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A new tax election contained in the recently enacted American Recovery and Reinvestment Act of 
2009 (the stimulus bill) can benefit certain owners of commercial real estate who repurchase, exchange, 
or modify their existing real property indebtedness during 2009 and 2010. If a “workout” with a lender 
results in cancellation-of-debt (COD) income, the owner will now have the choice to either (1) defer 
such income until 2014 or (2) apply the provisions of the preamendment law to the income. 
 
Apart from this change, the law permits property owners to exclude COD income resulting from 
workouts under certain circumstances. The price for this exclusion is the reduction of tax attributes that 
would normally provide a benefit in future years. For example, if an insolvent company discharged $5 
million of debt in 2008 for a discounted price of $4 million, that company would be able to exclude the 
$1 million in COD income for that tax year but would also have to reduce its tax attributes (e.g., reduce 
its net operating loss carryforward or basis in the property).  
 
Not every property owner in a position to negotiate a workout is entitled to exclude COD income. For 
those property owners, COD income (which is noncash income) is currently taxable, which often limits 
the benefits of a workout. The stimulus bill encourages debt restructuring by allowing property owners 
to elect to defer any resulting COD income until 2014, recognizing 20% of the COD income in 2014 
and in each of the four subsequent years.  
 
Property owners with an opportunity to enter into a workout should examine their circumstances to 
determine if the new alternative of deferring COD income would be more beneficial than the traditional 
approach of excluding COD income and reducing tax attributes. 
  
For all property owners, the election to defer COD income is irrevocable, and must be made on the tax 
return for the applicable debt instrument in the taxable year in which the repurchase, exchange, or 
modification occurs. 
 
Note that if the property owner is a partnership, the election to defer COD income is made at the 
partnership level. This is a departure from prior law, which applied the exclusion and tax attribute 
reduction at the partner level.  
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For property owners who can use the new provision (particularly those who did not qualify under the 
prior exclusion and reduction approach), the benefit of the new law is two-fold: first, it allows highly 
leveraged owners whose properties are otherwise performing to renegotiate debt at lower interest rates 
and/or reduced principal, resulting in reduced amortization payments and increased liquidity in the 
short term; and second, it finances the resulting tax payment interest-free until 2014.  
 
This new legislation should put owners restructuring their debt in a better position to weather the 
existing economic downturn, provided their lenders are willing to consider these transactions. We 
welcome the opportunity to discuss these rules in more detail. 
 
If you have any questions on any of the issues discussed in this LawFlash, please contact any of the 
Morgan Lewis attorneys listed below: 
 
Irvine 
Scott A. Morehouse   949.399.7135   smorehouse@morganlewis.com  
 
Philadelphia 
Daniel F. Carmody   215.963.5595   dcarmody@morganlewis.com  
Robert L. Cooney, Jr.   215.963.5806   rcooney@morganlewis.com  
Paul A. Gordon   215.963.5568   pgordon@morganlewis.com  
Eric L. Stern    215.963.5178   estern@morganlewis.com  
 
Washington, D.C. 
Gary B. Wilcox   202.739.5509   gwilcox@morganlewis.com  
 
About Morgan, Lewis & Bockius LLP 
Morgan Lewis is an international law firm with more than 1,400 lawyers in 22 offices located in 
Beijing, Boston, Brussels, Chicago, Dallas, Frankfurt, Harrisburg, Houston, Irvine, London, Los 
Angeles, Miami, Minneapolis, New York, Palo Alto, Paris, Philadelphia, Pittsburgh, Princeton, San 
Francisco, Tokyo, and Washington, D.C. For more information about Morgan Lewis, please visit 
www.morganlewis.com. 
 
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, and cannot be used, 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. 
For information about why we are required to include this legend in emails, please see 
http://www.morganlewis.com/circular230. 

 
This Alert is provided as a general informational service to clients and friends of Morgan, Lewis & Bockius LLP. It should not be construed as, and does not constitute, legal advice on any specific 

matter, nor does this message create an attorney-client relationship. These materials may be considered Attorney Advertising in some states.  
Please note that the prior results discussed in the material do not guarantee similar outcomes.  
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