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I. Introduction

If a taxpayer borrows money, the borrowed funds are not included in the
taxpayer’s gross income.! That treatment is proper even though the taxpayer
has increased his assets by the amount he borrowed because he also has cre-
ated a corresponding liability to pay back the loan. The taxpayer’s net wealth
has not increased. The more difficult and interesting questions arise when the
taxpayer fails to repay the loan. At first blush, it would appear that upon can-
cellation of a loan, the taxpayer should have income for the amount that was
cancelled.” However, the current tax treatment is not that simple. A number

""This treatment is part of the common law of taxation. While there is no statutory provi-
sion for this exclusion, courts have always held that borrowed funds are not included in the
taxpayer’s income. See, e.g., Commissioner v. Tufts, 461 U.S. 300, 307 (1983). The Internal
Revenue Service (Service) has uniformly agreed with this treatment.

2See Tufis, 461 U.S. at 312.
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CANCELLATION OF DEBT AND RELATED TRANSACTIONS 163

of exceptions exist to the straightforward treatment under which the cancel-
lation requires the taxpayer to recognize income. Some of those exceptions
reflect an application of normal tax principles while others exist for program-
matic purposes. Those exceptions make the tax treatment of cancellation of
debt particularly complex.

The goal of this Article is to set out the tax treatment of cancellation of debr,
including the many exceptions that apply. In Part II, we review the history of
the doctrine, which helps explain how we arrived at the current treatment. In
Part III, we describe the current statutory treatment of cancellation of debt
and its related issues. In Part IV, we discuss the tax rules that apply when the
cancellation constitutes a gift or a contribution to capital from the creditor.
In Part V, we briefly review the tax benefit rule and its effect on cancellation
of debt. In Part VI, we describe the transactional approach to cancellation of
debt and highlight when it is appropriate to use. In Part VII, we review the
tax treatment when the debtor has a mixed sale and cancellation of indebted-
ness. The final part reviews the treatment of a decedent’s installment note.

II. Development of the Doctrine

The general rule is that the cancellation of a debt for less than adequate
consideration causes the debtor to recognize ordinary income in the amount
of debt that was forgiven.®> Section 61(a)(12) provides that gross income
includes “[iJncome from discharge of indebtedness.” This doctrine is referred
to by several terms which are used interchangeably—namely “cancellation
of indebtedness or debt,” “discharge of debt,” and “forgiveness of debt.” In
this Article, we often refer to it as “cancellation of debt” or by its acronym
“COD.

To understand how the COD doctrine applies, it is useful to go back in
time and trace the development of the doctrine.

A. Kerbaugh-Empire Decision

In 1926, the Supreme Court decided the Kerbaugh-Empire case.’ Prior to
World War I, the taxpayer in that case had borrowed money from a German
bank. The loan was made in marks, and the repayment was to be made in
marks. The taxpayer converted the borrowed marks to dollars and invested
them in a transaction that resulted in a loss.® The taxpayer repaid the loan
after the war. As a result of Germany’s defeat, the marks had a much lower
dollar value than the value that marks had at the time the loan was made.
The Government contended that the repayment with marks of a lesser value

SLLR.C. § 61(a)(12).

4§ 61(a)(12).

>Bowers v. Kerbaugh-Empire Co., 271 U.S. 170 (1926).
°Jd. at 172.
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164 SECTION OF TAXATION

constituted a cancellation of indebtedness that caused the taxpayer to recog-
nize income.’

The Supreme Court held the taxpayer did not recognize income, but the
reasoning was not entirely clear. One possible ground for the decision was
that a cancellation of a debt does not cause income.® The Supreme Court
repudiated that position five years later in Kirby Lumber.” Subsequent to the
Kirby Lumber decision, there was no dispute that cancellation of debt can
cause income recognition, but the question of under what circumstances
income is recognized proved to be a troubling issue.

A second ground on which Kerbaugh-Empire was decided was that the tax-
payer did not recognize income because the transaction as a whole resulted
in a loss due to the losses incurred when the taxpayer invested the borrowed
funds.'® This use of a “transactional approach” in that context—that is, look-
ing at not only the loan itself but also what happened to the loan proceeds—
was rightfully repudiated by the Supreme Court five years later in its 1931
decision in Burnet v. Sanford & Brooks Co."!

After the two 1931 Supreme Court decisions, it was clear that the Kerbaugh-
Empire case had been wrongly decided. Why then is the case worth noting?
Because the case was wrongly decided, a transactional approach to COD
issues was saddled with a bad reputation. To the contrary, as we will see, a
transactional approach to COD situations is appropriate and proper. While
the manner in which the Court applied a transactional approach in Kerbaugh-
Empire was wrong, the approach is valid when applied correctly.'?

B. 7he Kirby Lumber Decision and the Rationale for the Rule

The landmark 1931 case Kirby Lumber" established that cancellation of
debt can constitute income. Unfortunately, although the result reached in
that case was correct, what was taken to be the reasoning of the opinion
is flawed. Because of that flawed apparent reasoning, it took subsequent
courts many years to reach an analysis that applied the rule accurately. The
meandering and sometimes irreconcilable results reached in cases after Kirby
Lumber are attributable to the courts trying to deal with the application of the

7Id. at 173.
8The Court stated that the “transaction here in question did not result in gain from capi-
tal and labor . . . .” Id. at 175. This language refers to the definition of income from earlier

Supreme Court cases. See Eisner v. Macomber, 252 U.S. 189, 207 (1919). See also Vukasovich,
Inc. v. Commissioner, 790 E2d 1409, 1415-16 (9th Cir. 1986) (stating that one of the hold-
ings in Kerbaugh-Empire was that cancellation of indebtedness is not income). As noted in the
text, the Supreme Court later repudiated this holding in United States v. Kirby Lumber Co.,
284 U.S. 1 (1931).

9284 U.S. 1 (1931).

Y Kerbaugh-Empire, 271 U.S. at 175 (“The result of the whole transaction was a loss.”)

11282 U.S. 359, 364-65 (1931). See also Vukasovich, 790 F.2d at 1416 (stating the holding
of Kerbaugh-Empire had been repudiated).

"2For a discussion of the transactional approach, see infra Part VI.

13284 U.S. 1 (1931).
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Supreme Court’s deemed rationale to situations where the COD rule should
not apply.'

In Kirby Lumber, the taxpayer had sold bonds, which effectively is the bor-
rowing of money."” Later that same year, the taxpayer purchased some of
those bonds for a price that was significantly less than the price at which it
had sold them.'® The Court upheld the Government’s contention that the dif-
ference in the amount paid by the taxpayer and the amount it received when
it sold its bonds was cancellation of debt income."” In its very brief opinion, it
appeared that the Court’s rationale was based on a net worth approach.'® The
Court noted that, unlike what happened in Kerbaugh-Empire, the transaction
taken as a whole resulted in a gain for the taxpayer."” In effect, the case seemed
to say that the taxpayer had income because the reduction of the amount of
his liability resulted in an increase in his net worth.

A net worth approach is far too broad. There are numerous situations where
a debt is cancelled and the taxpayer’s net worth is increased thereby, and yet it
would be wrong to treat the reduction of the debt as income to the taxpayer.
For example, Jim promises in writing to make a donation of $20,000 to the
Notre Dame University at the end of the next year. Under state law, Jim’s
promise in writing is enforceable by the charitable donee. In February of the
next year, Jim suffers losses in a business venture, and so it would be a hard-
ship for him to satisfy the debt. Jim is solvent, however. Jim asks Notre Dame
to accept a payment of $5,000 in full satisfaction of the debt. Notre Dame
agrees, and so $15,000 of Jim’s legal liability is forgiven. Obviously, Jim has
an increase in net worth. However, realistically, all that has occurred is that
Jim’s plan to make a gift of $20,000 was reduced to a gift of only $5,000. Jim
should not recognize any income thereby.

One way to analyze the above situation is to say that when the entire trans-
action is examined, what occurred is that Jim gave $5,000 to the university

14See Boris 1. Bittker & Barton H. Thompson, Jr., Income From the Discharge of Indebted-
ness: The Progeny of United States v. Kirby Lumber Co., 66 CaL. L. REv. 1159, 1165 (1978)
(“The tax treatment of debt discharges would have been much simpler if it had been based at
the outset on the rationale that borrowed funds are excluded from gross income when received
because of the assumption that they will be repaid in full and that a tax adjustment is required
when this assumption proves erroneous.”).

5 Kirby Lumber, 284 U.S. at 2.

1614

1d. at 3.

'"®Many courts and commentators concluded that net worth was the basis of the Court’s
decision in Kirby Lumber. See, e.g., Zarin v. Commissioner, 92 T.C. 1084, 1093 (1989), revd
on other grounds, 916 F.2d 110 (3d Cir. 1990). The majority opinion of the Tax Court in Zarin
acknowledged that a net worth justification for the COD rule is too broad, 92 T.C. 1084 at
109. In Preslar v. Commissioner, 167 E3d 1323, 1327 (10th Cir. 1999), the Tenth Circuit
noted that one of the rationales for the Kirby Lumber decision is an increase in net worth.

9 Kirby Lumber, 284 U.S. at 2 (“Here there was no shrinkage of assets and the taxpayer
made a clear gain.”)

2 As carly as 1932, the Second Circuit noted that there would be no income in a similar
hypothetical situation. See Commissioner v. Rail Joint Co., 61 E2d 751 (2d Cir. 1932).
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166 SECTION OF TAXATION

instead of the original plan to give it $20,000. This can be characterized as
a transactional approach even though it is very different from the transac-
tional approach taken by the Supreme Court in Kerbaugh-Empire?" This
transactional approach was adopted in some cases? but not in others. When
adopted, it was sometimes treated as an exception to the general rule that
COD income is taxable. As we discuss below, the courts and the Service
adopted other exceptions when situations warranted it. As a result, there
became a kind of hodgepodge of cases that were difficult to reconcile.

It would not be necessary to create a number of exceptions to the COD
rule if the rule were correctly defined.” To define the rule, consider a very
different rationale for its existence. When someone borrows money, the bor-
rower does not recognize income because it is assumed that the borrower will
repay the loan. In effect, the debt prevents the borrower from recognizing
income because of the assumption that the loan will be repaid. If any part of
the debt is forgiven, it then becomes clear that the assumption of a repayment
of that part of the debt was mistaken. So, the forgiveness of the debt removes
the obstacle to tax the borrower on the amount of the loan that would have
been income when borrowed if there had not then been an obligation to
repay. It is not the debtor’s increase in net worth that is taxable; rather, it is a
tax on the amount that previously was thought to have been borrowed and
turned out to have just been an enrichment of the “borrower.” Consequently,
the forgiveness of a debt should be income only to the extent that the debt
had prevented the debtor from recognizing income in a prior period or had
provided the debtor with some tax benefit such as a tax deduction or a basis
in property. Applying that approach to the Notre Dame situation described
above, the $20,000 debt did not prevent Jim from recognizing income nor
did it provide him with a tax benefit.** Therefore, there is no reason to tax Jim
on the cancellation of any of that debt.

While some of the common law exceptions to the COD rule would be
superfluous if the rule were correctly described, not all of them would be
unnecessary. For example, the exception for insolvency or bankruptcy® was
adopted for a very different reason and would not become redundant if the
correct standard were used. It should be noted that, while some courts have

2'For more discussion of the transactional approach, see infra Part V1.

228ee, e.g., Bradford v. Commissioner, 233 E2d 935 (6th Cir. 1956), revg 22 T.C. 1057
(1954). See also Commissioner v. Rail Joint Co., 61 E2d 751 (2d Cir. 1932) (supporting the
transactional approach).

#This is not to say that the rule would thereby be “simple” to apply. See Lawrence Zelenak,
Cancellation-of-Indebtedness Income and Transactional Accounting, 29 VA. Tax Rev. 277, 280
(2009).

%A gift to a charity is not deductible until paid even if the donor reports its income on the
accrual method. So, Jim did not qualify for a tax deduction when he created a legal obligation
for him to make a payment to the school.

» See infra Part IILA.4.
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begun to adopt the statement of the COD rule described above, that standard
has not been embraced by every court.?

C. The Pre-1981 and Pre-1987 Statutory Deferral

Prior to the adoption of the Bankruptcy Tax Act of 1980, the scope and
operation of the COD rule was determined exclusively by court decisions
(i.e., common law) and by administrative rulings. The only statutory provi-
sions that dealt with COD were sections 108 and 1017 and their antecedents.
Those statutory provisions did not describe or limit what constitutes COD.
Instead, they provided that in certain circumstances a solvent debtor who
had COD income could elect not to recognize that income to the extent
that the debtor had basis in property.”” The effect of the election was to pre-
vent income recognition and to reduce the debtor’s basis in its property. The
provision applied to corporate debtors and to the debts of individuals that
were connected to that individual’s property that was used in a trade or busi-
ness.”® The amount of COD income that was excluded could not exceed
the basis that the debtor had in its qualified property.” For pre-1981 years,
virtually all of the debtor’s property was qualified, and the allocation of the
reduction of basis to the debtor’s property was subject to an order of priority
set forth in the regulation to section 1017. From 1981 through 1986, only
depreciable property qualified for the basis reduction.* If the amount of debt
forgiven exceeded the debtor’s basis in qualified property, the excess was taxed
as income.”’ As noted below, this elective provision was repealed for years
following 1986.%

Thus, prior to 1980, the determination of what constitutes COD income
was not addressed by statutes. The adoption of the Bankruptcy Tax Act of
1980 amended sections 108 and 1017 so as to provide specified exceptions
to income recognition.*® The amended version of those provisions does not
define what constitutes COD income; that task is still left to common law
and administrative construction. The amended provision establishes a num-
ber of exceptions to COD income treatment some of which are codifications

%See, e.g., Zarin v. Commissioner, 916 F.2d 110 (3d Cir. 1990).

ZLR.C. § 108 (1976) (providing for nonrecognition of COD income in certain circum-
stances); LR.C. § 1017 (1976) (limiting nonrecognition to the extent that the debtor had basis
in the property).

2§ 108 (1976).

#§ 1017 (1976) (“Where any amount is excluded from gross income under section 108
(relating to income from discharge of indebtedness) on account of the discharge of indebtedness
the whole or a part of the amount so excluded from gross income shall be applied in reduction
of the basis of any property held (whether before or after the time of the discharge) by the
taxpayer during any portion of the taxable year in which such discharge occurred.”).

39 See Bankruptey Tax Act of 1980, Pub. L. No. 96-589, § 108, 94 Stat. 3411.

31Rev. Rul. 67-200, 1967-1 C.B. 15, as clarified by Rev. Rul. 70-406, 1970-2 C.B. 16.

3Tax Reform Act of 1986, Pub. L. 99-514, § 143, 100 Stat 2085 (1986).

3 See supra note 30.
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168 SECTION OF TAXATION

of exceptions previously adopted by the courts.’** The 1980 amendment of
the provision retained the election to defer income recognition and reduce
the basis of property.

Sections 108 and 1017 were modified subsequent to the Bankruptcy Tax
Act of 1980.% The Tax Reform Act of 1986 made a number of changes. One
of the changes made was to eliminate the provision that allowed a debtor to
elect not to recognize COD income and instead reduce the basis of prop-
erty.’® So, the general provision for an election to defer income no longer
exists. While there no longer is a provision for a general election of deferral,
an election is permitted for the deferral of certain debts such as a “qualified
acquisition indebtedness” that constitutes “qualified real property business
indebtedness.””

III. Current Statutory Treatment

A. Sections 108 and 1017

As previously noted, the two principal sections that deal with COD issues
are sections 108 and 1017. Section 61(a)(12) provides that gross income
includes “[i]ncome from discharge of indebtedness,”*® but it does not provide
an explanation of what constitutes COD income or what exceptions apply.
Section 108 provides a number of exceptions to the COD rule but does not
define what constitutes COD. Section 1017 provides for the reduction of
the basis of the debtor’s property when certain exclusions of COD income
provided by section 108 are applicable.

The exceptions to COD income that are listed in section 108 are not exclu-
sive. In addition to the statutory exclusions, common law exclusions and the

34 See supra note 30.

ST.R.C. §§ 108, 1017.

%§§ 108, 1017.

7§ 108(c). If the debt was incurred before 1993, it did not have to be an acquisition
indebtedness. § 108(c)(3)(B). The meaning of “qualified real property business indebtedness” is
defined in section 108(c)(3) and the meaning of “qualified acquisition indebtedness” is defined
in section 108(c)(4). The amount of this exclusion is limited to the amount of basis the debtor
had in his depreciable real property that was held immediately before the discharge. § 108(c).
Depreciable property is defined in section 1017(b)(3)(B). The election given in section 1017
for a debtor to treat realty held by him for sale to customers in the ordinary course of his
trade or business as depreciable property does not apply to the qualified real property business
indebtedness exclusion. § 1017(b)(3)(F). The real property business debt exclusion is discussed
infra Part IIL.A.6.

Also, the Code provides an election for a deferral over an eight- or nine-year period for the
reacquisition of certain debt instruments when the reacquisition took place in the year 2010 or
2011. § 108(i). A reacquisition is defined as any acquisition of an applicable debt instrument
by the debtor or a person related to the debtor. § 108(i)(4). An applicable debt instrument
is defined as a debt instrument that was issued by a C Corporation or by another person in
connection with the conduct of a trade or business by that person. § 108(i)(3). Taxpayers who
elected the deferral need to be aware of the numerous circumstances accelerating recognition
of deferred income. This Article does not discuss the deferral provision.

SLR.C.§ 61(2)(12).
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common law application of the exclusions that the statute codified continue
to be available. However, the statute replaces the common law exception for
insolvency, and the exclusion from income for insolvent debtors is deter-
mined exclusively by the statutory provisions.*’

Let us now consider the operation of sections 108 and 1017. While we will
discuss the principal features of those provisions, we will not examine all of
their elements.

1. The Definition of Debr

Section 108 applies only to the cancellation of an “indebtedness” of a tax-
payer.®’ For purposes of that section, an indebtedness or debt of a taxpayer
is defined as an indebtedness for which either the taxpayer is liable or as to
which the taxpayer holds property that is encumbered by that debt.*! In other
words, the term debt includes both recourse and nonrecourse debts.

By its terms, the definition of indebtedness in section 108(d)(1) applies
only for purposes of that section.® The question then arises as to the defini-
tion of indebtedness for purposes of determining the scope of the provision in
section 61(a)(12) treating discharge of indebtedness as income. In a divided
decision, the Third Circuit held in Zarin that the definition of indebtedness
in section 108(d)(1) also applies to the meaning of the term in section 61(a)
(12).® This is still an open question because there is only one divided decision
of a court of appeals on the issue.

2. The Exclusions Provided by Section 108

Section 108(a)(1) lists five discharges of debt that are not included in the
debtor’s gross income. One of those five, the discharge of qualified principal
residence indebtedness, terminated at the end of the year 2014 and so is no
longer applicable.* The other four exclusions are:

(1) the discharge occurs in a Title 11 case,®

(2) the discharge occurs when the debtor is insolvent (the insolvency
exclusion),

(3) the discharged debt is qualified farm indebtedness,”

3§ 108(e)(1).

0§ 108(a)(1).

1§ 108(d)(1)(A)-(B).

2§ 108(d)(1).

“Zarin v. Commissioner, 916 F2d 110, 113 (3d Cir. 1990). For a detailed discussion of the
Zarin case, see infra Part V1.

“For that reason, we will not discuss the section 108(a)(1)(E) exclusion in this article.

“Section 108(d)(2) defines “title 11 case” as a “case under title 11 of the United State Code
(relating to bankruptcy), but only if the taxpayer is under the jurisdiction of the court in such
case and the discharge of indebtedness is granted by the court or is pursuant to a plan approved
by the court.”

“Section 108(a)(1)(B).

“'The qualified farm indebtedness exclusion applies only if the discharge is made by a quali-
fied person per section 108(g)(1).

Tax Lawyer, Vol. 69, No. 1
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(4) The discharged debt is qualified real property business indebtedness.*®

When these several exclusions overlap, there is an order of priority as to
which applies. The bankruptcy or Title 11 exclusion takes precedence over
the other three exclusions.”” That priority is important because, while the
amount of COD that is excludable under the insolvency exclusion is lim-
ited to the amount of the debtor’s insolvency, there is no limitation on the
amount of COD that can be excluded when the debrt is cancelled in a bank-
ruptcy case. Note that while a Title 11 case will often involve an insolvent
petitioner, there is not a complete overlap with insolvency because a debtor
need not be insolvent to file a Chapter 7 voluntary petition in bankruptcy.”
The insolvency exclusion takes precedence over the exclusions for qualified
farm indebtedness and for qualified real property business indebtedness.”!
That priority is important because the scope of the insolvency exception is
more extensive than the reach of the other two provisions. The other two
exclusions can apply to the excess of the COD that is not excluded by the
insolvency provision.

In addition to those four exclusions, section 108 provides several more
exceptions to inclusion of COD income that are discussed later in this paper.
Some of those additional items are codifications of common law exclusions.
Also, except for the insolvency exclusion, the common law exclusions con-
tinue to apply. So, the statutory provisions are not exclusive.

3. The Common Law Insolvency Exclusion

The courts initially held that when a debtor had COD at a time when
he was insolvent, the debtor did not recognize income.” The courts defined
insolvency as the excess of the debtor’s liabilities over the fair market value
of his assets.”® Those cases initially arose in circumstances where the debtor
was insolvent immediately before the COD took place and was still insol-
vent after the debt was forgiven. Those decisions were based on the fact that,
because the debtor was still insolvent, there had been no increase in his net
worth. Of course, the debtor’s negative net worth was reduced by the forgive-
ness, but the courts did not deem that a sufficient reason to tax the debtor.

But what is the tax treatment of a debtor who was insolvent before the
COD but became solvent as a consequence of the forgiveness of the debt?
In that situation, the Board of Tax Appeals (the prior name of what is now
called the Tax Court) held that the debtor recognized gross income for the

“The exclusion for real property business indebtedness does not apply to a debtor that is a
C corporation. § 108(a)(1)(D).

“§ 108(2)(2)(A).

02 CoLLIER ON BankrurTcy € 109.02 (16th ed. 2015).

>'§ 108(2)(2)(B).

528ee, e.g., Dallas Transfer & Terminal Warehouse v. Commissioner, 70 E2d 95, 96 (5th
Cir. 1934).

%3 Id. That definition of insolvency is codified in section 108(d)(3), and so the same defini-
tion is applicable under the statutory treatment of COD.

Tax Lawyer, Vol. 69, No. 1
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cancellation of his debt, but only to the extent of the amount by which he
became solvent.’ In effect, the rule became that a cancellation of a debt of an
insolvent debtor was excluded from income to the extent of the amount of
the debtor’s insolvency immediately prior to the forgiveness. The balance of
the forgiveness constituted ordinary income to the debtor unless some other
exclusion applied. This same rule was adopted by Congress in its statutory
treatment of insolvency and is set forth in section 108(a)(3).”

Under the common law insolvency exclusion that existed prior to 1980,
the amount excluded from the debtor’s income was truly excluded as con-
trasted to a deferral. There were no adverse tax consequences imposed. The
amount of COD that was excluded from gross income did not cause the

loss of any favorable tax attributes the debtor possessed. As we will see, that
changed when the Code was amended in 1980.%¢

4. The Statutory Treatment of Insolvency

a. The Amount Excluded from Income. The common law insolvency
exclusion was replaced in 1980 by a statutory provision. Section 108(a)(1)
(B) excludes from gross income the cancellation of indebtedness of an insol-
vent debtor, but only to the extent of the amount of the debtor’s insolvency
immediately before the debt was forgiven.”” In other words, the insolvency
exclusion will not apply to an amount of the forgiven debt that is equal to the
extent that the aggregate fair market value of the debtor’s assets exceeds the
aggregate of his liabilities immediately after the COD took place. The debtor
will be taxed on that amount unless another exclusion is applicable. That
aspect of the statutory exclusion is no different from the common law rule.

Illustration 1. As of February 5, Year One, Helen had assets with an aggre-
gate value of $40,000. Helen had liabilities totaling $70,000. So Helen was
insolvent in the amount of $30,000. On that date, one of Helen’s creditors, to
whom she owed $20,000, offered to accept a payment of $5,000 in cancella-
tion of that debt. Helen accepted and made the payment. Helen was thereby
forgiven $15,000 of that debt which constituted a cancellation of indebted-
ness. Because, immediately before the COD occurred, Helen was insolvent
by more than the amount of debt that was forgiven, Helen does not recognize
any income from the COD. Helen will incur a reduction of favorable tax
attributes if she possesses any. Note that after the transaction, Helen has assets
of $35,000 and liabilities of $50,000, so she is still insolvent.

Illustration 2. As of July 12, Year One, Randolph had assets with an aggre-
gate value of $115,000, and Randolph had liabilities totaling $135,000. So,
Randolph was insolvent in the amount of $20,000. On that date, a creditor
offered to accept a payment of $25,000 to cancel a debt of $60,000, and

*4See, e.g., Lakeland Grocery Co. v. Commissioner, 36 B.T.A. 289, 292 (1937).
§ 108(a)(3).

>¢See infra Part I11.A.4.b.

57§ 108(a)(3).
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Randolph accepted and made the payment. Randolph had cancellation of
a debt of $35,000, but his insolvency immediately before the transaction
was only $20,000. Consequently, Randolph does not recognize income for
$20,000 of the cancelled debt, but he does recognize income for $15,000 of
the cancelled debt. Randolph will incur a reduction of his favorable tax attri-
butes, if he possesses any, for the $20,000 that was excluded from income.

b. 7he Reduction of Tax Attributes. As noted above, a major change
of the insolvency and bankruptcy exclusions made by the Bankruptcy Act of
1980 is that those exclusions now come with a price. Under section 108(b),
the amount that is excluded from the debtor’s income because of insolvency
(or bankruptcy) reduces specified favorable tax attributes that the debror
possesses.”® To the extent that the debtor’s tax attributes are reduced, the
“exclusion” can be seen as a deferral rather than a pure exclusion from tax
consequence of any kind. However, to the extent that the debtor does not
have sufficient favorable tax attributes to be reduced, the debtor still does
not recognize income for the excluded amount; and so that amount of the
exclusion is not a deferral but can be seen as a pure exclusion. Most provisions
exempting an item from gross income can be classified in either of these two
categories. Either they will constitute a nonrecognition provision in which
the income is deferred to a future date, or they will constitute a pure exclusion
from income with no deferral of tax consequences. The insolvency exception
is somewhat unusual in that it comprises both categories. It will be a nonrec-
ognition provision to the extent that the excluded income causes a reduction
of tax attributes, and it will be a pure exclusion to the extent that it does not
reduce tax attributes.

The statute provides a list of tax attributes to be reduced and provides an
order of priority for their reduction.” Except for the reduction of credits, the
reduction is made on a dollar for dollar basis so that each dollar of excluded
income reduces a dollar of tax attribute.® Credits are reduced on a one-third
basis so that each dollar of excluded income reduces by 33.33 cents of the
relevant credit.®! The order in which tax attributes are reduced is:

(1) Any net operating loss (NOL) for the taxable year and any car-
ryover of a NOL from a prior year are the first items reduced.®® Note
that carrybacks of NOLs from subsequent years are not reduced. The
reduction is made first to the NOL for the current year and then is
applied to the carryovers from prior years in the order in which they
arose.®

58§ 108(b).

2§ 108(b)(2).
0§ 108(b)(3)(A).
61§ 108(b)(3)(B).
62§ 108(b)(2)(A).
63§ 108(b)(4)(B).
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(2) The second item in order to be reduced is the general business
credit carryovers that are provided by section 38 from and to the year
in which the COD occurred.*

(3) The third item in order is the minimum tax credit available at
the beginning of the next taxable year under section 53(b).®

(4) The fourth item in order is any capital loss in the year in which
the COD occurred and any capital loss carryover to that year.®
Note that carrybacks of capital losses from subsequent years are not
reduced. The reduction is made first to the capital loss for the current
year and then is applied to the carryovers of capital losses from prior
years in the order in which they arose.””

(5) 'The fifth in order is the basis of property that the debtor
owns at the beginning of the next taxable year.® When the COD
is excluded by the insolvency provision, all of the debtor’s property
is subject to having its basis reduced. When the COD is excluded
under the bankruptcy provision, no reduction can be made of the
basis of property that is exempt from the reach of creditors under
the federal bankruptcy rules.”” While section 108(d)(10) provides a
cross reference to section 1017(c)(1) for the stated proposition that
no reduction is made in the basis of exempt property of an individual
debtor, the explicit terms of section 1017(c)(1) apply that provision
only to an exclusion of COD pursuant to the bankruptcy exclusion.”

The order of priority for the reduction of the debtor’s basis in his
properties is determined by Regulation section 1.1017-1. There is
a limitation in section 1017(b)(2) on the amount of the debtor’s
basis that can be reduced under this provision, and that limitation is
discussed later in this Article.”! The operation of the basis reduction
rules for the insolvency and bankruptcy exclusion is determined by
section 1017.

(6) The sixth in order is any passive activity loss or credit carryover
under section 469(b) from the year in which the COD occurred.”

(7) 'The last item is the foreign tax credit that is carried over from
or to the taxable year in which the COD occurred.”

c. Election to Change the Order of lax Attribute Reductions. Section
108(b)(5) permits a debtor whose tax attributes are to be reduced to elect to

%$ 108(b)(2)(B).

$ 108(b)(2)(C).

§ 108(b)(2)(D).

7§ 108(b)(4)(B).

SI.R.C. §§ 108(b)(2)(E), 1017(a).
©§§ 108(d)(10), 1017(c)(1).

70[6{.

71 See infra Part I1L.A.4.d.

LR.C. § 469(b).

7§ 108(b)(2)(G).

Tax Lawyer, Vol. 69, No. 1



174 SECTION OF TAXATION

reduce the basis of depreciable property before reducing any other tax attri-
butes. If elected, the debtor’s basis for his depreciable property will be reduced
first. If the amount of reduction to be applied exceeds the debtor’s basis in
his depreciable property, then the excess will reduce his tax attributes in the
normal order. The election is made on the taxable return for the taxable year
in which the discharge occurred unless an extension is granted.”

Depreciable property has the same meaning in section 108 that it has in
section 1017.7 Section 1017(b)(3)(B) defines depreciable property as prop-
erty of a character that is subject to an allowance for depreciation, but only if
a reduction of the basis of that item because of an exclusion of COD would
reduce the depreciation that otherwise would have been allowable for that
item in the next taxable period.

Section 1017(b)(3)(E) grants the debtor an election to expand the scope of
what constitutes depreciable property to include real property that the debtor
holds for sale to customers in the ordinary course of his trade or business.
This election permits the debtor to expand the items that can qualify for the
section 108(b)(5) election to advance the reduction of basis of depreciable
property ahead of other reductions of tax attributes.

d. The Limitation on the Amount of Basis Reduction. One of the tax
attributes reduced by the excluded COD of an insolvent or bankrupt debtor
is the basis of his property. Congress did not wish the imposition of a tax on
the debtor’s subsequent disposition of his property to leave that debtor in a
position where he may not have enough funds available to pay his debts. If
the debtor needed to sell assets to have the cash to pay a debt, a reduction of
basis would increase his tax liability on that sale and might leave him with an
inadequate amount after taxes to satisfy the debt. To prevent that from occur-
ring, Congress set a ceiling on the amount of basis of the taxpayer’s property
that can be reduced under sections 108(b)(2)(E) and 1017.7

Section 1017(b)(2) limits the reduction of basis to be made because of an
insolvency or bankruptcy exclusion from income.”” The amount of reduction
cannot exceed the aggregate of the debtor’s basis in his assets immediately
after the discharge over the aggregate of the debtor’s liabilities immediately
after the discharge. For this purpose, cash is treated as basis.

Illustration. As of March 12, Year One, Sylvia had $23,000 of cash and an
acre of unimproved land with a fair market value of $12,000. Sylvia had no
other assets. Sylvia’s basis in the land was $28,000. Sylvia’s only liability was
a $60,000 recourse debt that she owed to the Friendly Bank. So, Sylvia was
insolvent in the amount of $25,000. The Bank offered to cancel $50,000 of
Sylvia’s liability in exchange for her payment to the Bank of $20,000 cash.
Sylvia accepted and made the payment. By this transaction, the Bank forgave

74§ 108(d)(9)(A).

7§ 108(d)(5).

7*L.R.C. §§ 108(b)(2)(E), 1017.
77§ 1017(b)(2).
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$30,000 of Sylvia’s debt. Because Sylvia was insolvent before the COD in the
amount of $25,000, she excludes that amount of her COD and is taxed on
the remaining $5,000 as ordinary income. Sylvia had sufficient tax deduc-
tions that year that she had no tax liability for the year.

After the transaction, Sylvia had $3,000 of cash and the unimproved land.
Her $28,000 basis in the land is to be reduced under §1017 at the begin-
ning of the next tax year. Because $25,000 of Sylvias COD was excluded
from income, if there were no limitation on the amount of the reduction,
Sylvia’s basis in the land would be reduced by that amount, and she would
have a basis of $3,000 in the land. The statutory limitation prevents that
from occurring.

Immediately after the COD, Sylvia has a liability of $10,000 outstanding.
She has a basis of $28,000 in the lot. She also has $3,000 in cash, which is
treated as basis for this purpose. So, her total basis is $31,000. Her basis in the
land cannot be reduced by more than the difference between her aggregate
basis and her aggregate liability immediately after the COD. Her aggregate
basis is $31,000, and her aggregate liability is $10,000. The difference of
$21,000 is the maximum amount of reduction that can be applied to Sylvia’s
basis in the land. Her $28,000 basis in the land is reduced by $21,000,
and Sylvia will have a basis of $7,000 in the land as of the beginning of the
next year.

As of the beginning of next year, if no other events occurred, Sylvia will
have $3,000 in cash and land with a basis of $7,000. If she were to sell the
land, there would be no tax on $7,000 of the amount realized on the sale
because that is her basis. Thus, the tax system will not prevent Sylvia from
having the $10,000 to satisfy her liability.

An unresolved question in determining the amount of an insolvent debtor’s
liability at the time of a COD and immediately afterwards is whether to
account for the debtor’s income tax liability that has accrued at the time of
discharge (including the tax liability for any income the debtor recognized
by becoming solvent). That issue does not arise on the facts of this problem
because Sylvia’s deductions were such that she had no income tax liability for
that year.

The limitation on the reduction of basis does not apply to basis reduced by
reason of an election under section 108(b)(5) to elevate depreciable property
over other tax attributes in determining the order in which they are to be
reduced.”®

e. The Determination of the Amount of Insolvency. Because insolvency
is defined as the excess of the fair market value of the debtor’s assets over the
aggregate of his liabilities, it is necessary to determine what assets of the debtor
are included in that computation and what liabilities are taken into account.

78§ 1017(b)(2)(B).
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e.l. Exempr Assers. The principal issue in determining the assets
to be included in the computation is whether assets that are exempt by state
or federal law from the claims of creditors are to be included.”

Prior to the 1980 amendments to section 108, the Tax Court held that
assets that are exempted from the claims of creditors by state or federal law are
not taken into account in measuring a taxpayer’s insolvency.® The rationale
was that because those assets were insulated from the claims of creditors, the
discharge of the debt did not free those assets from restrictions. As a conse-
quence of the adoption of the amendments made in 1980, the Tax Court
changed its position on this issue. The Tax Court held that the 1980 codifica-
tion of the insolvency exclusion impliedly expanded the types of assets to be
included in the calculation of insolvency, and so assets exempt from creditors
are to be included in the computation.®! It appears, therefore, that exempt
assets are to be taken into account.

If a debtor has assets that cannot be reached by the debtor to pay his debts,
then those assets should be excluded from the computation of insolvency. In
Shepherd v. Commissioner,®* the question was whether to include the debtor’s
interest in a pension fund in the calculation. The debtor had the right to bor-
row up to 50% of his interest in the fund but otherwise could not currently
reach the fund’s assets.¥ The Tax Court held that the 50% of the fund that
the debtor could borrow was available to the debtor and thus includable in
his assets for determining his insolvency.®* The 50% that he could not borrow
was not available to him and thus excluded from the calculation.®

e.2. Contingent Liabilities. In order for a debtor to be permit-
ted to take a contingent liability into account in determining solvency, the
debtor must show by a preponderance of the evidence that he will be called
upon to pay the contingent obligation.®® If the debtor is able to carry that
burden of proof, he can include the entire amount of the contingent liability
in measuring his solvency. If not, none of the contingent liability is taken
into account. It is an all or nothing proposition. The debtor is not permitted
to take into account a discounted figure reflecting the probability that the
debtor will be called upon to make the payment.’”

7For a discussion of rules concerning determination of the debtor’s assets, see Helen C.
Naimi, 7he Definition of Assets Under the Insolvency Exclusion, 136 Tax Notes (TA) 1035 (Aug.
27,2012).

80 See, e.g., Hunt v. Commissioner, 58 T.C.M. (CCH) 965, T.C.M. (P-H) € 89,660 (1989);
Cole v. Commissioner, 42 B.T.A. 1110, 1113 (1940).

81 See Carlson v. Commissioner, 116 T.C. 87, 104 (2001).

82104 T.C.M. (CCH) 108, 111, 2012 T.C.M. (RIA) € 2012-212, at 1543.

$Id at 111,

84[d.

8Id at 112.

8 See Merkel v. Commissioner, 192 E3d 844, 850 (9th Cir. 1999) (2-1 decision), 4ffg 109
T.C. 463 (1997).

81d. at 850-51.
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e.3. Nonrecourse Liabilities. A nonrecourse debt is a debt which
is secured by property of the debtor but for which the debtor has no personal
obligation to repay. Thus, if the debtor defaults, the creditor’s only recourse is
to levy on the property securing the debt because the creditor cannot require
any payments from the debtor. For the purposes of the COD rules, a nonre-
course debt that is secured by a taxpayer’s property is treated as a debt of the
taxpayer.®® Consequently, the discharge of a nonrecourse debt by a creditor
who was not the seller of the encumbered property can cause COD income
even when the amount of the debt is greater than the fair market value of the
property securing it.”

In determining whether and to what extent a debtor is insolvent, should
the amount by which a nonrecourse debt exceeds the fair market value of the
property that secures the debt (excess nonrecourse debt) be treated as a liabil-
ity of the debtor? Because the creditor cannot collect the excess nonrecourse
debt unless its security increases in value, that portion of the nonrecourse
debt has no effect on the debtor’s solvency and so, with one exception, is
ignored by the Service in determining the extent to which a debtor is solvent
or insolvent.

However, if all or a portion of the nonrecourse debt is discharged, it would
contravene the policy for the insolvency exception if the amount of the non-
recourse debt that was cancelled were ignored in determining the amount
of the debtor’s insolvency. Accordingly, the Service has ruled that, while the
excess nonrecourse debt generally is ignored in determining the debtor’s sol-
vency, the amount of an excess nonrecourse debt that is discharged will be
taken into account.”

Illustration 1. B owns a building with a fair market value of $300,000.
The building is subject to a nonrecourse $250,000 mortgage. B owns other
properties with an aggregate value of $80,000, and B has recourse debts total-
ing $200,000. None of B’s debts is a purchase-money debt and none would
be deductible when paid. A creditor of B cancels $62,000 of B’s recourse
debts for a payment of $12,000, which constitutes a cancellation of $50,000
of indebtedness. Because the amount of B’s nonrecourse debt is less than the
value of its security, it is treated as a liability for purposes of determining B’s
insolvency. Therefore, immediately before the discharge, B was insolvent in
the amount of $70,000. Under section 108, none of the discharged debrt is
income to B, but his tax attributes may be reduced.

S#LR.C. § 108(d)(1)(B).

88ee Rev. Rul. 91-31, 1991-1 C.B. 19. If the nonrecourse debt is a purchase-money debt,
its cancellation typically will be excluded from COD and treated as a price reduction by sec-
tion 108(e)(5). See infra Part 111.A.8.

%8ee Rev. Rul. 92-53, 1992-2 C.B. 48. The application of that position to partnerships is
examined in Revenue Ruling 2012-14, 2012-24 I.R.B. 1012. The latter ruling provides that,
when the excess nonrecourse debt of a partnership is discharged, each partner is allocated his
share of that discharged debt in determining whether the partner is insolvent.
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Illustration 2. The same facts as in Illustration 1, except that: (1) the
amount of the nonrecourse debt secured by the building is $450,000, and
(2) the value of B’s other assets (i.e., his assets other than the building) is
$180,000. To the extent that the nonrecourse debt exceeds the fair market
value of the building (it exceeds that value by $150,000), it is not treated as
a liability of B’s for purposes of applying the insolvency exception. So, before
the discharge occurred, B’s assets had a value of $480,000, and his liabilities
totaled $500,000 ($200,000 recourse debts and only $300,000 of the non-
recourse debt is counted as a liability). Because B was insolvent by $20,000
immediately before the discharge of $50,000 of his recourse debts, $20,000
of that discharge is not included in B’s income, and the remaining $30,000 is
recognized as ordinary income.

Illustration 3. The same facts as those in Illustration 2 except that in
addition to the discharge of $50,000 of the recourse debts, on the same day,
the creditor of the nonrecourse debt forgave $150,000 of that debt. After
the cancellation of $150,000 of the nonrecourse debt, the balance of that
debt ($300,000) equaled the fair market value of the building that secured
it. The entire amount of the nonrecourse debt that was discharged was excess
nonrecourse debt. If the excess nonrecourse debt that was discharged were
not treated as a liability of B’s, the discharge of that amount would cause B
to recognize an additional $150,000 of ordinary income. B would have been
insolvent in the amount of only $20,000 immediately prior to the discharge
of $200,000 of debts ($50,000 recourse debts and $150,000 nonrecourse
debt), and so B would recognize $180,000 of income from those discharges.
But after the discharges were completed, the value of B’s assets would exceed
the amount of his liabilities by only $30,000, and so B would have only
that amount available to pay the taxes on the COD income. That would
contravene the congressional policy for the insolvency exclusion to limit the
amount of COD income to the amount of net asset value the debtor has
after the discharge. It would be unfair to treat the cancellation of the excess
nonrecourse debt as COD and not treat that debt as a liability of the debtor.
Accordingly, the entire $150,000 of excess nonrecourse debt that was can-
celled is treated as a liability of B’s. The amount of B’s insolvency immediately
prior to the discharges was $170,000, and so that amount of the $200,000
discharged debts is excluded from B’s income. Only the remaining $30,000
of discharged debts is recognized as income.

e.4. Tax Liability. To what extent, if any, are the debtor’s tax
liabilities that have accrued at discharge to be taken into account in deter-
mining his insolvency? To what extent are the debtor’s accrued tax liabil-
ities (including the tax on any income the debtor recognized because the
COD made him solvent) existing immediately after the discharge taken into
account in applying the limitation on basis reduction provided by section
1017(b)(2)? The amount of the debtor’s tax liability will not be known until
after the end of the taxable year because it can be affected by subsequent
events in that year. All of the events that will determine the amount of the tax
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liability have not occurred at the time of the discharge. Because the all events
test is not met, the debtor’s tax liabilities have not accrued for tax purposes.
Nevertheless, it seems that the tax liabilities should be taken into account in
determining solvency. They are liabilities that arise from events occurring at
or prior to the discharge, and they can be determined at the end of the year.

e.5. The Bankruptcy Exclusion. The bankruptcy (Title 11)
exclusion requires the same reduction of tax attributes in the same manner as
applies to the insolvency exclusion.” The principal difference in the opera-
tion of this exclusion from the insolvency exclusion is that the amount of
COD to be excluded for a discharge in a bankruptcy case is not limited to the
insolvency of the debtor. Regardless of whether the debrtor is solvent after the
debts are forgiven in a bankruptcy case, the total amount forgiven is excluded
from income.” Another difference is that the basis of property that is exempt
from the reach of creditors under federal bankruptcy law cannot be reduced
because of the exclusion of COD under the bankruptcy exclusion.”

The bankruptcy exclusion is given priority over all of the other exclusions.”

e.6. The Qualified Real Property Business Exclusion. If a debtor
(other than a C corporation) elects, the cancellation of a qualified real prop-
erty business indebtedness is excluded from income.” The amount excluded
is subject to two limitations.

First, as to any single qualified real property business indebtedness (defined
below), the amount excluded cannot exceed the difference between the prin-
cipal amount of that debt immediately before the discharge and the fair mar-
ket value of the realty that it secures.” The fair market value of such realty
must first be reduced by any qualified real property business indebtedness
securing that property that is not discharged in the transaction.” In other
words, the exclusion from income for the discharge of any one qualified debt
can apply only to a reduction of the excess of the amount of that debt over
the net value of the realty that secures it.

In addition to the limitation on each single qualified debrt, there is an overall
limitation on the amount excludable under this provision. The total amount
excluded cannot exceed the aggregate bases of depreciable real property that
the debtor holds immediately before the discharge (other than realty acquired
in contemplation of the discharge).” The bases of the debtor’s depreciable
realty must first be reduced by the reductions required for the insolvency and
bankruptcy exclusions and by the reduction for the qualified farm exclusion.”

71§ 108(b)(1).

2§ 108(a)(1)(A).
PLR.C. § 1017(c)(1).
71§ 108(2)(2)(A).

7§ 108(2)(1)(D).

°§ 108(c)(2)(A).

7§ 108(c)(2)(A) (ii).
8§ 108(c)(2)(B).

”§ 108(c)(2)(b).
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The amount of qualified real property business indebtedness that is excluded
under this provision will reduce the debtor’s basis in his depreciable realty.'®
The reduction of basis of depreciable real property is determined under the
provisions of section 1017.'°" While section 1017(b)(3)(E) permits a debtor
to elect to treat real property held for sale to customers in the ordinary course
of a trade or business as depreciable property, that provision does not apply to
the real property business indebtedness exclusion.'**

The exclusion for the forgiveness of qualified real property business indebt-
edness is an elective provision.!”® The election must be made on the debt-
or’s return for the year in which the discharge occurred unless the Service
grants an extension.'® The standards that the Service employs in determining
whether to grant an extension are set forth in Treasury Regulation sections
301.9100-1 through 301.9100-3. In general, in addition to an automatic
extension granted in certain circumstances by Treasury Regulation section
301.9100-2, the standard for granting an extension is that “the taxpayer acted
reasonably and in good faith and that the grant of the extension will not prej-
udice the interests of the Government.”'* One situation in which a taxpayer
is deemed to have acted reasonably in good faith is if he relied on the advice
of a qualified tax professional whose competence he had no reason to doubr,
and the tax professional failed to make the election or advise the taxpayer to
do so.'%

The qualified real property business exclusion is not available to a debtor
that is a C corporation.'”

A qualified real property business indebtedness is a debt incurred or
assumed by the debtor in connection with real property that is used in a trade
or business and is security for that debt. It is treated as such indebtedness only
if an election is made. If the debt was assumed or incurred by the debtor after
1992, it will not qualify unless it is qualified acquisition indebtedness.'”® Prior
to 1993, the debt was not required to be an acquisition indebtedness. A debt
that constitutes qualified farm indebtedness will not be qualified real prop-
erty business indebtedness.'” A qualified real property business indebtedness
includes a debt resulting from the refinancing of a qualified real property

10T R.C. §§ 108(c)(1), 1017(b)(3)(F).

101§§ 108(c)(1), 1017(b)(3)(F).

102§ 1017(b)(3) (F) i)

19§ 108(c)(3)(C).

104§ 108(d)(9)(A).

®Reg. § 301.9100-3(a).

'%Reg. § 301.9100-3(b). For an example where an extension was granted, see PL.R. 2014-
32-009 (Apr. 21, 2014).

17§ 108(a)(1)(D).

108§ 108(c)(3).

1§ 108(c)(3)(C).
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business indebtedness, but only to the extent that the amount of the refi-
nanced debt does not exceed the amount of the debt that was refinanced."

Qualified acquisition indebtedness is a debt incurred or assumed to acquire,
construct, reconstruct, or substantially improve real property that is used in a
trade or business and is security for that debt.'"!

The bankruptcy, insolvency, and farm exclusions are given priority over
the qualified real property business exclusion.'? Section 108(e)(5)(C) gives
the qualified real property business exclusion priority over the exclusion for
purchase-money debt reductions.'”?

As noted above, a debt that otherwise would constitute a qualified real
property business indebtedness will not qualify if it also constitutes quali-
fied farm indebtedness.'* But a qualified farm indebtedness is not excluded
from income unless the creditor who forgave the debt constitutes a “quali-
fied person” as defined in section 108(g)(1)(B).'" As literally written, the
statute would disqualify for any exclusion a real property business indebt-
edness which is also a qualified farm indebtedness when the latter debt is
not excluded from income because the creditor was not a qualified person.
That literal language is contrary to the legislative purpose, which was merely
to give the farm exclusion priority over the qualified real property business
exclusion. It is unlikely that Congress intended to deny any exclusion for the
discharge. It seems likely that the statute will be construed to allow the exclu-
sion under the qualified real property business provision in that circumstance.

e.7. The Farm Exclusion. A discharge by a qualified person of a
qualified farm indebtedness is excluded from the debtor’s income."'® Subject
to two exceptions, a qualified person is one who is actively and regularly
engaged in the business of lending money and who is not a person related
to the debtor."” In addition, a qualified person includes any federal, state or
local government or agency or instrumentality thereof.''®

The insolvency and bankruptcy exclusions have priority over the qualified
farm exclusion, but the latter has priority over the qualified real property
business exclusion.

A debt is a qualified farm indebtedness if it is incurred directly by the
debtor in connection with his operation of the trade or business of farming
and if at least 50% of the aggregate gross receipts of the debtor for the three

119§ 108(c)(3)(C). If a pre-1993 qualified real property business indebtedness that was not
a qualified acquisition indebtedness is refinanced after 1992, the refinanced debt will qualify
even though it is not a qualified acquisition debt.

11§ 108(c)(4).

12§ 108(2)(2)(A)-(B), (0)(3).

113 See supra Part IILA.8.

114§ 108(c)(3).

1§ 108(g)(1)(A).

11§ 108(2)(1)(C).

17§ 108(g)(1)(B).

15 108(g)(1)(B).
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taxable years prior to the year in which the discharge occurred “is attributable
to the trade or business of farming.”'"?

There is a limitation on the amount that can be excluded under this pro-
vision. The amount excluded from income cannot exceed the sum of the
adjusted tax attributes of the debtor and the aggregate bases of “qualified
property” as of the beginning of the taxable year following the year in which
the discharge occurred.'*® The adjusted tax attributes are the attributes listed
in section 108(b)(2) (i.e., those subject to reduction because of the bank-
ruptcy or insolvency exclusion) except for the basis of the debtor’s property
and a modification of the amount of credits taken into account.'! In calcu-
lating the amount of the adjusted tax attributes, they are first reduced by the
reductions caused by the insolvency exclusion.'” Qualified property is any
property that is used or held for use by the debtor in a trade or business or
for the production of income.'?® The basis of qualified property that can be
used for this purpose is first reduced by any reduction required because of the
application of the insolvency exclusion.'*

The amount excluded by this provision reduces the tax attributes listed in
section 108(b)(2) in the same manner as the reductions for the insolvency
and bankruptcy exclusion are applied.'” However, the reduction of basis of
the debtor’s property applies only to the basis of qualified property.'*® The
order in which the basis of qualified property is reduced is: (1) depreciable
property, (2) land used or held for use in trade or business of farming, and (3)
other qualified property.'?’

e.8. Purchase-Money Debt. Prior to the Bankruptcy Act of
1980, courts held that a discharge of a debt that was incurred as part of the
purchase of property and was owed to the seller constituted a reduction of
the purchase price of the encumbered property.'?® The Tax Court restricted
the doctrine to situations where the amount of the debt was greater than the
value of the property, and only the cancellation of the excess amount of the
debt could be treated as a price reduction.'®’ That limitation does not apply
to the provision as codified in the Code by the Bankruptcy Act of 1980. In

7§ 108(g)(2).

5 108()3)(A).

121§ 108(g)(3)(B). It would seem the reason that the basis of property is deleted from the
list of tax attributes, which are part of the limitation on the amount that can be excluded
from income, is to restrict the limitation’s use of the basis of property to the basis of “qualified
property.”

12§ 108(g)(3)(D).

3§ 108()(3)(C).

124See § 108(g)(3)(D).

125§ 108(b)(1).

26T, R.C. § 1017(b)(4)(A)(i).

127§ 1017(b)(4)(A)(ii).

128 See, e.g., Montgomery v. Commissioner, 65 T.C. 511, 521 (1975); L.D. Coddon &
Bros., Inc. v. Commissioner, 37 B.T.A. 393, 397 (1938).

12 See e.g., Montgomery, 65 T.C. at 521; L.D. Coddon ¢ Bros. Inc., 37 B.T.A. at 398-99.
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several acquiring cases, courts held that the doctrine would be applied only
with proof that the value of the property had declined and that the seller and
the debtor had negotiated over the cancellation as a reduction of the selling
price.” Those requirements do not apply to the statutory adoption of the
doctrine. The result of this doctrine was to reduce the debtor’s basis in the
encumbered property and to prevent the cancellation from being treated as
income to the debtor. The doctrine was applied in several cases when the
creditor of the debt was not the person who sold the property,'' but that
position is not likely to be followed now.

When the creditor and the seller of the property are the same person—a
requirement for the application of the doctrine—the doctrine can be seen as
an example of the transactional approach to the COD rules. When the debtor
purchased the property, he obtained a basis that included the debt that he
owed to the seller.’®* It was assumed that he would pay that debt, and so the
amount of the debt constituted part of his purchase price and was included in
his basis. When part or all of the debt is discharged, it becomes clear that he
will not pay that amount. Because the debt was owed to the seller, a reduction
of the debt amounts to a reduction of the price paid for the property. Rather
than to treat the discharge as income to the debtor, the cancellation can be
seen as a retroactive adjustment to the price payable for the property. This is
a generous application of the transactional approach because the additional
basis the debtor obtained may have provided him with tax benefits in the
years prior to the discharge. If the purchased property were a building, the
debtor would have had greater depreciation deductions in the intervening
years than if his initial basis in the building had not included the discharged
amount of the debt.

This doctrine concerning the discharge of a purchase-money debt was
codified with some modifications in the 1980 amendment of section 108.
Section 108(e)(5) provides that the reduction of a purchase-money debt of a
solvent debrtor is treated as a reduction of the property’s purchase price.'** A
purchase-money debt is a debt owed to the seller of the property as part of its
purchase. It does not refer to a debt incurred in the purchase that is owed to
someone other than the seller. The statute does not require that the property’s
value be less than the outstanding debt. If the seller was the original creditor,

130See Commissioner v. Coastwise Transportation Corp., 71 F2d 104 (Ist Cir. 1934). See
also Amphitrite Corp. v. Commissioner, 16 T.C. 1140 (1951) (Acq).

131See, e.g., Fulton Gold Corp. v. Commissioner, 31 B.T.A. 519 (1934). The Service rejected
the holding of that case in Revenue Ruling 91-31, 1991-1 C.B. 19. See also Hirsch v. Commis-
sioner, 115 E.2d 656 (7th Cir. 1940) (COD was excluded under the purchase-money debt rule
where the debt had been refinanced so that the creditor was not the seller); Freedom News-
papers, Inc. v. Commissioner, 34 T.C.M. 1755 (1977); Brown v. Commissioner, 10 B.T.A.
1036 (1928).

132See Crane v. Commissioner, 331 U.S. 1, 11 (1947).

133§, Rep. No. 96-1035, at 12-13 (1980), Bankruptcy Tax Act of 1980, Pub. L. No. 96-589,
§ 108(e)(5), 94 Stat. 3389, 3393 (1980).
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but had transferred the debt to a third party before the discharge took place,
the statutory provision will not apply. Nor will it apply when prior to the
discharge the property was transferred by the buyer to a third person. Also,
even if the seller is the creditor, if the cancellation occurred for reasons other
than an agreement between the buyer and the seller, such as the expiration of
the statute of limitations, section 108(e)(5) will not apply.'**

All of the other exclusions from income take priority over the purchase-
money debt exclusion.'®

The question arises as to whether the statutory provision is not exclusive so
that the cases'*® applying the doctrine to a debt owed to a third party could be
applicable. Even if the common law on this doctrine is still viable, it is virtu-
ally certain that it will not apply to a debt owed to a third party who is not
the seller.’” In Part VI.B. of this Article, we point out one situation in which
a cancellation of such a debt to a third party might be excluded from income,
but the prospects for prevailing on that issue are not good.

Section 108(e)(5)(B) states that the purchase-money exclusion does not
apply if the reduction occurs in a Title 11 case or when the debtor is insol-
vent.' The apparent purpose of that exception is to give priority to the
insolvency and bankruptcy exclusions so that the reduction of tax attributes
caused by those provisions will apply instead of a price reduction. However,
it appears that the exception is redundant because section 108(e)(5)(C)
apparently grants all the other exclusions priority over the purchase-money
exclusion.'”’

That raises a question as to what should be the treatment of a cancella-
tion of a purchase-money debt of a debtor who was insolvent but became
solvent as a result of the cancellation. The insolvency exclusion will not apply
to the discharged debt to the extent that the debtor became solvent. Will
the amount that is not excluded by the insolvency exception be excluded by
section 108(e)(5)? The express language of section 108(e)(5) provides that
it applies only if the purchaser is not insolvent when the reduction of the
debt occurred. Yet, it is one thing to give priority to the insolvency exclusion
and quite another to cause income recognition because of a limitation on
that exclusion. It seems plausible that the purchase-money debt exclusion will
apply to the amount not excluded by the debtor’s insolvency.

Illustration 1. In Year One, Hilda purchased an apartment building. Hilda
paid $200,000 cash and took the building subject to an $800,000 mortgage.
Hilda’s initial basis in the building was $1,000,000. In Year Six, the mort-
gagee agreed to cancel $200,000 of the mortgage debt in exchange for Hilda’s

134G, Rep. No. 96-1035, at 16-17 (1980).

T.R.C. § 108(e)(5)(C).

*Hirsch v. Commissioner, 115 E2d 656 (7th Cir. 1940); Fulton Gold Corp. v. Commis-
sioner, 31 B.T.A. 519 (1934).

137 See, ¢.g., Preslar v. Commissioner, 167 E3d 1323 (10th Cir. 1999).

138 See id.

1§ 108(e)(5)(B).
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payment of $50,000, and that took place. Immediately before the discharge
took place, the adjusted basis of the building was $800,000; and the out-
standing balance of the mortgage was $700,000. The mortgagee was not the
person who sold the property to Hilda. Hilda was solvent when the discharge
took place. Section 108(e)(5) does not apply to the discharge, and Hilda will
have $150,000 of income unless some other exclusion applies (such as the
qualified real property business exclusion).'*

Illustration 2. In Year One, Frank purchased an office building from Alice.
Frank paid Alice $200,000 cash and took the property subject to a $800,000
nonrecourse debt that is owing to Alice. Thus, Alice loaned Frank $800,000
to finance his purchase of the property. In Year Six, Alice cancelled $200,000
of the nonrecourse debt in exchange for Frank’s payment of $50,000. Frank
was solvent when the discharge took place. Immediately before the discharge
took place, Frank’s adjusted basis in the property was $800,000, the out-
standing balance of the nonrecourse debt was $700,000. The property had a
value of $900,000 at that time. Section 108(e)(5) precludes any recognition
of income by Frank on the cancellation of the debt. Instead, Frank’s basis in
the building is reduced by the $150,000 discharge to $650,000. The fact the
property had a value that was greater than the amount of the outstanding
debt does not prevent the application of section 108(e)(5).

Illustration 3. The same facts as those stated in Illustration 2, except
that, immediately before the discharge took place, Frank was insolvent in
the amount of $100,000. As a result of the discharge, Frank became solvent
in the amount of $50,000. So, of the $150,000 debt that was discharged,
$100,000 is excluded from Frank’s income by the insolvency exclusion; that
amount will reduce Frank’s tax attributes. The remaining $50,000 of the dis-
charged debt is not excluded by the insolvency provision. Can that $50,000
of discharged debt be excluded by section 108(e)(5)? While the literal lan-
guage of that provision would seem to prevent its application, the question
is unresolved.

e.9. Discharge of a Deductible Liability. Section 108(e)(2) pro-
vides that the discharge of a debt that would have been deductible when paid
is excluded from the debtor’s income.'*! The genesis of this statutory rule is
a 1977 Tax Court decision involving the meaning of the word “liability” in
the application of a corporate tax statute.'*? In Focht, the Tax Court held that
liability in that statute did not include an obligation to make a payment that
would be deductible when paid.'*® Congress codified this holding in 1978

19Note that if the qualified real property business exclusion were elected, it would have
taken priority over the purchase-money debt exclusion even if the latter had otherwise applied.
See § 108(e)(5)(C).

141§ 108(e)(2).

2Focht v. Commissioner, 68 T.C. 223 (1977) (reviewed by the court). The corporate tax
statute at issue was section 357(c).

13 Focht, 68 T.C. at 238.
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with Code sections 357(c)(3) and 358(d)(2)."* The same concept has been
adopted in the partnership tax area by administrative ruling and in the COD
area through section 108(e)(2).

A question can arise as to the meaning of the statutory requirement that
the “payment of the liability would have given rise to a deduction.” Typically,
there will not be a problem in applying section 108(e)(2) because either the
liability would be a nonitemized deduction when it was paid or the debtor is
a corporation. But what if the debtor is an individual and the payment of the
liability would have been an itemized deduction? In our view, all the statute
requires is that a payment of the liability would come within a provision for
a deduction, regardless of whether it would be fully deductible in specific
circumstances. A contrary construction would be too difficult to administer.
The question is unresolved.

The Focht case arose in the context of a transfer of assets and liabilities by
a cash method taxpayer to a corporation in which the nonrecognition provi-
sion of section 351(a) generally prevents income recognition.'® Some of the
liabilities were accounts payable that would be deductible expenses when paid
by the cash method taxpayer.'® It was the transferee corporation’s assumption
of those liabilities that the Tax Court held did not cause income to the tax-
payer.'¥” But what is the tax treatment to the transferee of the liabilities when
the transferee pays them?

One might expect that the transferee who receives a deductible liability as
part of a purchase of assets would not be permitted to take a deduction for the
payment of that liability. The acceptance of the liability would be part of the
purchase price, and so the payment of that liability would be pursuant to the
purchase of the assets and treated as a capital expenditure. But in the context
of a transfer to a controlled corporation as part of an exchange that is granted
nonrecognition by section 351(a), it was determined that the purposes of
that nonrecognition provision would be frustrated if the transferee were not
permitted to deduct the payments. Accordingly, the Service has ruled that the
transferee can deduct the payment of the liabilities.'*®

Permission for a transferee of a deductible liability to deduct its payment
should be restricted to circumstances where that treatment accords with the

44Revenue Act of 1978, Pub. L. No. 95-600, § 365, 92 Stat. 2763 (codified as amended at
LR.C. §§ 357(c)(3), 358(d)(2)).

195 See Focht, 68 T.C. at 226.

146 See id. at 229.

197 See id. at 237-38.

'“8Rev. Rul. 80-198, 1980-2 C.B. 113. See also Rev. Rul. 95-74, 1995-2 C.B. 36 (afiirming
Revenue Ruling 80-198).
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legislative purpose of a specific provision such as section 351 exchanges. In
more ordinary circumstances, the transferee will not be allowed a deduction.'#

e.10. Purchase of Debt by a Person Related to the Debtor. Section
108(e)(4) treats an acquisition of a debt by a person who is related to the
debtor as if it were an acquisition by the debtor himself. Consequently, the
acquisition can give rise to COD income if the price paid is less than the
amount owing on the debt. The statute defines who constitutes a related
person for this purpose. Related persons include: (1) an individual and the
spouse, children, grandchildren, and parents of the individual (and spouses of
the individual’s children and grandchildren); (2) an individual and a corpora-
tion in which the individual owns more than 50% of the value of the stock;
and (3) a grantor or beneficiary of a trust and the fiduciary of that trust.”™
The section 108(e)(4) mandate for a constructive purchase of the debt by
the debtor does not apply when the related party purchases the debt from a
person who also is related to the debtor."!

The obvious purpose of this provision is to prevent a debtor from circum-
venting the discharge of indebtedness rules by having his debt acquired by a
person who is closely related to him. While the debtor remains liable for the
repayment of the entire debt, the excess of the debt over what was paid for it
may represent a gift from the debtor to the related person or a contribution
to its capital. Alternatively, the related person may simply never collect the
debt and never cancel it.

The related person who acquired the debtis referred to herein as the “holder.”
Although the transaction is treated as if the debtor acquired the debt, the debt
is still outstanding in the hands of the holder. How is that outstanding debt to
be treated? The treatment is described in Treasury Regulation section 1.108-
2. In general, the outstanding debt is treated as cancelled in exchange for a
new debt from the debtor to the holder. The new debt is treated as having
been issued for a price equal to the basis that the holder has in the debt if
the holder acquired the debt by purchase on or less than six months prior to
the “acquisition date.” The acquisition date is described below. If the holder
did not acquire the debt by purchase on or within that six-month period, the
issue price is equal to the fair market value of the debt at the acquisition date.
If the principal amount of the debt exceeds the constructive issue price so that
the debtor has COD, the excess is treated as original issue discount (OID)
regardless of whether the COD is excluded from the debtor’s income under

9 Compare David R. Webb Co. v. Commissioner, 77 T.C. 1134 (1981), affd, 708 E2d
1254 (7th Cir. 1983) (denying a deduction in such a case), wizh Commercial Sec. Bank v.
Commissioner, 77 T.C. 145 (1981) (allowing a transferee who assumed a debt to deduct its
payment). The latter decision is questionable because the liability was assumed as part of the
purchase price of assets and should have been capitalized.

PLR.C. § 108(e)(4)(B). That is an incomplete list of who constitutes a related person.

'>TReg. § 1.108-2(b).
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section 108(a).'” The OID may be deductible by the debtor and included in
the holder’s income under sections 163 and 1272.

When a debt is acquired by a person related to the debtor, that is a “direct
acquisition.” A direct acquisition occurs on the date that the debt is acquired
by the holder. But what if the holder acquired the debt when he was not
related to the debtor and became related subsequently? If the holder acquired
the debt in anticipation of becoming related to the debtor, that is covered by
the statute and is referred to as an “indirect acquisition.” An indirect acquisi-
tion occurs on the date that the holder becomes related to the debtor. The
“acquisition date” is the date on which either a direct or an indirect acquisi-
tion occurs.'”

The regulations provide criteria for determining whether a person acquired
a debt in anticipation of becoming related to the debtor.”* If the holder
acquired the debt within six months prior to becoming related, he is treated
as having acquired the debt in anticipation of becoming related to the debt-
or.””> Otherwise, the determination is made on the basis of the facts and
circumstances that are present.'™ If the holder acquired the debt more than
six months before the holder became related but within 24 months, he is
required to make certain disclosures on an attachment to his tax return.”” In
addition to other penalties, a failure to disclose will create a presumption that
the holder acquired the debt in anticipation of becoming related to the debt-
or."”® This presumption can be rebutted by presenting facts and circumstances
that clearly establish the holder did not anticipate a relationship.

The treatment in section 108(e)(4) of a related person’s purchase of a debt-
or’s debt does not apply to a direct or indirect acquisition of a debt with a
stated maturity date not greater than one year after the acquisition date, pro-
vided that the debt is actually retired on or before its maturity date.'

e.11. Student Loans. The discharge of certain student loans will
not cause the debtor to recognize income if the discharge is pursuant to a pro-
vision in the loan agreement that all or a portion of the debt will be cancelled
if the student worked for a specified period of time in certain professions for
a broad class of employers.'® To qualify, the purpose of the loan must be to
assist the student in attending a qualified educational institution, and the
lender must be an entity that is one of those listed in section 108(f)(2)."' The

2Reg. § 1.108-2(g)(1).

153Reg, § 1.108-2(d)(1).

l54R6:g. § 1.108-2(c).

5Reg. § 1.108-2(0)(3).

>*Reg. § 1.108-2(c)(2).

'’Reg. § 1.108-2(c)(4) (noting, also, that there are other circumstances in which a disclo-
sure is required).

P8Reg. § 1.108-2(c)(2), (4).

'Reg. § 1.108-2(e).

10T R.C. § 108(f).

' For example, the loan must be made by, among others, the government, a public benefit
corporation or an educational organization. § 108(f)(2).
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exclusion does not apply if the student is required to perform services for the
same educational institution making the loan to the student.'®

The 2004 American Jobs Creation Act added subsection (f)(4) to section
108, and the Affordable Care Act of 2010 expanded that subsection. The
subsection excludes from income amounts received under specified federal
and state loan forgiveness or repayment programs designed to increase health
care services in underserved areas.

e.12. Effect on the Creditor. A creditor may have tax conse-
quences when it cancels a debt. For example, the creditor may be entitled to
a bad debt deduction, have made a gift for which a gift tax return is required,
or have paid a dividend to the debtor or made a contribution to the debtor’s
capital. If the creditor is a certain financial entity or government unit, and if
the amount discharged is $600 or more, the creditor may be required by sec-
tion 6050P to file a return disclosing certain information.

If both principal and interest were owing on a debt that was partially dis-
charged, the creditor and the debtor are permitted to determine by their
agreement how much of the discharged debt was principal and how much
was interest.'®® The tax treatment of a creditor when a corporate debtor trans-
fers its stock in exchange for a cancellation of its debt, or a partnership trans-
fers an interest in that partnership in exchange for a cancellation of its debt,
is discussed in Part III.C. of this Article.

e.13. Recapture of Ordinary Income. As noted, COD income
is recognized as ordinary income. An exclusion of COD income causes a
reduction of tax attributes, which constitutes a kind of deferral of the tax con-
sequence of the COD. If the tax attribute that is reduced is a net operating
loss or a tax credit, the deferred tax consequence will be of the same character
as the excluded income.'** On the other hand, if the tax attribute reduced is
a net capital loss carryover, it will not be of the ordinary income character of
the excluded COD income. The current tax law does nothing to prevent the
change of character from occurring in that circumstance.

The same change of character might occur if the tax attribute reduced is the
basis of property. The reduction of basis of depreciable property will cause a
loss of ordinary deductions, and so the character of the deferral will be con-
sistent with the excluded income. However, if the property whose basis was
reduced is sold or exchanged, the gain (or part of the gain) recognized might
be a capital gain or a section 1231 gain. The Code addresses that situation
by requiring that the gain on a disposition of the property attributable to the
reduction of basis be treated as ordinary income and thereby correlated with
the COD gain that was excluded from income. This is accomplished by uti-
lizing the recapture of depreciation rules applied by section 1245.

102§ 108(f)(3).

163 See Estate of Hagen v. Commissioner, 28 T.C.M. (CCH) 341, 345-46, T.C.M. (P-H)
969,059 (1969).

4T R.C. §§ 61(a)(12), 1221.

Tax Lawyer, Vol. 69, No. 1



190 SECTION OF TAXATION

Section 1017(d) provides that any property whose basis is reduced under
that section and that is neither section 1245 property nor section 1250 prop-
erty will be treated as section 1245 property. Moreover, any reduction of
basis in that property under section 1017 will be treated as a deduction that
was allowed for depreciation. As a consequence, the amount of the reduction
of basis for the COD income will be recaptured as ordinary income to the
extent of gain recognized on the property disposition.

Ilustration. In Year One, Paula had $10,000 of COD, all of which was
excluded from her income because she was insolvent. The only tax attribute
that Paula had was her $60,000 of basis in stock of the X corporation. Although
Paula was still insolvent immediately after the discharge, her basis in her X
stock exceeded her aggregate liabilities by more than $10,000. Consequently,
the limitation on the reduction of basis in section 1017(b)(2) was inappli-
cable. As a consequence of the exclusion of the COD income, Paula’s basis in
her X stock was reduced to $50,000 at the beginning of Year Two.

In Year Six, Paula sold her X stock for $80,000, which was its value. Paula’s
basis in the X stock was still $50,000, so she recognized a gain of $30,000.
If the exclusion from income of the COD had not taken place, the X stock
would be a capital asset, and Paula would have recognized a long-term capital
gain of $20,000. Instead, because of section 1017(d), Paula must treat the
stock as section 1245 property, and she must treat the $10,000 reduction
in basis as depreciation deductions that were allowed. As a result, Paula will
recognize ordinary income of $10,000, and she will have a long-term capital
gain of $20,000.

B. S Corporations and Partnerships

1. § Corporations

Section 108(d)(7)(A) states that the determination of the applicability of
the exclusions for insolvency, bankruptcy, qualified farm indebtedness, and
qualified real property business indebtedness for the COD of an S corpora-
tion is made at the corporate level and not at the shareholder level. Also, it is
the tax attributes of the S corporation that are reduced because of any exclu-
sion.'®™ As a consequence of a 2002 amendment of that statutory provision,
the COD excluded from the S corporation’s income is not passed through to
its shareholders and so does not increase the basis of their stock under sec-
tion 1366(a).'*® That 2002 amendment overturned the 2001 decision of the
Supreme Court in Gitlitz that allowed the shareholders to increase their stock
basis by their share of the excluded income.'®’

The S corporation’s income, loss, deductions, and credits for the tax-
able year pass through to its shareholders under section 1366(a) before any

1§ 108(d)(7)(A); Reg. § 1.108-7(d)(1).
166 Spe Preamble to T.D. 9469, 2009-48 C.B. 687.
197 Gitlitz v. Commissioner, 531 U.S. 206 (2001).
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reduction of those tax items is made as a consequence of the exclusion of the
corporation’s COD.'®®

Under section 1366(d)(1), when an S corporation has a loss in a taxable
year that passes through to its shareholders, a shareholder can deduct the
loss that passed through to him only to the extent that he has a basis in the
corporation’s stock or in a debt owed to him from the corporation.'® Any
nondeductible losses can be carried forward to subsequent years."”? If an S
corporation has excluded COD in a taxable year, that can cause the termina-
tion of some of the losses that had passed through to the shareholders but
which the shareholders have to carry forward because of their lack of basis in
the corporation’s stock or debt. The manner in which the Code does this is
described below.

If, in the taxable year in which an S corporation had COD excluded from
income under section 108(a), other than by the real property business exclu-
sion, a shareholder had a loss that passed through from the corporation (either
in that year or as a carryover from a prior year), and if the shareholder was pre-
vented from deducting all or any part of that loss because of his lack of basis
in stock or debt of the corporation, the shareholder’s disallowed deduction
for that loss is treated as a net operating loss (NOL) of the S corporation for
purposes of determining the corporation’s tax attributes that are to be reduced
because of the exclusion of the COD from income."”! The constructive net
operating loss (NOL) of the corporation is then reduced by the excluded
COD, except it is not reduced by COD that is excluded under the real prop-
erty business exclusion.'”* If the constructive NOL of the corporation exceeds
the amount of reduction, then the amount of the remaining constructive
NOL is allocated among the shareholders. Each shareholder’s portion of
the remaining constructive NOL is a fraction: the amount by which that
shareholder’s disallowed loss exceeds the amount of the COD income that
would have been allocated to him if not excluded from income, over the total
remaining constructive NOL.'”? The loss allocated back to a shareholder is
characterized in proportion to the character of that shareholder’s losses that

198 See Preamble to T.D. 9469, 2009-48 C.B. 687.

19The basis requirement is only one of the limitations on the deductibility of a pass-through
loss. In addition, the at-risk rules of section 465 and the passive activity loss limitation of sec-
tion 469 apply.

’LR.C. § 1366(d)(2).

7ILR.C. § 108(d)(7)(B).

172§ 108(d)(7)(B). The only tax attribute that is reduced because of the real property
business exclusion is the basis of depreciable property. § 108(c)(1). So, that exclusion does not
reduce the corporation’s NOL.

'73Reg. § 1.108-7(e), Ex. (5).
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were changed to an NOL of the S corporation.'”* The following illustration is
drawn from an example in the regulations.'”

Illustration. A, B, and C are equal shareholders of X, an S corporation.
As of the end of Year One, none of the shareholders has any basis in his X
stock, and X has no indebtedness to any of its shareholders. In Year One, X
excludes $45,000 of COD from its income under section 108(a).'”® Had it
not been excluded, $15,000 of the COD income would have been allocated
to each shareholder. In that same year, X had $30,000 of losses, allocated
equally among its three shareholders. A has a loss of $10,000 allocated to
him. B has $10,000 of loss allocated to him, and B also has $20,000 of pass-
through losses from prior years that were disallowed and carried over to Year
One by section 1366(d). C has $10,000 of loss allocated to him, and C also
has a carryover of $30,000 of pass-through losses from prior years. All of the
shareholders’ losses are nondeductible because of section 1366(d)—because
they have no basis in their X stock and no corporate debt is owing to them.
The total loss that is disallowed is $80,000 ($10,000 for A, $30,000 for B,
and $40,000 for C). That $80,000 of total loss is treated as an NOL of X for
purposes of applying the reduction of tax attributes rule.

X’s $45,000 of excluded COD income reduces its $80,000 of constructive
NOL to $35,000. The remaining $35,000 of NOL is allocated back to the
shareholders in proportion to the amount by which their nondeductible loss
exceeded the amount of COD that would have been allocated to them if the
exclusion from income had not applied. So, none of the remaining NOL is
allocated to A because his $10,000 disallowed loss is less than his share of
the COD that would have been allocated to him ($15,000). B’s $30,000 of
disallowed loss exceeds his share of COD income by $15,000. C’s $40,000
of disallowed loss exceeds his share of COD income by $25,000. So, 15/40
or 3/8 of the remaining $35,000 of X’s NOL is allocated to B, who thereby
has a loss of $13,125 allocated to him. C has allocated to him 25/40 or
5/8 of the $35,000 of X’s remaining NOL, and so C has $21,875 of loss
allocated to him. The character of the losses allocated to B and C is deter-
mined by the proportion of the character of the disallowed losses that each
had before the reduction.'”” B and C carry over the losses allocated to them
to subsequent years.

Only the losses passed through to shareholders that are not deductible
because of a lack of basis in stock or debt are subjected to the above treat-
ment. If a shareholder was denied a deduction for a pass-through loss because

'74Reg. § 1.108-7(e), Ex. (5). Thus, if 1/6 of a shareholder’s loss was a long-term capital loss,
1/2 was an ordinary loss, and 1/3 was a section 1231 loss, then those fractions of the remaining
constructive NOL that is allocated to that shareholder will have the same character. That is, 1/6
will be long-term capital loss, 1/2 will be an ordinary loss, and 1/3 will be a section 1231 loss.

175 See Reg. § 1.108-7(e), Ex. (5).

17¢The applicable exclusion in this problem was not the qualified real property business debt
exclusion.

'7’Reg. § 1.108-7(e), Ex. (5).
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of some other provision such as the at risk rules'”® or the passive activity

loss limitation rules,'”® those losses will not be treated as an NOL of the
corporation.'®

If one of the shareholders in the Illustration above had transferred all of
his stock before the end of Year One, his disallowed losses for that year would
still be treated as NOL of the corporation.'" In that case, X corporation’s
remaining constructive NOL that otherwise would have been allocated to
that terminating shareholder will be permanently disallowed unless the stock
was transferred to the spouse of the terminating shareholder.'® If the transfer
of the stock was made to the terminating shareholder’s spouse in a transaction
that qualified under section 1041(a), the constructive NOL that would have
been allocated to the terminating shareholder will be allocated to the spouse
in the next taxable year.'®

If a C corporation with net operating losses becomes an S corporation, the
NOLs incurred while it was a C corporation cannot be carried over to years
when it is an S corporation.'® Also, capital losses and business credits of a C
corporation cannot be carried over to years in which it is an S corporation.'®
Consequently, the S corporation’s tax attributes that are reduced by excluded
COD income do not include items incurred when the corporation was a
C corporation.

2. Partmerships

The exclusionary rules for the cancellation of a debt of a partnership are
determined at the partner level.'® The partnership’s COD is allocated among
the partners. Each partner determines whether the share of COD allocated
to him is excluded from income. For example, the insolvency exclusion is
applied only to a partner insolvent in his own regard. If the cancelled debt
was a qualified real property business debt, each partner can elect whether
to exclude his share of that COD. The determination of whether the debt
constitutes a qualified real property business debt is made at the partnership
level. Each partner who excludes any of the COD allocated to him reduces
his own tax attributes.'®”

A cancellation of a partnership’s debt will reduce the partnership’s liabil-
ity. Section 752(b) will cause the partners to be treated as having received
a cash distribution from the partnership for their share of the reduction of

LR.C. § 465.

LR.C. § 469.

180 See Preamble to T.D. 9469, 2009-48 C.B. 687.

151 Reg, § 1.108-7(d)(1).

' Reg. § 1.108-7(d)(2)(iii); see also Reg. § 1.1366-2(a)(5).

183 See Reg. §§ 1.108-7(d)(2)(iii), Reg. § 1.1366-2(a)(5). See also LR.C. § 1366(d)(2)(B).
4T R.C. § 1371(b)(1).

185 See Preamble to T.D. 9469, 2009-48 C.B. 687.

BT R.C. § 108(d)(6).

187§ 108(d)(6).
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the partnership’s liability. That constructive cash distribution will reduce each
partner’s basis in his partnership interest.'®® At the same time, the allocation
of the COD income to each partner will increase his basis in his partner-
ship interest regardless of whether the COD is excluded from his taxable
income.'” However, if the COD is excluded from a partner’s income by sec-
tion 108, that will usually cause a reduction of the partner’s tax attributes,
which could result in a reduction of his basis in his partnership interest.

Illustration. Alex and Betty are equal partners of the AB partnership. They
each have a substantial basis in their partnership interest. In Year One, the
AB partnership has a recourse debt of $20,000 cancelled, and the cancella-
tion constitutes COD income. While AB is insolvent, that has no effect on
the characterization of the COD or its tax treatment. Of the COD income,
$10,000 is allocated to Alex and $10,000 to Betty. Both Alex and Betty will
increase their basis in their partnership interests by $10,000.

Alex is insolvent in the amount of $15,000, and so he excludes the $10,000
COD from his income under the insolvency exclusion. The exclusion of the
COD from Alex’s taxable income does not prevent the increase in his basis
in his partnership interest. The cancellation of the $20,000 recourse debt
reduced Alex’s share of the partnership’s liabilities by $10,000, and so that
caused a constructive distribution to Alex of that amount. The constructive
distribution of $10,000 cash reduced Alex’s basis in his partnership interest
by that amount. Because Alex had the same share of the partnership’s liability
as he did of the COD, the resulting increase and decrease of his basis in his
partnership interest is a wash. However, because of the insolvency exclusion,
Alex must reduce his tax attributes listed in section 108(b)(2). Depending
upon what attributes Alex possesses, he might have to reduce his basis in his
partnership interest.

Because Betty is solvent, she must include her $10,000 share of the COD
in her taxable income. It does not matter that the AB partnership is insolvent.
Betty will increase her basis in her partnership interest by $10,000 because of
the COD income allocated to her. The reduction of the partnership’s liability
will cause a constructive distribution of $10,000 cash to Betty, which will
reduce her basis in her partnership interest by that amount. The net result is
that Betty will recognize $10,000 of income, and her basis in her partnership
interest will be unchanged.

'LR.C. §§ 705(a)(2), 733(1).

189§ 705(a)(1). The Tax Court and the Sixth Circuit held in Babin v. Commissioner, 23 F.3d
1032 (6th Cir. 1994), aff’g 64 T.C.M. 1357 (1992), that the allocation of COD to a partner
who excluded the item from income under the insolvency exclusion could not increase his
basis in his partnership interest. Those cases involved the 1978 tax year, which preceded the
amendments made to section 108 by the Bankruptcy Tax Act of 1980. In T.A.M. 1997-39-
002 (May 19, 1997), the Service determined that the Babin decisions do not apply to years
subsequent to the adoption of the 1980 Act. The Service concluded that a partner’s basis in
his partnership interest is increased by the partner’s share of COD even when the COD is
excluded from the partner’s taxable income.
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A person whose tax attributes are to be reduced because of an exclusion of
COD from income is permitted to treat as depreciable property his interest
in a partnership that holds depreciable property, but only to the extent of his
proportionate interest in the partnership’s depreciable property.'*® This provi-
sion applies only if the partnership agrees to reduce its basis in its depreciable
property with respect to that partner.'”! The same treatment is available for a
parent corporation’s stock in its subsidiary that holds depreciable property if
the two corporations are part of an affiliated group.'”

C. Equity for Debt Exchange
1. Corporate Stock

If a corporation transfers its stock to a creditor in satisfaction of a recourse
or nonrecourse debt, the corporation is treated as having paid the creditor an
amount of money equal to the fair market value of the stock plus any other
property transferred by the corporate debtor.’ If the principal amount of
the debt is greater than the amount paid by the corporation, the difference
constitutes COD."* While a corporation does not recognize income on a
disposition of its stock,'” it can recognize income from a COD unless one
of the exclusions applies. If the creditor is also a shareholder of the corpora-
tion, section 108(e)(6) will apply; that provision is discussed in Part IV.B. of
this Article.

If the exchange of stock for debt takes place in the context of a corporate
reorganization as defined in section 368(a), and if the debt qualifies as a secu-
rity, the creditor will not recognize income on the exchange except for stock
it receives in payment of accrued interest.'”® In the case of a corporate reorga-
nization, the creditor’s basis in the stock received for the debt will equal the
basis that the creditor had in the debt."”

If the debt was not a security or if the exchange was not made pursuant to
a reorganization, the creditor can recognize gain or loss depending upon the
creditor’s basis in the debt.'”® Prior to the adoption of section 1271 in 1984,
a gain or loss that was recognized by a creditor on the satisfaction of a debt
usually would be ordinary income or loss because there would not have been
a sale or exchange. As a result of the adoption of section 1271, a gain or loss

] R.C. § 1017(b)(3)(C).
91§ 1017(b)(3)(C).

192§ 1017(b)(3)(D).
BTR.C. § 108(e)(8).

194§ 108(e)(8).

19TR.C. § 1032.

19T R.C. § 354(a).
IR.C. § 358(a).
STR.C. § 1271.
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is more likely to be a capital gain or loss, but there are circumstances in which
a gain can be ordinary.'”

A creditor who receives stock in cancellation of a debt may have previ-
ously treated the debt as partially worthless and taken a bad debt deduction
under section 166(a)(2). Instead, a creditor might previously have treated the
debt as completely worthless and taken a bad debt deduction under section
166(a)(1). Also, the creditor might recognize a loss on the exchange if it is a
taxable transaction. Section 108(e)(7) provides that, when a creditor receives
stock of a corporation in satisfaction of that corporation’s debt, regardless of
whether the debtor corporation is solvent, insolvent or in bankruptcy, the
stock acquired by the debtor is treated as section 1245 property. It does not
matter whether the stock was received by the debtor as part of a nonrecogni-
tion or a taxable transaction. The statute further provides that the aggregate
amount of bad debt deductions taken by the creditor on the debt and any
ordinary loss recognized by the creditor on the exchange is treated as amounts
allowed as depreciation deductions in applying section 1245 to a subsequent
disposition of the stock. In this regard, one can see how a debtor could recog-
nize a loss on such an exchange, but there are not likely to be many circum-
stances in which the loss is ordinary. If the creditor recognized a gain on the
exchange, the amount treated as depreciation deductions is reduced by the
amount of that gain.* The purpose of this provision is to require the creditor
to recognize ordinary income on a disposition of the stock to the extent of
any ordinary deductions the creditor obtained through a claim of a bad debt
or on a loss recognized on the exchange of the debt. If an accrual method
creditor never took a bad deduction nor recognized an ordinary loss on the
exchange, the characterization of the stock as section 1245 property will have
no tax significance.

In the case of a creditor who reports his income on the cash method,
any amount that was not included in the creditor’s income but that would
have been included if the debt had been satisfied in full will be added to the
amount treated as allowed depreciation deductions.*!

If the creditor subsequently exchanges the stock in a nonrecognition trans-
action, such as in a corporate reorganization, that will not trigger ordinary
income, but the potential for recognizing ordinary income will apply to a
disposition of the newly acquired property.*”?

If a corporation’s debt is held by its shareholders in the same proportion
that they hold its stock, and if the stock distributed in cancellation of all or
part of that debt is distributed pro rata among the corporation’s shareholders,

For example, if the creditor had previously taken a bad debt deduction for a partially
worthless business bad debt, a gain recognized by the creditor on the subsequent satisfaction of
the debt would be ordinary income to the extent of the ordinary deduction taken on the bad
debt. See Merchs. Nat'l Bank v. Commissioner, 199 E2d 657 (5th Cir. 1952).

MTR.C. § 108(e)(7)(A).

1§ 108(e)(7)(B).

2§ 108(e)(7)(B).
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there is a question as to whether section 108(e)(8) applies. We believe that in
such a case, the transaction should be treated as a stock dividend to the share-
holders and a cancellation of the corporation’s debt. If so, the stock dividend
typically will be excluded from the shareholder’s income by section 305, and
the cancellation of the debt will be treated in the manner provided by section
108(e)(6), which provision is discussed in Part IV.B. of this Article.

If a creditor holds convertible debt of the corporation, there is a question
whether the exercise of that conversion privilege is subject to section 108(e)
(8). We believe that it is not subject to that provision and that no income or
loss is recognized.

2. Partnership Interest

The Service is to issue regulations that will apply the same treatment
described above for a transfer by a debtor corporation of its stock in satis-
faction of its debt to a debtor partnership that transfers an interest in the
partnership to a creditor in satisfaction of its debt. However, there are some
different tax consequences when a partnership interest is transferred.

The partnership interest transferred could be either a capital interest or a
profits interest. If certain conditions are met, the fair market value of the part-
nership interest will be its liquidation value.”” If the partnership interest is a
profits interest, and if liquidation value is used, the partnership interest will
have a value of zero. A zero value will cause the debtor partnership to have
COD income for the entire amount of the cancelled debrt.

Generally, the creditor will not recognize income or loss on transferring the
debt for a partnership interest.””* The creditor can recognize gain or loss on
that part of a payment made in satisfaction of unpaid interest or rent.

IV. Gifts and Contributions to Capital

A. Gifts

If a creditor forgives a debt as a gift to the debtor, the COD is excluded
from the debtor’s income by section 102.%> For tax purposes, a gift is a trans-
fer made out of detached and disinterested generosity.””® In a 1943 decision,
the Supreme Court held that when a creditor cancelled a debt in order to
collect the maximum amount that appeared feasible, the transaction could
qualify as a gift.*”” Six years later, the Supreme Court repudiated that view
and held that a COD under such circumstances can cause the debtor to rec-
ognize income.”” Since that time, a cancellation of a debt in a commercial

25 Reg. § 1.108-8(b)(2)(i).

WIRC. § 721(a).

05T R.C. § 102.

26Commissioner v. Duberstein, 363 U.S. 278, 285 (1960) (quoting Commissioner v.
LoBue, 351 U.S. 243, 246 (1956)).

#7Helvering v. Am. Dental Co., 318 U.S. 322, 331 (1943).

28Commissioner v. Jacobson, 336 U.S. 28, 51-52 (1949).
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setting is virtually certain not to be treated as a gift. In a noncommercial
setting, such as a cancellation by a relative of the debtor, it is possible for the
COD to be a gift.?” If the amount of the gift is large enough, there could be
gift tax consequences.*”

If a debtor takes a deduction for an unpaid accrued debt, which is subse-
quently cancelled by the creditor as a gift, should the debtor recognize income
in order to recapture the prior deduction? We discuss this issue in Part V deal-
ing with the tax benefit rule.

B. Contribution to a Corporation’s Capital

A shareholder’s contribution to the corporation in which he holds stock
can be excluded from income by section 118(a). The contribution clearly
is not a gift, but the statutory exclusion from income bears some similar-
ity to the exclusion of gifts from income. One might expect then that if a
shareholder forgives a debt of the corporation, that would be excluded from
the corporation’s income as a contribution to its capital. However, the actual
treatment is more complicated.

The situation arose in which a corporation on the accrual method had
accrued and deducted interest on a debt to a cash method shareholder. The
shareholder did not take into income the accrued but unpaid interest because
of the shareholder’s method of accounting. In a subsequent year, the share-
holder forgave the debt. The Tax Court and the Fifth Circuit held that the
cancellation of debt was excluded from the corporation’s income as a contri-
bution to its capital.”!' The Tax Court also held that the shareholder did not
recognize income; while that ruling on the shareholder’s income seems incor-
rect, the government did not appeal.?'* Congress responded to that decision
by adding section 108(e)(6) in 1980.

Section 108(e)(6) provides that a shareholder’s discharge of a corporation’s
debt will not be excluded from the corporation’s income under section 118,
and the corporation can recognize income to the extent that the amount of
the debt exceeds the shareholder’s basis therein. Specifically, section 118 is
inapplicable. The corporation is treated as having paid the creditor an amount
equal to the creditor’s basis in the debt, and the excess of the debt over that
amount is treated as COD. The corporation will include the COD in income
unless another exclusion applies.

V. The Tax Benefit Rule

If a taxpayer deducted an item on his federal tax return and enjoyed a tax
benefit thereby, a subsequent recovery of any of the deducted item will cause

29W.E Young, Inc. v. Commissioner, 120 E2d 159, 164 (Ist Cir. 1941).

ZOTLR.C. § 2503(b).

"Putoma Corp. v. Commissioner, 66 T.C. 652, 675 (1976), affd, 601 E2d 734 (5th Cir.
1979).

212 Pytoma, 66 T.C. at 675.
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the taxpayer to recognize income.*”® This treatment is referred to as the tax
benefit rule. The rule has both an inclusionary and an exclusionary compo-
nent: the recovery is included in the taxpayer’s income to the extent that the
taxpayer obtained a tax benefit from the prior year’s deduction, and the recov-
ery is excluded from the taxpayer’s income to the extent that the prior year’s
deduction did not provide a tax benefit.*'* The exclusionary aspect of the tax
benefit rule is codified in section 111.

Section 111(a) excludes from income the recovery of a previously deducted
item “to the extent such amount did not reduce the amount of tax imposed
by this chapter.” Accordingly, if only part of a deduction provided the tax-
payer with a tax benefit, a recovery of a portion of the deducted item is first
treated as a recovery of the part that did not provide a tax benefit, and only
the amount of recovery in excess of the excluded amount will be included in
the taxpayer’s income.

When an accrual method taxpayer was allowed a deduction for an accrued
but unpaid expense, the subsequent cancellation of that debt may cause the
taxpayer to recognize income under the tax benefit doctrine even when the
cancellation would not otherwise have caused COD income because of the
application of the transactional approach.?"> However, if the taxpayer did not
derive a tax benefit from all or part of the deduction, then that amount of
cancelled debt will be excluded from the taxpayer’s gross income by section
111(a). The Service expressly ruled section 111 applies to a cancellation of
debt in such circumstances.?'®

As noted above, if a taxpayer deducted an accrued liability and obtained a
tax benefit for it, the cancellation of that debt usually will cause the debtor to
recognize income. One exception is where the cancellation constitutes a gift.
In Revenue Ruling 76-316, the Service ruled that when a subsidiary corpo-
ration accrued and deducted unpaid interest owing on a debt to its parent
corporation, and obtained a tax benefit from those deductions, the parent’s
cancellation of that debt caused the subsidiary to recognize income under
the tax benefit rule. The Service rejected the contention that the cancellation
should be treated as a contribution by the parent to the capital of the sub-
sidiary that is excluded from income by section 118(a). The Tax Court and
the Fifth Circuit came to a contrary view in Putoma, holding the cancellation
in such circumstances was excluded from the debtor’s income.?”” As noted
previously in Part IV.B. of this Article, Congress adopted section 108(e)(6) to
change the result reached in Puroma. Congress precluded the application of
section 118 in such circumstances and requires the corporation usually to rec-
ognize income to the extent the COD exceeds the creditor’s basis in the debt.

213 See generally Dobson v. Commissioner, 320 U.S. 489 (1943) (discussing the tax benefit
rule, although not formally adopting it).

214 See Hillsboro Nat’l Bank v. Commissioner, 460 U.S. 370, 380-81 n.12 (1983).

15 See infra Part V1.

216Rev. Rul. 67-200, 1967-1 C.B. 15.

27 Putoma, 601 F.2d at 751.
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Congress did not take any action with regard to a donative cancellation of
a debt. A gratuitous cancellation of a debt that comes within the purview of
section 102 is excluded from the debtor’s income regardless of whether the
debtor had previously deducted the item and obtained a tax benefit there-
from.?'® If a third party had made a gift of cash to the debtor who then used
that cash to satisfy the debt, there would be no question of the debtor’s rec-
ognizing income. If the creditor had made a cash gift to the debtor who then
used the cash to satisfy the debt, the debtor would not recognize income. A
cancellation of the debt as a gift to the debtor is substantively equivalent to
giving cash to the debtor followed by the debtor’s payment of the debt. There

is no reason to treat the cancellation as income to the debtor.
VI. Transactional Approach
A. General

While the courts have utilized a transactional approach in some cases,
has a bad reputation because of its misuse by the Supreme Court in Kerbaugh-
Empire? When properly applied, the approach is appropriate and helpful.
The transactional approach is actually an element of what we described earlier
in this Article as the proper standard for determining whether a forgiveness
of a debt constitutes COD that may be included in income. As discussed
earlier, the proper explanation for taxing COD as income is not because of
an increase in the debtor’s net worth. A forgiveness should be treated as COD
income only if the debt prevented the debtor from recognizing income for the
receipt of something or permitted the debtor to take a deduction or obtain a
basis in property. If none of those situations exist, the forgiveness should not
be treated as COD income. The transactional approach is useful to determine
whether the standards for imposing COD treatment have been met.

The gist of the transactional approach is to examine the entire transaction
beginning with the creation of the debt and ending with the cancellation.”' If
the debtor did not obtain a tax benefit because of the debt, the debtor should
not have COD income. The tax benefit could be the receipt of cash or other
property that would have been income to the debtor if the presence of the
debt had not prevented the recognition of income. The tax benefit could be a
deduction or the acquisition of basis that was made possible by the presence
of the debt. Even in the case of an acquisition of basis, there are circumstances
where a transactional approach will exclude the cancellation of the debt from
income. In the case of a deduction, income will be recognized only to the
extent that the deduction provided a tax benefit.

219 it

218 See id.

298ee, e.g., Bradford v. Commissioner, 233 E2d 935 (6th 1956); Commissioner v. Rail
Joint Co., 61 F2d 751 (2d Cir. 1932).

20 See, e.g., Burnet v. Sanford & Brooks Co., 282 U.S. 359, 365 (1931); Vukasovich v.
Commissioner, 790 E2d 1409 1415-16 (9th Cir. 1986).

221 See Bowers v. Kerbaugh-Empire, 271 U.S. 170, 175 (1926).
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An obvious situation in which the transactional approach is valid is the
illustration we used earlier in this Article of a legally binding promise to make
a gift to a qualified charity where the charity subsequently forgives part of
that promise. Another example is where a corporation pays a dividend to
its shareholder in the form of a distribution of the corporation’s bond in the
principal amount and fair market value of $1,000. In a subsequent year, the
corporation purchases the bond from the shareholder for $800. The corpora-
tion should not have COD income from that transaction. The effect of the
transaction is that what appeared to be a $1,000 dividend to the shareholder
was retroactively changed to an $800 dividend.?*

The following illustrations demonstrate the operation of the trans-
actional approach.

Illustration 1. In Year One, Paul opened a gourmet restaurant in Grand
Rapids, Michigan. Paul hired a prominent chef and contracted to pay her a
salary of $15,000 per month for five years. Paul reports his income on the
accrual method, and the chef reports her income on the cash method. In its
first two years of operation, the restaurant was slow to be accepted and did
not produce the income that Paul had anticipated. Consequently, Paul was
unable to pay the chef the full amount of her monthly salary. By the end of
Year Two, the shortfall amounted to $20,000 that was owing to the chef as
unpaid wages. Despite that disappointment, Paul and the chef were con-
vinced that the restaurant would prosper in the immediate future. In order
to facilitate the future success of the restaurant, the chef agreed to forgive the
$20,000 of back salary owed to her. Paul was solvent at that time. We will
consider the tax consequences of the cancellation of that $20,000 debrt in the
following three alternative circumstances.

(a) On his tax return for Years One and Two, Paul accrued and deducted
the unpaid salary to the chef, and Paul obtained a tax benefit from that deduc-
tion. Under the tax benefit rule,?? the COD that occurred in Year Three will
be included in Paul’s income for that year.

(b) The same facts as those stated in (a), except that Paul did not obtain
a tax benefit from the accrued deductions he took for the chef’s unpaid sal-
ary. In that situation, section 111(a) will exclude the cancellation from Paul’s
income.”?* In Revenue Ruling 67-200, the Service ruled that section 111(a)
applied in a comparable circumstance. Note that while Paul got no benefit
from taking the deduction, Paul did get the benefit of the chef’s services, and
nevertheless the COD is excluded from Paul’s income. The reason for that
treatment is explained in (c) below.

(c) The same facts as in (a), except that in his tax returns for Years One and
Two, Paul had erroneously failed to claim a deduction for the unpaid salary.

222See Rail Joint Co., 61 E2d at 752.

223 See Hillsboro Nat'| Bank, 460 U.S. at 389.

24IR.C. § 111(a) (a statutory application of one aspect of the tax benefit rule, which is
described supra Part V.

Tax Lawyer, Vol. 69, No. 1



202 SECTION OF TAXATION

In that situation, because no deduction was taken, neither the tax benefit
rule nor section 111(a) is applicable. Nevertheless, the COD is not included
in Paul’s income because of the transactional approach. In effect, what has
occurred is that the parties agreed on a specified amount of salary for the
chef’s services, and then retroactively changed the amount of her wages by
cancelling the $20,000 debt in Year Three. If Paul and the chef had set her
wages at a lower figure at the time she was hired, Paul would not have recog-
nized income even if that meant he paid the chef a lower wage than the fair
value of her services. The cancellation of the debt puts the parties in the same
position they would have occupied if the original contract had provided for a
lower salary. Putting it another way, Paul never received anything that would
have been taxable to him if the debt had not existed, nor did he obtain a
deduction. The transactional approach is a useful means of exploring whether
the standards of imposing income for a COD have been met.

Illustration 2. Rachel owns and operates a boutique retail dress shop in
Columbus, Ohio. In Year One, she bought a line of dresses from a French
manufacturer for €4,000. She bought the dresses on credit, and so she was
indebted to the manufacturer for the €4,000. At the time that she incurred
the debt, €4,000 had a value of $6,000 (U.S.). By March of Year Two, the
value of euros had fallen against the dollar so that Rachel was able to purchase
€4,000 for $4,000 in U.S. currency. Rachel then used those €4,000 to pay
her debt to the French manufacturer. Did Rachel recognize ordinary income
because of having paid back the loan of €4,000 with currency that had a
lower value than it had when she borrowed it?

In Church’s English Shoes, Ltd. v. Commissioner, the Second Circuit held that
in similar circumstances involving the purchase of foreign shoes on credit, the
debtor recognized income on repaying the debt with foreign currency that
had fallen in value.”” The court noted the transactional approach used in
Kerbaugh-Empire, but it concluded that that approach did not apply in the
English Shoes case because there was no showing that the debtor suffered a loss
on the sale of the shoes.??® While the result reached in that case was correct,
the court’s construction of the transactional approach was incorrect.

The debtor’s income or loss on the sale of the items is irrelevant. In the facts
of this Illustration 2, it is of no significance to the tax treatment of the COD
what amount of income or loss Rachel had on the sale of the dresses. The
application of the transactional approach would be to change Rachel’s basis
in the dresses she bought to reflect that they cost less than originally expected.
The difficulty with that approach is that some or all of the dresses may have
been sold before the debt was cancelled. It is not practical to go back and alter
the income recognized on those sales. How should the COD be treated then?
One possible treatment is to conclude that the transactional approach is not
available here because the parties cannot be put back into the same position

%229 E2d 957 (2d Cir. 1956).
22614 at 958.
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they would have occupied if the lower price for the dresses had been known
at the time of their purchase. That would result in ordinary income to Rachel
in the amount of the COD. An alternative approach, which reaches the same
result, is to apply the transactional approach in the following manner. In
calculating Rachel’s income from the dress shop for Year Three, reduce her
opening inventory by the amount of the COD, and do not change her clos-
ing inventory. That will reduce Rachel’s cost of goods sold for that year, and
so will increase her ordinary income by the amount of the COD.

Illustration 3. In Year One, Henry purchased undeveloped land from
Ruth. Henry paid Ruth $20,000 cash and took the land subject to an
$80,000 nonrecourse debt that is payable to Ruth. Interest only is payable on
the nonrecourse debt for four years, after which the principal of the debt is
payable in installments over a ten-year period. Henry made all of the interest
payments on time.

In Year Three, Ruth agreed to forgive $10,000 of the debt, thereby reduc-
ing the principal of the debt from $80,000 to $70,000. Henry was solvent at
that time. At the time of the cancellation, the land had a value of $125,000.

Under the transactional approach, Henry did not recognize income on the
cancellation of $10,000 of the debt. Instead, Henry’s basis in the land would
be reduced from $100,000 to $90,000. The transaction should be treated as
a reduction of the purchase price for the land.

The same result is reached by the application of Code section 108(e)(5)
(B), the purchase-money debt exclusion. It is clear from that overlap that
the purchase-money debt statutory exclusion is actually an application of the
transactional approach to a specific circumstance.

The Zarin case provides an excellent example of how the transactional
approach can be useful in applying the COD rules.””” In that case, a majority
of the Tax Court arrived at the wrong result and was reversed by a divided
decision of the Third Circuit.?”® The Third Circuit’s majority was probably
influenced by a desire to avoid the harshness of the Tax Court’s decision. To
arrive at the result for the taxpayer, the Third Circuit advanced two indepen-
dent rationales neither of which is convincing. The facts of the Zarin case are
set forth below.

The taxpayer in Zarin was a compulsive gambler. He did most of his gam-
bling at a hotel (hereinafter referred to as “the Hotel”) in Adantic City. In
1978, he was given a line of credit of $10,000 at the Hotel. Within a year and
a half, his line of credit was increased to $200,000.%

Gambling at the Hotel was done with chips provided by the casino. The
chips could not be used outside of the casino for any purpose. Taxpayer’s
line of credit allowed him to obtain chips from the casino with which to
gamble. To obtain the chips, taxpayer signed negotiable drafts commonly

77 Zarin v. Commissioner, 916 E.2d 110 (3d Cir. 1990), revg 92 T.C. 1084 (1989).
228[d.
2[4 at 111-12.
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called “markers.” The Hotel would hold the markers for about 90 days after
which taxpayer would redeem them by giving the Hotel his personal check.”"

In 1979, the New Jersey Casino Control Commission ordered the Hotel
to cease and desist giving credit in excess of a properly approved credit limit.
The complaints of credit abuse that led to the cease and desist order included
100 instances of abuse in providing credit to the taxpayer and a gambling
companion. In violation of that order, the Hotel substantially increased the
credit that taxpayer could draw upon to purchase chips.?!

By 1980, taxpayer was gambling daily at the Hotel and betting heavily.
By April 1980, the Hotel held personal checks and markers from taxpayer
in the aggregate amount of $3,435,000. The Hotel was unable to collect on
the checks, which were returned because of insufficient funds. The Hotel
sued taxpayer for the unsatisfied amount, and the suit was settled by the tax-
payer’s paying the Hotel $500,000 in discharge of the $3,435,000 debt. The
government claimed that this settlement resulted in taxpayer’s having COD
income in the amount of $2,935,000. With accumulated interest, the Service
claimed that the taxpayer’s tax liability was over $5,000,000. A majority of
the Tax Court upheld the Service’s position and held that the taxpayer owed
that amount.*?

One of the issues in Zarin was whether the taxpayer’s gambling debts
were enforceable. The excessive credit granted by the Hotel to taxpayer in
contravention of a cease and desist order made the enforceability of those
debts highly questionable. Because of the procedural framework in which
the case arose, the Service had the burden of proof on that question. Because
the Service could not meet its burden of proof, both the Tax Court and the
Third Circuit treated the debts as unenforceable at the time that they were
incurred.”?

In a 2-1 decision, the Third Circuit reversed the Tax Court and held that
the cancellation of the debt did not cause the taxpayer to recognize income.?**
The court gave two independent reasons for its decision, and neither holds up
well under scrutiny.

One basis for the courts decision rested on the unenforceability of the
debt. Section 61(a)(12) states that cancellation of indebtedness is included in
the debtor’s gross income. The majority of the court held that the meaning
of indebtedness in section 61(a)(12) is the same as the definition of that term
in section 108(d)(1).*> That provision defines indebtedness of a taxpayer as
either a debt for which the taxpayer is liable, or a debt to which property of
the taxpayer is subject. Because the debt was unenforceable, the taxpayer was

230[d.

U4 ac 112,
232[52{/‘

ey

474 ac 117.

25 See id. at 113.
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not liable for it.?*® The court concluded therefore that the taxpayer did not
have COD income when the debt was cancelled.””

The problem with that approach is pointed out in the dissent. The dissent
contends the debt must be given recognition by the tax law, because if not
the taxpayer would have had income when he acquired the chips.”® If the
taxpayer were treated as having borrowed money from the Hotel to purchase
the chips, he would have had income on the receipt of the money unless his
“debt” was recognized as an offset that kept him from recognizing income.**

The dissent concluded that either the taxpayer had income when he
acquired the chips or he had income when the debt was forgiven.?** While
the dissent discloses a flaw in the majority’s rationale, we will show that the
dissent is not correct either. One way to deal with the problem posed by the
dissent is to hold that an unenforceable debt should prevent recognition of
income for so long as there is no indication that the debtor does not intend
to pay. Once it is known that the debtor will not pay the debt, then the
receipt of value that the debtor obtained when the debt arose is taken into his
income unless the discharge can be seen as a reduction of purchase price. In
the Zarin case, the taxpayer never received anything of value whose purchase
price could not be adjusted when the amount of debt was reduced.

The second basis on which the majority of the court grounded its decision
is the so-called “contested liability” exception to COD income. The court
stated that the settlement of a disputed or contested liability does not cause
COD income.*! The court cited cases where there was a settlement of a dis-
pute as to the amount of debt that was owed.?* The settlement at a lower
figure than claimed by the creditor did not cause the debtor to recognize
income. The court concluded that the same doctrine applied when the debtor
contended that there was no debt at all, and so the court applied the doctrine
to the taxpayer.?”

The court’s use of the contested liability exclusion is unsound. The question
should be whether the settlement can properly be characterized as establish-
ing the price paid for a purchased item. The Third Circuit set forth a hypo-
thetical to illustrate what it meant by the contested liability exclusion,?** and
that hypothetical illustrates the error in the court’s use of that concept. The
courts hypothetical involves a taxpayer who borrows $10,000, and then, in
good faith, refuses to repay the full amount. The debt is settled for a payment
of $7,000. The court concluded that the taxpayer would have no income

23()[d.

B7Id. at 114.

28]d. at 118 (Stapleton, J., dissenting).
239[d.

240[d.

2114, at 115-16 (majority opinion).
204 at 115.

243[d.

24 [
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for settling for that amount.?” It is obvious that this conclusion is incorrect.
‘The borrower obtained $10,000 cash and returned only $7,000. The $3,000
cash he received that was not included in his income because of the debt is
now free from any liability. Regardless of what legitimate reasons there might
be for the borrower to not be liable for part of that debt, the borrower must
include $3,000 in income when that amount of the debt is cancelled.

The Tenth Circuit rejected the Third Circuit’s use of the contested liability
exclusion in Preslar v. Commissioner.**® The Tenth Circuit held that the con-
tested liability exclusion does not apply to a debt whose amount is certain but
whose enforceability is challenged. The court held that the exclusion applies
only when the amount of a debt is in question. The court distinguished liqui-
dated debts from unliquidated debrts.

In our view, there is either no contested liability exclusion or there should
not be one. The issue should be resolved by determining whether the reduc-
tion of the debt at the time it was incurred would have resulted in the debtor’s
recognition of income. If not, the cancellation of the debt does not cause the
debtor to recognize income. On the other hand, if the reduction of the debt
at the outset would have resulted in the debtor’s recognizing income, the can-
cellation should be income to the debtor unless some other exclusion applies.

Consider the facts of the Zarin case. What did the taxpayer purchase in
that case? He did not purchase the chips. Any chips remaining when he
finished gambling were returned to the Hotel. What he purchased was the
opportunity to gamble. The chips he received served merely as an account-
ing device to determine how much he won or lost. If a gambling house
were to charge a patron $1 for each $3 chip he acquires, and if the patron
is returned only $1 for each such chip he returns to the house, all that the
patron acquires is a gambling program in which he receives a return of $3 for
each $1 he bets. The house can set whatever price it chooses for the privilege
of gambling and can set whatever return it chooses for winnings. The patron
would not have income for having purchased chips for less than their face
amount. The face amount of the chips is merely the means of calculating
gains and losses. The cancellation of the debt in Zarin can be seen through
the transactional approach as nothing more than a reduction of the cost of
the gambling experience.

B. Third Party Creditors and the Transactional Approach

We have seen that the reduction of a purchase-money debt by the seller of
the property will be treated as a reduction of the property’s purchase price.
That provision does not apply if the creditor is not the seller. Similarly, the
transactional approach applies to change the terms of a transaction only when
the creditor is a principal party to the transaction. Are there circumstances

*Id. at 116.
26167 E3d 1323 (10th Cir. 1999).
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where a form of transactional approach can be used even though the creditor
is a third party?

One circumstance in which there is a remote possibility for utilizing that
approach is where the third party creditor was so connected to the sale of an
item as to make it reasonable to treat a reduction of the debt as a reduction of
the purchase price. For example, a bank holds a mortgage on property whose
owner is in bankruptcy. The bank is eager to find a buyer for the property to
take over the mortgage liability. The bank solicits an offer from the taxpayer
to purchase the property and offers very liberal terms for a mortgage in order
to induce the taxpayer to buy. The taxpayer accepts the offer and purchases
the property. Subsequently, the mortgagee forgives a part of the debt. Can the
mortgagee be so tied to the sale of the property that a reduction of the debt
can be treated as a reduction of the purchase price of the property? That is a
difficult contention to sustain, but it is a possibility. There are two Tax Court
decisions that adopted that view. Freedom Newspapers, Inc. v. Commissioner
did not involve a COD, but the principles involved are similar.**’ In that
case, a broker gave a potential buyer a guaranty that the buyer could resell
one of several properties that were for sale in order to induce the buyer to
purchase the properties.””® The Tax Court held that a subsequent payment
by the broker pursuant to his guaranty constitutes a reduction of the buyer’s
purchase price and was not income to the buyer.?*’ The court relied on the
involvement of the broker in inducing the taxpayer to buy.>* The result in
that case could be explained on other grounds,' but it does provide some
support for this proposition. Another case supporting this approach is Brown
v. Commissioner.>*> On the other hand, the decision of the Tenth Circuit in
Preslar v. Commissioner impliedly rejected that approach.?® The prospects for
prevailing on this contention are not strong.

In Revenue Ruling 92-99, the Commissioner determined that a discharge
of a debt by a third party caused the debtor to recognize income. Surprisingly,
however, the Commissioner made the following statement in his ruling:

The Service will, however, treat a debt reduction in third-party lender cases
as a purchase price adjustment to the extent that the debt reduction by the
third party is based on an infirmity that clearly relates back to the original
sale (e.g., to the seller’s inducement of a higher purchase price by misrepre-

247 See Freedom Newspapers, Inc. v. Commissioner, 36 T.C.M. (CCH) 1755, T.C.M. (P-H)
€77,429 (1977).

#8714, at 1756, T.C.M. (P-H) € 77,429, at 1751 (1977).

14 ac 1759, T.C.M. (P-H) € 77,429, at 1751 (1977).

250[d.

»!"The exclusion from income could be explained by treating the guaranty as similar to
insurance, and so the receipt of the payment would be a reduction of the taxpayer’s capital.
However, that is not the basis of the court’s decision.

210 B.T.A. 1036, 1054-5 (1928).

23 Preslar v. Commissioner, 167 E3d 1323, 1332-33 (10th Cir. 1999).
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sentation of a material fact or by fraud). . . . No other debt reduction by a
third party lender will be treated as a purchase price reduction.”*

The concession made by the Commissioner in that statement appears to
be overly generous. It is difficult to see why a misrepresentation by the seller
should affect the characterization of a discharge by a third party. Perhaps
the Commissioner’s position is based on an assumption that the third party
would not cancel a part of the debt because of a misrepresentation or fraud
of the seller unless the third party had played a role in the seller’s effort to sell
the property and perhaps participated in the fraud or misrepresentation itself.
Even if the third party’s involvement in the sale should affect the treatment
of the discharge, it is generous simply to assume that involvement and not
require evidence of it.

VII. Mixed Sale and Cancellation of Indebtedness

When property is secured by a debt, and when the debt is satisfied by the
creditor’s receipt of the property, the tax consequences depend upon whether
the debt is a recourse or a nonrecourse debt.

A. Recourse Debt

Consider this situation. Roger owns improved realty (Blackacre), which is
security for a recourse debt of $300,000 owed to Friendly Bank. The Bank was
not the seller of Blackacre to Roger. Roger’s basis in Blackacre is $280,000.
The fair market value of Blackacre is $220,000. Roger defaults on the debt
and the Bank forecloses and sells the property for its value of $220,000.%
Roger was solvent. Because it is a recourse debt, Roger remains liable to the
Bank for the $80,000 deficiency that the Bank failed to obtain from its fore-
closure sale.”® Because Roger is still liable for that $80,000, there has been
no cancellation of a debt, and Roger has no income.?” Roger effectively sold
Blackacre for $220,000, and so Roger recognizes a loss of $60,000.%* If the
Bank subsequently forgives the unpaid debt, then at that time Roger would
have COD.*>’

Alternatively, the Friendly Bank agrees to accept the receipt of Blackacre in
satisfaction of the entire $300,000 of the recourse debt. In that circumstance,
Roger has no further liability on the debt.”® The result is that Roger recog-
nizes a loss of $60,000 on the use of Blackacre to satisfy $220,000 of the debr,

»Rev. Rul. 92-99, 1992-2 C.B. 35.

»31f the sale of Blackacre was at arm’s length, the courts will accept the selling price as repre-
senting the fair market value of the property. If the seller and the buyer are not at arm’s length,
the court will apply its own estimate of the value of the property. See Frazier v. Commissioner,
111 T.C. 243, 246-47 (1998).

»6See id. at 249.

27 See Aizawa v. Commissioner, 99 T.C. 197, 199-200 (1992)

28 See id. at 201.

9 See id.

260 See id.
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and Roger has COD of $80,000 for the balance of the debt that was forgiven
by the Bank.?*' Roger will recognize that $80,000 of COD as income unless
an exclusion applies.?*

B. Nonrecourse Debt

The treatment of the transfer of encumbered property in satisfaction of a
nonrecourse secured debt is different from that applied to a recourse debt.
Consider the facts of the situation described above except that the debt that
secures Blackacre and is owed to the Friendly Bank is a nonrecourse debt.

Because it is a nonrecourse debt, the Bank’s only remedy for default by
Roger is to foreclose on Blackacre. The Bank forecloses, and the property is
sold for $220,000, which is its fair market value. Roger has no liability to
pay the deficiency of $80,000 that the Bank did not collect on its debt. The
transaction is treated as a sale of Blackacre by Roger to the Bank for the full
amount of the nonrecourse debt ($300,000). Roger has a gain of $20,000 on
the sale of Blackacre for $300,000 even though its value was only $220,000.
Roger has no COD income.

In her concurring opinion in the 7iufis case, Justice O’Connor criticized the
rule treating recourse and nonrecourse debt differently.?** Justice O’Connor
was convinced by an amicus brief filed by Professor Wayne Barnett that the
better rule would be to treat both the same.”* To the contrary, the current
rule is the proper one as a matter of good tax policy and principle.

In the case of the recourse debt, the transfer of the property does not relieve
the debtor of a liability for the deficiency. If the creditor chooses to forgive
the deficiency, that event is separate from the taking of the property. The pay-
ment on the debt is limited to the value of the property received by the credi-
tor, and the debtor has gain or loss from the effective sale of the property for
the amount of its value. If the rest of the debt is forgiven by the creditor that
properly is treated as COD to which all of the rules pertaining to COD apply.

The situation is very different in the case of a nonrecourse debt. When
a lender agrees to provide a loan on a nonrecourse basis, the lender effec-
tively gives the borrower the option of either satisfying the debt with cash
or satisfying it with the encumbered property. In essence, the borrower has
a put by which he has the option to sell the property to the lender at a price
equal to the amount of debt that is outstanding at the time in which the sale
takes place. In the nonrecourse problem above, when the creditor foreclosed
on Blackacre the debtor had no liability beyond the transfer of Blackacre
itself. So, there was no debt for the creditor to forgive. Instead, it was a sale

%1Reg. § 1.1001-2(a)(2), -2(c), Ex. (8).

22 Aizawa, 99 T.C. at 201.

263 Commissioner v. Tufts, 461 U.S. 300, 317-18 (1983) (O’Connor, J., concurring).

2414, at 317. However, Justice O’Connor concluded that the rule was too well established
to change it at that later date. 7. at 319-20.
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pursuant to the terms of the loan by which the debtor can sell the property
for the balance owing on the debt.

VIII. Decedent’s Installment Note

When a decedent has been reporting gain on the installment method, and
on the decedent’s death the installment note passes to the decedent’s estate or
to any other person other than the obligor, the recipient of the note will have
income in respect of a decedent (IRD) to the extent the face amount of the
obligation exceeds the basis the decedent had in it.”® The recipient recognizes
that IRD pro rata as he receives installment payments from the obligor unless
an event occurs that accelerates recognition of that income.** The decedent’s
basis at his death is determined under section 453B(b) as the excess of the face
value of the note over the amount that would have been treated as income to
the decedent if the debt had been satisfied in full.*” The decedent’s estate or
the person who is entitled to the IRD by bequest or inheritance will report
income from each payment received on the note in the same proportion that
the decedent would have reported it if he had lived and received those pay-
ments.”*® The character of the recipient’s income is the same as it would have
been in the hands of the decedent.?®’

There is no gain to be reported on the decedent’s final income tax return
because of the transmission of the note to the estate or to a beneficiary other
than an obligor of the note.”” The transfer of the note because of the dece-
dent’s death to anyone other than the obligor is not a disposition that acceler-
ates the recognition of the deferred gain.””!

If the estate or other person who holds the installment note sells it or gives it
away, the disposition will cause the holder to recognize income under section
453(B) in an amount equal to the difference between the fair market value
of the note or the amount received in payment for it, whichever is greater,
and the basis that the decedent had in the obligation.””? The decedent’s basis
in the obligation is reduced by any installment payments received after his
death that were not included in the holder’s income.?”? If the installment note
is sold to the obligor and the obligor was a related person to the decedent
(within the scope of the statute), the fair market value of the installment note
is treated as not being less than its face amount.”’*

L.R.C. § 691(a)(4); Reg. § 1.691(a)-5(a).

268ee LR.C. § 453B; Reg. § 1.691(a)-5(a).

27§ 691(a)(4).

25Reg. § 1.691(a)-5(a).

209§ 691(a)(3).

70§ 691(a)(5)(A)(1); Reg. § 1.691(a)-5(a).

718§ 453B(c), 691(a)(2).

72Reg. § 1.691(a)-5(b). The basis that the decedent had in the note at the time of his death
is the excess of the face value of the note over the amount that would be treated as income to
the decedent if the debt were satisfied in full. § 453B(b).

73Reg. § 1.691(a)-5(b).

74§ 691(a)(5)(B).
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If the installment note is transferred because of the death of the decedent
(i.e., made to the decedent’s estate or to a beneficiary of a bequest or inheri-
tance), the disposition does not cause the transferor to recognize income.””
However, that exclusion from income does not apply if the transfer because
of death is made to the obligor of the note.”’® If the transfer is made to the
obligor, it is equivalent to a cancellation of the note; and so the transferor is
required to recognize the deferred income.””

An installment note can contain a provision that cancels the note upon
the death of the holder. A note that contains that provision is referred to as
a “self-cancelling installment note” (SCIN) or a “death terminating install-
ment note.” That is simply one form of cancelling the installment note and is
treated the same as any cancellation. The decedent’s estate will recognize the
deferred income as IRD.

A cancellation of an installment note is treated as a disposition of the note
that triggers the holder’s recognition of the remaining IRD.?”® The holder
will recognize IRD to the extent the fair market value of the note exceeds the
holder’s basis.”” The effect of the cancellation is to require the immediate rec-
ognition of any income that had been deferred by the use of the installment
method. If the obligor was a related person to the holder, the fair market
value of the note is deemed to be no less than the face amount of the note.?®

If the installment note becomes unenforceable, that is treated as a disposi-
tion of the note, which requires the holder to recognize income.*!

If an installment note is cancelled by the terms of the note on the holder’s
death, does the obligor have COD that might be taxable? It would seem that
the cancellation is a form of gift or bequest that is excluded from the obligor’s
income by section 102.

73§8 453B(c), 691(a)(2).
76§ 691(2)(5)(A) (D).

277§ 691 (a) (5) i)

75§ 691(2)(5) (A)(ii).
79§ 453B(a)(2).

20§ 453B(f)(2).

#1§ 453B(f)(1).
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