[image: image1.jpg]KAUFMAN GILPIN MCKENZIE

KAUFMAN.GILPIN.MCKENZIE. THOMAS.WEISS, PC





[image: image1.jpg]
The Type of Entity Matters When Making §108(i) Election 
November/December 2009                                                                                                                                                         Davis H. Smith, Esq.                                                                                                                Dsmith@kgmlegal.com  

When applying §108, nothing is simple.  This was particularly evident when §108(i) was added to the Internal Revenue Code by the American Recovery and Reinvestment Act of 2009.  The section provides relief to taxpayers by permitting eligible taxpayers to defer recognition of cancellation of indebtedness (“COD”) income over a five year period.  However, many questions have been raised about the procedures for, and consequences of, making the election, particularly in the partnership context when there are partners who can benefit from §108(a) exclusions and partners who cannot.  Fortunately, the Service issued Revenue Procedure 2009-37 which provides some guidance and relief for taxpayers looking to make the §108(i) election.  The following is a table that summarizes some, but not all, of the issues the revenue procedure addresses.
	Issue/question
	C corporation
	S corporation
	Partnership



	Who makes the election?
	The corporation
	The corporation
	The partnership

	Does the debt have to be related to a trade or business?
	No
	Yes
	Yes

	May two or more debt instruments part of the same issue be treated as one instrument?
	Yes
	Yes, but only if the shareholders and their share ownership are the same immediately before each reacquisition
	Yes, but only if the partners and their partnership interests are the same immediately before each reacquisition 

	Is there a deemed distribution of cash to the owners resulting from the election?
	No
	No
	Yes, but only to extent of partner’s basis.  Excess may be deferred.1

	How is COD income allocated among the owners if a full §108(i) election is made?
	N/A
	COD allocated pro rata among the shareholders  owning stock immediately before reacquisition
	May allocate COD among partners in same manner as partners’ distributive share of income 2

	May the entity make a partial §108(i) election?3
	Yes
	Yes
	Yes

	May the entity make a special allocation of the partial election?
	No
	No, but §108(e) exclusions are determined at the corporate level
	Yes.  As a result, partnership can elect to allocate the deferred COD to one  or more partners and the current COD to different partners (i.e., one who is insolvent)4

	Disclosure Statement5: Description of debt instrument(s)
	Yes
	Yes
	Yes



	Disclosure Statement: Description of trade or business of applicable issuer 
	No
	Yes
	Yes



	Disclosure Statement: Amount of deferred COD income per debt instrument
	Yes
	Yes
	Yes

	Disclosure Statement: Amount of COD income deferred by owners
	N/A
	Yes
	Yes, if a partner has a deferred amount

	Disclosure Statement: Must the owners provide any information to the entity?
	No
	No
	Yes, partners with deferred COD amounts must  provide information to partnership that is necessary to calculate partner’s basis

	Disclosure Statement: May the entity file a protective election?6
	Yes
	Yes, but must describe allocation of potential COD income among shareholders
	Yes, but must describe allocation of potential COD income among the partners


1.  Section 752 requires a partner to treat the reduction/forgiveness of his share of liabilities of the partnership as a deemed distribution of cash, which is taxable if the distribution exceeds the partner’s basis.  If a §108(i) election applies to that partner, then the §752 deemed distribution first reduces the partner’s basis (not below zero) and the excess deemed distribution is deferred in the same manner as the deferred COD income (i.e., the partner will receive a deemed distribution the same time that such partner’s recognizes the COD income in the future).

2. Allocation of COD income among partners must have substantial economic effect under §704(b).

3. By making a partial §108(i) election, the entity is electing to recognize a portion of the COD income currently and defer recognition of the balance of the COD income.

4. This provides relief to a particular concern of many practitioners.  For example, if partner A of partnership XY is insolvent but partner B is solvent, then there was a potential fiduciary duty conflict for the managing partner as to whether to make the §108(i) election.  If a full election is made, then A cannot take advantage of the §108(e) exclusions.  If no election is made, then B must recognize all the COD income currently.  Revenue Procedure 2009-37 now permits partnership XY to make a partial election and allocate the deferred portion of the COD income to the solvent partner while allocating the currently included portion of the COD income to the insolvent partner, who may exclude this income under §108(a)(1)(B).

5. The electing entity is required to file an information statement with the IRS providing certain details of the debt and the reacquisition.  The issues addressed in the chart are not intended to be an exhaustive list of the disclosure requirements.  The practitioner should review Revenue Procedure 2009-37 for the requirements.

6. If the entity takes a position that it and its owners should not recognize COD income, but there is a concern that the position may be challenged by the IRS, then the entity can file a protective §108(i) election to ensure that the entity gets the benefit of the deferral provisions in the event that the entity should have recognized COD income in the year in question.

If you would like to discuss Revenue Procedure 2009-37 or have any questions or comments about the above material, please feel free to call Davis Smith at (334) 409-2219 or email at dsmith@kgmlegal.com
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