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During the economic downturn, one issue that tax-
exempt entities have been required to face with increas-
ing frequency is whether cancellation of indebtedness
(COD) income constitutes unrelated business taxable
income. Tax-exempt entities commonly invest in private
equity funds and real estate funds treated as partnerships
for tax purposes. When such a fund renegotiates the
terms of outstanding debt in a way that results in the
fund realizing COD income, the resulting tax conse-
quences for tax-exempt partners in the fund will depend
on whether the COD income constitutes UBTI. Under
current law, the answer is unclear. This article describes
the state of the law and proposes viable resolutions to the
existing uncertainty.1

A. Taxation of Exempt Entities in General
Although generally exempt from tax, some tax-

exempt entities are subject to tax on UBTI,2 which con-
sists of income derived from a trade or business regularly
carried on by a tax-exempt entity and not substantially
related to the entity’s exempt purpose.3 The Internal
Revenue Code explicitly enumerates the types of passive
income that will not be considered UBTI. These include
dividends, interest, royalties, rent arising primarily from
real property, and gain arising from the sale of property

that is not inventory or property held primarily for sale to
customers in the ordinary course of a trade or business.4

B. COD Income in General

Except in specified circumstances, if the terms of debt
owed by a taxpayer are renegotiated in such a way that
the amount the taxpayer is required to repay is reduced
or if debt owed by a taxpayer is otherwise forgiven, the
taxpayer will recognize income equal to the amount by
which the taxpayer’s obligation has been reduced.5 In
some cases, a taxpayer will not recognize income if debt
owed by the taxpayer is forgiven. For example, a tax-
payer will not recognize COD income if debt is dis-
charged in a bankruptcy case, if debt is discharged when
the taxpayer is insolvent,6 if, in the case of some taxpay-
ers, debt is ‘‘qualified real property business indebted-
ness,’’ or in specified other circumstances.7 If one of these
exceptions applies, however, the taxpayer is required to
reduce tax attributes by an amount that, in total, equals
the amount of cancelled debt that was not treated as
income.8 The specific tax attributes that must be reduced
and the order in which they are reduced depend on the
particular provision under which the cancellation of

1For additional discussion of this issue, see James B. Sowell,
Andrea Macintosh Whiteway, and Lary S. Wolf, ‘‘Hot Topics in
Partnership and Real Estate Taxation,’’ American Law Institute
(2009).

2Sections 511-514.
3Sections 512-513.

4Section 512(b). Despite this exclusion of specified types of
passive income from the definition of UBTI, if a tax-exempt
entity incurs acquisition indebtedness in connection with an
asset that is not related to its exempt purpose, a portion of the
income earned from the asset that would not otherwise be
treated as UBTI will become UBTI under section 514. An
exception to this debt-financed UBTI rule is granted by section
514(c)(9) for debt-financed income from real estate in some
cases.

5Section 61(a)(12).
6In this case, section 108(a)(3) provides that the amount of

debt discharged that is not treated as income does not exceed
the amount by which the taxpayer is insolvent.

7Section 108(a)(1). Additional exceptions are also provided in
section 108. For example, under section 108(e)(5), if the debt that
is forgiven is debt that arose out of the acquisition of property
that is owed by the purchaser of the property to the seller of the
property, the debt forgiveness will generally be treated as a
purchase price adjustment rather than as COD income. Further,
under section 108(i), taxpayers can elect to defer recognition of
COD income realized during 2009 and 2010 if specified require-
ments are met.

8Various factors justify not treating cancellation of indebted-
ness as income in some cases. For example, in the case of an
insolvent taxpayer, taxing COD income would only serve to
impose additional financial burdens on an already burdened
taxpayer. For further discussion of the rationale for the insol-
vency exception, see Douglas A. Kahn and Jeffrey H. Kahn,
Federal Income Tax, 52 (2005). However, an accompanying reduc-
tion of tax attributes is necessary to serve the purpose that
would have been served by treating cancellation of indebted-
ness as income.
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Significant uncertainty exists under current law
regarding the tax treatment of cancellation of indebt-
edness income realized by tax-exempt entities. This
article examines current law and proposes viable
solutions for eliminating uncertainty.
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indebtedness qualified for exclusion from income.9 In
general, tax attributes include items the reduction of
which can likely result in the taxpayer recognizing a
greater amount of income in the future. For example, one
tax attribute that may be reduced is the basis of property
owned by the taxpayer, resulting in potentially greater
income in the future as a result of lower depreciation
deductions, more gain from eventual sale of property, or
less loss from eventual sale of property.

The exact rationale for treating cancellation of indebt-
edness as income is unclear, and at least two different
theories exist. One was articulated by the Supreme Court
in United States v. Kirby Lumber Co.10 In that case, the
Court held that a corporation realized COD income when
it repurchased bonds it had issued at less than face value
because the repurchase ‘‘made available $137,521.30 as-
sets previously offset by the obligation of bonds now
extinct.’’11 The Supreme Court’s theory in Kirby Lumber
has been described by commentators as the ‘‘freeing of
assets’’ theory.12 The basic notion is that cancellation of
debt in exchange for assets worth less than the amount of
the debt results in an increase in a taxpayer’s net worth,
because the taxpayer’s liabilities decrease by an amount
more than the decrease in the taxpayer’s assets.13 The
freeing of assets theory has been validly criticized by
commentators because it doesn’t necessarily measure
properly the effect of a discharge of debt on a taxpayer’s
economic well-being for cases in which the taxpayer did
not receive anything of value in exchange for initially
incurring the debt.14

A second theory (sometimes referred to as the trans-
actional approach) views taxation of COD income as a
means to offset tax benefits that are no longer warranted.
A taxpayer’s initial receipt of the proceeds of borrowing
is not considered gross income based on the assumption
that the taxpayer will ultimately repay the debt. Conse-
quently, when indebtedness owed by a taxpayer is for-
given, the taxpayer realizes income because the
assumption of eventual repayment, on which the treat-
ment of receipt of loan proceeds was based, has turned
out to be inaccurate.15 Commentators support this theory
because it avoids the pitfalls of the freeing of assets
theory.16 In particular, if a taxpayer did not receive
anything of value in exchange for initially incurring the
debt, forgiveness of the debt does not result in income
under the transactional approach, because the taxpayer
would not have realized income at the time the debt was
incurred even if the obligation had never existed.

C. COD Income and Tax-Exempt Entities

A tax-exempt entity potentially realizes COD income
in two contexts. First, a tax-exempt entity can borrow
funds directly and then realize COD income if a portion

9See section 108(b) and (c). Also, in some cases, the taxpayer
can elect to reduce tax attributes in a different order. See section
108(b)(5).

10284 U.S. 1 (1931).
11Id. at 3.
12See, e.g., Theodore P. Seto, ‘‘The Function of the Discharge

of Indebtedness Doctrine: Complete Accounting in the Federal
Income Tax System,’’ 51 Tax Law Rev. 199, 201 (1996).

13For example, if a taxpayer initially holds assets worth
$1,000 and owes a $250 liability to a bank, the taxpayer’s initial
net worth is $750. If the bank accepts a cash payment of $100 in
full repayment of the $250 liability, the taxpayer’s assets after
the partial repayment and partial debt forgiveness will be $900
($1,000 - $100 cash), the taxpayer’s liabilities will be $0, and the
taxpayer’s net worth will be $900. The $150 increase in the
taxpayer’s net worth corresponds to the $150 of debt that was
forgiven by the bank, and this $150 increase in the taxpayer’s net
worth is what justifies treating the taxpayer as having realized
$150 of income under the freeing of assets theory.

14See, e.g., Seto, supra note 12; Kahn and Kahn, supra note 8,
at 70-71; Lawrence Zelenak, ‘‘Cancellation of Indebtedness
Income and Transactional Accounting,’’ forthcoming Virginia
Tax Review (available on Social Science Research Network);
Richard C. E. Beck, ‘‘Is Compromise of a Tax Liability Itself
Taxable? A Problem of Circularity in the Logic of Taxation,’’ 14
Va. Tax Rev. 153 (1994); James L. Musselman, ‘‘Is Income From
Discharge of Indebtedness Really Income at All? A Proposal for
a More Reasoned Analysis,’’ 34 U. Mem. L. Rev. 607 (2004). Also,
the freeing of assets theory is inconsistent with decisions made
by courts in some cases. For example, in Commissioner v. Rail
Joint Co., 61 F.2d 751 (2d Cir. 1932), the court held that a
corporation did not realize COD income when it purchased its
bonds for less than face value because the bonds were originally

issued as a dividend rather than issued in exchange for cash or
other valuable consideration. The court said, ‘‘The consideration
received for the obligation evidenced by the bond as well as the
consideration paid to satisfy that obligation must be looked to in
order to determine whether gain or loss is realized when the
transaction is closed.’’ Id. at 751-752. If the court had applied the
freeing of assets theory, the taxpayer would have realized COD
income because the taxpayer’s liabilities decreased by more
than the taxpayer’s assets. The court rejected this approach: ‘‘It
is not universally true that by discharging a liability for less than
its face the debtor necessarily receives a taxable gain.’’ Id. at 752.
The court analogized the facts of the case to a situation in which
a cash basis taxpayer validly contracts in 1930 to donate $1,000
to a charity in 1931, and in 1931 the taxpayer pays only $500 in
full settlement of the obligation. The court reasoned that such a
taxpayer does not realize income because the taxpayer received
nothing in exchange for making the original pledge. Id. at 752.
This result was later codified. Under current law, cancellation of
the debt would be excluded from gross income under section
108(e)(2), at least assuming the payment to the charity would
have given rise to a deduction. For additional examples of
circumstances in which the taxpayer does not receive anything
of value in exchange for initially incurring the debt, see Zelenak,
above.

15For further discussion of this view, see, e.g., Boris I. Bittker
and Barton H. Thompson Jr., ‘‘Income From the Discharge of
Indebtedness: The Progeny of United States v. Kirby Lumber Co.,’’
66 Cal. L. Rev. 1159, 1165 (1978) (‘‘The tax treatment of debt
discharges would have been much simpler if it had been based
at the outset on the rationale that borrowed funds are excluded
from gross income when received because of the assumption
that they will be repaid in full and that a tax adjustment is
required when this assumption proves erroneous’’); Kahn and
Kahn, supra note 8, at 64-71; Beck, supra note 14, at 165 (‘‘The
most satisfactory explanation of why debt discharge should be
treated as income or gain is a tax benefit argument. Receipt of
borrowed money is excludable because it must be repaid.
Forgiveness of the debt at a later date is inconsistent with the
reason for the initial exclusion, and should therefore result in
gross income’’).

16See supra text accompanying note 14.
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of the amount owed is forgiven. Second, a tax-exempt
entity can realize COD income if a partnership (includ-
ing, for example, a private equity fund or real estate
fund) in which the tax-exempt entity owns an interest
borrows money and a portion of the amount owed by the
partnership is forgiven.

If none of the circumstances under which the cancel-
lation of debt can be excluded from gross income ap-
plies,17 the tax-exempt entity will need to determine
whether the resulting COD income is UBTI on which the
tax-exempt entity would be subject to tax.18 Under cur-
rent law, the answer to this question is unclear.

The starting point in analyzing whether COD income
is UBTI is to observe that COD income is not on the list of
types of income (such as dividends, interest, and the like)
explicitly excluded from UBTI.19 This observation alone,
however, is not sufficient to conclude that COD income is
UBTI for two reasons.20 First, even if income is not on the
non-UBTI list, it will not be UBTI unless it meets the
threshold requirements for treatment as UBTI. In particu-
lar, income will not be UBTI unless it is income from a
trade or business regularly carried on by the tax-exempt
entity and not substantially related to the tax-exempt
entity’s exempt purpose. Second, some existing authority
regarding treatment of investment income not explicitly

included on the non-UBTI list supports the position that
the list is not an exclusive list but rather establishes a
general rule that passive income is not UBTI.21

Because COD income is not included on the list of
types of income explicitly excluded from UBTI and
because of the lack of any other authority addressing
whether COD income constitutes UBTI,22 one needs to
look beyond authority directly related to UBTI and find
guidance by examining different approaches to charac-
terizing COD income generally.

D. Characterizing COD Income
COD income could be characterized differently under

each theory for treating cancellation of indebtedness as
income. The consequences of each theory are discussed
below.

1. Freeing of assets theory. If a freeing of assets theory for
treating cancellation of indebtedness as income is
adopted, then the event that triggers realization of COD
income is the forgiveness of debt itself. If debt forgive-
ness is the event that triggers income realization, the
income could be characterized by examining the circum-
stances surrounding the forgiveness of the obligation, in
isolation from any facts related to how the debt arose or
how any loan proceeds were used.

This approach has been used to characterize income in
the international tax context. For example, in a private
letter ruling, the IRS, when discussing whether COD
income should be classified as subpart F income, stated,
‘‘Under section 61(a)(12), [COD income] is a separate and
distinct category of income and thus, generally, it does
not fit within any category of subpart F income.’’23 The
ruling did not explicitly analyze how the loan proceeds

17Such circumstances are described above and include, for
example, circumstances in which the taxpayer is bankrupt or
insolvent. Also, if the debt that is forgiven is debt that arose out
of the acquisition of property that is owed by the purchaser of
the property to the seller of the property, the debt forgiveness
will generally be treated as a purchase price adjustment rather
than as COD income. Section 108(e)(5). In the case of COD
income recognized by a partnership in which the tax-exempt
entity is a partner, the determination of bankruptcy or insol-
vency is made at the partner rather than partnership level.
Section 108(d)(6). Therefore, even if the partnership is bankrupt
or insolvent, the bankruptcy or insolvency exception will not
apply if the tax-exempt entity is not bankrupt or insolvent.

18If debt is forgiven in connection with property being
transferred to the creditor, the tax-exempt entity may recognize
gain from sale of the property in addition to COD income (in the
case of recourse debt) or instead of COD income (in the case of
nonrecourse debt). See reg. section 1.1001-2(c), examples 7 and 8;
Commissioner v. Tufts, 461 U.S. 300 (1983). Whether any such gain
would be UBTI on which the tax-exempt entity is subject to tax
presumably depends on whether gain from sale of the property
transferred generally would be UBTI.

19See section 512(b); c.f. section 108(e)(9) (providing that COD
income earned by a real estate investment trust will not be
treated as income for purposes of determining whether the REIT
complies with gross income tests).

20Nevertheless, some commentators seem to conclude that
this observation, alone, is enough to suggest that COD income
may be UBTI. See, e.g., Thomas J. Gallagher, ‘‘The Unrelated
Business Taxable Income Consequences of Investments by Pen-
sion Funds,’’ 311 PLI/Tax 269, 315 (1991). (‘‘In circumstances
where the restructuring of the indebtedness produces cancella-
tion of indebtedness income, the exempt institution that is a
partner in the partnership owning the property may have to
report the income as UBTI. Under section 61(a)(12), income from
the discharge of indebtedness is gross income. Curiously, this
would be the result even where the gain realized upon foreclo-
sure of the property would not be UBTI.’’)

21See, e.g., Rev. Rul. 78-88, 1978-1 C.B. 163. In this revenue
ruling, the IRS concluded that income from a securities lending
transaction would not be UBTI, before the enactment of lan-
guage in section 512(b)(1) providing that payments in connec-
tion with securities loans will not be treated as UBTI. The IRS
reached this conclusion based on the fact that legislative history
accompanying the enactment of provisions excluding other
types of passive income from the scope of UBTI indicated that
‘‘Congress does not intend for ordinary or routine investment
activities of a section 501(a) organization in connection with its
securities portfolio to be treated as the conduct of a trade or
business for purposes of section 513.’’ See also LTR 9042038 (July
23, 1990) in which the IRS concluded that income from interest
rate swap transactions would not be UBTI, relying on Rev. Rul.
78-88. This private letter ruling was issued before the promul-
gation of language in reg. section 1.512(b)-1(a) that excludes
income from notional principal contracts from UBTI provided
that the tax-exempt organization is not a dealer in such con-
tracts.

22The only statement made by the IRS regarding whether
COD income constitutes UBTI appears to be dicta in a private
letter ruling included without any particularly helpful elabora-
tion. In LTR 9346015 (Aug. 24, 1993), 93 TNT 238-36, the IRS
stated that, while it was not ruling on whether a merger
involving a tax-exempt entity generated COD income, even if it
did, the COD income would not be UBTI because it would be
part of a merger that was, itself, substantially related to the
tax-exempt entity’s exempt purpose.

23LTR 9729011 (Apr. 11, 1997), Doc 97-21011, 97 TNT 139-36.
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were received or used.24 Some authority that supports
viewing COD income as an isolated income item also
exists in the context of rulings and cases that address the
question of how to treat COD income recognized by
non-U.S. persons. While the answer to this question is
unclear,25 and while more recent authority seems to
support an approach that does not view COD income as
an isolated income item,26 some earlier authority did
view COD income as an isolated income item for pur-
poses of determining its source. For example, in an early
(and later declared obsolete) ruling, the IRS concluded
that COD income arising from a repurchase of bonds
should be treated as U.S.-source income or foreign-source
income by reference to where the repurchase of bonds
occurred.27 The location of the repurchase of bonds
would not necessarily bear any relationship to whether
the taxpayer derived a U.S. tax benefit from not including
the proceeds from issuing the bonds in its income in the
first place.

If COD income is characterized in isolation from the
manner in which the loan proceeds were received or
used, COD income, in many cases, would most likely not
be treated as UBTI. This result could be reached in one of
two ways. First, this result could be based on the view
that COD income is passive income and the legislative
history accompanying the enactment of provisions ex-
cluding various types of passive income from UBTI
establishes a general rule that passive income is not
UBTI.28 Second, if COD income is an unusual income
item from the perspective of the particular tax-exempt
entity that realizes such income, it would not constitute
income arising from a trade or business regularly carried

on by the tax-exempt entity, so that the COD income
would not meet the threshold requirements for treatment
as UBTI.29

While some authority in the international tax context
may support taking this approach, conducting the analy-
sis of how COD income should be treated based on the
freeing of assets theory leads to inappropriate results. For
example, to the extent that a portion of COD income
represents forgiveness of the obligation to make interest
payments that have already been deducted against UBTI
earned by the tax-exempt entity, tax benefit principles
would require that at least this portion of the COD
income be subject to tax.30 The extent to which treating
cancellation of indebtedness as income can serve to offset
a no-longer-warranted tax benefit is not limited to recap-
turing the benefit of previous interest deductions. For
example, a tax-exempt entity (or a private equity fund or
real estate fund in which a tax-exempt entity is a partner)
might use borrowed proceeds to acquire an asset the gain
from which would constitute UBTI. Because the tax
system assumes that the tax-exempt entity (or the fund)
will ultimately repay the debt, the tax-exempt entity (or
the fund) does not include the borrowed proceeds in
income but is entitled to include the amount of the
borrowed proceeds in its tax basis for the UBTI-
producing asset. Including the borrowed proceeds in the
tax basis for the UBTI-producing asset will provide a tax
benefit to the tax-exempt entity by reducing future UBTI
recognized on sale of the asset. This tax benefit is
warranted if the tax-exempt entity (or the fund) ulti-
mately repays the debt. If the tax-exempt entity (or the
fund) does not ultimately repay the debt because the debt
is forgiven, this tax benefit is no longer warranted.31 As
discussed in more detail below, however, the fact that the

24However, in this ruling, the IRS did not view cancellation
of indebtedness purely in isolation from the underlying debt
because the ruling also observed that the controlled foreign
corporation that recognized the COD income had not, at any
time, deducted interest expense from subpart F income. Based
on tax benefit principles, the ruling stated, ‘‘If, however, a
deduction for accrued but unpaid interest payable on the Debt
reduced the subpart F income of [the CFC, the CFC] may be
treated as earning subpart F income in the year of the cancella-
tion of the debt in an amount equal to any subpart F income
previously reduced by the interest deduction.’’

25In fact, the IRS’s position is that the method for determin-
ing whether COD income is U.S.-source income or foreign-
source income is unclear. See FSA 1999-719 (undated), Doc
1999-2837, 1999 TNT 34-45, at footnote 1. (‘‘The law is unclear as
to how to determine the source of discharge of indebtedness
income.’’)

26See infra text accompanying notes 36-37.
27See IT 3119, 1937-2 C.B. 227 declared obsolete by Rev. Rul.

70-293, 1970-1 C.B. 282. This approach was also followed by the
court in Corporacion de Ventas de Salitre y Yoda de Chile v.
Commissioner, 44 B.T.A. 393 (1941), reversed on other grounds by
Corporacion de Ventas de Salitre y Yoda de Chile v. Commissioner, 130
F.2d 141 (2d Cir. 1942). For additional discussion of sourcing
COD income, see, e.g., Jeffrey L. Rubinger and Daniel Mayo,
‘‘International Tax Aspects of Cancellation of Indebtedness
Income,’’ 98 J. Tax’n 365 (2003); Jack L. Heinberg and Mark
Dunshee, ‘‘Selected Federal Income Tax Issues Affecting Cross-
Border Debt Restructurings,’’ 848 PLI/Tax 127 (2008).

28This view could be supported by authority discussed supra
text accompanying note 21.

29Support for this view could be found in a Tax Court case
regarding treatment of income earned by a tax-exempt entity in
exchange for agreeing to a covenant not to compete. In Ohio
Farm Bureau Federation v. Commissioner, 106 T.C. 222 (1996), Doc
96-11043, 96 TNT 73-9, the Tax Court concluded that income
earned in exchange for agreeing to a covenant not to compete
would not be UBTI. The court said, ‘‘We simply do not think
that a one-time agreement not to engage in certain activities
constitutes the kind of continuous and regular activity charac-
teristic of a trade or business.’’ Id. at 234.

30This is true as long as the interest deduction was not taken
in a year when the tax-exempt entity reported an overall UBTI
loss. See infra text accompanying note 39. For a discussion of the
possible application of tax benefit principles in this context, see
Sowell et al., supra note 1. The IRS noted the potential applica-
tion of tax benefit principles in the case of forgiveness of the
obligation to make interest payments in the private letter ruling
regarding subpart F income. See supra note 24.

31Another example would involve a tax-exempt entity (or a
partnership in which a tax-exempt entity is a partner) using
borrowed proceeds to acquire a depreciable asset that is used in
a line of business producing UBTI. If the debt is forgiven, to the
extent the tax-exempt entity has already used depreciation
deductions from the asset to reduce its UBTI, this example
resembles the interest deduction example because it deals with
a past tax benefit. To the extent of depreciation deductions that
could be taken after the debt is forgiven, this example resembles
the asset sale example because it deals with a future tax benefit.
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tax benefit is no longer warranted does not mean that the
only sensible solution is to treat the COD income as
UBTI. A viable alternative would be to not treat the COD
income as UBTI but reduce the basis in the UBTI-
producing asset by the amount of the COD income.32

2. Transactional approach. If a transactional approach is
adopted, the treatment of cancellation of indebtedness as
income is viewed as a means to compensate for the fact
that tax benefits previously conferred on a taxpayer were
based on the assumption that the taxpayer would repay
an obligation. These benefits are no longer justified once
that assumption is proven inaccurate, and the realization
of COD income represents a means to nullify these
benefits. Under this approach, the character of COD
income would be determined with the goal of offsetting
the no-longer-justified tax benefits as accurately as pos-
sible, given the circumstances under which the borrow-
ing arose and any intervening events including the use of
the loan proceeds.33

This approach also has been used in the international
tax context. For example, as discussed above, a private
letter ruling in the subpart F income context acknowl-
edges that tax benefit principles may play some role in
analyzing how COD income should be treated.34 More-
over, the judicial authority on the treatment of COD
income realized by non-U.S. persons that is consistent
with this approach is more recent than the authority on
the subject that is consistent with the first approach.35 In
particular, in Big Hong Ng v. Commissioner,36 the Tax Court
concluded that COD income realized by a non-U.S.
corporation was effectively connected with the conduct
by the non-U.S. corporation of a business in the United
States. The Tax Court reached this conclusion because the
non-U.S. corporation’s only business activity was the
rental of property in the United States and the debt that

32Prof. Seto similarly observes that, in some contexts, the
purpose of treating discharge of indebtedness as income can be
served equally well by making an adjustment to basis or some
other item. See Seto, supra note 12, at 254. Indeed, if the debt
being forgiven is not cancelled in bankruptcy and if the debt is
owed by a solvent taxpayer to the seller of property and arose
out of the purchase of property, even before the taxpayer
reached the question of whether any COD income should be
treated as UBTI, section 108(e)(5) would provide that the debt
forgiveness should be treated as a purchase price adjustment,
resulting in a reduction in the basis of the asset acquired rather
than COD income.

33It is possible that, even if a transactional approach is used
to determine whether a taxpayer realizes COD income, the
income can be characterized independently of the use of the
loan proceeds. For example, the fact that COD income is always
characterized as ordinary income rather than capital gain in-
come could be consistent with the transactional approach. If an
individual taxpayer borrows $100 and uses the $100 plus an
additional $200 of cash to fund the acquisition of a capital asset,
the individual does not realize any income at the time of receipt
of the loan proceeds and the individual’s initial basis in the
capital asset will be $300. Both results follow from the assump-
tion that the individual will ultimately repay $100 to the lender.
If the lender later forgives the debt, the discharge will result in
the taxpayer recognizing $100 of COD income treated as ordi-
nary income, unless one of the exceptions provided in section
108 applies. Treating the borrower as having realized $100 of
income is entirely consistent with the transactional approach
because the borrower received something of value ($100 cash) in
exchange for incurring the debt and the $100 was excluded from
income based on the assumption that the borrower would
ultimately repay $100 to the lender. Moreover, the tax benefit
that is determined to no longer be justified is the receipt of $100
cash tax-free, which, if it had been included in income, would
have been treated as ordinary income because all income is
ordinary income unless provided otherwise. See, e.g., Deborah
A. Geier, ‘‘Tufts and the Evolution of Debt-Discharge Theory,’’ 1
Fla. Tax Rev. 115, 151 (1992). (‘‘Had the loan proceeds been
taxable on receipt, they would have been taxed as ordinary
income, as all gross income is ordinary income unless it consists
of gain realized on the disposition by sale or exchange of a
capital asset under sections 1001, 1221, and 1222 of the Code.
The debtor receives cash, either actually or constructively, when
he borrows; he does not sell a capital asset at that time.’’) Given

the default assumption that income is ordinary income unless
provided otherwise, the fact that the proceeds were used to
acquire a capital asset is not necessarily relevant to the deter-
mination of whether COD income should be characterized as
ordinary income or capital gain. However, if the cancellation of
indebtedness is excluded from income under one of the section
108 exceptions, the character of income ultimately recognized
could be tied to use of the proceeds. For example, if section
108(a)(1)(E) applies because the debt is qualified principal
residence indebtedness discharged before January 1, 2013, then
the taxpayer will reduce his basis in the principal residence by
the amount of the COD income that was excluded from gross
income. Section 108(h). As a result, the character of income
ultimately recognized will be related to the use of the debt
proceeds because the basis reduction results in the taxpayer
potentially realizing more gain from the sale of the principal
residence, income which could be excluded from gross income
under section 121. COD income realized by a tax-exempt entity,
by contrast, cannot readily be classified as UBTI or non-UBTI
under the transactional approach without examining use of the
proceeds. When a tax-exempt entity borrows cash and the debt
is later forgiven, whether or not the receipt of the cash free of tax
conferred a tax benefit depends on whether the receipt of cash
would have been treated as UBTI even if there had been no
offsetting obligation. Unlike the capital gain versus ordinary
income distinction, it is not the case that a default rule exists,
providing either that all income is UBTI or that all income is not
UBTI unless specified otherwise. The receipt of the cash would
be UBTI only if it was received from a trade or business
regularly carried on by the tax-exempt entity and not substan-
tially related to the entity’s exempt purpose and none of the
section 512(b) exceptions applied. A meaningful determination
of whether the receipt of the cash was substantially related to
the entity’s exempt purpose would seem to rely on how the
tax-exempt entity used the cash. For example, if a tax-exempt
entity never uses funds (borrowed or otherwise) to further
anything other than activities substantially related to its exempt
purpose, it is difficult to see how not taxing cash borrowed by
the tax-exempt entity could have conferred a tax benefit even if
there were no offsetting obligations at the time of the borrowing.
Ensuring that this conclusion would be reached requires some
knowledge of how the tax-exempt entity used the borrowed
funds.

34See supra note 24.
35Regarding the earlier authority, see supra text accompany-

ing note 27.
36T.C. Memo. 1997-248, Doc 97-16164, 97 TNT 106-18.
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was discharged was related to that activity.37 Finally,
authority in the context of determining whether COD
income should be characterized as income from a passive
activity for purposes of section 469 supports taking this
approach. In particular, in Rev. Rul. 92-92,38 the IRS
concluded that COD income will be treated as income
from a passive activity if, at the time the debt is dis-
charged, the debt is allocated to passive activity expen-
ditures under reg. section 1.163-8T. This regulation
generally employs a tracing approach, allocating debt to
different activities based on the use of the debt proceeds.
In the revenue ruling, however, the IRS, likely recogniz-
ing that the fungible nature of money affords flexibility
regarding which assets are acquired with borrowed pro-
ceeds, cautioned that ‘‘traditional substance over form
and step transaction principles will apply to prevent
taxpayers from attempting to manipulate the character of
the COD income.’’

E. The Transactional Approach and UBTI

The transactional approach ought to be adopted be-
cause it avoids the flaws of the approach based on the
freeing of assets theory. To implement the approach, two
questions must be answered whenever a tax-exempt
entity realizes COD income. First, did or will the tax-
exempt entity derive any tax benefit that is no longer
justified once the debt has been forgiven? Second, if the
answer to the first question is yes, what is the best means
to offset the no-longer-justified benefit?

1. Did or will the tax-exempt entity derive a tax benefit
that is no longer justified once the debt has been
forgiven? In general, a tax-exempt entity derived (or will
derive) a tax benefit that is no longer justified to the
extent that the cancelled debt is properly determined to
(1) include any accrued but unpaid interest that was
deducted against UBTI, (2) have increased depreciation
deductions (by means of the debt having been included
in tax basis) used to reduce UBTI, (3) have increased loss
from sale of an asset or decreased gain from sale of an
asset (by means of the debt having been included in tax
basis) in a situation in which the gain or loss was taken
into account in determining UBTI, or (4) have increased
tax basis in an asset still owned by a tax-exempt entity (or
partnership in which the entity is a partner) the future
gain or loss from which or future depreciation deduc-
tions for which will be taken into account in determining
UBTI. To the extent that the cancelled debt is attributable
to any deduction or loss taken in a year when the
tax-exempt entity reported an overall UBTI loss, the
tax-exempt entity would not be treated as having derived
a tax benefit that needs to be offset because the deduction
or loss did not cause a reduction of tax liability.39

To decide whether cancelled debt is properly attribut-
able to any of the tax benefits listed above, either a
tracing approach could be adopted (similar to the
method described in reg. section 1.163-8T) or an ap-
proach more like the technique used for determining
whether interest expense is U.S.-source interest expense40

could be adopted.41 The latter (nontracing) approach
offers at least two benefits. First, it would be less suscep-
tible to manipulation by taxpayers. However, manipula-
tion by taxpayers may be unlikely anyway, because
cancellation of indebtedness is difficult to anticipate.42

Second, even if taxpayers are not manipulating the
results of the tracing approach, one disadvantage of this
approach is that it leads to somewhat arbitrary conse-
quences, given the fungible nature of money.43 However,
the tracing approach may offer one important benefit.
Namely, it may be simpler to apply.

37Id. at 15.
381992-2 C.B. 103, Doc 92-9659, 92 TNT 213-11.
39This feature is consistent with the existing limitations on

the tax benefit doctrine codified in section 111. Section 111(a)
provides that, under the tax benefit doctrine, gross income does
not include income attributable to the recovery of an amount
deducted in a prior tax year to the extent that the prior
deduction did not reduce the amount of tax imposed. Section

111(c) provides that a deduction in a prior tax year will be
treated as having reduced tax imposed if it creates a loss
carryover that has not yet expired.

40See sections 861(b), 862(b), and 863(a), and reg. sections
1.861-8, 1.861-9T through 1.861-13T.

41An example may be useful to demonstrate the difference
between the two approaches. Assume a partnership in which a
tax-exempt entity is a 50 percent partner acquires three assets
for $50 each. Asset 1 is acquired using $50 of cash that was
contributed by the partners. Asset 2 is acquired using $50
proceeds from a loan (Loan 1). Asset 3 is acquired using $50
proceeds from another loan (Loan 2). None of the assets is
depreciable. The partnership’s tax basis in each asset is $50.
Gain from the sale of Asset 1 or Asset 2 would generate UBTI,
but gain from sale of Asset 3 would not generate UBTI. Loan 1
is forgiven, generating $50 of COD income (the tax-exempt
entity’s share of which is $25). Under a tracing approach, all $25
would be attributable to a tax benefit that is no longer justified,
because all $25 would be traced to Asset 2 and gain from sale of
Asset 2, which would be UBTI, will be reduced because the debt
is included in the partnership’s basis in Asset 2. Under the latter
approach, acknowledging that money is fungible, the partner-
ship would be treated as if it funded each asset one-third with
cash contributed by the partners, one-third with the proceeds of
Loan 1, and one-third with the proceeds of Loan 2. Conse-
quently, when Loan 1 is forgiven, only two-thirds of the
tax-exempt entity’s share of the COD income (the portion that is
allocated to the two UBTI-producing assets) would be attribut-
able to a tax benefit that is no longer justified.

42For example, under the facts assumed in supra note 41, if
the partnership anticipates forgiveness of Loan 1 and if a tracing
approach is used, the partnership would use the proceeds of
Loan 1 to acquire the non-UBTI producing asset and would use
cash to acquire the UBTI-producing asset. However, it is un-
likely that taxpayers will anticipate cancellation of indebtedness
at the time of initial acquisition, and any shifting of proceeds
once cancellation of indebtedness looms on the horizon could be
challenged under substance over form or step transaction
principles, as suggested by the IRS in Rev. Rul. 92-92. See supra
text accompanying note 38.

43Under the facts given in supra note 41, for example, given
that the partnership could just as easily have spent the proceeds
of Loan 1 on a non-UBTI-producing asset, it seems somewhat
arbitrary for tax consequences to turn on the fact that the
partnership happened, instead, to spend the proceeds on a
UBTI-producing asset.
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2. What is the best means to offset the tax benefit that is
no longer justified? If COD income realized by a tax-
exempt entity is not determined to be attributable to any
of the four no-longer-justified tax benefits mentioned
above, the COD income should not be UBTI and should
not result in any reduction of tax attributes for the
tax-exempt entity, even if one of the section 108 excep-
tions applies. If the COD income is determined to be
attributable to one of the four no-longer-justified tax
benefits, the proper consequences may depend on which
of the four tax benefits is at issue. To the extent that the
COD income is attributable to a past tax benefit (in other
words, a tax benefit described in (1), (2), or (3) above), the
most appropriate approach is likely to treat the income as
UBTI (or require tax attribute reduction if one of the
section 108 exceptions applies). To the extent that the
COD income is attributable to a future tax benefit (in
other words, a tax benefit described in (4) above), either
of two possible results would be sensible. One would be
to treat the income as UBTI (or require tax attribute
reduction if one of the section 108 exceptions applies).
Another would be to not treat the income as UBTI but to
instead reduce the tax basis of the relevant UBTI-
producing asset or assets.44 The first result may be
simpler, particularly in the partnership context, because
any basis adjustment would be a special basis adjustment
made for the tax-exempt partner but not the partnership
generally. However, the second result’s complexity
would not be insurmountable or unprecedented.45

F. Conclusion
Significant ambiguity exists under current law regard-

ing the tax treatment of COD income realized by tax-
exempt entities. Moreover, realizing such income is not
an unusual occurrence, particularly when economic
hardship is faced by partnerships in which tax-exempt
entities invest. The uncertainty should be resolved by
adopting a transactional approach for purposes of deter-
mining the tax treatment of COD income realized by
tax-exempt entities. In particular, realizing such income
should only lead to consequences (in the form of either
recognition of UBTI or tax attribute reduction) if a
tax-exempt entity derived (or will derive) a tax benefit
that is no longer justified once the debt has been forgiven.

About the Estate Tax
By Robert Michaelsen

The battle over the 94-year-old federal estate tax rages
on. It looks as though there will be no estate tax in 2010.
The tax will automatically return in 2011. The only
questions are the tax rates and the amount of the exemp-
tion for 2011. It is certain that there will never be
agreement on the desirability of this tax. The purpose of
this article is to discuss the arguments for and against it.
The topics discussed are progressive taxation, double
taxation, forcing families out of business, and meritoc-
racy versus aristocracy.

Progressive Taxation
With a progressive tax, the tax rate increases as the

base increases. In most discussions, however, income is
used instead of the base. The argument as to whether a
tax should be progressive will never be settled, because it
depends on value judgments. In this article, it is assumed
that a progressive tax is desirable. This position is based
on the diminishing marginal utility of money — that is,
the next dollar of income is more valuable to someone
with a lower income because that dollar will often be
used to provide the necessities of life. Some conservatives
have claimed that taxing dead rich people is immoral. It
is even more immoral to tax live poor people, who need
the money for food, housing, and other necessities.

Obviously, the estate tax is progressive because it has
a large lifetime exemption. The exemption proposed by
the administration is $3.5 million per person ($7 million
per couple). Because of this exemption, only about the
wealthiest 0.5 percent of Americans will be subject to the
tax. So the estate tax contributes substantial progressive-
ness to the tax system.

It is especially important to keep this tax because it is
often levied on people with the lowest income tax rates.
Taxpayers with most of their income derived from prop-
erty instead of labor usually have large amounts of
dividend and capital gain income. This income is taxed at
a 15 percent rate as opposed to a top rate of 35 percent for
labor income. Therefore, keeping the estate tax not only
contributes to progressiveness, but also prevents much of
our tax system from becoming regressive; that is, tax
rates decrease as income increases. It may appear that a
simpler solution is to increase the income tax rates on
dividend and capital gain income. The problem is that if
these rates become as high as 35 percent, corporations
will have a disincentive to pay dividends, and individu-
als will have a disincentive to sell assets. Therefore, a 35
percent rate is probably not desirable.

The estate tax is a way to compensate for the light
taxation of property during life by taxing it at death. In
this way, the tax adds equity to the tax system. It is

44Indeed, in the case of debt owed to the seller of property
that arose out of the acquisition of property, the sole result of the
debt cancellation would be a reduction in basis under section
108(e)(5), assuming the taxpayer is solvent and the debt is not
discharged in bankruptcy. See supra note 32.

45The partner-specific basis adjustment would be similar to
special basis adjustments made, in some cases, under section
743(b) when a partnership interest is transferred. Also, a similar
rule is used in the cancellation of indebtedness context when the
basis of a partnership asset is reduced for a particular partner.
See section 1017(b)(3)(C).

Robert Michaelsen is professor emeritus of account-
ing at the University of North Texas.

This article discusses the arguments for and against
continuation of the federal estate tax, concluding that
the tax should be retained.
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