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Client Alert

Today, Tuesday, 
February 17, President 
Obama will sign into law 
the American Recovery and 
Reinvestment Act of  2009 
(the “Stimulus Act”).  The 
Stimulus Act includes 
a provision allowing 
companies to defer tax 
on certain cancellation of  
debt income (“CODI”) 
arising in connection 
with a repurchase or 
restructuring of  existing 
debt.  The Stimulus Act 
also includes related tax 
accounting provisions.  
This memorandum 
describes the CODI 
deferral rule and related 
tax accounting provisions 
in more detail.        

Background

An issuer recognizes 
CODI with respect to 
a debt instrument (the 
“Existing Debt”) when (i) 
the issuer or a related party 
purchases the Existing 
Debt for an amount 
less than its “adjusted 
issue price” (see below), 
including purchases where 
the consideration is new 
debt (“New Debt”), stock 
and/or other property or 
(ii) there is a modification 
of  the Existing Debt 
instrument in a manner 
significant enough to 
constitute a deemed 
exchange of  the Existing 
Debt for New Debt for tax 

purposes.  CODI can also 
arise when an equity owner 
contributes debt to the 
capital of  the issuer. 

Generally, an issuer 
recognizes CODI to the 
extent that the adjusted 
issue price of  the Existing 
Debt is greater than 
the cash, the issue price 
of  the New Debt and/
or fair market value of  
other property it or a 
related party delivers (or 
in the case of  a deemed 
exchange, is deemed 
to deliver) in exchange 
for the Existing Debt.  
Where debt is contributed 
to a corporation by a 
shareholder, CODI 
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equals the excess of  the adjusted issue price of  the 
contributed debt over the shareholder’s tax basis in 
that debt.  The adjusted issue price of  Existing Debt 
is generally the amount paid by the initial purchaser 
increased by any accrued original issue discount 
and decreased by any payments other than qualified 
stated interest payments (i.e., stated interest that is 
required to be paid at least annually).  The issue price 
of  New Debt issued (or deemed issued) in exchange 
for Existing Debt is generally the fair market value 
of  the New Debt if  the New Debt or Existing Debt 
is treated as traded on an established market within 
the meaning of  the tax law, or the face amount of  the 
New Debt if  neither the New Debt nor the Existing 
Debt is so traded and the New Debt provides for 
adequate stated interest.   

Prior to enactment of  the Stimulus Act, a 
taxpayer that was neither in bankruptcy nor insolvent 
at the time it recognized CODI would be required 
to include CODI in taxable income for the year in 
which the events giving rise to the CODI occurred.  
A taxpayer that is in bankruptcy or insolvent at the 
time it recognizes CODI can exclude the CODI from 
taxable income (in the case of  an insolvent taxpayer, 
only up to the amount of  the taxpayer’s insolvency) 
but must reduce certain tax attributes (including net 
operating loss carryforwards, general business credit 
carryforwards and tax basis in assets) by the amount 
of  the CODI that is excluded from income.  

	
Changes under the Stimulus Act

CODI Deferral - Section 1231 of  the Stimulus Act 
generally allows a taxpayer that recognizes CODI in 
2009 or 2010 to elect to defer including the CODI 
in taxable income.  The election to defer CODI is 
made separately for each debt issuance, allowing a 
taxpayer to make the election for some but not all 
issuances.  CODI deferred pursuant to this election 
must be included in the gross income of  the taxpayer 
ratably over the five taxable years beginning with the 
fifth taxable year following the taxable year in which 
the CODI arises if  the CODI event occurs in 2009, 

or the fourth taxable year following the taxable year 
in which the CODI arises if  the CODI event occurs 
in 2010.  Any deferred CODI that has not been taken 
into income is included in taxable income at the 
time the taxpayer ceases operating, liquidates or sells 
all of  its assets.  A taxpayer that elects to apply the 
Stimulus Act’s deferral rules with respect to CODI 
from a particular debt issue cannot make use of  the 
bankruptcy or insolvency exception with respect to 
that debt issue.   

Example 1:  On April 1, 2009, X, a 
calendar year taxpayer, purchases for 
$60 cash its own existing debt with 
an adjusted issue price of  $100.  The 
$40 difference between the cancelled 
debt’s adjusted issue price ($100) and 
the cash purchase price is CODI for 
X.  If  X elects under the Stimulus 
Act to defer the $40 of  CODI, X will 
include the CODI in taxable income 
$8 per year for each year from 2014 
through 2018.  

Example 2:  Assume the same facts 
as Example 1 except that instead of  
purchasing its debt for cash, X issues 
a new note with a $75 stated principal 
amount and 10% interest payable 
annually in cash, in full satisfaction 
of  its $100 of  existing debt.  Further 
assume that the $100 of  existing debt 
is traded on an established market 
within the meaning of  the tax law and 
it has a fair market value of  $60.  X 
recognizes the same $40 of  CODI 
which it can elect to defer until 2014 
and then include in income ratably 
from 2014 through 2018.   
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Deferral of  OID Deductions - In a debt-for-debt 
exchange (including a deemed exchange resulting 
from a modification of  existing debt), if  the stated 
redemption price at maturity1 of  the New Debt is 
greater than its issue price, the difference will be 
treated as original issue discount (“OID”).  The issuer 
would normally deduct the OID over the life of  
the debt on a yield to maturity basis.  However, the 
Stimulus Act provides that an issuer electing to defer 
CODI on retired debt must also defer deductions of  
OID on New Debt issued for the retired debt up to 
the amount of  the deferred CODI.  This deferred 
OID is deductible over the same five year period 
during which the deferred CODI is included in 
income.  

Example 3:  Assume the same facts 
as under Example 2 above.  The $15 
difference between the new debt’s $75 
stated redemption price at maturity 
and its $60 issue price is OID.  If  X 
elects under the Stimulus Act to defer 
including CODI in income, X will also 
have to defer deductions attributable 
to the OID for periods from the April 
1, 2009 issuance through December 
31, 2013.  The issuer will then deduct 
1/5 of  such OID in each year from 
2014 through 2018.

AHYDO Suspension - The Stimulus Act also 
suspends the “applicable high yield discount 
obligation” (“AHYDO”) rules in certain situations.  
As a general rule, the issuer of  a debt instrument 
treated as an AHYDO cannot deduct OID 
attributable to yield in excess of  certain thresholds 
and remaining OID cannot be deducted until paid.  
Generally, a debt instrument issued by a corporation 
is treated as an AHYDO if  it has a term exceeding  
 
 
 
1  The stated redemption price at maturity of  a note equals the face amount 
of  the note as long as the note provides for the unconditional payment of  
interest (other than payment in the form of  debt of  the issuer) at least 
annually.

five years, significant original issue discount (as 
defined in the Internal Revenue Code) and a yield that 
equals or exceeds the applicable federal rate plus 5%.  
The Stimulus Act provides that the AHYDO rules 
will not apply to New Debt issued in exchange for 
Existing Debt of  the same issuer if  (1) the Existing 
Debt is not an AHYDO; (2) the New Debt is treated 
as issued after August 31, 2008 and prior to January 
1, 2010; and (3) the New Debt is not issued to a 
person “related” to the issuer within the meaning of  
the tax law.  The Stimulus Act also gives the Treasury 
Department the authority to extend this suspension 
of  the AHYDO rules to instruments issued after 
2009 and/or to use a rate that is higher than the 
applicable rate when determining whether a debt 
instrument to be treated as an applicable high yield 
discount obligation. 

Effect of  the Stimulus Act

The above rules greatly facilitate the repurchase 
or refinancing of  outstanding debt that is trading at 
a significant discount.  While CODI deferral under 
the Stimulus Act does not eliminate taxation of  
CODI, it provides a lengthy period for taxpayers to 
pay the associated taxes.  For amendments to debt 
that cause a deemed exchange, the new rules will 
effectively eliminate the tax on the CODI other than 
for instruments with a remaining maturity in excess 
of  ten years.  There may also be situations where 
taxpayers eligible for the bankruptcy or insolvency 
exceptions to the recognition of  CODI are better off  
electing to defer including CODI in income in lieu of  
reducing its tax attributes.  For example, an insolvent 
or bankrupt taxpayer that projects it will have taxable 
income that can be offset by tax attributes that must 
otherwise be reduced by excluded CODI may benefit 
from electing instead to defer including CODI 
thereby preserving the benefit of  its tax attributes.  

	

3Milbank Relief from Income ON Debt Repurchases AND 
Exchanges at a Discount under the American Recovery and 
Reinvestment Act of 2009  February 17, 2009



For further information about this client alert, please visit our website at www.milbank.com or contact one of the  
attorneys listed below. 

Beijing
Units 05-06, 15th Floor, Tower 2
China Central Place
79 Jianguo Road, Chaoyang District
Beijing 100025, China
+86-10-5969-2700

Frankfurt
Taunusanlage 15
60325 Frankfurt am Main, Germany
+49-69-71914-3400

Hong Kong
3007 Alexandra House
18 Chater Road
Central, Hong Kong
+852-2971-4888
	
London
10 Gresham Street
London EC2V 7JD, England
+44-20-7615-3000

Los Angeles
601 South Figueroa Street
Los Angeles, CA 90017
+1-213-892-4000
Simon Friedman	 +1-213-892-4412	 sfriedman@milbank.com  

Munich
Maximilianstrasse 15
(Maximilianhoefe)
80539 Munich
Germany
+49-89-25559-3600

New York
One Chase Manhattan Plaza
New York, NY 10005
+1-212-530-5000
Bruce E. Kayle	   	 +1-212-530-5956	 bkayle@milbank.com
Russell Kestenbaum  	 +1-212-530-5790 	 rkestenbaum@milbank.com
Dale L. Ponikvar	 +1-212-530-5296	 dponikvar@milbank.com
Andrew R. Walker     	 +1-212-530-5624  	 awalker@milbank.com

Singapore
30 Raffles Place
#14-00 Chevron House
Singapore 048622
+65-6428-2400

Tokyo
21F Midtown Tower, 9-7-1 
Akasaka, Minato-ku
Tokyo 107-6221 Japan
+813-5410-2801
	
Washington, DC
International Square Building, 1850 K Street
Washington, DC 20006
+1-202-835-7500

Milbank 4


