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Income Tax Planning Opportunities Related 
to COD Income and Debt Restructuring
Robert F. Reilly, CPA

Bankruptcy Planning Insights

Tax planning opportunities exist for debtor corporations that have to recognize COD 
income as a result of debt restructuring. Tax planning opportunities also exist for debtor 

corporations that have issued new debt (at a discount) in exchange for the outstanding old 
debt. This discussion summarizes some of the income tax planning considerations related to 

the debtor corporation restructuring of commercial debt.

introduction
The American Recovery and Reinvestment Act of 
2009, P.L. 111-5, provided corporation and part-
nership debtors with a cancellation of debt (COD) 
income deferral election.

For purposes of this discussion, let’s assume 
that the debtor entity is a corporation. This debtor 
corporation election is available under Internal 
Revenue Code Section 108(i).

This election relates to the reacquisition of appli-
cable debt instruments by the debtor corporation or 
by certain related parties. Under this Section 108(i) 
election provision, the debt instruments have to be 
reacquired after December 31, 2008, and before 
January 1, 2011.

The electing debtor corporation will recognize 
deferred COD income ratably over a five-tax-year 
period beginning in 2014. The debtor corporation 
must also defer original issue discount (OID) deduc-
tions related to certain COD income deferrals.

The COD income deferral relates to certain actu-
al and deemed debt modifications and exchanges. 
Such an exchange would include the scenario where 
the debtor corporation uses the proceeds of a new 
debt issuance to pay off an existing debt obligation.

The electing debtor corporation would forgo the 
potential tax benefits of the insolvency exception 
and the bankruptcy exception under Section 108(a)
(1) for the COD income deferral. However, the elect-

ing debtor corporation would also avoid the negative 
effects of any tax attribute reduction under Section 
108(b).

Therefore, for the debtor corporation that real-
izes COD income, the debtor management and the 
debtor professional advisers should analyze both the 
costs and the benefits of making the COD income 
deferral election.

These income tax implications are particularly 
important to the debtor corporation that is insolvent 
or in bankruptcy. Given the impact of the current 
economic conditions on many debtor corporations, 
tax planning related to COD income should be of 
significant interest to the debtor corporation man-
agement.

cod income exclusion 
implications and related 
income tax attriButes 
reduction

When a debtor corporation purchases its own debt 
for less than that debt’s adjusted issue price (AIP), 
the debtor corporation generally realizes COD 
income under Section 61(a)(12). The amount of the 
COD income is equal to the difference between:

1. the debt price and

2. the debt AIP.
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Debtor Corporation Purchases its 
Own Debt at a Discount

For example, let’s assume that Debtor Corporation 
purchases its own debt for $3 million when the debt 
has an AIP of $5 million. In this case, the Debtor 
Corporation will realize $2 million of COD income.

Let’s consider what happens if a party related 
to the Debtor Corporation (as defined in Section 
108(e)(4)) acquires the debt.

First, the Debtor Corporation is considered to 
have acquired the debt instrument (with potential 
COD income).

Second, the Debtor Corporation is considered 
to have reissued the debt instrument with an issue 
price equal to the amount that the related party paid 
for the debt instrument.

COD Income Recognition Exclusion 
Rules

Either a solvent debtor corporation or a debtor 
corporation outside of bankruptcy must generally 
recognize COD income unless:

1. the debtor corporation specifically makes a 
COD deferral election or

2. another COD income relief provision 
applies.

However, under Section 108(a), a bankrupt 
debtor or an insolvent debtor does not generally 
recognize COD income. Rather, such a debtor cor-
poration is subject to a required reduction of certain 
tax attributes.

Such a bankrupt or insolvent debtor corporation 
may first elect to reduce the income tax basis of its 
depreciable property. Otherwise, the bankrupt or 
insolvent debtor corporation:

1. reduces its net operating loss (NOL) (after 
an absorption against its current-year 
income) and

2. reduces its various other income tax attri-
butes.

It is noteworthy that the NOL limited by Section 
283 is available in full for the income tax attributes 
reduction. Also, there are complex additional rules 
that apply for partnership and consolidated group 
tax attribute reduction purposes.1 

In a bankruptcy, Section 108 permanently 
excludes the recognition of COD income (even COD 
income in excess of the debtor corporation’s tax 
attribute reduction). However, Section 108(a)(2)

(B) limits an insolvent corporation’s COD income 
exclusion to the extent of the debtor corporation’s 
insolvency.

Section 1017(b)(2) limits the reduction in the 
tax basis of depreciable property for an insolvent 
corporation or a bankrupt corporation. This provi-
sion limits the tax basis reduction to:

1. the post-discharge excess of the depreciable 
property aggregate tax basis less

2. the corporation liabilities.

Only depreciable property held by the debtor 
corporation at the beginning of the tax year follow-
ing discharge will be subject to the tax basis reduc-
tion. Various tax planning opportunities, such as 
disposing of certain debtor corporation property in 
the year of the COD income realization (e.g., a sale 
to a creditor or to a third party), may be available to 
a debtor corporation.

Such a tax planning opportunity would allow the 
debtor corporation to:

1. utilize its NOL or

2. avoid the property basis reduction.

DIP Corporation Illustrative Example
Let’s consider an example of such a tax planning 
opportunity. Let’s assume that DIP Corporation is a 
calendar-year C corporation.

In 2010, let’s assume that DIP Corporation was 
in bankruptcy. And, DIP Corporation realized $10 
million of COD income based on the cash repur-
chase of its own debt.

Also in 2010, DIP Corporation generated $5 mil-
lion of income (excluding the COD income). Prior 
to this income, DIP Corporation had an NOL carry 
forward of $6 million (limited only by Section 172).

Let’s assume that the DIP Corporation tax basis 
in its depreciable assets immediately after the debt 
discharge was $6 million. And, DIP Corporation had 
$5.5 million of post-discharge liabilities.

DIP Corporation did not elect the COD income 
deferral. At the beginning of 2011, DIP Corporation 
held depreciable property with a tax basis of $50 
million.

Applying the tax attribute reduction provisions 
of Section 108(b), DIP Corporation first reduced 
its remaining NOL (i.e., $6 million – $5 million) 
by $1 million to $0. In the beginning of 2011, DIP 
Corporation reduced the tax basis of its depreciable 
property by $.5 million (according to Sections 
1017(b)(2) and (a)(2)).
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Accordingly, in this example, the entire $10 mil-
lion of the DIP Corporation COD income escaped 
recognition at a cost to the debtor corporation of 
only $1.5 million in total tax attribute reduction.

This example is illustrated in Table 1.

the cod income deFerral 
election

The debtor corporation may make the Section 
108(i) irrevocable COD income deferral election 
on a debt instrument-by-instrument basis. And, the 
debtor corporation recognizes the deferred COD 

income ratably over the five-tax-year period 
beginning in 2014.

The Section 108(i) election can be applied 
to any COD income realized on the repur-

chase of debt instruments after December 31, 2008, 
and before January 1, 2011 (as defined in 
Section 108(i)(4)).

Let’s assume that a solvent debtor corpora-
tion (that is not in bankruptcy) purchased its debt 
for $7.5 million in 2010 when the debt had an AIP 
of $10 million. In that case, the debtor corporation 
realized $2.5 million of COD income in 2010.

The debtor corporation elected:

1. to defer recognition of the $2.5 million of 
COD income and

2. to recognize the COD income ratably (i.e., 
$.5 million per year) over the tax years of 
2014–2018 inclusive.

Certain events, such as the liquidation or sale 
of all the debtor corporation assets (including an 
asset sale in bankruptcy), will terminate the COD 
deferral.

Additional COD deferral rules apply to debtor 
partnerships.2

exchange oF old deBt For 
neW deBt

Under Section 108(e)(10), the debtor corporation 
will recognize COD income if:

1. a debtor corporation retires its old debt 
obligation with a new debt obligation or

2. a debtor corporation significantly modifies 
an outstanding debt instrument.3

The amount of COD income that the debtor 
corporation will recognize is equal to the difference 
between the AIP of the old debt and the issue price 
of the new debt.

If either the old debt or the new debt qualifies 
as publicly traded (as defined in Regulation section 
1.1273-2(f)), then the issue price of the new debt is 
its fair market value. Otherwise, generally, the issue 
price of the new debt is its face value—that is, the 
principal amount of the debt provided that the debt 
includes a stated interest rate (per Section 1274).

Let’s consider the example of Public Debt 
Corporation. Public Debt Corporation realized $7 
million of COD income based on the exchange of 

(1) its publicly traded debt with 
an AIP of $10 million and a fair 
market value of $3 million for (2)
its new debt.

Let’s assume that the new 
debt has a face value of $10 mil-
lion.

If Public Debt Corporation 
elected to defer the COD income, 
then Public Debt Corporation 
would recognize the deferred 
COD income ratably over the tax 
years 2014–2018 inclusive.

However, Public Debt 
Corporation must also defer 
the portion of the $7 million of 
accrued OID deductions while 
the corresponding COD income 
is deferred.

Under the tax provisions, no 
OID income deferral is avail-
able for a creditor. A related 
tax relief provision suspends the 

 2010 COD income $10,000,000

 NOL carryforward $6,000,000
– 2010 taxable income (excluding COD income)    5,000,000
 Remaining NOL carryforward (excluding COD income) 1,000,000

 Reduction of NOL carryforward due to COD income    1,000,000
 Remaining NOL carryforward (after COD income) $                0

 2011 beginning depreciable property tax basis $50,000,000
 Post-debt discharge depreciable assets 6,000,000
 Post-debt discharge liabilities    5,000,000
 Reduction in depreciable property tax basis $    500,000

 Total DIP Corporation tax attributes used to shelter $10,000,000 of 2010 COD income
  Reduction of NOL carryforward due to COD income $ 1,000,000
  Reduction of depreciable property tax basis      500,000
 Total tax attributes used to avoid COD income $ 1,500,000

Table 1
DIP Corporation
Illustrative Example
Avoidance of COD Income Recognition
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applicable high-yield discount obligation interest deferral 
and disallowance rules for certain debt exchanges between 
September 1, 2008, and December 31, 2009 (per Section 
163(e)(5)).

deBtor corporation cod income 
election deFerral consideration

An insolvent corporation, a bankrupt corporation, or a 
corporation with NOL carryforwards (expiring or poten-
tially limited) should carefully consider the costs and ben-
efits of the COD income deferral—versus a current COD 
income recognition or a COD income exclusion.

For instance, it would not make sense for the above-
described DIP Corporation to have made the COD income 
deferral election. This is because the bankruptcy excep-
tion provided DIP Corporation with $10 million of COD 
income exclusion—while the COD income deferral elec-
tion would only defer such income.

In addition, an insolvent corporation or a bankrupt cor-
poration (with an NOL that is limited by IRC Section 382) 
could forgo the COD income deferral in order to apply its 
tax attribute reduction to otherwise unusable NOLs.

In addition, a debtor partnership could make the COD 
income deferral election at the partnership level. In con-
trast, the bankruptcy and the insolvency COD exceptions 
are tested at the individual partner level.

Therefore, partners with differing tax attributes or dif-
fering solvency statuses may disagree as to whether the 
debtor partnership should make the COD deferral election.

summary and conclusion
Tax planning opportunities may exist for a debtor corpora-
tion (or a debtor partnership) realizing COD income. The 
management of a debtor corporation that has renegoti-
ated or restructured its commercial debt should carefully 
consider all of the benefits and costs of the COD income 
deferral election.

These benefits and costs should be considered as part 
of the debtor corporation overall income tax planning. 

In the current economic environment, the tax planning 
cost/benefit implications of the COD income consider-
ations should be important to the managements of (and 
the professional advisers to) debtor corporations that have 
to renegotiate or restructure corporate debt.

Notes:
1. See, for example, Section 108(d)(6) and Regulation 

section 1.1502-28, respectively.
2. See Section 108(k)(5)(D).
3. See Regulation section 1.1001-3.
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Guidelines Related to RepoRts and 
testimony

continued from page 37

5. defends the analyst’s asset, property, or business 
interest value conclusion.

summary and conclusion
A well-prepared and articulate valuation analyst can pro-
vide an important service to a party in a bankruptcy dis-
pute. Such a valuation analyst can also assist the client’s 
legal counsel to (1) present the valuation aspects of the 
case in chief and (2) prepare to cross-examine the oppos-
ing valuation analyst.

Valuation analysts are not lawyers. And, they should not 
attempt to “practice law without a license.” Accordingly, 
the valuation analyst should always seek and rely on legal 
instructions from the client’s legal counsel.

However, the valuation analyst who practices in the 
valuation discipline should be generally aware of the rules 
regarding the content and format of expert witness reports. 
And, the valuation analyst should be prepared to present 
valuation testimony that meets the judicial requirements 
for expert testimony.

However, before the valuation analyst can help anyone, 
the analyst’s expert testimony must be admitted. The valu-
ation analyst should consider the factors that the court 
will consider and then should analyze his or her expected 
testimony against those factors.

With this consideration, the valuation analyst should 
be able to tailor his or her valuation report and valuation 
testimony to ensure that the expert testimony admissibil-
ity thresholds are met.

Notes:
1. Frye v. United States, 293 F. 1013 (D.C. Cir. 1923).

2. Daubert v. Merrell Dow Pharmaceuticals, Inc., 509 
U.S. 579 (1993).

3. See the FRE 702 comment citing Daubert, 509 U.S. at 
593-94.

4. Kumho Tire Co. v. Carmichael, 526 U.S. 137 (1999).

5. Andrews v. Metro North Computer Railroad Co., 882 
F.2d 705, 708 (2nd Cir. 1989).

6. United Phosphorus, Ltd. v. Midland Fumigant, Inc., 
173 F.R.D. 675, 686-87 (D. Kan. 1997).

7. Brandt v. nVidia Corp., 389 B.R. 842, 883 (Bankr. N.D. 
Cal. 2008).

8. Ibid.

9. See Rubin v. Manufacturers Hanover Trust Co., 661 
F.2d 979, 988 (2d Cir. 1981).
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