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Tax Baggage That Comes
With Debt Discharge

By Sasha Baluka, CPAThe 2011 year-end US Foreclosure Market Report shows a total of 1,887,777 US properties
with foreclosure filings. Shocking enough, this massive amount represents a 34% decrease
in foreclosures since 2010. Market analysis shows that this dramatic drop in foreclosure

activity during 2011 was caused by delays in the documentation processing by lenders. It is expected
that during 2012, foreclosure activity will spike again. California is registered as having the nation’s
third highest foreclosure rate in 2011. A number of homeowners have avoided the foreclosure by exe-
cuting short sales on their properties. During the 2011, short sales constitute 8.87% of all real estate
sales in US.

Phantom Income
The process of a foreclosure or short sale can be stressful and complex for a lot of homeowners. What

happens when everything is done and the property is sold? Can the homeowner relax and move on? The
answer is “no.” The foreclosure or short sale can trigger cancellation of the debt (“COD”) income to the
homeowner. COD income is phantom income that represents the amount of debt in excess of the fair
market value of the property. COD income occurs during the discharge of the recourse debt by the lender.
The most common situations that cause COD income are: debt discharged in bankruptcy, lender foreclos-
ing on property and the short sale of property. If the mortgaged loan is recourse, the lender has recourse to
assets of the borrower other than solely the assets securing the loan. If the loan is nonrecourse, the lender
only has claim to the assets securing the debt. Luckily, California’s “anti-deficiency” laws prohibit lenders
from recovery of a debt deficiency from a borrower who incurred the loan to purchase real property as a
residence. Consequently, a loan to purchase a principal residence in California is nonrecourse. Neverthe-
less, a refinanced mortgage or home equity loan used for improvements on a primary residence will most
likely represent a recourse debt. When a foreclosure or short sale of a property with a recourse mortgage
triggers COD income, the stressed and exhausted homeowner will receive a Form 1099-C for the amount
of the debt discharged in excess of fair market value of the property.

TheTaxTrap
COD income is potentially taxable. No one likes to receive an unexpected “Important Tax Document”

in the mail, however, you cannot ignore it. Whether taxable or not, the amount reported on Form 1099-C
needs to be reported on your tax return. There are several instances when COD income is excluded from
the total income and is not taxable:

• Qualified Principal Residence Exclusion
In response to the real estate market crisis, on December 20, 2007 Congress enacted The Mortgage For-

giveness Debt Relief Act. Provisions of this act allow taxpayers to exclude from income up to $2 million of
COD income from the discharge of qualified principal residence indebtedness on or after January 1, 2007,
and before January 1, 2013. This exclusion does not apply to home equity indebtedness on a principal res-
idence. When the Qualified Principal Residence Exclusion is used, the taxpayer should be aware of the
tax law that treats a foreclosure or short sale as a regular sale, forcing a taxpayer to recognize a gain or loss
on disposition. Naturally, one would say that the property was taken by the bank how is a gain possible?
When the principal residence exclusion is used, the cost basis of the property is reduced to the extent the
COD income is excluded. This potentially can cause a taxable gain.

•The Insolvency Exclusion
Those taxpayers who received COD income in connection with a foreclosure or short sale of an invest-

ment or business property may exclude from total income a discharge of indebtedness that occurs while
the taxpayer is insolvent. The taxpayer is insolvent when there is an excess of liabilities over the fair market
value of assets. The insolvency is determined immediately before the discharge of the debt. Under the
insolvency exclusion, the COD income is excluded from total income up to the amount by which the tax-
payer’s liabilities exceed fair market value of assets.

• Bankruptcy
When debt is discharged as part of a court-approved bankruptcy plan, the

COD income resulting from this debt is excluded from the total income.

Each situation that involves COD income is unique and needs to be analyzed
carefully in order to determine the tax effect. The rules are complicated and often
involve extensive calculations.

Sasha Baluka, CPA, is with B & G Accounting Services and Consulting, Inc. in
Tarzana.

To learn more, e-mail sbaluka@bgaccounting.com
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By David Malone

Some things should still be done by
hand. A greeting with a firm hand-
shake. A heartfelt note of thanks

written with a pen. The cupcakes (and the
adorably messy kitchen) your kids create
on Mother's Day or Father's Day. How-
ever, if you run a small or midsize
business and you're still doing your bank-
ing and financial management procedures
"by hand," you need to abandon that
tradition. If you think your needs are "too
small" to be automated, that it's less
trouble doing things the old way, you're
wrong. And "trouble" is what you're
inviting if you don't take advantage of the
efficiencies and safeguards built into
modern electronic banking.

"Treasury Management" is the term
many business banks use for the suite of
services employing technology to make
your banking and financial oversight easier
and more accurate. Most of these services
have a conventional basis, meaning they
are new ways of performing common
banking functions. Treasury management
services will fit your routines and adapt to
your company's accounting and cash
control systems.

Online banking was a good idea even
when we were all tapping away at desktop
computers. Now with the mobile age, it is
critical to take advantage of this incredible
productivity booster. You can manage
finances from anywhere, quickly and
securely. Want to see if a client's payment
has cleared before you step into the client's
conference room?Verify in the lobby and

have a great meeting. And stay in the field
where the action is. Simply bring your bank
with you with online banking.

Granted, not every financial action can
be digitized from start to finish. Clients may
still pay you with "old-fashioned" checks
(which you accept gratefully in the same
old-fashioned way). As much as your
banker wants to see you in person, there's
no longer a need to walk those checks into
a branch for deposit. Remote Deposit Cap-
ture transmits those checks from a reader
directly into your account, creating imme-
diate convenience and an instant digital
record for Accounts Payable.

Many business owners have concerns
that "going electronic" opens them up for
fraud and theft. The opposite is true. Elec-
tronic banking turns technology into your
personal "policeman," constantly monitor-
ing incoming and outgoing funds to ensure
authenticity and reconciliation. Positive pay

systems protect your business against check
fraud and unauthorized payments by com-
paring requests for funds against verified
lists of transactions. You have an instant
ability to stop payments and block fraud-
sters.

Electronic banking creates new levels of
trust within your organization and “peace-
of-mind” for you as the business owner.
Many small and midsize businesses cen-
tralize financial management among a few
people or even one person. Recent eco-
nomic turbulence has often compelled
such companies to reduce back office staff,
putting even more responsibility and strain
on those who hold "the banking keys." In
the words of Ronald Reagan, electronic
banking lets you "trust, but verify." As the
business owner, you can monitor your
finances easily and consistently, letting you
do your job while knowing that the people
in charge of daily finances are doing theirs.

Electronic banking does not create a cli-
mate of snooping and suspicion; it creates
just the opposite by instilling an atmos-
phere of trustworthiness.

Larger and mature companies have long
known the advantages of electronic bank-
ing. As technology available to banks, com-
panies and individuals continues its rapid
advance, powerful yet simple electronic
banking is available to the broadest array of
businesses ever. It will take a little time to
set up (less than you probably think). It may
take a little getting used to (but soon you'll
wonder why you ever banked any other
way). Invest in your company's efficiency
and security by using a portfolio of treasury
management services to take your banking
electronic. Talk to your business banker
today.

David Malone, CEO of Community
Bank, brings over 30 years of finance and
business experience to Community Bank.

Community Bank
is a proudly inde-
pendent, full serv-
ice commercial
bank with $2.6 bil-
lion in assets, and
16 Business Cen-
ters in four coun-
ties. The Bank pro-
vides Partnership
Banking services
through a high

quality staff of professionals with sixteen
local offices. For more information, visit the
Community Bank website at
www.cbank.com, or call (877) 922-2653.
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With the mobile age,
it is critical to take
advantage of online
banking as an
incredible
productivity booster.



Finding the right personal bank means
assessing your needs first. Whether
you're looking for a new bank or just

want to evaluate how well your current
banking relationship is meeting your
needs, answering the following questions
can help you identify your "banking per-
sonality" and perhaps make your shop-
ping a bit less of a chore.

1.What is your goal in establishing a
banking relationship? Answers may
include "to save money," "to have a check-
ing account," "to get a loan," or all of the
above.

2. How much money can you keep on
deposit each month and how many
checks will you write? This will help you
figure out how complex or simple an
account you might need. "Packaged" or
"multi-service" accounts offer a variety of
services for one fee, while "no frills"
accounts offer a minimum number of serv-
ices at an extra-low price. Other accounts
might be designed cafeteria-style: you
choose from a variety of services and pay
as you go.

3.Will you be buying a home or car or
making another large purchase in the
near future?You'll want to find out about
the variety of loan products offered.

4. If you hope to save for a big expense
or toward your child's (or your own!)
future education, you'll also want to find
out how many savings products are
offered. Many banks now offer uninsured
investments, such as mutual funds, as well
as the more traditional insured deposit
accounts.

5.What time of day do you expect to
do most of your banking? Some people
prefer to visit the bank during their work
hours, while others prefer a bank located
close to home that they can visit over the
weekend.

6. Do you like the convenience of
automated teller machines and other
types of electronic services — like bank-
ing through your personal computer, or do
you prefer to deal directly with bank per-
sonnel? Answering this question will help
you determine if you'd be happier at a
bank with an extensive branch network
emphasizing regular, evening, or weekend
hours, or one that focuses more on elec-
tronic services like ATMs and PC banking.

Now that you have the answers to
these questions, call or visit several banks
near your home or office — more and
more banks even offer information over
the Internet. Shop your current bank first if
you think your relationship isn't all it
could be.

Perhaps they have introduced new
accounts or services you aren't even aware
of that would better suit your needs. Let
them know if the level of service or con-
venience don't meet your expectations
and give them the opportunity to design a
relationship that works for you.

Compare fees and service charges at
the banks you're considering, as well as
interest rates on loans and deposit
accounts. What does each charge for serv-
ices like cashiers checks, safe deposit box
rental and ATM use?

Because price isn't the only — or even
most important — factor for most people
in choosing a bank, take a minute to think
about how comfortable you feel at each
institution. Are your questions answered

quickly and accurately? Do customer serv-
ice personnel offer helpful suggestions?
Will the hours and locations save you time
and meet the demands of your lifestyle?

Finally, look for an institution that is
federally insured. This means your
deposits will be protected by the FDIC.
The FDIC has temporarily raised its cover-
age amount from $100,000 to $250,000
per depositor per insured bank through
Dec. 31, 2013 (IRAs and certain retire-
ment accounts are protected up to
$250,000.) Look for FDIC stickers on
bank doors and teller windows.

Information provided by the ABA.
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Success means
di�erent things to di�erent companies, and that  
is especially true for family-owned businesses.  
At Community Bank, we work with you to  
determine your de�nition of success—and make  
sure you get there. 

We’ve been working with family-owned businesses  
throughout Southern California for over 65 years,  
lending money when you need it. Call Community  
Bank today at 877-922-2653.

S

Dave Malone, 
President / CEO
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By Andre Stokes

Joseph needed to raise $8 million tofinance the growth of his composites
manufacturing business. His company

was running out of capacity as orders
began to pour in from aircraft and auto-
mobile manufacturers. Based on the
value of his assets, his bank would only
extend him $2 million. The bank could
not provide any additional financing
based on cash-flow because EBITDA was
only $3 million and his personal financial
statements were not strong enough.
Joseph needed the additional capital but
wanted to ensure he maintained financial
flexibility, retained control and minimized
equity dilution.
Meanwhile Jessica, who was sole owner

of a fast casual restaurant chain with 27
corporate owned stores and 76 franchised
stores,needed $14 million to repurchase
the franchised stores. Same store sales
growth had declined during the recession
but the company was still generating $4
million of cash flow. Jessica sought to
remodel stores, update the menus and
refresh the brand. However, her bank told
her that because it was a turnaround and
based on her business and personal assets,
they could only loan her $6 million. Jessi-
ca saw significant upside in her plan and
was willing to raise additional capital as
long as she could preserve as much of her
equity as possible.

Mezzanine Relative to Other
Types of Financing
Both owners chose to pursue mezza-

nine debt (also known as subordinated
debt) as the appropriate type of financing.
Mezzanine debt derives its name from its

positioning “between” senior debt and
equity – it is a hybrid with characteristics
of both. Mezzanine investors generally tar-
get returns in the mid to high teens – made
up of a low double digit coupon plus war-
rants for companies under $10 million in
EBITDA or low to mid-teens for larger com-
panies. Equity investors target returns of
25% to 30% for smaller companies and
20% to 25% for larger companies.

Advantages of Mezzanine
Entrepreneurs find mezzanine debt

attractive because it provides more flexibili-
ty than bank debt but is less expensive than
equity. The amount of capital a mezzanine
lender will provide is based on the cash
flow of the business not the value of the
company’s assets or the financial strength
of the individual owner(s) since mezzanine
does not require a personal guaranty — a
huge advantage. Importantly, a business
with an existing line of credit that is happy
with their bank relationship can often raise
additional capital in the form of mezzanine
debt and keep its bank relationship intact.
Mezzanine lenders are focused on

achieving a target internal rate of return
(IRR) and accordingly, have several levers
they can adjust to meet yield requirements,
including : upfront fees, coupon, amortiza-
tion, cash interest expense vs. payment in
kind interest (i.e., negative amortization),
term (3 – 5 years), interest-only periods and

warrants. For companies open to refinanc-
ing existing senior debt in conjunction with
a mezzanine financing, lower overall
cost of debt can be achieved through a
unitranche facility (senior debt and
mezzanine combined).

Sources of Mezzanine
Mezzanine financing is available from a

variety of capital sources including
Mezzanine Funds, Business Development
Companies (BDCs), Credit Opportunity
Funds (COFs), Family Investment
Offices,and Small Business Investment
Companies (SBICs). BDCs and COFs
typically provide unitranche financing,
which has captured market share from
traditional leaders in the market – Mezza-
nine Funds and SBICs. Mezzanine Funds
also face pressure from SBICs because of
their lower cost of capital. SBICs are
privately-owned investment companies
licensed by the Small Business Administra-
tion (SBA) and can leverage their equity
2:1 with a low interest, long term loan from
the SBA. Mezzanine Funds have also
begun to partner with banks to provide
competitive unitranche financing.

Caveat
In certain situations a private equity

transaction would be more appropriate
than mezzanine, which is ideal for
companies with predictable and stable

cash flows and for business owners who
are comfortable carrying a heavy debt load.
High-growth emerging companies which
may have sufficient cash flow may be better
off with equity so that further growth is not
hindered by onerous debt service
obligations. In addition, although mezza-
nine lenders do not require a personal
guaranty they do hold the owner’s equity
as collateral.

Andre Stokes is a Managing Director
with Calabasas Capital, a boutique invest-

ment banking firm
that provides sell-
side and buy-side
merger and acqui-
sition advisory
services and
private equity and
debt capital raising
services to lower
middle market
privately held
companies.

Calabasas Capital works in a broad range
of manufacturing, distribution and services
industries and has specific expertise in
working in the areas of food and restau-
rants, technology services, e-commerce,
payment processing, consumer products
and services, and business services.

Contact Andre at (818) 657-6130 or
andre@calabasascapital.com.

Disclaimer: This should not be considered in any
way an offer to buy or sell a security. This is for infor-
mational purposes only. Buying or selling a security
involves substantial risk. Investment may be worth
more or less than the original investment. Calabasas
Capital is a division of Fallbrook Capital Securities
Corp. Securities offered through Fallbrook Capital
Securities Corp. Member FINRA/SIPC.
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In a society that grows more complexevery day, consumers are presented
with the constant pressures of family,

career, and community responsibilities
and personal enrichment. The financial
marketplace is ever-changing with new
laws, regulations, economic events, mar-
ket changes, product offerings and con-
flicting media messages. Making the right
financial moves at the right time is critical
to achieving security and accomplishing
personal objectives.

A personal advisor guides the financial
planning process: goal identification, data
organization, analysis, problem identifica-
tion, recommendations, and most impor-
tant - plan implementation and results
monitoring. Your advisor will help you
save, spend, invest, insure and plan wisely
for the future.

A Registered Financial Consultant has
met the qualifications required to serve the
public effectively, and moreover, is com-
mitted to essential professional continuing
education. You can't delegate your job,
career, civic or family responsibilities - but
you can obtain qualified, professional
financial advice and service.

What is the RFC Designation?
The Registered Financial Consultant

(RFC) is a professional designation award-
ed by the International Association of Reg-
istered Financial Consultants to those
financial advisors who can meet the high
standards of education, experience and
integrity that are required of all its mem-
bers.

The IARFC is a non-profit professional
credentialing organization of proven finan-
cial professionals formed to foster public
confidence in the financial planning pro-
fession, to help financial advisors exchange
planning techniques, and to give deserved
recognition to those practitioners who are
truly committed to ethical standards and
continuous professional education.

Because there are no consistent licens-
ing requirements for the various persons
who call themselves "financial planners"
the public has a critical need for a method
of distinguishing the qualified and dedicat-
ed financial advisor.

What is the purpose of the IARFC?
The primary purpose of the IARFC is to

provide the public with a convenient
access to a pool of well-qualified practi-
tioners from which to choose a personal
financial advisor. It is the only professional
organization that requires all of its mem-
bers to meet and document seven stringent
requirements of education, experience,
examination, integrity, licensing, ethics and
a significant amount of continuing profes-
sional education.

RFC Examination Process
The comprehensive RFC examination

covers a wide range of subject matter;
Principles of Personal Finance, Debt and
Cash Flow Management, Employee and
Government Benefits, Annuities, Securities,
Investments and Asset Allocation, Life,
Health and Casualty Insurance, Education
and Special Needs Funding, Estate Plan-
ning, Survivor Income Needs Analysis, and
Retirement Income.

RFC continuing education requirements:
Each year the RFC must complete a

minimum of 40 units (hours) of profession-
al continuing education. This includes col-
lege courses, educational symposiums, cre-
dentialing courses, distance learning pro-

grams and practitioner conferences. Many
RFCs are instructors at colleges and confer-
ences.

What about other professional designa-
tions?

We hold the RFC designation to be
different and perhaps more encompassing.
However, the IARFC does not assert that
many other professional designations or
their organizations are inferior. The public
is not served by divisive criticism, but
rather by dedicated and well-prepared pro-
fessionals. Our goal is to encourage profes-
sional conduct and collaborate between
professional advisors, with strong emphasis

on the importance of continuing educa-
tion.

How does the IARFC maintain and publish
the credibility of its members?

The IARFC removes the designation
from any one who fails to maintain profi-
ciency through substantial continuing
education, or who betrays the public trust
by failing to live up to its Code of Ethics or
by having a professional license revoked or
suspended for misconduct or any reason.

This article was provided by the Interna-
tional Association of Registered Financial
Consultants.
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