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Tax alert 
U.S. Tax – Cancellation of Debt Income 

 

 

Debt modifications may result in 
“phantom” taxable income 
 
Possible tax consequences of debt renegotiation 

Given the current economic environment, many clients that have 

issued debt may have difficulty satisfying debt covenants and/or 

servicing the debt because of cash-flow problems. Issuers may 

eventually renegotiate debt terms with debt holders in these 

uncertain times given pessimistic projections and potential for 

defaults. Such renegotiation could adversely trigger cancellation 

of indebtedness (“COD”) income to the issuer even in certain 

situations where the amount owed on the debt remains the same. 

While a realization event may also result in tax consequences to 

the holder, this discussion is limited to issuer-side considerations. 

 

Under US tax rules, certain debt modifications are considered 

significant and will result in a deemed retirement of the “old” debt 

instrument and issuance of a “new” one: 

 

 The general rule provides that the modification must be 

“economically significant” based on all facts and 

circumstances; 

 Changes in yield that exceed the greater of (i) 0.25 

percentage points or (ii) 5% of the original yield; 



 Material changes in the timing of payments – note, 

however, that a safe-harbor provision is available for term 

modifications not exceeding (i) 5 years after the original due 

date OR (ii) 50% of the original term of the debt instrument – 

whichever is less; 

 A change in obligor or change in security on a recourse 

debt instrument; 

 A change in the recourse nature of the instrument. 

 

Note that a change in customary accounting or financial 

covenants is not a significant modification. 

 

Consequences of significant modifications 

Upon a deemed retirement and reissuance of a debt instrument 

under, the new instrument must be tested to determine if it is 

still treated as debt for US federal income tax purposes. 

 

In the typical case where the new instrument is still treated as 

debt, the issuer retires the “old” instrument against an amount 

equal to the issue price of the “new” debt. Therefore, if the issue 

price of the new debt instrument is less than the face amount of 

the old debt instrument, the issuer generally will realize COD 

income in an amount equal to such difference. 

 

If either the new debt or the old debt is considered publicly 

traded debt (traded on an established securities market and 

exceeding $100 million), the issue price generally will be fair 

market value. 

 

In distressed debt situations, the debt’s fair market value at the 

time of the exchange will often be less than its face amount.  

Thus, even if none of the debt is forgiven or cancelled in the debt 

modification, the issuer would recognize COD income (subject to 

exceptions such as bankruptcy and insolvency) in an amount 

equal to the difference between the face amount of the debt and 

its fair market value. 

 

This difference between the issue price of the new debt and the 

face amount also results in an original issue discount that is 

accrued over the remaining term of the debt and could be 

deductible over time to the extent COD income is realized. If, 

however, the issuer is subject to interest deductibility limitation 

under section 163(j), such interest could be deferred (potentially 

indefinitely, depending on the issuer’s section 163(j) limitation 

position).  In addition, the issuer’s deductions could be deferred 

or disallowed if the new debt is considered an applicable high-

yield discount obligation. 

   

Thus, while the deemed exchange may result in a pure timing 

difference where the COD income is recognized upfront and then 

offset by the interest expense accrual over the debt’s term, it 

could become a permanent difference (or effectively permanent, 

in the case section 163(j)) if the interest expense is subject to a 

limitation provision. 



 

Finally, the COD income may offset net operating losses (“NOLs”) 

that would be more valuable if carried back to a year when a 35-

percent corporate tax rate was in effect or cause the issuer to 

reduce its NOLs, such as by reason of the attribute reduction 

rules under the insolvency exception for COD income. 

 

We continue to monitor latest developments and guidance with 

respect to COVID-19 measures and potential further reliefs. 

 

How can Deloitte’s US corporate tax group based 
in Brussels help?  

Deloitte is closely monitoring new tax norms and regulations 

at both federal and state levels and will keep you informed 

whenever official guidance is released or important 

interactions with previous rules arise. 

Our team is trained to assist you in understanding and 

complying with these new rules and are always available to 

help. 

Therefore, feel free to count on our support for any questions 

you may have. 

We are here to assist you. 

 

Contacts             

If you have any questions concerning the items in this alert, 
please contact your usual tax consultant at our Deloitte office 

in Belgium or: 

• Andro Petrosovitch, apetrosovitch@deloitte.com, + 32 2 600 

69 62 
• Katia Tsai, kattsai@deloitte.com, + 32 2 600 69 16 
• Elitza Dimitrova, edimitrova@deloitte.com, + 32 600 69 24 

For general inquiries, please contact: 

bedeloittetax@deloitte.com, + 32 2 600 60 00 

Be sure to visit us at our website: 
https://www2.deloitte.com/be/en/pages/tax/solutions/US-
Corporate-Tax-Group-Deloitte-Belgium-Tax.html 
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