
  

 
 
DID YOU KNOW?  
_________________ 

 
Did you know you may be able to take a bad debt 
deduction even before canceling or settling a bad loan? 
  
With the end of the calendar year looming, companies begin thinking about maximizing tax 
deductions for the year. To that end, they may consider canceling, in whole or in part, debts 
that are likely uncollectible, at least in part. Fortunately, it is not always necessary to close a 
workout transaction by year-end in order to obtain a deduction. 
 
The Tax Code allows a deduction for a loan (that is not a “security”) that becomes worthless 
or partially worthless to the extent of worthlessness. It is not necessary for the note to be 
canceled or terminated, in whole or in part, or otherwise modified. A deduction for partial 
worthlessness can be taken if the lender can establish that the debt is partially uncollectible, 
and the lender “charges off“ that portion of the debt. Since it is not necessary to modify or 
cancel the debt in order to take the deduction, that means that the debtor does not need to 
recognize COD income in order for the lender to get the deduction. 
 
“Charging off“ all or part of the debt is simply reducing the carrying value of the debt on the 
lender’s balance sheet.  The lender does not need to establish that the loan became 
worthless, or partially worthless within the year of the deduction, only that it was written off 
in that year. 
 
This ability to take a deduction for the partial worthlessness of a loan does not apply to 
every loan. The loan must be made by a lender that is a corporation or if not a corporation, it 
must be in the business of making loans; and loan cannot be a “security” (i.e., it is not 
issued in registered form, which is only the case with debts that are traded). 
 
Bottom Line: A deduction for a loan to the extent of its worthlessness may be available this 
year simply by charging it off on the books with the additional benefit of not creating COD 
income to the borrower. 
 
“I intend to live forever. So far, so good.” –Steven Wright 
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