
 

 

May 2012 / Special Alert 

d 

A legal update from Dechert’s International and Domestic Tax Group 

Treatment of Excess Nonrecourse Partnership  
Debt and COD Income Under Section 108
The U.S. Internal Revenue Service (IRS) has just issued helpful guidance that 
may allow partners in partnerships whose debt is being cancelled or reduced 
to avoid or minimize tax on cancellation of debt (COD) income. Guidance 
issued more than a decade ago left unsettled a crucial tax factor in determin-
ing whether a partner in such a situation could take advantage of the insol-
vency exception to recognition of COD income under section 108(d)(4) of the 
U.S. Internal Revenue Code of 1986, as amended (the Code). On May 25, 
2012, the IRS issued Revenue Ruling 2012-14, which addresses that issue 
and allows a partner to take into account partnership non-recourse debt 
when calculating whether such partner is personally insolvent and thus, 
eligible for this exemption from recognizing COD income. 
 
Prior Guidance 

Prior IRS guidance in Revenue Ruling 92-53 
addressed the treatment of nonrecourse debt, 
generally, for purposes of determining whether 
a taxpayer is insolvent. According to Revenue 
Ruling 92-53, if nonrecourse debt exceeds the 
fair market value of property securing the debt, 
such excess is treated as a liability of the 
taxpayer to the extent that such excess nonre-
course debt is discharged. For purposes of 
section 108, a taxpayer could count such 
liability to determine whether or not the 
taxpayer qualifies for the insolvency exclusion 
for COD income. 

In general, the exclusions under section 108 for 
COD income, including the insolvency exclu-
sion, are applied at the partner level and not at 
the partnership level. Thus, partnership COD 
income is excludable from the gross income of 
a partner to the extent, among other possible 
exclusions, such partner is personally insolvent. 
However, it was unclear how Revenue Ruling 92-
53 applied to partnerships. The fact patterns 

discussed in Revenue Ruling 92-53 do not 
specifically address nonrecourse debt of a 
partnership.  

Revenue Ruling 2012-14 

Prior to Revenue Ruling 2012-14, a fair number 
of commentators and practitioners believed 
that a partnership ought be able to treat his or 
her pro rata share of a partnership’s discharged 
excess nonrecourse debt as a personal liability 
for purposes of the section 108 insolvency 
exclusion, and some have taken a reasoned 
position that this is the proper result under 
Revenue Ruling 92-53 and section 108. 
Revenue Ruling 2012-14 provides that for 
purposes of measuring the insolvency of 
partners, the partnership’s discharged excess 
nonrecourse debt is treated as a liability of the 
partners of such partnership. The excess 
nonrecourse debt should be allocated based 
upon the allocation of the partnership’s COD 
income. 
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After nearly a decade, the IRS has aided taxpayers by 
confirming that partners should take into account 
partnership discharged excess nonrecourse debt for 
purposes of applying the insolvency exclusion. While 
complex in application, this guidance illustrates how 

proper application of the revised rules can minimize or 
even eliminate tax liability. Please contact us if you 
would like any further guidance regarding the implica-
tions of this ruling. 
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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. 
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