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As anyone who has ever been involved in a debt workout or restruc-
turing has learned, one of the most significant hurdles in structur-

ing a suitable arrangement between a lender and a borrower involves 
the negative impact of US income taxes on the borrower. In the United 
States, as is the case in many other countries, when a borrower reduces 
or cancels its outstanding indebtedness for less than the full amount 
due, the borrower is deemed to realise taxable income on the amount 
of the reduction. This cancellation of indebtedness (‘COI’) income is 
subject to many nuances and exceptions, the primary exceptions being 
that an insolvent debtor can avoid COI income to the extent he, she or 
it is insolvent. Similarly, a bankrupt borrower can also avoid recognis-
ing COI income.

Complications and problems multiply when the borrower who realis-
es COI income is treated, for federal income tax purposes, as a partner-
ship. In the event that a partnership recognises COI income, that income 
passes through to the partners, who must report the COI income on 
their own tax returns and pay the tax attributable to the COI. A partner 
may be able to avoid paying tax on the pass-through COI income if 
that partner is bankrupt or to the extent of the partner’s insolvency. 
However, absent a partner’s insolvency or bankruptcy, they often face 
the situation of having to pay income tax with respect to an under-
performing asset without receiving a corresponding cash disburse-
ment. This scenario has become commonplace since the emergence of 
limited liability companies (in the last decade) as the investment entity 
of choice. While investors have become accustomed to structuring their 
investments through LLCs and other entities that are treated as partner-
ships, they rarely consider the impact of the entity’s debt workout on 
their own tax situation.

Of course, tax partnership debt workouts have increased, which 
have magnifi ed the impact of COI income passed through to partners. 
The US Congress was sympathetic to these concerns. As part of the 
American Recovery and Reinvestment Act of 2009, a taxpayer that re-
alises certain COI income in 2009 or 2010 can elect to include that 
income rateably over a fi ve-year period that generally begins in 2014. 
Only debt instruments issued in connection with the conduct of a trade 
or business, as opposed to those held for investment, are eligible for the 
election. Congress specifi cally provided that the election may shelter 
partnership COI income if the debt was issued in connection with the 
partnership’s trade or business. Of signifi cant note, Congress required 
the election be made by the partnership rather than the partners, al-
though the election can be made on a debt-by-debt basis. Thus, whether 
the partnership wishes to defer its pass-through of COI income to the 
partners by making the election is an ‘all or nothing’ decision, with the 
choice either affecting all of the partners or none of the partners. This 
‘entity approach’ for the election can impact each partner differently.

Requiring a partnership-level election can cause a confl ict between 
one or more partners, including various investors and promoters who 
may also be partners. Many solvent partners would prefer that the COI 

income recognition be deferred and would benefi t by the partnership’s 
making the newly-available deferral election. In contrast, some part-
ners, including those who may control the partnership decisions, may 
be insolvent, causing them to prefer foregoing the deferral election 
in favour of current recognition of COI income. Other partners with 
useable net operating losses may also prefer that the partnership not 
make the election and currently recognise COI income. While some 
practitioners have asked the IRS to provide a procedure to allow certain 
partners to ‘elect out’ of the election, it is questionable whether the 
IRS has the authority to promulgate such a rule. In the event of such 
a confl ict, the terms of the partnership agreement, or operating agree-
ment in the case of an LLC, would govern. Managing partners (usually 
Managers in the LLC context) would be wise to consider whether 
making or foregoing the election could have a disproportionate impact 
on its investors and whether a decision could give rise to a future claim 
of breach of the agreement or other fi duciary duties. 

If the election is made, the COI income is allocated among the part-
ners in the same way as the income would have been allocated had 
the partnership not made the election. In other words, income is allo-
cated according to percentages at the time of the debt reduction, not the 
time that the income is actually reported. In addition, all COI income 
that a partner deferred as a result of the partnership making the elec-
tion becomes accelerated upon the partnership’s termination or sale of 
all of its assets or upon such partner’s sale, exchange or redemption 
of his partnership interest. This is signifi cant because many workout 
plans, both in and out of the bankruptcy context, involve terminating 
the debtor entity concurrently with the debt reduction. When the dis-
solving debtor entity is treated as a tax partnership, no deferral election 
is possible. As the insolvency and bankruptcy exceptions are applied at 
the partner level, some partners may favour dissolving the partnership, 
while others may want to retain the partnership’s existence to take ad-
vantage of the new COI income deferral election – another source for 
partner vs. partner disputes.

The American Recovery and Reinvestment Act of 2009 only became 
effective on 17 February 2009, so many questions regarding how the 
COI deferral election applies to partnership situations remain unan-
swered. Investors who are entrenched in fi nancing workouts involving 
a tax partnership debtor should consider the impact on the election to 
defer COI income or failure to make such election to their tax situa-
tions. Based on such investor’s tax situation, the investor may be in a 
position to force the entity to make election, build a coalition with other 
similarly-situated investors or otherwise seek to infl uence the party em-
powered to make such an election.  
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Mr. Smith is a business lawyer with a background 
and focus in the tax aspects of business 
transactions.  He is a trusted advisor to both 
domestic and international clients providing 
them with management-level counsel on a 
broad range of decisions and transactions, 
including structuring new businesses, joint 
ventures, reorganizations, mergers and 
acquisitions.

With a specific focus on middle-market clients, 
Mr. Smith handles engagements for clients 
in a variety of industries, including venture 

capital, professional services, technology 
and manufacturing firms.  He also frequently 
advises on real estate transactions providing 
legal advice relating to tax planning for 
partnerships and limited liability companies.  
During the course of his practice, Mr. Smith has 
represented real estate owners, developers and 
investors around the country and abroad.

Mr. Smith also has significant expertise in a 
number of other areas relating to tax law, 
including international taxation matters, tax 
matters involved in bankruptcy and workouts, 

and taxation of exempt organizations.  In 
addition, he also has significant experience in 
handling all levels of contested tax matters, 
having formerly been an attorney with the Chief 
Counsel for the Internal Revenue Service.

Mr. Smith is currently an adjunct faculty 
member at DePaul University, and has recently 
been appointed to the Federal Taxation section 
Council of the Illinois Bar Association.  He 
frequently writes and speaks on matters relating 
to business and tax issues.
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Mr. Russell advises closely-held businesses and 
professionals on business and tax matters.  His 
practice consists of (i) real estate development 
structure and investment; (ii) corporate 
transactions and business consulting; and (iii) 
advanced estate planning and probate.

Mr. Russell has represented a number of real 
estate investors and developers in the financing 
and development of both commercial and 
residential properties, including specialized 
mezzanine financing and the structuring of 
real estate investment and development 

entities.  Mr. Russell is the relationship partner 
for Shelbourne Development Group, Inc. in its 
acquisition and development of the Chicago 
Spire, as well as other properties.

As to business matters, Mr. Russell has handled 
the purchase and sale of numerous private 
equity business and joint ventures.  He has 
significant expertise in the structuring of 
business entities, including limited liability 
companies, partnerships, S corporations, 
buy-sell agreements, deferred compensation 
arrangements and general corporate 

transactional agreements. 

Mr. Russell’s experience in advanced estate 
planning includes the restructuring of businesses 
or real estate to minimize estate taxes, family 
partnerships, grantor annuity trusts, qualified 
personal residence trusts, charitable trusts, 
trusts for children, insurance trusts, generation-
skipping trust, and retirement distribution 
planning as well as basic estate planning for all 
individuals.  Additionally, Mr. Russell’s practice 
includes estate administration and post-mortem 
planning to minimize taxes. 

William E. Russell
Partner

T: +1 (312) 360 6373

E:  brussell@freebornpeters.com
www.freebornpeters.com

http://www.freebornpeters.com/
mailto:bsmith@freebornpeters.com
mailto:brussell@freebornpeters.com
http://www.freebornpeters.com/
http://www.freebornpeters.com/attorneyDetail.aspx?aid=97
http://www.freebornpeters.com/attorneyDetail.aspx?aid=104


Ahead
of the
Game

The right strategy delivers 
the best outcome.

Whether your business 
interests are national or multi-
national, our Bankruptcy 
attorneys work tactically, 
thinking several moves ahead, 
enabling you to restructure, 
reorganize and recover.

Strategy matters.

Litigation
Business Law
Real Estate
Bankruptcy
Government and Regulatory Law

www.freebornpeters.com

For further information, 
please contact William E. Russell 
at brussell@freebornpeters.com


