partnership rec-
ognizes COD income.

In the above Example, Section 721
would preclude C from recognizing a
loss on its contribution. However, since
C'sbasisin its partnership interest will
be equal to C's adjusted basis in the
contributed debt, C may recognize its
loss either when it sells its partnership
interest or when its interest is liqui-
dated.

Accrued Interest Obligations

The proposed regulations also state
that in the case of a contribution of in-
debtedness for unpaid rent, royalties, or
interest on indebtedness (including ac-
crued original issue discount (OID)), to

the partnership debtor, Section 721 tax-
free treatment is not available. In other
words, a lender may have to recognize
ordinary income to the extent that part
of the debt contributed relates to ac-
crued interest.

Prior to 1980, if a lender contrib-
uted a corporation’ saccrued interest ob-
ligation to the corporation, in exchange
for stock of the corporation, the lender
was potentidly eligible for tax-free
treatment under Section 351 with re-
spect to stock received in satisfaction of
its claim for any accrued interest (if al
the other requirements of Section 351
were met), even if the lender had not yet
reported the accrued interest income. In
1980, Congress amended Section 351
so that tax-free treatment was no longer
available in such a case. Thus, a
cash-basis lender must recognize gain
upon a contribution of an interest obli-
gation to a debtor corporation. No par-
allel change was made in 1980 to the
rules governing tax-free contributions
to partnerships, with the result that a
lender’ s contribution of a partnership’s
accrued interest obligation to the part-
nership, in exchange for a partnership
interest, was believed by some to be tax
free under Section 721. The October 30,
2008 regulations propose to resolve this
issue; under these regul ations a cash-ba-
sis lender must recognize taxable in-
come on such a contribution to a part-
nership.

The proposed regulations to Sec-
tion 721 aso provide that, for purposes
of determining the respective portions
of a partnership interest issued to a
lender that are considered to be in ex-
change for principal indebtedness, in-
terest, or OID, very specific ordering
rules apply, under which payments of
indebtedness are generally allocated
first to accrued interest, and then to
principal. For example, assume that
creditor C, a cash-basis taxpayer, con-
tributes indebtedness with (&) a princi-
pal amount of $1,000 (and an adjusted
basis of $1,000), and (b) an accrued in-
terest obligation of $200, to partnership
P, in exchange for a partnership interest
in P with a fair market value of $250.
Under the ordering rules, the partner-
ship interest would be applied first to
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the accrued interest obligation, and then
to the principal obligation. Section 721
would then apply only to C's exchange
of the principal indebtedness for a part-
nership interest; it would not apply to
C's exchange of the interest obligation
for a partnership interest. Therefore, C
would haveto report $200 of interest in-
come, as a result of the satisfaction of
the interest obligation with a partner-
ship interest with a value of $200. The
remaining partnership interest issued by
P, valued at $50, would be transferred
by P to C in exchange for the $1,000
principal obligation, resulting in no loss
recognized by C, and a high carryover
basisto C in its low-value partnership
interest, equal to C's adjusted basis of
$1,000 in the principal amount of debt
contributed. These ordering rules
clearly produce unfavorable results to
C. Additionally, although the proposed

regulations do not makeit clear, thereis
no obvious reason why these ordering
rules would not also apply aso to the
determination of COD incometo P, re-
sulting in COD income to P of $950
(principal indebtedness of $1,000 less
partnership interest issued worth $50).
The proposed regulations would
apply to exchanges occurring on or after
the date the regulations are finalized.

Conclusion

Fortunately, the proposed regula-
tions are short and fairly straightfor-
ward. Unfortunately, the proposed reg-
ulationsdo not address other unresolved
COD issues that are becoming increas-
ingly relevant in the current economic
climate. In addition, the proposed regu-
lations introduce the inequity of COD
incometo aborrower but no current [oss
available to the lender. We hope that

this issue and other issues will be ad-
dressed in time to aid the growing num-
ber of troubled borrowers and lenders
facing these questions.
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