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| NTRODUCTION

The United States is awash in a sea of debt. e &ir2009, there was more than $14
trillion of mortgage debt outstanding; approximatgl1 trillion on one to four family residences,
approximately $900 billion on multifamily residers¢slightly more than $2 % trillion on nonfarm
nonresidential real estate, and $111 billion omfar Over $2 ¥ trillion dollars of consumer debt
was outstanding as of May of 2009t the end of June of 2009, over $ 1.2 trillidrcommerecial
paper was outstandirfigAt the end of the first quarter of 2009, over $illion of nonfinancial
business debt, approximately 7.2 trillion of whighs owed by corporations, was outstanding.

Many individuals and businesses are drowning ihdkeat. In the midst of the most severe
recession since the Great Depression, major cdrposa such as the American icon, General
Motors, have been unable to pay their debts and gane into bankruptcy. Millions of individuals
and small business have defaulted on their délmtan delinquencies and charge-offs are at levels
heretofore unknown in the modern financial erac@ding to the Federal Reserve Board, bank loan
charge-off rates more than quadrupled from thé diusirter of 2006 to the first quarter of 2009 —

" Stephen C. O’Connell Professor of Law, Universitylorida, Fredric G. Levin College of Law. We
are indebted to Mark D. Snider, University of FttzriCollege of Law, LL.M., 2009, for invaluable raseh
and editorial assistance.

” Daniel L. Simmons, Professor of Law, UniversityGHlifornia Davis.

! Federal Reserve Statistics and Historical Datartfydge Debt Outstanding,
http://www.federalreserve.gov/econresdata/reasertoutstand/current.htm (last visited July 109D).

2 Federal Reserve Statistical Release, ConsumeritC(ezlease date July 8, 2009),
http://www.federalreserve.gov/releases/g19/curgdsthtm (last visited July 19, 2009). This categayers
most short- and intermediate-term credit extendeddividuals, excluding loans secured by realtesta
including revolving credit, automobile loans, ariidogher loans not included in revolving creditchuas
loans for mobile homes, education, boats, trailersacations. These loans may be secured or ureskcu

% Federal Reserve Statistical Release, Consumer Pape
http://www.federalreserve.gov/releases/cp/outstaysdntm (last visited July 19, 2009). Commerpagber
consists of short-term, promissory notes issuetmily by corporations. Maturities range up to 2i&ys
but average about 30 days.

“ Board of Governors of the Federal Reserve Sydtaw; of Funds Accounts of the United States 3(June
11, 2009), http://www.federalreserve.gov/releasteidrrent/Coded/coded.pdf (last visited July 1990
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the charge off rate in the first quarter of 200@e=ded two percent.In that same period, loan
delinquency rates, more than tripled, and stodd@percent in the first quarter of 200RImost
eight percent of residential real estate loans Gasghercent or commercial real estate loans were |
default! In the spring of 2009, the Mortgage Bankers Aigimn reported that the share of loans
entering foreclosure rose to 1.37 percent, thedsigbn record going back to 1972 he number
of bankruptcies filed in 2008 totaled 1,117,771 fngon 850,912 bankruptcies filed in 2007.

Every loan charge-off and mortgage foreclosuretagonsequences. While the creditor
most often claims a bad debt deduction or busiredated loss?the debtor generally must recognize
gross income and pay income taxes on an amounhisoegual to the creditor’s loss, unless a
special exception applies to exclude the debtfriben income.

Almost every form of gross income required to be#uded under 8 61 entails the receipt of
money, property, or services of value (or the aaicad the right to receive money, property, or
services in the year of receipt). The requirentiesita debtor pay taxes when a loan goes unpaid is
one of only a few situations in which a tax obligatarises without the contemporaneous receipt
of valuable consideration. That the debtor mugttpges in the year in which it is determined that
a loan will not be repaid follows from the propasitthat a borrower is not required to include loan
proceeds in gross income upon receipt and pay txést time.

This article deals with the tax consequences taéior of the discharge of a debt for less
than full payment! Part Il explain the origins and rationale for thie, now codified in § 61(a)(12),

® Federal Reserve Statistical Release, Charge-@ffatinquency Rates on Leases and at Commercial
Banks, http://www.federalreserve.gov/releases/auifichgallsa.htm (last visited July 19, 2009).

® Federal Reserve Statistical Release, Charge-@ffalinquency Rates on Leases and at Commercial
Banks, http://www.federalreserve.gov/releases/awtfgelallsa.htm (last visited July 19, 2009). ibguent
loans are those past due thirty days or more dhdatruing interest as well as those in nonadcstatus.

"1d. Residential real estate loans include loansrselday one- to four-family properties, includinghe
equity lines of credit, booked in domestic offioety. Commercial real estate loans include constvon@nd
land development loans, loans secured by multifamélsidences, and loans secured by nonfarm,
nonresidential real estate, booked in domesticesfionly.

8 Kathleen M. Howley, Mortgage Delinquencies, Foosakes, Rates Increase, Bloomberg.com,
http://www.bloomberg.com/apps/news?pid=20601087&akel | CA8fCao (last visited July 19, 2009).

°®U.S. Courts Press Release, Bankruptcy FilingsriJpdlendar Year 2008,
http://www.uscourts.gov/Press_Releases/2009/Banéy&ilingsDec2008.cfm (last visited July 19, 2009

191 osses incurred in a business or investment (dtizgrbad debt deductions) are deductible undés§ 1
Bad debts arising from a trade or business aredfibttelunder § 166 andSee generallyBoris 1. Bittker,
Martin J. McMahon, Jr. & Lawrence A. ZelenalgDERAL INCOME TAXATION OF INDIVIDUALS, 3® ED.
16.01-16.07,17.01- 17.08(Warren , Gorham & Lamoni2002).

Y“For an earlier comprehensive survey of the issndsaesseeFred T. Witt, Jr. & William H. Lyons,
An Examination of the Tax Consequences of Dischaifr¢gdebtednesd,0 VA. TAX Rev. 1 (1990).
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that requires the inclusion of “[ijncome from diseche of indebtedness.” Part Ill examines the
various events that trigger recognition of incomder 8§ 61(a)(12). Part IV deals with the manner
in which the amount of income from discharge otibgédness is computed. This part also discusses
the tax consequences to a business entity th&sssuequity interests to a creditor to satisfgta.d
Part V explores the myriad of statutory rules id@ that permit nonrecognition income from
discharge of indebtedness under particular circantgts, and the various ancillary consequences
that follow from nonrecognition. Throughout, th#ice will explore the relationship of income
from discharge of indebtedness to realization af f@m the transfer of property to satisfy a debt
by contrasting the tax consequences of transferproperty to discharge a debt with the
consequences of discharge of a debt for less thapayment.

. T HE ORIGINS OF THE INCOME FROM CANCELLATION OF DEBT PRINCIPLE

If the loan transaction is viewed as a whole, whadrorrower receives money in a loan
transaction and is later discharged from the ligbiithout repaying the debt, the borrower has
realized an accession to wealth. Recognizingxisexnce of income in this situation generally is
not a problem for the income tax system. The pgcdithe proceeds of a loan is not income because
the receipt is offset by an obligation to repay ltherowed amount. If the obligation to repay the
borrowed amountis eliminated or reduced withoeittbncomitant repayment, the borrower realizes
an accession to wealth that as a matter of taxylstwuld be included in gross income.

A. Tax Consequences of Incurring Debt

Gross income is based on the presence of an asedesiealth, an economic benefit. As
a fundamental principle of tax, borrowed funds exeluded from gross income because the
obligation to repay borrowed funds offsets the eooic increment even though borrowed funds
increase a taxpayer’s assets and can be usedtagphager sees fit. As stated by the Supreme Court
in Commissioner v. Tufts'When a taxpayer receives a loan, he incurshdigation to repay that
loan at some future date. Because of this obligatlte loan proceeds do not qualify as income to
the taxpayer. When he fulfills the obligation, tepayment of the loan likewise has no effect @n hi
tax liability.”*2

If borrowed money is used to acquire propertytéxpayer’s basis in the property under §
1012 is the full purchase price, including the bared funds applied to the purchase pticéhe

12461 U.S. 300,307eh’g denied 463 U.S. 1215 (1983).

13 SeeBrons Hotels, Inc. v. Commissioner, 34 B.T.A. 3389-80 (1936) (“Petitioner, as the owner of
the Walton Hotel, was entitled to take—and requioetike—as a ‘basis’ for determining gain or lopsn
the sale or other disposition of such propertyctiet thereof [I.LR.C. § 1012]. When it acquiredpheperty,
it received, as part of its cost, the benefit efitiortgage which it assumed, although it actuakdpaed only
an equity in the property.”See als€ommissioner v. Tufts, 461 U.S. 300, 307-3@8,/g denied463 U.S.
1215 (1983) (“Another consequence to the taxpayen this obligation occurs when the taxpayer agplie
the loan proceeds to the purchase price of propesty to secure the loan. Because of the obligébion
repay, the taxpayer is entitled to include the amad the loan in computing his basis in the proypehe
loan, under 81012, is part of the taxpayer's cb#teproperty.”)
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repayment of the borrowed funds is a prerequisitili enjoyment of ownership and therefore
represents a cost of the property. The repaymditrodbwed funds is a prerequisite to full ownership
and therefore represents a cost of the propenppnlhe sale of the property, the borrowers gain is
the sales proceeds minus the cost of the propectyuding the borrowed funds.

The same principles apply whether the loan isaLnese loan or a nonrecourse loan, i.e., one
with respect to which the creditor’s rights upofeddt are limited to foreclosing on property seclre
by the loan. No gross income is realized upomehbeipt of the proceeds of a nonrecourse loan, even
if the amount of the loan exceeds the basis optheerty** Furthermore, if the acquisition of
property is financed through nonrecourse borrowtimgtaxpayer generally acquires anormal § 1012
cost basis in the debt-financed propéttiven if the borrower has no personal liabilityepay the
debt, just as is the case with recourse debt, &dferborrower can dispose of the property and/enjo
the fruits of an economic gain, the full amounttloé borrowed capital must be returned to the
lender. Thus, the borrower’s gain is determineduiytracting from the full proceeds of borrowing
the full amount of a purchase-money nonrecourse (aad any other cost of the property).

Because the borrowing of money is not a realizageent, and property acquired with
borrowed funds or in exchange for the purchaseompssory note to the seller takes a § 1012 cost
basis equal the full value of the consideratiorvigted by the buyer, tax consequences must attach
to the debtor subsequently being discharged fraébt obligation for less than full payment.

B. Tax Consequences of Cancellation of Debt
1. General Background

If a taxpayer renegotiates the amount of the delst otherwise able to discharge the debt
for less than its amount, the taxpayer generallgtmecognize gross income under § 61(a)(12),
subject to the various exclusions and special al&s108. Although 8§ 61(a)(12) refers to income
from the “discharge of indebtedness,” the term tedlation of indebtedness income” is a more
accurate description of the transaction, and im, fda@ income includable under 8§ 61(a)(12) is
commonly termed “COD” income, the acronym refertimcancellation of debt.” Cancellation of
debt income (or COD) is the terminology that wd wde. This change in terminology reflects the
fact that § 61(a)(12) applies when a debt is “dasglhd” for less than full payment to the creditor
or is “cancelled” in whole or in part, but 8 61 has no relevance when a debt is “discharged”
either by full payment or by a novation agreememntar which a third party assumes the taxpayer’s
liability for the debt.

4 Milenbach v. Commissioner, 318 F.3d 924 @r. 2003); Woodsam Associates v. Commissiones, 19
F.2d 357 (2d Cir. 1952).

5 Mayerson v. Commissioner, 47 T.C. 340 (1966) (jacgee also Commissioner v. Tufts, 461 U.S. 300,
309,reh’g denied463 U.S. 1215 (1983) ( “no difference betweemuvese and nonrecourse obligations is
recognized in calculating basis”).



Section 61 (a)(12) represents a codification ofS3hpreme Court’'s seminal 1931 decision
in United States v. Kirby Lumber G8.a landmark case involving a corporation that restied
about $12 million of bonds and later repurchasedesof them for about $138,000 less than their
face amount. In holding that the transaction gateer gain, the Supreme Court said:

[The taxpayer made a clear gain. As a result ofddalings it made available
$137,521.30 [of] assets previously offset by th&galtion of bonds now extinct. ... The
[taxpayer] has realized within the year an accegsicncome, if we take words in their plain
popular meaning, as they should be taken Here.

Although the result ifkirby Lumber Cois clear, the rationale is not necessarily so parent®
2. Ambiguities in th&irby Lumber Co.Rationale

The language dirby Lumber Cosuggests two separate theories for the resulth©ane
hand, if a debt is canceled and the borrower iswetl of the duty to repay the loan, the canceilfati
of the debt has tax consequences because thetlmnefieipt of cash at the time of the borrowing
without realization of income is offset by elimirtat of repayment, producing an overall economic
benefit to the borrower. Alternatively, as suggedig the second sentence of the quotation above,
the borrower has gross income because the borrewet worth has been increased with an
elimination of the obligation to return borroweahis.

Depending on which of these theories is applieel ctinsequences that flow from the debt
cancellation might differKirby Lumber Co.often has been interpreted to be grounded on the
rationale that when a debt is discharged for less full repayment, the portion of the debt cargtele
without payment is income because the borrowertsnwgth has been increased. Some of the
provisions in 8108 reflect the “increase in nettidorigins of the rule. The focus Kirby Lumber
Co.on the freeing of the taxpayer’s assets from timation of its cancelled indebtedness raises
a question whether itis simply the reflected ilmhae sheetimprovement resulting from eliminating
the offsetting obligation that creates gross incamé¢he cancellation of indebtedness, or whether
the existence of cancellation of debt income dep@mdthe presence of some other factor.

In Commissioner v. Jacobsbtthe Supreme Court repeated both formulationdadobson
the Supreme Court held that an individual recoghzancellation of indebtedness income on the
repurchase of his personal bonds for an amounthesstheir issue price. The Court pointed out

16284 U.S. 1 (1931).

71d. at 3.See alsddelvering v. American Chicle Co., 291 U.S. 426, 48934) (taxpayer recognized
cancellation of debt income on its purchase fos tean face value of a predecessor corporatioms$o
which had been assumed by the taxpayer when punghife predecessor’s assets several years earlier)

18 See generallyTheodore P. Setdhe Function of the Discharge of Indebtedness iwctComplete
Accounting in the Federal Income Tax SysteéInJax L. REv. 199 (1996).

19336 U.S. 28 (1949).



that the taxpayer’s acquisition of his bonds imgaebhis “net worth” by the difference between the
face amount of the bonds and the acquisition piite Court noted that, “In the first instance
[Jacobson] had received the full face amount i dasthese bonds so that his repurchase of them
for 50 percent, or less, of that amount reflectedlastantial benefit which he had derived from the
use of that borrowed monesf.”

Some cases have analy2€doy Lumber Coby comparing the consideration received in
exchange for the taxpayer's note with the paymemadento discharge the obligation. In
Commissioner v. Rail Joint G&.the taxpayer issued bonds as a dividend to shialeisoand
accounted for the bonds on the corporate bookseit face value. When the corporation
repurchased the bonds for less than their face attio&i Commissioner asserted that the corporation
realized cancellation of indebtedness income becasibalance sheet was improved by removing
the bonds as a corporate liability while the cogp@rassets were reduced only by the lesser amount
used to repurchase the bonds. The court disagnedaedd that in applyingirby Lumber Ca.“the
consideration received for the obligation evidenogthe bond as well as the consideration paid to
satisfy that obligation must be looked to in ortedetermine whether gain or loss is realized when
the transaction is closed; i.e., when the boneiised.”” The Rail Joint Company did not have
cancellation of debt income on retirement of itad®because the corporation had not increased its
assets at the time the bonds were issued. Insiacge the bonds were issued by the corporation as
a dividend, the corporation had not received asg@@dn consideration of its issuance of the bonds.
Viewing the transaction as a whole, the corporatemeived nothing that it did not possess prior to
the opening and closing of the bond transactiod flagre thus was no gain to be treated as inédme.
The Tax Court reached the same conclusidraishion Park, Inc. v. CommissiorféiThe taxpayer

21d. at 38-39.
2161 F.2d 751 (2d Cir.1932).
221d. at 751-752.

# |t is not entirely clear whether the taxpayeKinby LumberCo. actually received full value for the
issue of its bonds. The bonds were issued in exgehtor the taxpayer’s preferred stock with dividend
arrears, but the case has often been thought ®ihaelved bonds issued for cash, perhaps becaese t
Supreme Court said that the taxpayer, on issu@@dmds;received their par value.” See Boris I. Bittker,
Income from the Cancellation of Indebtedness: Adfiical Footnote to th&irby Lumber CoCase 4 J.
Corp. Tax 124 (1977). The case was tried befor€thet of Claims on a stipulation that the bonds ibeen
issued for their par value. Both the Court of Clajid¥ F.2d 885, 886 (Ct. Cl.1930), and the Supiémet,
284 U.S. 1, 2 (1931), stated that the company beeived par value when the bonds were issued. These
express statements plus the tenor of the Supremd’€opinion lead to the conclusion that the Csurt
analysis is based upon the assumption that theyKiwmber Company received full value on issue ef th
bonds. See Daniel L. Simmomonrecourse Debt and Amount Realized: The Demi€eawfe’s Footnote
37,59 (REGONL. Rev. 3, 36 n. 172 (1980).

2421 T.C. 600 (1954). Accord, U.S. Steel Corp. nited States, 848 F.2d 1232 (Fed. Cir. 1988)
(repurchase of bonds at less than face value didiae rise to cancellation of debt income becatise
bonds had been issued to redeem preferred stobkpait value of less than repurchase price; thus the
corporation had not increased its assets). Sedaiglford v. Commissioner, 233 F.2d 935 (6th C956)
(note issued to bank to obtain reduction of del#aiy taxpayer’s husband; taxpayer is describesasg
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corporation had issued debenture bonds with adstitee value of $50 each in a tax-free
reorganization in exchange for shares of its pre€estock that also had a par and stated valugOof $
per share. The preferred stock had been issued $6fper share, and the $45 difference between
the cash consideration received and the $50 fdue wéthe stock had been transferred from earned
surplus to paid-in capital on the corporation’s kemoThe Tax Court held that no cancellation of
debt income was realized when the taxpayer subsdgymirchased some of the bonds for an
amount in excess of $5 each but less than $50 ediciy Rail Jointas authority.

A number of early cases followed the freeing ofetsdranch of th&irby Lumber Co.
reasoning to hold that no gross income was reafioed the cancellation of debt when the debtor
taxpayer was insolvent at the time of the debt elatton. For example, iDallas Transfer &
Terminal Warehouse Co. v. Commissigiiem insolvent debtor compromised a debt for leas th
its principal amount, and the Court of Appealstfar Fifth Circuit held thaKirby Lumber Codid
not require any of the cancelled debt to be indudegross income. The court explained the reason
as follows:

In effect the transaction was to what occurs inimgolvency or bankruptcy
proceeding when, upon a debtor surrendering, ferl@nefit of his creditors,
property insufficient in value to pay his debtsjfdischarged from liability for his
debts. This does not result in the debtor acqusomething of exchangeable value
in addition to what he had before. There is a rednor extinguishment of liabilities
without any increase of assets. There is an absansech a gain or profit as is
required to come within the accepted definitionnabme?®

Dallas Transfer & Terminal Warehouse Goibsequently was followed by the Board of Tax Agipe
in Quinn v. Commissiongf in which debts of an insolvent taxpayer were chedéor less than full
payment. The Board held that “[The cancellatiothef mortgage in this case did not, aKirby
Lumber Co, supra, make available any assets to petitianenwe hold that there was no realization
of income from the transactio®”

Lakeland Grocery Company v. Commissiétierther developed the analysis of this branch
of theKirby Lumber Coreasoning. Ihakeland Grocerythe Board of Tax Appeals characterized
the earlier cases as having had found that incoase et required to be recognized upon the

her noté'without receiving any consideration in return,’haltigh it might have been treated as indirect way
of getting cash to reduce husband’s debt); Zarf@ommissioner, 916 F.2d 110 (3d Cir. 1990) (taxpdye
not realize income on cancellation of debt thabSarout of his acquisition of gambling chips”).

2570 F.2d 95 (8 Cir. 1934).

#1d. at 96.

2731 B.T.A. 142 (1934).

2|d. at 145.

2936 B.T.A. 289 (1937).



forgiveness of debt where the taxpayer was instlveth before and after the cancellation of debt.
However, inlLakeland Grocery while the taxpayer was insolvent before the foggess of
indebtedness, it was solventimmediately thereaftee Board of Tax Appeals limited the exclusion
from gross income of cancellation of debt incomdh® amount of the taxpayer’s insolvency.
However, cancellation of debt income was realizethé extent the taxpayer’s assets exceeded its
liabilities after the cancellation — the extentthich it had assets freed from the claims of cozdit
that were no longer offset by its liabilities.

Collins v. Commissiongf is another example of a case that arguably aptieéreeing of
assets theory branch of tkegby Lumber Corationale. In that case the taxpayer was lentGRIL},
and the loan was secured by a lien on corporatk stwned by the taxpayer having a value of only
$300. The terms of the promissory note executethbytaxpayer limited the creditor’s rights
foreclosure of the lien on the note and expresslyided that no deficiency action could be brought.
Subsequently, at a time when the collateral wasttwonly $100, the debt was forgiven and
collateral was returned. The Tax Court found #ittough there was no expectation by either the
taxpayer or the creditor that the taxpayer woubdiyeamount advanced, the original receipt was not
a gift. Nevertheless, the court held that the amoficancellation of debt income was limited te th
value of the collateral released. The court reed@s follows:

The indebtedness of this note was limited as tecubility to the collateral given
and therefore did not create a personal debt fretitigner to Roth Steel. For this
reason the return of the note to petitioner in 1@8Not result in the cancellation of
any personal indebtedness of petitioner. The rebfithhe collateral did result in
freeing that collateral for petitioner’s use ashe fit. If a note representing a valid
personal indebtedness of a solvent taxpayer isnetuand the debt represented
thereby cancelled under circumstances resultingpaome to that taxpayer, the
amount of income is measured by the indebtednésssel irrespective of the value
of the note. It is the cancellation of indebtedn#sss freeing the taxpayer's assets
to the extent of the cancellation, which resulthmincome to the taxpayer whether
or not the indebtedness is evidenced by a noteréthen of a note which represents
no personal liability of a taxpayer does not frag assets except those from which
the note might otherwise have been paid.

Accordingly, the court held that the taxpayer wzdi only $100 of cancellation of debt income,
although the court did note that ‘[s]ince the oydar before us is 1959, it is unnecessary for us to
consider the effect of the transaction on petitisn@xable income for the year 1957.”

% T.C. Memo. 1963-285.

31 Had the year in which the taxpayer received tla lim Collins been in issue, the correct treatment
would have been to treat only $300 of the procesds loan — and amount equal to the fair marketeval
of the property securing the loan. See Geftmanomi@issioner, 154 F3.d 61, 68 (3d Cir. 1998) ( “For
‘disbursements to constitute true loans there rhasé been, at the time the funds were transfeaed,
unconditional obligation on the part of the tramsésto repay the money, and an unconditional irdarn
the part of the transferor to secure repaymenaadd. Commissioner, 88 T.C. 604, 615df6d, 855 F.2d
855 (8th Cir.1988)"). Milenbach v. CommissionedpIr.C. 184 (1996)ev’d 318 F.3d 924 (9Cir. 2003),
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Neither of the two potential rationales fidirby Lumber Cosupports the notion that a
taxpayer does not recognize cancellation of detitnve if the borrowed funds are applied to a
transaction that, when considered as a whole,teesubn economic loss. However, prior to its
decision inKirby LumberCo., this latter principle was applied by the Supredoairt inBowers v.
Kerbaugh-Empire C¢? which held that a corporation that borrowed Germanks before World
War |, converted the borrowed marks into dollaiansferred the dollars to a subsidiary, which was
unsuccessful and lost the funds, and then repaitbns after the war with devalued marks that it
purchased for substantially less in dollars thandbllar-value of the borrowed marks when they
were received did not recognize any gross incofiee Supreme Court stated: “The loss was less
than it would have been if [the] marks had not el in value; but the mere diminution of loss is
not gain, profit, or income®

Kerbaugh-Empire Cdas often has been read for the proposition tkeattls no cancellation
of indebtedness income when the whole transactesults in a loss. This holding of
Kerbaugh—Empire Cas questionable, because the Court linked theatgeqs borrowing of German
marks to its subsequent investment of the loangade in its subsidiary corporation, failing to
recognize the presence of two distinct transactithresborrowing and repayment of marks, and the
investment in stock of a subsididfyln any eventKerbaugh—Empire Cads now treated as an

also supports the inclusion in gross income o#theunt by which the proceeds of a purported nommrseo
loan exceed the fair market value of the propertyising the loan. IMilenbach the partnership that owned
the Oakland Raiders football team received a®filibn nonrecourse loan from the Los Angeles Galis
Commission as an inducement to move the team frakhe@d to Los Angeles. The loan was repayable only
out of net rents that would be received by the Baidrom leasing luxury skyboxes in the Los Angeles
Coliseum and was secured only by the skyboxestthdraiders promised to build. In the year loacpeds
were received, the skyboxes had not yet been built,the Raiders partnership was required by the
agreement to construct the skyboxes “as soon agiqable as determined by the partnership in its
reasonable discretion, having in mind consideratt@emed important or significant to the partngr8iine
skyboxes were never built. The Tax Court concluthed the standard for determining when the skyboxe
would be built “gave the Raiders great latitudéinmng the construction,” which amounted to “unitied
discretion,” and found that the obligation to coust the skyboxes was illusory. Accordingly, thedrers
were required to include the funds in gross incapen receipt. The Court of Appeals for the Nintfcit
reversed the Tax Court’s decision on appeal, orgthends that the obligation to repay the loan nats
illusory, because under California law “a contrigatot illusory if the obligated party’s discretiamust be
exercised with reasonableness or good faith. ere kthe Raiders were required to exercise theiretion
reasonably and nothing in the [agreement] indidi@sconstruction of the suites was optionéd.’at 930 -

31. Thus, even though the Tax Court’s decision masersed, the Ninth Circuit's opinion does noteefl

a different view of the effect for tax purposesanf illusory obligation to repay, but only a diffate
conclusion regarding whether the particular oblggatn this case was illusory.

32271 U.S. 170 (1926).
%1d. at 175.
% Section 988 now expressly requires assigning iedent tax consequences to the two transactions.
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anomaly; the IRS, the Tax Court and the Court géégds for the Ninth Circuit have concluded that
Kerbaugh-Empire Cdacks precedential authority in light of subsedi®ipreme Court decisiofts.

Bradford v. Commissiong?f is a rare application of théerbaugh—Empire Caqarinciple in
the context of a debt-only transaction Biradford, the taxpayer substituted her personal note in the
amount of $100,000 for her husband’s note to a lratike same amount. Later, the creditor bank
accepted a $50,000 in a transaction that was trégtthe bank as full satisfaction of the taxpayer’
debt. The court rejected the Commissioner’s assetiat the taxpayer realized cancellation of
indebtedness income from the retirement of the fdeless than its face amount, reasoning that the
taxpayer did not realize any economic gain fromtwhas a loss transaction, citikgerbaugh-
Empire Co In Bradford,the taxpayer’s borrowing did not result in the iptef assets without
realized gain, and thus the offsetting benefitasfeellation of the debt did not produce an overall
gain on the transaction. Thus, the result in sibna like Bradford can be rationalized as an
application of therail Joint Co principle, with reliance oKerbaugh-Empire Co

C. Statutory Codification of Cancellation of Debt Rues

Section 61(a)(12), was enacted in 1954 to codiy‘thscharge of indebtedness” as gross
income principle. At the same time, Congress ad&l&d8, which provides numerous exceptions
to 8 61(a)(12), under which a taxpayer may avoageaizing cancellation of debt income, as well
as a number of operating rules for calculatingptezise amount of cancellation of debt income.
In addition, 8 1017 was enacted to require adjuste® the basis of property in certain instances
when cancellation of debt income goes unrecognimetér § 108.

Recognize that § 61(a)(12) and judicial precedestzblish the general principles governing
realization of cancellation of debt income, andd8 provides overriding and supplemental rules.
However, because of the extensive detail in § @08n when not expressly provided by the statute
the IRS and the courts tend to treat 8 108 adgdliraythe exclusive rules, supplanting prior judici
decisions with respect to issues that are addresstte statutory provisiofl. Some judicial
exceptions nevertheless survive in cases not sskelieby § 108.

% SeeVukasovich, Inc. v. Commissioner, 790 F.2d 140& @Qir.1986) Kerbaugh-Empire Cowas
decided as a constitutional case and it is inctersisvith the Supreme Court's later decisions; haee no
doubt that an increase in wealth from the candefiaif indebtedness is taxable where the taxpagsived
something of value in exchange for the indebtedifjesgarin v. Commissioner, 92 T.C. 1084 (1989)
(settlement for $500,000 of $3.4 million gamblireptiowed to casino resulted in $2.9 million caratah
of indebtedness income even though transactiowhslke was a loss; declining to folld¢erbaugh—Empire
Co), rev'd on other ground916 F.2d 110 (3d Cir.1990) (debtor realized rmmme because debt was not
enforceable under state law); Rev. Rul. 92-99, 2992 B. 35Kerbaugh—Empire Cdas been discredited
by subsequent Supreme Court cases).

%233 F.2d 935 (6th Cir.1956).
¥ See, e.gGitlitz v. Commissioner, 531 U.S. 206 (2001) (§ povides exclusive insolvency exception);

Preslar v. Commissioner, 167 F.3d 1323 (10th (29} (8108(e)(5) provides exclusive purchase price
reduction exception).
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D. Relevance of the Nature of the Debt
1. Generally

In theory, realization of cancellation of debt in@® does not depend on the nature of the
debt. Nonetheless, many of the exceptions to rétog and other special rules under 8 108 do
depend on the nature of the debt. In additionrtdpam specific exceptions in § 108, the use of
borrowed funds does not affect whether cancellabiba debt gives rise to income realization.
Regardless of the use of borrowed funds, a taxggsmerally realizes no income when funds are
borrowed, because an offsetting obligation to pmagdcordance with the terms of the loan arises
along with the receipt of money or property. Thed is offset by a corresponding liability and the
borrower has no increase in net worth as a restiiedoan transaction based on the assumption that
the taxpayer eventually will repay the debt. Theaton of the debt is generally accompanied by
some tax favored treatment, which may be in theafof the tax-free cash received in a direct loan,
or basis in property in the case of a debt-finamqedhase, or a current deduction in the case of an
accrual method taxpayer’s debt for a deductibleeagp. In all of these instances, when the debt is
discharged, in whole or in part, without paymentjusion in gross income of cancellation of debt
income is required to offset the original favoratale treatment.

At times, however, the nature of the debt may affeese matters. In some cases a taxpayer
has not received favorable tax treatment whenebéwas incurred — for example, a taxpayer who
incurs a tort liability that is not connected watlbhusiness, which is later discharged for lessfillan
payment. These types of situations give rise tocerddficult questions in determining the existence
and amount of cancellation of debt income.

2. Nonrecourse Debts

If a nonrecourse debt secured by real estate er ptioperty is compromised for less than
its principal amount and the borrower retains owhgr of the property, unless the lender also sold
the property to the taxpayer, the entire amounhefcancelled portion of the debt is realized as
cancellation of debt income, without regard to vatie of the released collatef&llf, however,
property subject to a nonrecourse debt is deededetdender in lieu of foreclosure, the entire
amount of the nonrecourse debt is included in theuat realized on the sale of the property, even

3 SeeGershkowitz v. Commissioner, 88 T.C. 984 (1988@n¢ellation of debt income realized on
cancellation of nonrecourse debt in consideratiozash payment in an amount less than debt); Relv. R
91-31, 1991-1 C.B. 19 (reduction to $800,000 ofr$llion principal amount of secured nonrecoursetdeb
when value of collateral was $800,000 resulted2@0$000 cancellation of debt income; Fulton Gold v.
Commissioner, 31 B.T.A. 519 (1934), which permitbedis reduction rather than recognition of income,
will not be followed); Rev. Rul. 82-202, 1982-2 C.35 (cancellation of debt income was realized upon
prepayment of a nonrecourse mortgage on taxpalyens at a discount).

For the § 108(e)(5) “purchase price reduction” @tiom to the recognition of cancellation of debt
income, sefra, Section V.A.2.
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if the debt exceeds the fair market value of ttopprty at the time of the transfr(In this respect
the transfer of property subject to a nonrecoues® & deeded to the lender in lieu of foreclosure
is accorded the same treatment as a transfer @irtperty to a third party who merely takes the
property subject to the debt.)

The amount realized through cancellation of a@course debt might be limited to the value
of the collateral if the taxpayer did not receivevabenefit from the canceled debt. The reguhatio
provide that relief from acquisition indebtednisssot included in amount realized “to the extent
that such liability was not taken into accountéeamining the transferor’s basis in such propéfty.
For example, if the taxpayer acquires propertyextttip a nonrecourse debt that exceeds the value
of the property and immediately pays the latterami¢o discharge the debt, the taxpayer should not
realize cancellation of debt income as long as#meelled portion of the debt was not included in
the taxpayer’s basis for the propeftyBut in any case where the property was worth rtiwae the
existing debt when received, acquisition of theperty subject to the liability is functionally
equivalent to buying it with a nonrecourse purchassey mortgage or purchasing it for cash and
then pledging it for a nonrecourse loan; and ifdabt is later settled for less than its face arhoun
there is no sound reason for excluding the diffeeenom income.

1. W HEN HAS A DEBT BEEN CANCELLED ?

There are a variety of methods by which a debtlmamlischarged, in whole or in part,
without full payment and these alternatives congtéedentifying cancellation of debtincome. The
discharge from liability on a debt for less that ayment in cash does not necessarily give ase t
cancellation of debt income. The debt might haaenbdischarged in exchange for full payment in
another medium. For example, if an individual perfs services for a creditor, who in
consideration therefor cancels the debt, the debtdizes income under § 61(a)(1) in the amount
of the debt as compensation for servites.

39 Seevarbro v. Commissioner, 737 F.2d 476h’'g denied 742 F.2d 1453 (5th Cir. 1984)rt. denied
469 U.S. 1189 (1985). The same rule applies ptppetransferred by the owner-debtor to a thirdspa
who takes the property subject to the debt; thestaetion is a sale, no part of which is treated as
cancellation of debt. I.R.C. 8§ 7701(g); Treas. Rej.1001-2(b), (c), Ex. (7); Commissioner v. Tu#i1
U.S. 300,reh’g denied 463 U.S. 1215 (1983). But see Cozzi v. Commis=io88 T.C. 435 (1987)
(cancellation of debt income realized in year taepgpartner abandoned to another partner all rights
pornographic movie pledged to secure nonrecounsg.de

“Treas. Reg. § 1.1001-2(a)(3).

1 SeeHudson v. Commissioner, 103 T.C. 90 (1994) (cdatieh of debt income was not realized on
discharge of purchase-money nonrecourse debt thatnet included in the property’s basis, and thus
provided no tax benefit, because the promissorgslaicked economic substance and were not genuine),
aff'd on other issues by ordev1l F.3d 877 (5th Cir. 1995%ee alsdPleasant Summit Land Corp. v.
Commissioner, 863 F.2d 263 (3d Cir. 198&)t. denied493 U.S. 863 (1989) (portion of nonrecourse debt
in excess of fair market value of property not uagd in basis).

“2Treas. Reg. § 1.61-12(a). For other examplebf dancellation in which the transaction served as
a medium of payment, see OKC Corp. v. Commissid@if,.C. 638 (1984) (reduction of preexisting debt
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A. Reduction of Amount Due

Any reduction in the principal amount of a debutesin realization of cancellation of debt
income, regardless of whether a new debt instruiastbeen substituted or the creditor simply
agrees to accept a lesser amount in satisfactidgheoflebt? This is true even if the debtor’s
obligation that was cancelled is subject to reviyan the occurrence of a contingent future event.
In Jelle v. Commissiongf the taxpayer owed $269,829 to the Farmers Homeidigiration
(FmHA) on a mortgage loan secured by the taxpayarsi, which was appraised at a value of
$92,057. The taxpayers paid the FmHA the $92,087 fecovery value” of the loan in exchange
for cancellation of the remaining $177,772 of déftt the cancellation was subject to a “net
recovery buyout recapture agreement” under whiehtélxpayers agreed to repanp tantothe
amounts written off by the FmHA in the event thespdsed of the farm within a 10—year period for
a price that exceeded the $92,057 net recoverngvalie taxpayers argued that the debt had not
been cancelled before the end of the 10—year péegduse the “net recovery buyout recapture
agreement” was a continuing obligation. The Tax i€alisagreed and held that the overall
agreement resulted in immediate cancellation oéliweldness income of $177,772 because the
obligation to pay the recapture amount was “higlagtingent.” The recapture agreement was not
a substitute for the taxpayers’ former obligatiéfiThe mere chance of some future repayment” that
is either highly contingent or of a fundamentaliffedent nature will not delay the recognition of
cancellation of debt income.

Taxpayers have sometimes argued that there waaweltation of debt income because the
existence of a debt was itself uncertain, so thataxpayer’'s payment of an amount less than the
creditor claimed represented the settling of audspver the debt, not cancellation of debt income.
This so-called “disputed debt” or “contested lidiildoctrine is explored later in this articte.

B. Significant Modification of Debt Instrument
1. Generally
In many cases, a debtor’s obligation will be matifivith respect to terms other than the

principal amount, for example, the time for paymeraty be extended, the interest rate reduced,
collateral released, or restrictions imposed bgpanlagreement released, without reducing the

in settlement of litigation not cancellation of défcome because litigated claim was for recovénpst
profits, not for adjustment of the debt); Rev. RB4:176, 1984-2 C.B. 34 (creditor's agreement tgif@
taxpayer’s debt in exchange for release of taxpagentract claim was “only a medium for some ofloem
of payment”).

“3].R.C. 8 108(e)(10) and Treas. Reg. § 1.1001-Ré¢. Michaels v. Commissioner, 87 T.C. 1412 (1986)
(discount of principal balance due granted by lenole prepayment of home mortgage constitutes
cancellation of debt income).

44116 T.C. 63 (2001).
45 Seeinfra, Sections III.LE. and V.A.2.
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principal amount due. Historically, changes of ttype did not result in the realization of
cancellation of debt income even if the fair mankatue of the resulting new debt obligation was
less than the face amount of the old debt obligdfioSince 1990, however, § 108(e)(10) has
provided that cancellation of debt income is reslizvhenever a new debt instrument is issued in
satisfaction of an existing debt instrument if tlesue price” of the new instrument, determined
under the original issue discount rules, is leas tihe principal amount of the old debt obligation.
Under the regulations, whether a new debt instrutnas been issued is determined with reference
to the principles applied to determine whether aifieation is sufficient to treat the creditor as
realizing gain or loss on an exchange under § 100&Generally speaking, the result under the
regulations is that the debtor realizes cancelabiodebt income whenever the creditor realizes a
bad debt deduction or loss on the exchange.

An exchange, and thus a realization event, occhenever there is a “modification” that is
“significant,” whether through an agreement of tlebtor and creditor or a unilateral waiver of
rights®® Significant modifications include: (1) changirtgetannual yield of a fixed principal debt
instrument, either through an adjustment to therest rate or a reduction of the principal, by an
amount in excess of one-fourth of one percentamrbent of the yield of the unmodified instrument
(unless attributable to a formula in the origimetrument)?? (2) changing the timing or amount of
payments to materially defer payment, either thhoaig extension of final maturity or rescheduling
of payments? (3) substituting a new obligor on a recourse dkg) altering collateral or guarantees
securing a nonrecourse note (unless the collagefahgible); (5) altering collateral or guarantees

“° See, e.g.Rev. Rul. 58-546, 1958-2 C.B. 143 (in a bonddond exchange, which changed interest
rates and maturities but not face amount, the dedadized income only to extent of cancellatiohability
for accrued interest previously deducted with tardfit); see generally James S. Eustice, Canazilafi
Indebtedness and the Federal Income Tax: A Probfe€@neeping Confusion, 14 Tax L. Rev. 225, 238-242
(1959).

“Treas. Reg. § 1.1001-3. The regulations provideahy significant modification of a debt instrurhen
under Treas. Reg. 81.1001-3 generally is treatad agchange of the original debt instrument fooaified
instrument. Treas. Reg. §1.1001-3(b).

“8Treas. Reg. § 1.1001-3(b), (c)(1)(i), (e), (e Jeeas. Reg. § 1.1001-3(d), Ex. (7) (creditoréateral
reduction of interest rate to deter debtor fronmaaicing with another lender).

“9Treas. Regs. 88 1.1001-3(e)(2), 1.1001-3(g), Bx.Jpecial rules apply to changes in the formata f
determining interest under variable rate debt uménts. Treas. Reg. § 1.1001-3(e)(2)(iv).

*Treas. Regs. §8 1.1001-3(e)(3) , 1.1001-3(g), &s(4). Deferral of payments is not materidiess
the extension exceeds the lesser of five year8 pekcent of the original term of the instrumemeds. Reg.
§ 1.1001-3(e)(3)(ii).

>l Treas. Reg. 88 1.1001-3(e)(4)(i), 1.1001-3(g), (BX. Addition or deletion of a co-obligor is mater
if it results in a change in payment expectatidneas. Reg. § 1.1001-3(e)(4)(iii). Substitutionaaiew
obligor is not material if it results from a corpte reorganization or the acquisition of substéptal of
the assets of the original obligor (unless the ghaaiters the repayment expectations), as longess aire
no other changes. Treas. Regs. 88 1.1001-3(e)@)(1.1001-3(e)(4)(i)(C), 1.1001-3(g), Exs. ().
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securing a recourse debt if the alteration chapggment expectatiortdand (6) changing a debt
from recourse to nonrecourse or vice versa (othem thanging a secured debt from recourse to
nonrecourse without a change in repayment expensf® Two or more modifications occurring

at different times may be treated as a single raadibn to be tested for significante However,

two or more modifications of different terms thed aot individually significant cannot be combined
to result in a significant modificatiof.In addition, any modification that based on altiué facts
and circumstances alters the legal rights or otitiga of the parties to the extent the alteratemes
“economically significant” triggers a realizatiomest>°

Notwithstanding the general rules regarding sigaift modifications, a creditor’s unilateral
forbearance of acceleration or collection followandefault is not a modification unless it contisiue
for more than two years.

Changes of legal rights or responsibilities pursuanthe original terms of the debt
instrument generally are not modificatiofs.For example, the conversion of a variable rate
mortgage to a fixed rate mortgage at the borrovwagteon as provided in the original instrument is
not a significant modification. However, certalteeations pursuant to the original instrument are
designated as modifications by the regulati§ng.hese modifications include a change of the
obligor, a change of the debt from recourse to @oourse, conversion of debt into another property
right (other than conversion of debt into equityhia issuer pursuant to the holder’s option), &ed t
exercise of certain other optioffs.

If a modification results in a deemed exchangeoptiigor’s cancellation of debt income is
the excess of the adjusted issue price of ther@igbligation (determined under the original issue
discount rule®) over the issue price of the new obligation deteeu under § 1273 or § 1274; it is

52 Treas. Reg. §§ 1.1001-3(e)(4)(iv), 1.1001-3(g), @
5 Treas. Reg. § 1.1001-3(e)(5).

% Treas. Reg. § 1.1001-3(f)(3).

* Treas. Reg. § 1.1001-3(f)(4).

5 Treas. Reg. § 1.1001-3(e)(1).

5 Treas. Reg. § 1.1001-3(c)(4)(ii).

% Treas. Regs. §§ 1.1001-3(c)(1)(ii); 1.1001-3(c)(2)
% Treas. Reg. § 1.1001-3(c)(2).

®Treas. Reg. § 1.1001-3(c)(2); see Treas. Red.®1-3(d), Ex. (4) (substitution of new obligordghgh
transfer of property with transferee assuming @slpermitted by the instrument).

®11.R.C. 88 1271- 1274. For the original issue dist rules, see generally, Boris |. Bittker, Mardin
McMahon, Jr. & Lawrence A. ZelenakEBERAL INCOME TAXATION OF INDIVIDUALS, 3%° ED. 1142.01-
42.03(Warren , Gorham & Lamont2002).
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not merely the reduction in the face amount ofdélet. For example, if a substantial modification
occurs because of a reduction in principal, the armof the discharge of indebtedness income
realized by the debtor will be more than the amaidimtominal principal reduction if the adjusted
issue price of the new instrument, determined uBde&274, is less than its stated principal amount.
Any excess of the nominal principal amount overiiseie price will be treated as discotmt.

2. Creditor's Advance Agreement to Discharge Delit lfess Than Full
Payment

A creditor might agree when a loan is made thaatheunt ultimately to be repaid by the
debtor will be determined with respect to futurem. In certain circumstances, when the reduction
in the amount to be paid by the debtor is pursteatite original terms of the obligation, rathentha
the result of a negotiated release of a legal abbg, the amount of reduction may constitute ineom
to the debtor, but not cancellation of debt incoimnehis situation, the debtor will recognize inue,
but will not be permitted to take advantage of grevisions in 8108, which only apply to
cancellation of indebtedness income. For examgten an individual purchases a bank certificate
of deposit a portion of the interest provisionaltgdited typically will be forfeited if the deposit
surrendered the certificate for payment prior tdurgy. If the debtor-bank provisionally credits
interest to the depositor and claims a tax dedndo the provisionally credited interest, but a
portion of the interest is forfeited because theditor-depositor redeems the certificate before
maturity, the debtor bank recognizes income inahmunt of the forfeited interest previously
credited and deducted. HoweverUnited States v. Centennial Savings Bank,P3Be Supreme
Court held that the forfeited interest was not edlation of debt income, because the bank was not
“discharged” from any debt. The reduced amount wamsithe amount the creditor was entitled to
under the original agreement. Because the Cosd lakld that 8§ 108 applies “only to debt
reductions stemming from a negotiated forgivendss duty to repay,” which does not include
“anticipatory discharge’ terms in the credit agrest at the outset,” none of the § 108 exclusion
provisions were available to the debtor- bé&hk.

3. Modification of Debt in Connection With Sale obperty

If a debt instrument is modified in connection watlsale or exchange of property pursuant
to which the buyer assumes the debt or takes thpepy subject to the debt and the modification
triggers exchange treatment, the modificatioreted as a transaction between the seller-deldor an
the creditor occurring immediately before the salexchange if the seller knew or had reason to
know about the modification, even though the aan@dification occurs after the exchange pursuant

%2 For bond premium and discount, see Treas. Ref).68812(c)(2) and 1.163-4. For the original issue
discount rules, which determine the exact amoubgttake into account in each year, see |.R.C2§8-1
1275.

3499 U.S. 573 (1991).

641d. at 116.
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to an agreement between the purchaser and thea®dHowever, the seller and purchaser may
jointly elect to treat the transaction as one inclwhthe purchaser first assumed the original
unmodified debt instrument and then entered iritaragsaction with the creditor to modify the debt

instrument® Under the general rule, any cancellation of indébess income under § 61(a)(12) or

basis reduction under 8§ 108(e)(5) or 88108(a)(1xi) 108(c) occurs with respect to the seller.
Under the election, any such cancellation of indeébéss income or basis reduction occurs with
respect to the buyer.

C. Acquisition of Debt by a Related Party

Section 108(e)(4) provides that when a debt isiaed by a person related to the debtor from
a person who is not related to the debtor, the iattoun is imputed to the debtor and results in
cancellation of debt income, to the extent provitigdregulations under § 108(e)(4)Section
108(e)(4) most often applies to the acquisitiorcafporate debt originally held by an unrelated
creditor by a corporation (or partnership) afféidtwith the debtor corporation. However, the
definition of related parties includes any perdmat ts related under the rules of either 8 26b)
§ 707(b)(1)%® and thus catches individuals as well as busina#ses. Among the more important
relationships in 8 267(b) are as follows: (1) 8§@§(1) and 267(c)(4) treat as related any family
member who is a spouse, ancestor, lineal descenatasibling (whether by the whole or the
half-blood); (2) 8 267(b)(2) treats a shareholaetacorporation as related if the shareholder pwns
directly or indirectly, more than 50 percent of tlzdue of the corporation’s stok(3) § 267(b)(3)
treats two corporations as related if they are membf the same “controlled group” as defined in
8 1563(a), except that 50 percent stock ownersathdr than 80 percent as in the usual application
of § 1563) is sufficient to link corporations tolget in a controlled group — this provision catches

®Treas. Reg. 8§1.1274-5(b)(1).
®Treas. Reg. §1.1274-5(b)(2).

®’SeeTreas. Reg. § 1.108-2. For pre- § 108(e)(4) tmef-orrester v. Commissioner, 4 T.C. 907, 920-921
(1945) (acq.) (husband and wife treated as sepagtayers, so wife’s acquisition from a creditbaalebt
owed by her husband merely effected a substitutfameditors).

® Treas. Reg. § 1.108-2(d)(2) treats as relatedoarnson related within the meaning of § 267(b) or §
707(b), except that the term “family” means anwdlial’'s spouse, children, grandchildren, parearid,any
spouse of the individual’s children or grandchildrand entities treated as a single employer ugda&d(b)
or 8§ 414(c) are treated as relat8deRev. Rul. 91-47, 1991-2 C.B. 16 (corporate det#atized discharge
of indebtedness income when unrelated person foamegv corporation that acquired debtor’s outstadi
obligations at less than their principal amount én@h sold the stock of the newly formed corporatmthe
debtor).

%9 Ownership of the requisite amount of stock is deteed by reference to constructive ownership rules

in 8 267(c), under which in a wide variety of redaships treat taxpayers as owning stock thattisadly
owned by other persons and entities.
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both parent-subsidiary corporate relationships lznather-sister corporate relationshipg4) 88§
267(b)(4) and 267(b)(6) treat the grantor of attamsl its beneficiaries as related to the fidugiary
and (5) 8§ 267(b)(13) treats a beneficiary of aatesand the estate as related. Under § 707(b), a
partner and a partnership in which the partner owage than 50 percent of either the profits or
capital interests are related as are two partesshiwhich the same partners own more than 50
percent of the profits or capital intere&ts.

If the taxpayer’s obligation is acquired by a rethparty, the measure of cancellation of debt
income generally is the excess of the principal@mof the obligation over the cost to the related
party”®* For example, the acquisition of a $1,000 debt$600 would give rise to $400 of
cancellation of debt income if the debt was owed tioird party and was acquired from the creditor
by a person related to the obligor. After the aitjon, the indebtedness is treated as a new
obligation issued by the debtor for the amound jpgithe related part§.An acquisition by a related
party is not treated as a discharge of indebtedriets® debt is due within one year after its
acquisition and it is retired on or before theeddanaturity daté:

0 For purposes of applying 8§ 108(e)(4), a parensiglidry controlled group is one or more chains of
corporations connected through stock ownership widommon parent if at least 50 percent of thd tota
combined voting power or value of all classes otktof each corporation (except the common paignt)
owned by another member of the group, and the canpacent owns at least 50 percent of the votinggrow
or value of all classes of stock of at least orttebther corporations (determined by excludioglsbf any
member of the group held directly by another mendfethe group). 1.R.C. 88 108(e)(4)(A), 267(f),
1563(a)(1). A brother-sister controlled group &xisnder § 1563(a)(2) if five or fewer persons vane
individuals, estates, or trusts own (or constratyiown) stock possessing more than 50 perceheabtal
combined voting power of all classes of stock &dito vote, or more than 50 percent of the totdie of
all stock, taking into account the stock ownersifipach person only to the extent the stock owmgiish
identical with respect to each corporation. Secti®63(e) provides constructive ownership rules for
determining control.

1 SeeWyly v. United States, 662 F.2d 397 (5th Cir. 19810 exception to § 267(b)(6) exists for remote
contingent beneficiary); Dillard Paper Co. v. Corasimoner, 341 F.2d 897 (4th Cir. 1965) (provision in
8§267(b)(4) treating a grantor as being relatetédituciary of any trust is not limited to a tal@tyusts and,
as a result, 8 267(a)(1) applies to losses on &glesrporation to employee benefit trust).

2 Davis v. Commissioner, 866 F.2d 852 (6th Cir.198@)d that for § 707(b)(1)(B) to apply, it is not
necessary that the commonly owned interests of gaither in each partnership total more than S56euer
Thus, for example, under 8 707(b)(1)(B) the AB parship in which A holds a 99 percent interest Bnd
holds a 1 percent interest sells property at attose BA partnership in which B owns a 99 percetarest
and A owns a 1 percent interest are related.

3 Treas. Reg. § 1.108-2(f).
" Treas. Reg. § 1.108-2(g)(1).
> Treas. Reg. § 1.108-2(e)(1).
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D. Lapse of Creditor's Rights

The debtor realizes cancellation of debt incoma dlebt becomes unenforceable by the
creditor through operation of law. EBstate of Bankhead v. Commissigffethe taxpayer was
required to recognize cancellation of indebtednessme on loans that became unenforceable
because the creditor failed to file necessary damthe probate of the deceased taxpayer’s estate.
The court pointed out that the debtor was “enridhethe abolition of a duty to repay money he has
previously received and had the unlimited usetad.this undeniable economic benefit that creates
income ... .*" In a similar vein|n re Higging® held that the debtor taxpayer realized cancehatio
of indebtedness income because a secured credigditise to seek judicial confirmation of a
nonjudicial foreclosure sale within 30 days ofshaée, pursuant to state law, barred the credibon fr
seeking a deficiency against the debtor taxpayer.

E. Compromise of Disputed Liabilities

Neither the Code nor regulations precisely defireeterm “indebtedness” for purposes of
determining when there is cancellation of debt meainder 8 61(a)(12). A now revoked Treasury
regulation under § 108 previously defined “indelbiesk” as “an obligation, absolute and not
contingent, to pay on demand or within a given timeash or another medium, a fixed amouht.”
Although that regulation no longer is in force, ghiaciple generally is applied in determining when
there has been a cancellation of debt for purpokg$1(a)(12). Thus, settlement of a claim does
not result in realization of cancellation of deftome if there is a bona fide dispute regarding the
debtor’s liability for the amount claimed by theditor®® In such a case, the amount of the debt is
viewedab initio as whatever amount the parties agree upon doumél determines is the amount
due® Application of the “disputed debt” (or “contestgability”) doctrine requires a bona fide
dispute, but does not necessarily require a \dafdnse?

7660 T.C. 535 (1973).
71d. at 540. See also Carl T. Miller Trust v. Comnossir, 76 T.C. 191 (1981) (same result).
8103 A.F.T.R.2d 2009-1423 (E.D. Tenn. 2009).

" Former Treas. Reg. § 1.108(b)-1(c) (issued und€&gb), repealed in 1976), removed by T.D. 8787,
1998-2 CB 621.

8 SeeN. Sobel, Inc. v. Commissioner, 40 B.T.A. 126333P(nonacq.).

81 SeeEstate of Smith v. Commissioner, 198 F.3d 515 (8th1999) (nonacq. on other issues). The issue
was whether an estate realizes discharge of indeéss income when it settles a disputed claineks than
the amount deducted on the estate tax return WBRE53(a)(3). The court rejected the Commissioner’s
argument that discharge of indebtedness incométedsuom the settlement, holding that both the fzic
the liability and its amount were not determinetilthe case was settled.

82 CompareZarin v. Commissioner, 916 F.2d 110 (3d Cir. 19@ttlement for $500,000 of $3.4 million
gambling debt owed to casino did not give risedooellation of debt income because taxpayer cadest
enforceability under state law when the casino Bbagforcement) with Marcaccio v. Commissioner,.T.C
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The judicial disputed debt doctrine clearly appligsere appropriate, to adjustments of the
price of services. For example, suppose a taxpangs a painter to repaint the taxpayer’s residenc
for $5,000. Upon presentation of the bill for $00the taxpayer claims that because the pairder di
a sloppy job, the services were worth only $4,000the debt is settled for $4,300, the $700
difference between the original contract pricell/ibinot gross income. As long as the taxpayer
never claimed a tax benefit (deduction or basisligded on a $5,000 debt, the taxpayer should not
be treated as realizing $700 of income when thé¢ idetompromised. On the other hand, if the
taxpayer was an accrual method taxpayer and hed thie painter to repaint the taxpayer’s business
premises, the taxpayer claimed a $5,000 deduatitimei year the painter presented the bill for the
painting services notwithstanding the dispute dlkeramount, and in a subsequent year, the debt
was compromised for $4,300, the taxpayer ordinardyld recognize $700 of gross income under
the tax benefit rul&

The judicial “disputed debt” doctrine also shoafiply to the purchase of goods or property
on credit followed by the payment of a reduced amdéol satisfy the purchase price obligation as
a result of a dispute over the nature or valuenefgdroperty originally receiveéd. The seminal
disputed debt doctrine case involved cancellati@ypwmrtion of a debt due to the vendor of property
In N. Sobel, Inc. v. Commissiorféthe taxpayer purchased 100 shares of stock imlafoam the
bank, in exchange for a promissory note. Subsdtyiéime taxpayer sued for rescission on the
grounds that the sale of the stock on credit veolatate law and that the seller-bank had failed to
perform certain promises. The suit was settledheytaxpayer’'s agreement to pay half of the
principal amount of the note. The Board of Tax Apls held that the amount of the debt forgiven
by the bank "was not the occasion for a freeingsslets and that there was no gain ... ,” and that
taxpayer thus did not recognize any cancellaticshetst income. However, one court of appeals —
erroneously in our view — has suggested that dimeenactment of 8 108(e)(5), which provides
a statutory purchase price adjustment exceptitwe, tdx consequences of an adjustment to the
purchase price of property now is governed excelgiby the rules of that statutory provisinwve
believe that the language of § 108(e)(5) callst®application where the cancellation of the debt
otherwise would result in the recognition of grassome under § 61(a)(12), and that under the
disputed debt doctrine, the compromise of purcimaseey debt owed to the seller of property
would not otherwise require recognition of grossoime under 8 61(a)(12). Under this view, 8
108(e)(5) is necessary only to, and operates wud& cancelled purchase money debt from gross
income when the debt is cancelled for a reasorr tla@ a dispute regarding the amount due.

Memo. 95-174 (settlement of suit for deficiencifdaing mortgage foreclosure resulted in realizatas
cancellation of debt income because taxpayer maigrd a legitimate dispute about the amount ofiéi
prior to the tax proceeding).

8 For the tax benefit rulsee generallyBoris I. Bittker, Martin J. McMahon, Jr. & Lawrea A. Zelenak,
FEDERAL INCOME TAXATION OF INDIVIDUALS, 3% ED. 13.07[2](Warren , Gorham & Lamont2002).

8 SeeBoris |. Bittker and Martin J. McMahon, Jr., Fealdncome Taxation of Individuals 1 4.5[3][c] (2d
ed.1995).

8540 B.T.A. 1263 (1939).
8SeePreslar v. Commissioner, 167 F.3d 1323, 1328(9tt8Cir. 1999).
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In Zarin v. Commissioné¥ the Third Circuit Court of Appeals extended thepdited debt
exception to a situation in which there was no jaesegarding the amount of the debt or what the
taxpayer-debtor received. The taxpayer incurregB.d million debt to a gambling casino to
purchase chips, which he lost at the gaming tafdles.casino filed a state action to collect thwef
and eventually settled for only $500,000. ResotutibZarin depends largely upon the conclusion
regarding the consideration that the taxpayer veddn exchange for the debt. The Tax Court held
that Zarin realized $2.9 million of cancellationdgbt income because he had received value, in the
form of chips, in the year the debt was incurred anly his obligation to repay had prevented
taxation of the value of the chips in that yeare Titnird Circuit reversed, holding that receipt of
chips was not receipt of value because they haglseoother than as a medium of exchange for
gambling in the casinos and, since the debt wasfaremeable under state law, Zarin had merely
settled a disputed debt, realizing no income. Thbart reasoned that “[wlhen a debt is
unenforceable, it follows that the amount of thédtdend not just the liability thereon, is in
dispute.®® Therefore, the $500,000 settlement “fixed the amof loss and the amount of debt
cognizable for tax purpose®.Quite simply, Zarin was erroneously decided anghiikely to be
generally followed. Under accepted principles tirass income includes the objective, rather than
subjective, value of items received in a marketdaation, the effect of the Third Circuit’s opinion
was to allow Zarin to receive $2.9 million tax-fremven though none of the exceptions to §
61(a)(12) is § 108 applied.

In Preslar v. Commissiong? the Ninth Circuit dismissegarin as an erroneous application
of the contested debt doctrine and explained fleefaof its reasoning. Preslar borrowed $1 millio
from a bank to purchase land. Although the loacudtents required payment in cash, Preslar
claimed that the bank permitted him to repay ttaa Ithrough the assignment to the bank of land
sales contracts. Subsequently, the FDIC took theebank and demanded payment in cash. After
Preslar sued for breach of contract, he eventaatijed with the FDIC by paying $450,000 less than
the loan balance. The court held that the dispdédd doctrine did not apply. Th&eslar court’s
reasoning explained wigarin is wrong as follows:

The problem with the Third Circuit’s holding [itarin] is it treats liquidated and
unliquidated debts alike. The whole theory behieguiring that the amount of a debt be
disputed before the contested liability exceptian be triggered is that only in the context
of disputed debts is the Internal Revenue SeniR8)(unaware of the exact consideration
initially exchanged in a transaction.... The meaetfthat a taxpayer challenges the
enforceability of a debt in good faith does notessarily mean he or she is shielded from

87 Zarin v. Commissioner, 916 F.2d 110 (3d Cir. 198€)'g 92 T.C. 1084 (1989). The Zarin case has
been the subject of much commentary, see, e.gqdine P. Setdnside Zarin 59 S.M.UL. Rev. 1761
(2006); Daniel ShaviroThe Man Who Lost Too Much: Zarin V. Commissionet tie Measurement of
Taxable Consumptiod5 Tax L. Rev. 215 (1990).

8|d. at 116.

8.

167 F.3d 1323 (10th Cir. 1999).
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discharge-of-indebtedness income upon resolutitimeadispute. To implicate the contested
liability doctrine, the original amount of the dabust be unliquidated. A total denial of
liability is not a dispute touching upon the amoahthe underlying debt.

Since the debt was the loan of cash, the amouthieoflebt was liquidated, and there was no
“contest” regarding the amount owed, Preslar redlizancellation of debt inconte.

The fact that a debt was compromised standing aloss not establish the existence of a
dispute over its amount or validity. The taxpayesinntroduce direct evidence that he disputed the
debt with the creditor in reaching the compronifse.

°11d. at 1328. The fallacious reasoning of the Thindt@t in Zarin is further illustrated by an absurd
analogy that it drew in it reaching its conclusi®he court stated:
[I]f a taxpayer took out a loan for $10,000, refise good faith to pay the full $10,000
back, and then reached an agreement with the lgs@rthat he would pay back only
$7000 in full satisfaction of the debt, the trartigacwould be treated as if the initial loan
was $7000. When the taxpayer tenders the $7000ex#yime will have been deemed to
have paid the full amount of the initially disputddbt. Accordingly, there is no tax
consequence to the taxpayer upon payment.
Zarin v Commissioner, 916 F.2d 110, 115 (3rd C®Q)9

The fact that the obligation is not enforceableudthmot disguise an accession to wealth in such a
case. If the taxpayer initially borrowed $10,00@as$h the presence of a dispute over the enforceability
the debt does not change the fact that the taxpgaggmeceived a $3,000 accession to wealth on this
transaction. IiPreslar, the Tenth Circuit had no difficulty in findinggss income in this situation. A dispute
over enforceability or the amount of a debt shaifdct the recognition of gain on cancellation oifithe
debt is incurred in exchange for the receipt of sitrimg other than cash, such as goods or servibehw
the taxpayer later claims were not worth the oagpurchase price. In the case of the receipt sl ¢ar a
cash equivalent) there is no room for a disputeandigg the presence of an accession to wealth on
cancellation of the debt for less than the amo@ictish received.

Itis settled law that the discharge of a debt llas become unenforceable under state law because
the creditor has failed properly to pursue enforeeinproduces cancellation of debt income. Estate of
Bankhead v. Commissioner, 60 T.C. 535 (1973) (déataen of debt income arose when the creditoekil
to file necessary claims in the probate of the dsed taxpayer’'s estate and the loans thereforemeeca
unenforceable); Carl T. Miller Trust v. Commissionéé T.C. 191 (1981) (same); In re Higgins, 101
A.F.T.R.2d 2008-910 (Bkrtcy. E.D. Tenn. 2008) (eapon of 30-day statutory period for pursuing a
deficiency judgment following a mortgage foreclastiwvas an ‘identifiable event’ giving rise to the
discharge of indebtedness ... taxable to the debiincome”).

92 See alsWaterhouse v. Commissioner, T.C. Memo. 94-467afdled veteran realized cancellation of
debt income when the Veterans’ Administration wdiits claim for reimbursement of disability bengfit
previously received tax free under § 104(a)(4) tutwhich taxpayer was not entitled, following
administrative determination that the claim wasibdvdebt and he was obligated to repay amounts).

% SeeRood v. Commissioner, T.C. Memo. 1996-248 (“disd debt exception did not apply because
taxpayer failed to prove existence of any bona éidpute),aff'd per curiam 122 F.3d 1078 (11th Cir.
1997); Melvin v. Commissioner, T.C. Memo. 2009-1886ne of the documentary evidence indicated that
the debt was “disputed” before it was compromised).
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F. Transfer of Property

If a debtor transfers property to satisfy a receulsbt owed to the transferee, the transfer is
treated as a sale or exchange of the propfeifine debt is included in the amount realized uigder
1001. The debtor-transferor realizes either a ig@indable under § 61(a)(3) or a loss, which might
be deductible under § 165, as long as the fair atadue of the property transferred is at leastéq
to the amount of the debt satisfied. The samdtrescurs if property subject to lien is sold thgbu
foreclosure sal&. When a recourse debt secured by a lien is redudedgment in a foreclosure
suit, the amount realized on a subsequent salbeoptoperty is the actual sales pritény
deficiency resulting from a sales price less ti@judgment is a continuing obligation of the debto
the discharge from which for less than full paymeilit give rise to cancellation of debt income.

However, the regulations provide that the recodedd is included in the amount realized
only to the extent of the fair market value of fhreperty?” Any amount by which the cancelled
recourse debt exceeds the fair market value gbriygerty constitutes cancellation of debt income
under § 61(a)(12¥ The regulations provide the following exampletakpayer transfers to a
creditor an asset with a value of $6,000, and thditor discharges $7,500 of debt on which the

*Yarbro v. Commissioner, 737 F.2d 47&h'g denied742 F.2d 1453 (5th Cir. 1984)rt. denied469
U.S. 1189 (1985) (abandonment of property to mgeg Compare I.R.C. § 1398(f) (transfer of adsets
bankrupt individual to bankrupt estate, or vicesegiis not a disposition of property, unless eéeédty sale
or exchange).

% Helvering v. Hammel, 311 U.S. 504 (1941)

% Aizawa v. Commissioner, 99 T.C. 197 (199&¥,d by order 29 F.3d 630 (9th Cir. 1994). See also
Frazier v. Commissioner, 111 T.C. 243 (1998) (whmogtgagee bids-in property at an arbitrary amaiint
a foreclosure sale, the fair market value of priypesin be established by extrinsic evidence; thesgaice
is fair market value, not the bid price, and theess of recourse debt over fair market value ise#ation
of debt income, which might be excludable underggajj1)(B). But see Chilingirian v. Commissionet39
F.2d 1251 (6th Cir. 1990) (treating the entire am@if recourse debt discharged as a result of knsece
as the amount realized on disposition of the pitypeithout any discussion of the fair market vati¢he

property).
% Treas. Regs. 88 1.1001-2(a), 1.1001-2(c), Ex. (8).

% Treas. Reg. § 1.1001-2(c), Ex. (8geBressi v. Commissioner, T.C. Memo. 1991-651 (aipglyhe
bifurcation rule of Treas. Reg. § 1.1001-2(a)(BE excess of the discharged recourse debt ovédaithe
market value of encumbered property transferréeider in satisfaction of debt was ordinary inconae
of the § 108 exceptions applied), aff'd by ord&9 &.2d 486 (3d Cir. 1993); Gehl v. Commissionég 1
T.C. 784 (1994) (applying Treas. Reg. § 1.1001-2(cly the amount by which a canceled debt exceeded
the fair market value of property transferred &ditor by an insolvent taxpayer in satisfactiodelbt could
be excluded under 8§ 108(a9jf'd by order 50 F.3d 12 (8th Cir.gert. denied516 U.S. 899 (1995); Martin
v. Commissioner, T.C. Summ. Op. 2009-121 (taxpdyenot realize any COD income upon foreclosure
of lien on an automobile, despite lender’s filifgrForm 1099-C reporting that taxpayer realized $8,92
of COD income, because taxpayer proved that valuibeovalue of the automobile at least equaled the
amount of the $6,704.92 debt that was chargedyoffié lender).
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taxpayer is personally liabf.The regulations bifurcate the transaction injaa(dlisposition of the
property with an amount realized of $6,000 (the faarket value of the property), and (2)
cancellation of debt income of $1,500 ($7,500 086)'® This distinction is important, because,
depending on the property involved, any gain mightapital or 8 1231 gain, taxed at a preferential
rate, while cancellation of debt income is ordin@gome but might be excludable under § 108.

If the debt is a nonrecourse debt, then the fulbam of the debt is treated as the amount
realized on the transfer of the property, regasdtdghe value of the property, and no cancellation
of indebtedness income is realiZ€t. However, the amount realized through cancellatiba
nonrecourse debt will be limited to the extentdhbt was not taken into account in determining the
taxpayer's basis in the property?

G Compromise of Loan Guarantees

Notwithstanding thaKerbaugh—Empire Cayenerally has been discredited as precedent, in
some cases the nature of the origin of the debhtbg important in determining whether
cancellation of debt income has been realized. Géypecancellation of debt income is not
recognized by a guarantor when the obligation dsiced or satisfied for less than full value. In
Payne v Commission&fthe taxpayer had guaranteed a debt owed by aretigpoof which he was
a shareholder. Following a default on the loanh®y ¢orporation, the taxpayer made a partial
payment and the debt was restructured, reducinglebe and accordingly his obligation on the
guarantee by several hundred thousand dollars. TaleCourt rejected the Commissioner’s
argument that the taxpayer realized cancellatiodetit income and held that the guarantor of a
promissory note does not recognize any cancellatiaebt income when the amount of the debt
is compromised®

% Treas. Reg. § 1.1001-2(c) Ex. (8); see also Trieag. § 1.1001-2(a)(2) (excluding from amount
realized discharged recourse mortgage debt in exafdhe fair market value of the encumbered priyper
but cross-referencing 8§ 108).

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

1 Treas. Reg. § 1.1001-2(a)(4), (b); Commissiondiuits, 461 U.S. 300, 312eh'g denied463 U.S.
1215 (1983).

192 Treas. Reg. § 1.1001-2(a)(3).
103T,C. Memo. 1998-227ev'd on other grounds224 F.3d 415 (5th Cir.2000).

1% 1n reaching its holding the Tax Court relied onealier case that discussed the implications of a
release from a loan guarantee.
In Landreth v. Commissioner, 50 T.C. 803, 812—-81358), we distinguished the
situation involving a guarantor of a debt from tbé&t primary obligor on a debt, and we
concluded that a guarantor of a debt, upon the paywof the debt by the primary obligor,
does not realize discharge of indebtedness inconem nelieved of an obligation under a
guaranty. We stated as follows:
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When a loan is satisfied by a guarantor, the piyroatigor can realize cancellation of debt
income. InMiller v. Commissionet® the taxpayer-debtor realized cancellation of ditstome
upon the guarantor’s payment of the debt to théitmebecause the guarantor had waived any right
to reimbursement from the taxpayer-debtor in adeandowever, if the guarantor has a right of
subrogation, the primary obligor does not realiaecellation of debt income until the resulting
obligation to the guarantor is cancelled or compseh

Friedland v. Commissiongf® involved a related issue. In that case, the tgapaade an
accommodation pledge of appreciated stock in abldeeld corporation to secure a debt owed to
the bank by a corporation in which his adult sors \mamajority shareholder. When the debtor
corporation defaulted on the loan, the taxpayaoskswas transferred to the bank in satisfaction of
the debtor-corporation’s debt. The Tax Court rbkt the taxpayer did not recognize any gain,
because no amount was realized on the transferefiudations” treat as an amount realized only
the amount of the taxpayer’s own indebtednessdhdischarged by the transfer of property — not
the amount of indebtedness of a third pfty.

In these situations the primary debtor (not thergot®r) may incur cancellation of
indebtedness income. In a guarantee situatioisfaaion of the debt obligation by a guarantor
creates a debt from the original debtor to the gutar. Thus, the failure of the primary debtor to
pay the guarantor generally will produce cancalatf debt income for the primary obligor. In
certain instances, however, the cancellation ofdit&t from the primary obligor to the guarantor
might be treated as a nontaxable gift, for exampleere a parent guarantees a debt of a child and

The situation of a guarantor is not like that oflebtor who as a result of the
original loan obtains a nontaxable increase intasseWhere a debtor is relieved
of his obligation to repay the loan, his net wadlincreased over what it would
have been if the original transaction had neveuoed. This real increase in wealth
may be properly taxable. However, where the guarastelieved of his contingent
liability, either because of payment by the deltitothe creditor or because of a
release given him by the creditor, no previousiyanad accretion in assets thereby
results in an increase in net worth. ...

. When petitioner’'s contested liability as gudoa of the debt obligation was settled,
petitioner did not realize an increase in net waatid petitioner is not to be charged with
discharge of indebtedness income with regard tberet

195T.C. Memo. 2006-125.
196 T.C. Memo. 2001-236.
197 Treas. Reg. § 1.1001-2(a)(1).

1% See alsdNI, Inc. v. Commissioner, T.C. Memo.1995-138%d without published opiniqri07 F.3d
27 (11th Cir.1997) (finding that to the extent pedy transferred to a lender discharged the dédlatsather
corporation owned by to the transferor’s shareholtie transferor was not required to include gwation
of the discharged debt in its amount realized bsedbe other corporation (and not the transfera3 w
indebted to lender with respect to such debt).

25



after the child defaults and the parent pays th&d’shdebt, the parent waives the resulting
subrogation claim®

V. D ETERMINATION OF THE AMOUNT OF CANCELLATION OF DEBT INCOME

If a debt is simply discharged in exchange forshqaayment of less than the full amount of
the debt, the amount of cancellation of debt incam®asily determined. It is the amount by which
the debt exceeds the cash payment. Unless thayeixis in a trade or business or the debt relates
to a transaction entered into for profit, transactitosts incurred to secure the cancellation of the
debt are neither deductible nor an offset agahestatmount of the debt cancellation that must be
included under § 61(a)(12¥ There are however, a variety of other mannevghich the amount
of a debt might be reduced or the debt satisfiedefss than full payment in cash, and determining
the amount of cancellation of debt income in th&igations can be more complicated.

A. Substitution of New Debt Instruments

As explained earlier, under the regulations a ficant modification of a debt instrument,
whether or not effected by an exchange of instrumemll result in realization of cancellation of
debt income if the principal amount of the previgusutstanding debt obligation exceeds the
principal amount of the new debt obligatidh. Computing the amount of cancellation of debt
income is not complicated if neither the originabtlor new substituted debt is an original issue
discount instrument. A simple comparison of theefamount of the two debts suffices. The
computation is more difficult if a debt obligatimissued at a discount, which increases the efeect
interest rate (or premium, which is an indirect wayeducing the nominal interest rate). Section
108(e)(10) provides that cancellation of debt ineasrealized whenever a new debt instrument is
issued in satisfaction of an existing debt instrotméthe “issue price” of the new instrument,
determined under the original issue discount rugaless than the principal amount of the old debt
obligation. Thus, the debtor taxpayer's cancalanf debt income is the excess of the adjusted
issue price of the original obligation, computectiothe issue price of the new obligation, both
determined under the original issue discount ruie§ 1273 or § 1274, rather than merely the
reduction in the face amount of the d&bt.

199 CompareBosse v. Commissioner, T.C. Memo. 1970-355 (caaitetl of debt treated as a gift) with
Dosek v. Commissioner, T.C. Memo. 1971-160 (gdtist rejected).

110Melvin v. Commissioner, T.C. Memo. 2009-199 (89112) “manifestly does not provide for any kind
of deduction;” taxpayers did not argue for a deiuctinder 8§ 162 because they acknowledged that the
amount was not paid with respect to a businesshanddid not argue for a § 212 deduction becausg th
were in the AMT).

111 Seesupra Section 111.B.1.

12 For the original issue discount rulesgel.R.C. 8§ 1272-1275See generallyBoris I. Bittker, Martin
J. McMahon, Jr. & Lawrence A. ZelenaleERAL INCOME TAXATION OF INDIVIDUALS, 3%° ED. 1142.01-
42.03(Warren , Gorham & Lamont , 2002).
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If a taxpayer issues a debt obligation at a premiwem the proceeds exceed the face amount
of the obligations, the issuer does not reportpitenium as income to the issuer at the time of
receipt®® Instead, the issuer generally includes bond prenaiver the term of the bond, using the
constant interest method, by reducing the issimesest deductions? If a debt instrument issued
at a premium is repurchased or otherwise canceel)8(e)(3) requires that any unamortized
premium be included in the amount of cancellatibde®bt income. Thus the cancellation of debt
income includes any unamortized premium in additeothe difference between the face amount
of the obligation and the lower repurchase pricea(oount for which the debt is compromised). If
an obligation issued at a discount is repurchasecbinpromised), the cancellation of debt income
does not include any portion of the original isdiggount that has not yet been deducted. Bueif th
obligation is repurchased (or compromised) for amoant less than its adjusted issue price, the
amount of cancellation of debt income realizedudek all or part of the previously deducted
original issue discount previously deducted.

B. Conversion of Debt Into Equity
1. Corporate Debtor

If a corporation issues stock in exchange for antding debt obligations, the corporation
normally does not recognize cancellation of debbine as long as the value of the newly issued
stock is not less than the amount of the debt. ti®&ed 032 provides nonrecognition to the
corporation. If the debt is represented by a sgguhe transaction is treated as a tax-free
recapitalization under §368(a)(1)(B). If, however, the corporation is solvent and not i
bankruptcy;**the sum of the principal amount of the debt, whedr not represented by a security,
plus accrued but unpaid interest exceeds the faiket value of the stock issued in the transaction,
then pursuant to 8108(e)(8), the corporation até@ as having satisfied the indebtedness with an
amount of money equal to the fair market valuenefdtock. As a result, the transaction produces
cancellation of debt income to the extent the arhofinthe debt exceeds the value of the stock.
Neither § 1032 nor 8§ 361(a), which can apply ifoaporation exchanges property for stock in
another corporation pursuant to a reorganizatiafi, apply to provide nonrecognition to the
corporation-*’

If a shareholder merely cancels a debt owed byctnporation to the shareholder, the
transaction, which otherwise would be treated esrdribution to capital that was tax-free to the

3 Treas. Reg. § 1.61-12(c)(1).
4 Treas. Reg. § 1.163-13.
115 See Treas. Reg. 8§1.368-2(e)(1); Commissioner pefta Sec. Corp., 140 F.2d 382 (1st Cir. 1944).

1°Any cancellation of indebtedness income realizedrinsolvent or bankrupt debtor is excluded from
gross income pursuant to 8108(a)(1). Bée, Section V.B.1.

7 Rev. Rul. 77-437, 1977-2 C.B. 28 (§ 361 did ngthapo prevent corporation from recognizing
cancellation of debt income when pursuant to api¢alzation the corporation issued new debt oliayes
in exchange for old debt obligations with a highgncipal amount).
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corporation under 8§ 118, is treated by 8§ 108(eg&if the corporation satisfied the debt with an
amount of money equal to the shareholder’s basiBardebt. Cancellation of debt income thus
results only if the shareholder’s basis in the delgss than its issue price, which would be ualsu
Even if the debt was not originally issued to thareholder and the shareholder had subsequently
purchased the debt at a discount, § 108(e)(4) waand triggered cancellation of debt income upon
the purchase by the shareholder of the corporatidebt at a discount, unless the shareholder was
a minority shareholder (and therefore not a relagdon under § 267(b)(1)).

2. Partnership Debtor

Similar principles apply when a partnership’s dslmonverted into an equity interest in the
partnership or increases a preexisting equity @stan the partnership. The transaction generally
IS a nonrecognition event under 8721. But if ttn@ant of the debt exceeds the value of the equity
interest in the partnership obtained in exchangetfie cancellation of the debt, pursuant to
8108(e)(8) the transaction gives rise to candehatf debt income to the extent the amount of the
debt exceeds the value of the partnership interBiseé partnership, and thus the partners, realize
cancellation of debt incom& Any cancellation of debt income recognized by @n@aship under
this provision is allocated among the taxpayers whoe partners in the partnership immediately
before the discharge of the debt.

Proposed regulations would provide that § 721 aplbly to the creditor’'s contribution of
debt to the partnership in exchange for a partmensiterest’® Thus, the creditor would not
recognize gain or loss on the exchange of partipeddbt for a partnership interest. The proposed
regulations reflect the IRS’s belief that a partmenew partner should not recognize an immediate
loss in a debt-for-equity interest exchange subjed 721 where the liquidation value of the
partnership interest received is less than thetamdéng principal balance of the indebtedness
surrendered?® The creditor’s basis in the partnership intevestld be determined under § 722.
The creditor-partner’s capital account would beeased by the liquidation value of the partnership
interest and the outside basis of the creditor dautlude the amount of the adjusted basis of the
indebtedness so exchanged. However, under thegedpegulation the nonrecognition rule of §
721 would not apply to a transfer of a partnersimigrest in satisfaction of a partnership
indebtedness for unpaid rent, royalties, or interes

The proposed regulations also would provide thatfair market value of a partnership
interest received by the creditor in exchange &tdwhich is the benchmark for determining the
amount of cancellation of debt income recognizedthsy partnership, will be treated as the

18 SeeParker Properties Joint Venture v. Commissioné2, Memo. 96-283, aff'd sub nom. Twenty Mile
Joint Venture v. Commissioner, 200 F.3d 1268(10thX®99) (cancellation of approximately $3.5 naitii
of indebtedness to a lender who also held an agigquity interest in the partnership effected tlyioa
purported capital contribution of $3.5 million ihet form of debt reduction was not respected under
substance over form doctrine; partnership recognizecharge of indebtedness income).

119 prop. Reg. § 1.721-1(d) (2008).
120proposed Rules, Section 108(e)(8) Applicationadrerships, 73 F.R. 64903, 64904 (Oct. 31, 2008).
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liguidation value of the partnership interest & thartnership properly maintains capital accounts
(thereby increasing the amount of the creditorfgais capital account by the same amount) and the
partnership treats the liquidation value of paithgy interest as its fair market value for deterngn

the tax consequences of the exchaiy@&his valuation rule would apply only if the ddbt equity
exchange is an arm’s-length transaction and sulesg¢do the exchange the creditor’s partnership
interest is not redeemed by either the partnership person related to the partnership in a
transaction that is intended to avoid cancellabiandebtedness income by the partnership. Ifehes
requirements are not satisfied, then the valuepairnership interest received in exchange for debt
would be determined based on all of the facts amdmstances.

3. Single Member Limited Liability Company Debtor.

A single member limited liability company that hast elected to be taxed as a corporation
is a disregarded entity? and its assets, liabilities, income items, andidédn items will be treated
as owned, owed, received, and incurred directl{sywner. If one or more additional memberships
are issued by the limited liability company to aemore additional persons, the limited liability
company automatically becomes a partnership foptaposes, unless it elects to be taxed as a
corporationt?® There are no authorities dealing specificalljwtite issuance of a membership unit
in a limited liability company in payment of, or agompromise of, a debt of the limited liability
company. However, Revenue Ruling 94‘sddresses the treatment of the conversion of a
disregarded entity into a partnership when a lichitability company issues an additional
membership to a new member.

In Situation 1 in Revenue Ruling 99-5, the sole enof the limited liability company sells
a membership unit to a purchaser. The revenuaytrieats the transaction as the sale and purchase
of a partial interest in each of the limited liatlyilcompany’s assets, followed immediately by a
contribution of all of the assets to a partnershipe selling member recognizes gain or loss on the
asset sale, but pursuant to § 721, no gain oigagsognized by either member on the subsequent
asset contribution. The selling member’s basiBeriimited liability company membership interest
will be the same as the member’s basis in the itoréd portion of the limited liability company
assets? The purchasing member’s basis in the limitedliigicompany membership interest will
be the same as the purchase price of the assetedé¢e have been contribut&d.

In Situation 2 in the revenue ruling, on the othend, a new member contributes cash or
property to the limited liability company, the tsattion is treated as the formation of a new

121 prop. Reg. § 1.108-8 (2008).

12 Treas. Reg. 88 301.7701-3(a), (b)(1)(ii).

123 Treas. Reg. §§ 301.7701-3(a), (b)(1)(i); Rev..RGI99-5, 1999-1 C.B. 434.
1241999-1 C.B. 434,

1% R.C. §722.

16| R.C. 88 1012, 722.
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partnership by both the continuing member, wheermsnded to contribute the assets of the existing
limited liability company, and the new member wlamiributes cash and/or other property. The

contributions are nonrecognition transactions urgdép1, with transferred and exchanged bases
under 88 722 and 723

The principles of Revenue Ruling 99-5, combined gleaeral principles that apply in
determining the extent to which cancellation of tdelsome is realized in connection with the
transfer of property to a credittrf,can be applied to determine the consequencesautisregarded
entity limited liability company issues a membepshinit to a creditor in payment of, or in
compromise of, a debt of the limited liability coany. The proper treatment, however, depends on
the particular facts of the structure of the tratisa and on whether the original member of the
limited liability company has guaranteed the dek¢d to the limited liability company’s creditor.
There are several possible scenarios.

Structure 1 The original single member has guaranteed thg a&h the result that the debt
is arecourse debt, and the transaction is strettas the direct issuance to the creditor by thiédd
liability company of a membership unit in exchafgecancellation of all or part of the debt. Imsth
case the transaction should be treated as SituatioRevenue. Ruling 99-5; the original member
recognizes no gain or loss with respect to thetasgehe limited liability company. However, the
original limited liability company member recognizeancellation of debt income to the extent the
cancelled debt exceeded the value of the inteneita limited liability company issued to the
creditor.

Structure 2 The original single member has not guaranteedébé with the result that the
debt is a nonrecourse debt, and the transact&tnustured as the direct issuance to the credytor b
the limited liability company of a membership uniexchange for cancellation of all or part of the
debt. The results in this instance should be #mesas in Structure 1. The original member
recognizes no gain or loss with respect to thetasdethe limited liability company, but would
recognize cancellation of debt income to the extieatcancelled debt exceeded the value of the
interest in the limited liability company issuedth@ creditor?®

Structure 3The original single member has guaranteed the déh the result that the debt
is a recourse debt, and the transaction is stredtas the sale of a membership unit to the creditor
by the original single member in exchange for claten of all or part of the debt. The transantio
should be treated as Situation 1 in Revenue R@#3§. The original member recognizes gain or
loss with respect to a proportionate amount ofassets of the limited liability company, with the
amount realized being limited to their fair marketue!*® In addition the original single member

127 Seesupra Section II.F.

128 See Rev. Rul. 91-31, 1991-1 C.B. 19 (reductidd8@0,000 of $1 million principal amount of secured
nonrecourse debt when value of collateral was &8@resulted in $200,000 cancellation of debt ingpm

129 Treas. Regs. §8 1.1001-2(a), 1.1001-2(c), Ex. (8).
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recognizes cancellation of debt income to the exttencancelled debt exceeded a pro rata portion
of the value of the underlying assets of the lichifability company:*

Structure 4 The original single member has not guaranteed¢bg with the result that the
debt is a nonrecourse debt, and the transact&inustured as the sale of a membership unit to the
creditor by the original single member in exchafagecancellation of all or part of the debt. The
transaction should be treated as Situation 1 ireRe® Ruling 99-5, but the results differ from those
in Structure 3. The original member recognizea gaioss with respect to a proportionate amount
the assets of the limited liability company. Howgwn this situation, the amount realized is thie f
amount of the cancelled debt, and no cancellatiaebt income is realized*

C. Cancellation of Shareholder’s Debt to a Corporatin

If a corporation cancels a debt of a shareholdethéo corporation (or distributes the
instrument to the shareholder), the transactiontsrdinarily treated as a cancellation of delatarn
8 61(a)(12); the transaction is a distribution fribva corporation under 8§ 301, which ordinarily will
be taxed as a dividend. The amount of the digiohwvill be equal to the fair market value of the
debt instrument? As a result, none of the exclusions in § 108 wply to avoid recognition.
However, because the distribution is treated aparchase by the shareholder of the debt instrument
for an amount equal to its fair market value, thaeholder realizes cancellation of debt income to
the extent the issue price of the debt instrumeoéeds its fair market value on the date of the
distribution?** Similarly, if a corporation cancels a sharehdkl@ebt to the corporation in
connection with the liquidation of the corporatidime transaction is not treated as cancellation of
debt, butinstead the amount of the debt is tre@deh additional amount realized by the shareholde
in exchange for the stock in the liquidation, whisider 8331 results in capital gain (or 10$8%).

V. STATUTORY EXCEPTIONS TO RECOGNITION OF CANCELLATION OF DEBT INCOME

Section 108 provides a significant number of exoggstto recognition of cancellation of debt
income. The exceptions that originated as judexaeptions to th&irby Lumber Coprinciple
prior to the codification of the cancellation ofbdleules are mostly grounded on tax theory.
Exceptions that have been enacted by Congresbdawea@erceived hardships are not so grounded.
This dichotomy has led to differences in the openatdf the exceptions. Those exceptions that are
grounded in tax theory largely provide permanemntracognition; indeed they might better be
described as nonrealization rules. On the otherdhanost of the exceptions providing

1% Treas. Reg. § 1.1001-2(c), Ex. (8); sapra note 98.

131 Treas. Reg. § 1.1001-2(b), (c), Ex. (7).

132 Treas. Reg. §1.301-1(m).

133 Rev. Rul. 2004-79, 2004-2 C.B. 106; Treas. Rehp8-12(c)(2).

134Robson v. Commissioner, T.C. Memo. 2000-201 (st@der-debtor realized a liquidating distribution
equal to the amount of the canceled debt upondbalhtion of a corporation).
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nonrecogniton that are grounded on hardship rateebccompanied by a companion rule requiring
areduction of favorable tax attributes. Thesepkions are best understood as deferred recognition
rules. There are, however, outlier rules on batbssof the dichotomy.

Most of the exceptions in § 108 are permanent feataf the Code, but two are temporary
rules, enacted in response to the 2008-2009 reces3ihe permanent exceptions are as follows:

The 8§ 108(a)(1)(A) exception for discharges inksaptcy cases.

The § 108(a)(1)(B) exception for insolvency diimas.

The § 108(a)(1)(C) exception for “qualified famadebtedness.”

The 8108(a)(1)(D) exception for noncorporate fidiea real property

indebtedness.”

The § 108(e)(2) exception for debts that wouldehlaeen deductible when

paid.

6. The 8§ 108(e)(5) exception for reduction of certpurchase price debt
obligations.

7. The § 108(f) exception for certain student loans.

PonE

o

The two temporary exceptions are

1. The 8108(a)(1)(E) exception for “qualified pripai residence indebtedness,”
which applies if the cancellation occurs on or raftanuary 1, 2007, and
before January 1, 2013.

2. The 8108(i) deferral rule allowing cancellatiohtade or business debt
income realized in 2009 and 2010 to be deferredieidded ratably over
five tax years beginning in 2014.

A. Theoretically Grounded Exceptions
1. Lost Deductions

Section 108(e)(2) provides that no discharge oélmeldness income is realized from the
cancellation of a debt that would have given rs@ deduction if it had been paid. Because the
taxpayer has not previously received any tax beniedi., a deduction or basis increase, with retsspe
to this type of debt, there is no reason for radilin of an offsetting income item when the debt is
cancelled. This provision applies primarily to thecounts payable of a cash method trade or
business, but it may apply to other items, sudioase mortgage interest deductible under 8 163(h).
It does not apply to accounts payable of accruahatketaxpayers because a deduction is allowed
when the debt is incurréd’. No real exclusion is provided by this provisiblwever, since the
deduction is lost by virtue of the debt not havegn paid. Section 108(e)(2) simply eliminates the
requirement that the discharged amount be includetome and then be treated as constructively
paid, thus giving rise to an offsetting deduction.

1% SeeRev. Rul. 67-200, 1967-1 C.B. 15, clarified by Reul. 70-406, 1970-2 C.B. 16.
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When a debt for interest due on a loan is canceltedapplication of 8§ 108(e)(2) turns on
whether the interest would have been deductibleeu8d163 if it had been paidin Hahn v.
Commissionet®® a cash method taxpayer was discharged from agatlain to pay accrued but
unpaid interest. The Tax Court held that canceltatif indebtedness income can be realized under
theKirby Lumber Co‘freeing of assets” rationale even though the detide@s not receive any cash
or other property when he incurred the liabilivhen a creditor writes off accrued but unpaid
interest and fees owed by a cash method debtohathge of indebtedness income is realized, unless
the interest and fees would have been deductilileald been paid and § 108(e)(2) thus would have
excluded the amount. The court reasoned thatigheto use money represents a valuable property
interest” and that when the taxpayer obtained i@ to use the money he incurred liability for
interest and fees that accrued. The release obligation to pay interest and the other relatexhs
resulted in an accession to wealth due to therfgeef the assets that were offset by this liability
A similar result was reached Rayne v. Commissionenhere the taxpayer compromised a credit
card debt, including nondeductible interest, inedror personal living expensgs.

2. Purchase Price Reduction

Section 108(e)(5) provides that cancellation oftadetome is not recognized as a result of
the reduction of an obligation from the purchaderoperty to the seller of the property that arose
out of the sale of the property. This statutoryepton first arose under the pre-1954 case law.

In Hirsch v. Commissiongf® the taxpayer acquired property for cash plus #sei@ption
of a mortgage held by a third party. The valuthefproperty declined below the face amount of the
mortgage and the taxpayer offered to convey thegstg to the creditor in exchange for cancellation
of the debt. The creditor refused the offer butead to reduce the amount of the mortgage by
$7,000. The Commissioner asserted that the takpegiized cancellation of indebtedness income
as a result of a $7,000 balance sheet improvenesntting from reduction of the mortgage. The
court held that there was no discharge of indelgssimcome, concluding instead that the taxpayer
had merely obtained a reduction in the cost of gheperty. With a reference to the whole
transaction approach ¢ferbaugh—Empire CotheHirsch court stated: “[The taxpayer’s] ultimate
gain or loss can not be determined until liquidaid his capital investment. When costs go into
property, whether one is to gain or lose must oéssity remain undecided until the property is sold
Credits upon the cost of the investment do not imecgain until we find that what is realized upon
sale exceeds the total cost, after deducting sedintary reductions'® A similar result was

136 T.C. Memo. 2007-75 (taxpayer's motion for summiaggment was denied because whether the
interest expenses incurred in a horse breedingtgotvas deductible as a trade or business expgasex
guestion of fact on which a trial was necessary).

137 T.C. Memo. 2008-66AccordMelvin v. CIR, T.C. Memo. 2009-199.
138115 F.2d 656 (7th Cir.1940).
1391d. at 658.
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reachedin Commissioner v. Sherm&i The taxpayer had purchased property for cash and
assumption of an existing mortgage debt. Subséiyutre mortgagee accepted partial payment on
the debt when the taxpayer contested liabilitylm debt on the grounds that various fraudulent
misrepresentations had been made to him in commeatith the purchase of the property. The
Shermarcourt relied orHirsh andKerbaugh-Empire Cao find only a reduction in the purchase
price of the property and no cancellation of debt

Subsequently, ifrifth Avenue—Fourteenth Street Corp. v. Commissiéhéhe Second
Circuit held that the purchase money exceptiomged to direct negotiations between the seller
and purchaser of encumbered property. The cgedtesl the logic of various cases, IlKgsh and
Shermanwhich had held th&irby Lumber Cowas inapplicable where the debt being reduced was
a purchase money obligation incurred by the taxpaipen acquiring property. The court stated that
it considered the distinction “irrational ... andvdlid, ... limited to a case of a purchase money
obligation where the vendor-mortgagee, in negatietdirectly relating to the purchase price, agrees

to a reduction ¥

The purchase price reduction exception, as nowfieddin § 108(e)(5), provides that
cancellation of debt income does not include actdn of an obligation from the purchaser of
property to the seller of the property that arosead the sale of the property. The reduction or
cancellation of purchase money debt is treatedraduction of the purchase price, resulting in a
reduction of the basis of the property. The purehasce reduction exception does not apply,
however, if the reduction occurred in a Title 1%ear if the purchaser was insolvent. The result of
this ordering rule is not to require inclusion nogs income of the discharged indebtedness, but to
invoke the reduction of tax attributes rules of08(b)

Section 108(e)(5) was enacted to end disputes ketthe Commissioner and taxpayers over
whether cancellation of indebtedness attributabliné purchase of property should be treated as
income or as a true reduction in the purchase pfipeoperty*** The legislative history indicates
that the provision applies only to a reduction@besulting from direct negotiations between buye
and sellet* It is unlikely thatHirsch and its progeny represent a more broadly appkciaifdlicial
purchase money exception that survived a enactofi@t08(e)(5). Revenue Ruing 929%eld
that 8 108(e)(5) did not apply when a purchase mdebét due to a third-party lender was reduced
through negotiations between the taxpayer-debttlaa creditor. The IRS expressly rejected the

140135 F.2d 68 (6th Cir. 1943).

141147 F.2d 453 (2d Cir.1944).

1421d. at 457.

143 Seediscussioninfra, in Section V.B.1.

144 S.Rep. No. 96-1035, 96th Cong., 2d Sess. 16 (1980)
1451d. at 16-17.

1461992-2 C.B. 35.
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application ofHirsch to a reduction of a nonrecourse debt to a thimtypender that was incurred

to purchase property that had declined in valde dgreement to reduce a debt between a purchaser
and a third-party lender is not a true adjustméti® purchase price paid for the property because
the seller has received the entire purchase price the purchaser and is not a party to the debt
reduction agreement. The debt reduction relateslysth the debt and results in discharge of
indebtedness income to the debtor.” However, R&ihdicated that although it would not follow
Shermarto the extent that it relied aferbaugh-Empire Cdo permit a purchase price adjustment,

it would treat debt reduction by a third party lends a purchase price reduction to the extent that
the debt reduction was based on an infirmity thedrty related back to the original sale, such as a
misrepresentation of a material fact or fraud. &drt from that narrow situation, the IRS will not
allow a purchase price exclusion except as provigegi108(e)(5). There is a logical inconsistency
in Revenue Ruling 92-99, because although the Rfgested it might followShermanin an
instance where the debtor claimed fraud or misgsgration by the seller as a defense to the
creditor’s claim, it also describdsfth Avenue—Fourteenth Street Cqrwhich expressly rejected
Shermanas the “common law prior to the enactment of §(&j5).

In Michaels v. Commissiongt’ the taxpayer was required to recognize cancefiatfaebt
income on prepayment at a discount of a purchaseytmome mortgage debt to a third party lender.
The court rejected the taxpayer’s argument thadieharge of indebtedness income was excludable
under § 108(e)(5).Preslar v. Commissiongf® reached the same conclusion: the enactment of
8108(e)(5) preempted any preexistlisgmmon law” purchase price adjustment exceptiomsTh
the taxpayer ifPreslarrecognized cancellation of debt income when hilgyabon on a purchase
money mortgage owed to a bank that financed hishase of the property from a third party was
reduced?® Similarly,Payne v. Commissionétheld that the compromise of consumer credit card
debt incurred for personal living expenses, inclgdnterest, was cancellation of debt income; 8
108(e)(5) was inapplicable because the only relahigp between the debtor and creditor was the
debtor-creditor relationship and there was no pasehof property from the creditor. Following
these principles, the purchase money reduction stlsolld not be available if there has been a
transfer of either the debt or the purchased ptgpera third party>*

14787 T.C. 1412 (1986).
148167 F.3d 1323 (10th Cir. 1999).

149 Accord Sutphin v. United States, 14 CI. Ct. 545 (1988)108(e)(5) purchase price adjustment rule
did not apply to discount on prepayment of delhii@-party lender) Sutphindiscussesblirsh andSherman
as if they might have continued viability in centaircumstances§utphinpredatesPreslar, supra note 90,
and Rev. Rul. 92-9%upra note 145.

150T.C. Memo. 2008-66. See also Melvin v. Commissioi.C. Memo. 2009-199 (compromise of
consumer credit card debt gave rise to COD incdfteespayers] received goods and services (and cash
advances) on credit; when Chase relieved theneaftbrresponding obligation to pay, petitionerfwut
question received daccession to income’™).

51 S Rep. No. 96-1035, 96th Cong., 2d Sess. 16-180§19
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Revenue Ruling 2004-%?dealt with the problem of distinguishing disguisedhpensation
from a purchase price adjustment with respect ¢opilrchase of stock in the corporation that
employed the taxpayer. The employee purchase# &tmn his employer by giving the employer
a promissory note and the employer and employesesuiently agreed to reduce the principal
amount of the note. The ruling held that the elyg#¢aecognizes compensation income under § 83,
rather than cancellation of debt income excludettu® 108(e)(5).

B. Legislative Grace Statutory Exceptions

Section 108 provides a variety of statutory exaaiproviding for the exclusion of realized
cancellation of debtincome. Several of the exoegtare accompanied by rules requiring reduction
of tax attributes that convert the exceptions fexolusions to deferred recognition rules, but some
of the exceptions provide exclusions.

1. Bankruptcy and Insolvency Exceptions
a. Exclusionary Rules

Section 108(a)(1)(A) excludes from the debtor'ssgrancome any amount that would
otherwise be includable as cancellation of deldnme by reason of the discharge of the taxpayer’s
indebtedness if the discharge occurs in a bankywatee, including reorganizations, under Title 11
of the United States Code, provided the taxpayemider the jurisdiction of the court and the
discharge is granted either by the court or pursteaa plan approved by the cotit.

Section 108(a)(1)(B) excludes cancellation of delbbme realized while the debtor is
insolvent, as defined by § 108(d){3).As discussed above, the insolvency exceptionnaigd as
ajudicial rule based on the “freeing of assetgbtly of cancellation of debt incomedirby Lumber
Col*® Lakeland Grocery Company v. Commissidffeprobably the most frequently cited early
judicial decision regarding cancellation of debtdme held that an insolvent taxpayer did not
recognize cancellation of its debt income onlyite éxtent of the taxpayer’s insolvency, but that
cancellation of debt income was realized to themixthe taxpayer’s assets exceeded its liabilities
after the cancellation. The principlesl@keland Groceryare now incorporated into the relevant
provisions of 8 108. Section § 108(a)(3) limite £xclusion of cancellation of debt income under

1522004-11 C.B. 583.

13|.R.C. 88 108(a)(1)(A), (d)(2)

1% When the year in which a debt is canceled is i@y the fact that a corporation is insolvent and
being administered by a trustee in bankruptcy a¢a¢sn and of itself effect a cancellation of thadehe
corporation’s debts that are highly unlikely togzed. In addition to the improbability of paymetitere
must be some identifiable event that fixes the Va#s certainty to evidence the cancellation. Beedman
v. Commissioner, 216 F.3d 537 (6th Cir. 2000).

1% See text, supra, at note 29.

156 36 B.T.A. 289 (1937).
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the insolvency exception to the amount by whichtéix@ayer is insolvent, thus requiring inclusion
to the extent that the cancellation of indebtedmesders the taxpayer solvefit.

Insolvency is defined in § 108(d)(3) as the exaddhe taxpayer’s liabilities over the fair
market value of the taxpayer’s ass&tsCarlson v. Commissiongt® held that the definition of
“insolvent” in 8 108(d)(3) requires that all of ttexpayer’s assets, including assets exempt frem th
claims of creditors under state law, be includedetermining whether the taxpayer’s liabilities
exceed his assets. The taxpayer had argued tletd azempt from creditors’ claims under state law
should be excluded from the calculation, thus mgkineasier for a taxpayer to demonstrate
insolvency. The court rejected this argument. thpared the definition of “insolvent” under the
Bankruptcy Code, 11 U.S.C. § 101(26), which expyesgcludes exempt property from the
calculation, with the definition under § 108(d)(8hich does not do so, and concluded that the
difference was intentional. By using the differdafinition Congress intended exempt assets not to
be excluded from the calculation in determining thiee the taxpayer is insolvent for purposes of
§ 108.

The original judicial logic still influences the glcation of the insolvency exception, even
though the Supreme Court has held that the statirteolvency exception is exclusive and prior
judicial principles cannot be applied to expanaamow the statutory rulé® Under the logic of
Lakeland Grocery Compangnly obligations that are certain to offset assatsuld be taken into
account. As aresult, contingent liabilities anétaken into account, even at a discounted valaie t
reflects the probability that they will become carel owing. InMerkel v. Commissiongf* the
taxpayers attempted to exclude cancellation of detime under the insolvency exclusion by
including contingent liabilities in the insolvencgiculation. Most of the contingent liabilities ree
in the form of guarantees made by the taxpayersletJa compromise settlement about one-third

1571f an insolvent taxpayer transfers property terader in satisfaction of a recourse debt, the teaos
recognizes gain or loss to the extent of the ddffiee between the fair market value of the transfierr
property and its basis; only the excess of the eltett debt over the fair market value of the transd
property is cancellation of debt income that carekeuded under § 108(alCompareRev. Rul. 90-16,
1990-1 C.B. 12 (transfer to mortgagee by insolwarpayer of property encumbered by recourse debt
resulted in realization of gain to the extent taie market value of property exceeded basis; terexdebt
exceeded fair market value of property, taxpayalized cancellation of debt income excludable urger
108(a)(1)(B))with Gehl v. Commissioner, 102 T.C. 784 (1994) (apgyimeas. Reg. § 1.1001-2(c), only
the amount by which a canceled debt exceeded thméaket value of property transferred to credhgr
an insolvent taxpayer in satisfaction of debt cdaddexcluded under § 108(adff'd by order 50 F.3d 12
(8th Cir.),cert. denied516 U.S. 899 (1995).

1% See Rev. Rul. 92-53, 1992-2 C.B. 48 (amount byckvhi nonrecourse debt the exceeds value of the
secured property is taken into account in detemgininsolvency only to the extent that the excess
nonrecourse debt is discharged).

199116 T.C. 87 (2001).

180 Gitlitz v. Commissioner, 531 U.S. 206 (2001).

161109 T.C. 463 (1997nff'd, 192 F.3d 844 (9th Cir. 1999).
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of the amount due to a creditor of a corporatiomedvby the taxpayers was paid, and the creditor
agreed not to exercise any remedies against thpeiaiion or the taxpayers’ guaranties with respect
to the remaining portion of the loan if a voluntanyinvoluntary bankruptcy was not filed with
respect to the corporation within 400 days. Howegbhe remaining portion of the obligation would
become due and the guaranties could be enforcéakplayers or their corporation filed for
bankruptcy within 400 days of the settlement. Tdgayers also attempted to include corporate
debts for uncollected state sales taxes that hewldeserted against the corporation, but were being
protested by the corporation, for which they migaive been contingently liable as corporate
officers. Neither the creditors nor the stateyetdhsserted claims against taxpayers. The TarCou
held that the taxpayers were not insolvent as ddfin §108(d)(3), and that contingent liabilities a
not taken into account in determining whether gxpayer is insolvent for purposes of §108(d)(3).
The court reasoned that the analytical framewodedying the insolvency exception is based on
the “freeing of assets” theory of discharge of intéelness income. Under this analytical framework,
if all of the debtor’s assets are subject to tlana$ of creditors after the cancellation of a déis,
taxpayer is no better off by reason of the debtcelation and thus realizes no income. To
meaningfully apply this analysis, only obligatioti&t offset assets with a sufficient degree of
certainty should be taken into account. The opimoted that the insolvency exception does not
necessarily produce the same result as the backrapteption. On appeal, the Court of Appeals
for the Ninth Circuit affirmed the Tax Court anddhthat for the purposes of determining insolvency
under 8108(d)(4), a contingent liability would Ineluded as a liability only if the taxpayer could
prove by a preponderance of the evidence that bleeowould be called upon to pay the contingent
liability — a more-likely-than-not test. The corgent liabilities could not be taken into account
at a discounted value reflecting the probabilityreft the liability ripening.

On the other hand, if the taxpayer is unconditipnatbligated to repay a debt, the fact that
it is unlikely that the taxpayer ever actually via# called upon to pay the debt does not prevent th
debt from being taken into account. Miller v. Commissionet® the taxpayer’s liabilities the
cancellation of which give rise to cancellationdebt income were counted in full as liabilities in
determining whether the taxpayer was insolventhelieugh, because taxpayer was insolvent and
loan was guaranteed by solvent third party, thexe wirtually no likelihood that taxpayer would be
called upon to pay the debt and the guarantor teded his right to indemnification in advance.

b. Attribute Reduction Rules

When cancellation of debt income is excluded ugdEd8(a)(1), the taxpayer is required to
reduce certain tax attributes by the amount ofime@xcluded under § 108. Thus, to the extent tax
attributes are reduced, 8108(a)(1)(A) and (B) ageoaly to defer tax liability rather than as an
absolute exclusion. Section 108(b)(2) requiresdkpayer to reduce favorable tax attributes in the
following order: (1) net operating loss€$(2) general business credit carryovers; (3) mimmax

162T.C. Memo. 2006-125.

183 The amount of NOL carryovers to which a taxpaymceeds from his bankruptcy estate pursuant to
§1398(i) may limited because of this rule. Sesdon v. United States, 95 F.3d 444 (6th Cir. 1986,
denied 519 U.S. 1115 (1997) (the taxpayer failed to prthat the bankruptcy estate’s NOL carryover of
$345,424 was the NOL remaining after reduction uigd®8(b)). See also Kahle v. Commissioner, T.C.
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credits; (4) net capital loss carryovers; (5) badisproperty; (6) passive activity loss and credit
carryovers; and (7) foreign tax credit carryovéree affected tax attributes are reduced by onadoll
for each dollar excluded cancellation of debt inepaxcept for credits, which are reduced by one-
third of excluded cancellation of debt incoffie. These attribute reductions will increase the
taxpayer’s taxable income, or gain (or decreass) msthe disposition of property, in future yeérs.
To the extent the basis of depreciable propertgdsiced, the attribute reduction results in lesser
depreciation deductions in future years therebgemsing future taxable income by the amount of
the deferred cancellation of debt income. If theoant of excluded cancellation of debt income
cannot be absorbed by the taxpayer’s tax attribthiesexcess is effectively exempt from tax.

In lieu of the attribute reductions mandated by8(b)(2), the taxpayer may elect under 8
108(b)(5) to first reduce the basis of deprecigbbperty'®® (A basis reduction under § 108(b)(2)(E)
attributable to cancellation of debt income exctidader § 108(a) can apply to property that is not
depreciable.)

Section 1017 and the regulations thereunder pr@adw®lex rules regarding basis reductions
whether under 8108(b)(2) or 8 108(b)(5). If theibaf property is reduced under § 108(b)(2)(E)
by virtue of the taxpayer’s insolvency or bankryptbe aggregate basis reduction cannot exceed
the amount by which the aggregate of the basdsegbtoperty held by the taxpayer immediately
after the debt cancellation exceeds the aggred#be dabilities of the taxpayer immediately after
the cancellatiod®” This limitation does not apply, however, if tagpayer elects under § 108(b)(5)
to bypass the 8108(b)(2) attribute reduction raled reduce only the basis of depreciable property.

Memo. 1997-91 (taxpayer’'s bankruptcy estate suastamlpre-bankruptcy NOL because taxpayer did not
make a short year election under §1398(d), andupntsto 88108(b) and 108(d)(8) as a result of
nonrecognition of cancellation of indebtedness mea@rising from bankruptcy, the NOL was eliminated

and thus unavailable to the taxpayer for post-haptky years).

164] R.C. § 108(b)(3).

185 In Williams v. Commissioner, 123 T.C. 144 (200#E bankrupt taxpayer owned all of the shares of
an S Corporation. The Tax Court held that unde338(f)(1) “a transfer of an asset from the debidhe
bankruptcy estate when the debtor files for banioywis not a disposition triggering tax consequshead
the estate is treated as the debtor would be ttesith respect to that assetd. at 148-49. Thus, the
bankruptcy estate was treated as if it had owrlexf #ie shares of the S corporations for the enytgar and
was entitled to all of the passed-through lossesthErmore, any passed-though losses to which the
bankruptcy estate succeeded, or losses that wesegahrough to the bankruptcy estate, and whick we
not used to offset income realized by the bankgupstate, pursuant to § 108(b)(2) were reducedby t
amount of cancellation of debt income that wagecbgnized under 8 108(a) before being passedtbe to
taxpayer upon termination of the bankruptcy prooaggursuant to 8 1398(i).

6] R.C. § 1017(b)(3). See Treas. Reg. §81.108e41ab017-1 for the operating rules governing the
election to reduce the basis of depreciable prgp8ee alsdrev. Proc. 85-44, 1985-2 C.B. 504 (procedures
for closing agreements).

167| R.C. § 1017(b)(2).
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Section 1017(d) requires that basis reductions ugt@s(b)(2) and 8§ 108(b)(5) be treated
as depreciation adjustments to basis, which widluigect to recapture as ordinary income under 88
1245 and 1250. As a result, whenever the basisprediable real property is reduced, the property
will carry with it until the end of its cost recayeperiod some amount of § 1250 ordinary income
recapture taint. Furthermore, any property théshasvhich is reduced under § 1017 that is neither
§ 1245 property nor 81250 property is treated @#81property. As a result, assets such as land
and corporate stock, which otherwise would be atabpsset (or in the case of land often a
nondepreciable § 1231 asset) the basis of whish&an reduced under 8 1017 will carry with them
a permanent 8§ 1245 ordinary income recapture taint.

The regulations under 8 1017 prescribe the rulgarding basis reductions under 8
108(b)(2)(E) that are required if the bankruptcineolvency exception applies. To the extent of the
excluded cancellation of debt income the adjusiskeb of property held on the first day of the
taxable year following the taxable year that theéger excluded the income are reduced (but not
below zero) in the following order: (1) real profyeused in a trade or business or held for
investment (other than real property describedl2?8 (a)(1), i.e., property held for sale primarily
to customers in the ordinary course of businesg)sbcured the cancelled debt immediately before
the cancellation; (2) personal property used nade or business or held for investment (other than
inventory, accounts receivable, and notes rece®yathlat secured the cancelled debt immediately
before the cancellation; (3) any remaining propesid in a trade or business or held for investment
(other than inventory, accounts receivable, n&esivable, and real property real property desdribe
in 8§ 1221(a)(1)); (4) inventory, accounts receieabbtes receivable, and real property described in
§ 1221(a)(1); and (5) property not used in a tadrisiness nor held for investmé#ftWithin each
category, the bases of the properties are reducaaportion to their respective bas&sSection
1017(b)(3)(F) allows the taxpayer to elect to treat property held for sale to customers in the
ordinary course of business as depreciable propartyurposes of applying the basis reduction
rules.

When the bankruptcy exception of § 108(a)(1)(A) legspto an individual, the attribute
reduction rules apply to the bankruptcy estatetatite individual’® However, the basis reduction
rules of 8 1017 apply to the individual bankrupgayer to the extent property is transferred by the
bankruptcy estate to the individual.

The taxpayer’s tax liability for the year of carlagbn is determined without any reduction
under 8§ 108(b) in attributes that carryover todhwrent year or that carryback to prior years, teefo
such tax attributes are redudét “This ordering rule affords the taxpayer the akeertain of its
tax attributes described in section 108(b)(2) udaig any losses carried forward to the taxable yea
of cancellation, for purposes of determining itg far the taxable year of discharge, before

163 R.C. § 108(b)(4)(A); Treas. Reg. § 1.1017-1(a).
%9 Treas. Reg. § 1.1017-1(a).

1701 R.C. § 108(d)(8).

" Treas. Reg. § 1.108-7(b).
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subjecting those attributes to reductidff.Basis reductions under § 1017 occur at the begioi
the taxable year following the year in which theazllation occurred’

An interesting — and for the taxpayer, unpleasanesult occurs when the § 108(a)(1)(A)
bankruptcy exception applies and a mortgage lievivges the bankruptcy. When personal liability
on the debt is discharged but the lien survives,débt is transformed into a nonrecourse debt.
When the property is sold or foreclosed upon, tm®wnt of any remaining nonrecourse debt
encumbering the property is included in the amaealized by the taxpayer along with any cash
receivedt™

C. Special Issues Regarding Cancellation of Deborire of Pass-
Through Entitles

I. Partnerships and Limited Liability Companies

Section 108(d)(6) requires that the bankruptcyiasdlvency exceptions to cancellation of
debt income be applied at the individual partneelleather than at the partnership leVellhus,
cancellation of debt income realized by an insaivambankrupt partnership or limited liability
company may be excluded only by those partnersatieathemselves insolvetif. Concomitantly,
the attribute reduction rules of § 108(b) are agupdit the individual partner level. However, tR&I
will not challenge the treatment by an insolveribankrupt partnership of a discharge of a purchase
money indebtedness as an adjustment to purchaseypriler § 108(e)(5), rather than as separately
stated cancellation of indebtedness income, i€émeellation otherwise would have qualified as a

172T.D. 9080, Reduction of Tax Attributes Due to Diarge of Indebtedness, 68 F.R. 42590 (July 21,
2003) (preamble).

13 SeeTreas. Reg. 88 1.1017- 1(a), -1(b)(4).
174 SeeNeighbors v. Commissioner, T.C. Memo. 98-263 (3998

175 Thus, partnership cancellation of debt incomesisarately stated item under § 702(a). Rev. Rul. 9
97,1992-2 C.B. 124.

176 Rev. Rul. 92-97, 1992-2 C. B. 124, held that unflexas. Reg. § 1.731-1(a)(1)(ii) the deemed

distribution to a partner under § 752(b) resulfirmgn the cancellation of a partnership debt thakegase

to cancellation of debt income under 8§ 61(a)(12jeated as occurring after the increase in thenpes’
bases in their partnership interests resulting fitwercancellation of debt income. Thus, if thempens share
income and loss in the same percentages as theydgha cancelled debt each partner will takeastmunt

a pro rata share of the cancellation of debt incantkthe basis adjustments for the passed-thowgmia
and the deemed distribution exactly offset eaclemthith no gain resulting under 8§ 731. If, howewse
particular partner’s share of partnership lialektiexceed the partner's distributive share of pestip
income from the cancellation of the debt, the cwmasive distribution might exceed the partner'sbés

his partnership interest, resulting in recognitidigain under § 731.
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purchase price adjustment, as long as all partept the treatment consistently.In effect this
permits an insolvent partnership to elect whetbdrdat the debt cancellation as a purchase price
reduction under 8§ 108(e)(5) or to pass througheléaton of debt income, which could be excluded
only by insolvent partners.

il S Corporations

In the case of an S Corporation, the insolvencylarkruptcy exceptions in 8§ 108(a) are
applied at the corporate levéi. However, § 108(d)(7), which was enacted in 11@9&verturn the
Supreme Court’s decision fitlitz v. Commissione¥® provides that amounts excluded under §
108(a) will not be taken into account as a seplyratated item of tax exempt income under 8
1366(a)(1)(A)**° As aresult, the S corporation’s shareholdersadoeceive any step-up in the basis
of their shares under § 1367.

2. Qualified Farm Debt Exception

Section 108(a)(1)(C) excludes cancellation of “digal farm indebtedness,” which is
defined in 8 108(g). Qualified farm indebtednesa debt that was incurred directly in connection
with the taxpayer’s operation a farming trade osibess. To qualify, 50 percent or more of the
taxpayer’s aggregate gross receipts for the tlaesbte years preceding the taxable year in which
the cancellation of the debt occurs must be atiifle to the trade or business of farmifig.

177 Rev. Proc. 92-92, 1992-2 C.B. 505.
178 | R.C. § 108(d)(7)(A).

179531 U.S. 206 (2001). iBitlitz, the taxpayer was the sole shareholder of an@cation that realized
cancellation of debt income while it was insolvebinder § 108(a), the corporation properly excluthed
cancellation of debt income. Upon the subseqdispbsition of the stock (in the same year) th@aer
shareholder claimed an increase in the basis stték in the corporation pursuant to 88§ 1367 (&land
1366(a)(1)(A) on the theory that the cancellatibdebt income was passed-through “exempt” incand,
reported a long-term capital loss. Reversingal&l courts, the Supreme Court concluded that diatioa
of the debt was “income” within the meaning of &&@)(1)(A), which increases shareholder basis unde
§1367(a)(1)(A). In addition, although § 108(dj&)) as in effect for the year in question, prowddbat the
exclusions of § 108(a) and the attribute reducticetuired by 8§ 108(b) were to be applied to an S
corporation at the corporate level, the SupremeriGmncluded that § 108(b)(4)(A), which provideatth
attribute reduction under § 108(b)(2) takes pladeet the determination of the tax imposed by thizpter”
expressly requires that the S corporation’s shadeins pass-through of income and basis adjustmeist
be taken into account before the cancellation ot decome is reduced by corporate level net opegati
losses. As a result of this reasoning, the S catfmm shareholder iGitlitz received a tax-free step-up in
basis which he was able to convert into a dedwetibpital loss.

180 See alsdreas. Reg. § 1.1366-1(a)(2)(viii).

81| R.C. 108(g)(2). See Lawinger v. Commissione TOC. 428 (1994) (cancellation of debt income
could not be excluded under § 108(a)(1)(C) becksssthan one half of taxpayer’s gross receiplsaicg
proceeds from sale of farming equipment were frarmfng; rents and credits from the State of Wisgons
for preserving land as farmland were not taken agoount as farm income).
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Furthermore, to qualify the debt must be owned ‘igualified person,” which generally speaking
is a person actively and regularly engaged in tgness of lending money other than a person
related person to the taxpayer, a person from wihietiaxpayer acquired the property (or a related
person to such person), or a person who receifess\@ith respect to the taxpayer’s investment in
the property (or a related person to such per$én).

The amount excluded under the qualified farm deb¢ption cannot exceed the sum of: (1)
the taxpayer’s “adjusted” tax attributes descriibe®108(b)(2), excepting the basis of property, an
(2) the aggregate adjusted bases of the taxpageiadified property,” Qualified property is defined
as any property that is used or is held for usetnade or business or for the production of income
as of the beginning of the taxable year followiig taxable year in which the cancellation
occurred®® “Adjusted tax attributes” are the sum of the &tributes described in § 108(b)(2),
excepting the basis of property, redetermined kintpinto account $3 for each $1 of general
business credit, minimum tax credit, foreign taedit carryover, and passive activity credit
carryover:®*

If the qualified farm indebtedness exception agpk@y basis reduction under § 108(a)(2)(B)
is made only with respect to qualified propertytha following order: (1) depreciable property, (2)
land used or held for use in farming, (3) otherlified property:°

With respect to partnerships, as in the case ob#mkruptcy and insolvency exceptions,
§ 108(d)(6) requires that the qualified farm in@eltess exception in 8 108(a)(1)(C) and (g), and
the concomitant attribute reduction rules be apl@iethe individual partner level. In the caserof a
S Corporation, the qualified farm indebtedness ptioa in § 108(a)(1)(C) and (g) and the
concomitant attribute reduction rules are applietth@ corporate levef®

3. Real Property Business Debt

Sections 108(a)(1)(D) and 108(c) allow noncorpotax@ayers to elect to exclude income
arising from cancellation of “qualified real propebusiness indebtednes$’” Qualified real

82| R.C. 88 108(g)(1), 49(a)(1)(D)(iv). Throughtairsg of cross references, “related person” is ki
as a person in a relationship described in § 268(t§ 707(b)(1), or persons engaged in tradesisinkss
under common control.

18 |.R.C. 8 108(g)(3). For purposes of determinihg teiling on qualified farm indebtedness, the
adjusted basis of any qualified property and thewarhof the adjusted tax attributes are determarfest
any reduction under §108(b) resulting from applaraof the insolvency exclusion. I.R.C. 8 108(g)(4

1% R.C. § 108(g)(3)(B).
18 .R.C. §1017(b)(4)(A).
1% .R.C. § 108(d)(7)(A).

187 The election must be made on a timely return (idiclg extensions) for the taxable year in which the
cancellation of indebtedness income was realizatlitas revocable only with the consent of the IR®as.
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property business indebtedness is indebtednesgaacin connection with, and secured by, real
property used in a trade or busin&$s.This provision is intended to facilitate refinamg for
distressed real estate projects. Accordingly, gkelusion is limited to the amount by which
qualified real property indebtedness exceeds thenfarket value of property secured by the d&bt.
This limitation has the effect of limiting the exsion under 8§ 108(a)(1)(D) to so-called “phantom
gain.” To assure that the exclusion results onlydeferral and not permanent exclusion, §
108(c)(2)(B) further limits the amount of the exsilan to the aggregate adjusted basis of depreciable
real property held by the taxpayer immediately beetbe cancellation.

“Qualified real property business indebtednessludes only (1) debt incurred or assumed
by the taxpayer before 1993 “in connection withélrproperty used by the taxpayer in a trade or
business and secured by the real property ande{®)idcurred or assumed after 1992 to acquire,
construct, reconstruct, or substantially improve pioperty secured by the debt or to refinance
qualifying pre-1993 indebtedness to the extentr@fi@ancing does not exceed the original debt.
Under this definition, the use of the proceedsret1093 indebtedness appears to be irrelevant as
long as the debt is secured by real property uséki taxpayer’s trade or businé¥s.

If the taxpayer elects the qualified real propbttginess indebtedness exception, the taxpayer
must reduce the basis of depreciable real profriyre excluded amount under the rules of 8§
1017** In effect, the exception operates as a purchase meduction. The regulations provides
ordering rules under which the basis of the quialifyreal property with respect to which the debt
was cancelled is reduced first, and any remainkafueed cancellation of debt income is applied
to reduce the basis of other real property helthbytaxpayer for use in a trade or business onas a
investment? The basis reduction applies only to depreciakdéproperty®® Generally, the basis
reduction occurs at the beginning of the taxabé f@lowing the year of the debt cancellatiéh.

Reg. § 1.108-5.

188 |.R.C. 8§ 108(c)(3) (qualified real property businendebtedness is defined to expressly exclude
gualified farm indebtedness).

1891,R.C. § 108(c)(2)(A); Treas. Reg. § 1.108-6. s purpose the fair market value of the property
is reduced by the principal amount of any othetlifjed real property business indebtedness sedoyede

property.
19| R.C. §§ 108(c)(3), (c)(4).
191 R.C. §§ 108(c)(1)(A), 1017(a)(1).
192 Treas. Reg. § 1.1017-1(c)(1).
193] R.C. § 1017(b)(3); Treas. Reg. § 1.1017-1(c)(1).
19| R.C. § 1017(a).
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If the taxpayer is in the trade or business of fagnthe qualified farm indebtedness rules
take precedence, if applicaldfé. If a debtor is insolvent at the time of the delncellation, the
insolvency exception, rather than the qualifiedl ©@@perty business indebtedness exception
appliest®®

If the cancelled debt is partnership debt, 8 148{dequires that the qualified real property
business indebtedness exception in § 108(a)(1)(d)&%108(c), and the concomitant attribute
reduction rules be applied at the individual partiewel, rather than at the partnership level.
Because the required basis reduction must be mialgenith respect to real property, and the
exclusion is available only if the basis of depabte real property is reduced, 8 1017(b)(3)(C)
permits a partner to treat the partner’s interest partnership as depreciable property to thenéxte
of the partner’s proportionate interest in the penship’s depreciable property, provided that the
partnership makes a corresponding reduction ioeisss in depreciable property with respect to the
electing partnet’’ As result of such a basis reduction, § 1250 @amjilmcome recapture will apply
with respect to any real estate the basis of wiiasbeen adjusted, and § 751(a) of § 751(b) ondinar
income treatment, respectively, will be triggerathwespect to the partner upon a subsequent sale
or exchange of the partnership interest or upogipeof a distribution that alters the partner’s
interest in § 751(c) “hot assets.”

In the case of an S Corporation, the qualified peaperty business indebtedness exception
in 8 108(a)(1)(D) and § 108(c) and the concomittribute reduction rules are applied at the
corporate levet?®

4, Election to Defer and Ratably Include Cancellatad Debt Income

The American Recovery and Reinvestment Tax Act0®f2added § 108(i), which allows
a taxpayer to irrevocably elect to defer and inelwancellation of debt income realized in 2009 and
2010 ratably over five tax years, rather than eytbar the discharge occurs, if the debt was issued
in connection with the conduct of a trade or bussner by a corporatiof{? Although the statute
refers to cancellation of debt income arising fréraacquisition” of an “applicable debt
instrument,” the statutory definitions of “reacsjtion” and “an applicable debt instrument,”
respectively, are broad enough for the provisicayply regardless of the manner in which the debt

199 R.C. § 108(c)(3).
199 R.C. § 108(a)(2)(B).

197A partner’s proportionate share of the partnershigisis in depreciable real property equals tsuine
of (1) the partner’s § 743(b) basis adjustmengsattnership depreciable real property, and (2xtdmemon
basis depreciation deductions (excluding allocatmirdepreciation deductions under 81.704-3(d)})dha
reasonably expected to be allocated to the paswerthe property’s remaining useful life. TreaggR8
1.1017-1(g)(2)(iv). See Treas. Reg. 8 1.1017-2§g)(- (iii) for the procedural rules governingctu
elections.

199 R.C. § 108(d)(7)(A).
9For election procedures, see Rev. Proc. 2009-3R-26 |I.R.B. 309.
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is cancelled. Section 108(i)(4)(B) defines “acgiog” to include (1) an acquisition of the debt
instrument for cash, (2) the exchange of the deditument for another debt instrument, including
an exchange resulting from a modification of thietaiestrument (which includes a reduction of the
principal amount of the debt), (3) the exchangehef debt instrument for corporate stock or a
partnership interest, (4) the contribution of tlebtinstrument to capital, and (5) the complete
forgiveness of the indebtedness by the holder @bt instrument. In addition, published IRS
guidance provides that the term “acquisition” atsudes an acquisition of the debt instrument for
other property® Thus, for example, the cancellation of a debtanmection with a deed in lieu of
foreclosure qualifies as a reacquisition. SectiOB(i)(3)(B) broadly defines “applicable debt
instrument” to include a bond, debenture, notetjfezte, or any other instrument or contractual
arrangement constituting indebtedness within thamimg of §1275(a).

The 8 108(i) election is made separately for eltdt instrument. An election may be made
for one debt instrument, but not for anotff&éA taxpayer may elect to defer only a portion @ th
cancellation of debt income realized from the redgition of any applicable debt instruméftt.
Thus, for example, if a taxpayer realized $1,000amicellation of debt income eligible for deferral
under § 108(i), the taxpayer may to defer only $30fe $1,000. Any cancellation of debt income
that the taxpayer does not elect to defer may bkriéad from income under 8 108(a)(1)(A), (B),
(C), or (D), if applicable.

For partnerships and S corporations, the electiameide by the partnership or S corporation,
not by the individual partners or shareholdét4. a partnership elects to defer less than athef
cancellation of debt income realized from the regitjon of an applicable debt instrument, the
partnership may allocate among the partners imemner the deferred cancellation of debt income
and the cancellation of debt income that is noedetl, the portion, if any, of each partner’s
cancellation of debt income amount that is deteard the portion, if any, of each partner’s
cancellation of debt income amount that is not et Thus, for example, all of one partner’s
share of cancellation of debt income can be dedemt@le none (or only part) of another partner’s
share of cancellation of debt is deferred. Anytiparof a partner’'s share of cancellation of debt
income partner that is not deferred may be excludgeter § 108(a)(1)(A), (B), (C), or (D), if
applicable.

20 Rev. Proc. 2009-37, 2009-36 I.R.B. 309, §2.03.

21 Rev. Proc. 2009-37, 2009-36 I.R.B. 309, §2.04.

292 Rev. Proc. 2009-37, 2009-36 I.R.B. 309, §2.04.

2031 R.C. 8108(i)(5)(B)(iii). Rev. Proc. 2009-37,@®36 I.R.B. 309, §§ 2.08 and 2.09 provide special
rules for allocations under § 704 of partnershipDd@come deferred under § 108(i). See Blake D. Rubi
Andrea Macintosh Whiteway, and Jon G. Finkelst8itinulus COD Income Deferral Raises Issues for
Partnerships 124 Tax NOTES677 (Aug. 17, 2009).

204 Rev. Proc. 2009-37, 2009-36 I.R.B. 309, §2.04(3).
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Under the 8 108(i) election, income from a debtedlation in 2009 is recognized beginning
in the fifth taxable year following the debt carlagbn; the income is recognized ratably in each of
2014 through 2018. Income from a debt cancellatidz010 is recognized beginning in the fourth
taxable year following the debt cancellation; thedme is recognized ratably in each of 2014
through 2018 If a taxpayer elects to defer cancellation oftdietome under § 108(i), the § 108(a)
exclusions for bankruptcy, insolvency, qualifiednfaindebtedness, and qualified real property
business indebtedness do not apply to the yedreadlection or any subsequent y&amhus, the
election cannot be used to move the year of inghut a year in which it is expected that one ef th
those exceptions might apply. Once the electiom&le, inclusion is inevitable. Deferred
recognition is accelerated into the year of dedtlaroindividual taxpayer, the liquidation or
termination of a business of an entity, the yeazabé of sale of substantially all of the assethef
taxpayer, or the cessation of the taxpayer’s bssiie The acceleration rule also applies in the
event of the sale or exchange or redemption ohterast in a partnership or S corporation by a
partner or shareholder.

If a taxpayer makes a 8§ 108(i) election and reaeqypr is treated as reacquiring) the debt
instrument generating the COD income for a new isiitument with original issue discount (OID),
the interest deductions for the resulting OID as® deferred”® However, the OID deferral rule,
does not apply if the amount of OID is less thagheaminimis amount, as determined under §
1273(a) (37

5. Cancellation of Home Mortgage Debt

Section 108(a)(1)(E), which was added by the Mag#deorgiveness Debt Relief Act of 2007
and amended by the Emergency Economic Stabiliz&tamof 2008, excludes from gross income
the cancellation of “qualified principal residemcdebtedness,” if the cancellation occurs ontaraf
January 1, 2007, and before January 1, 2013. @ssg@nacted this provision in response to the
subprime mortgage loan crisis because it was mbydte specter of thousands of homeowners
restructuring their mortgage debts or losing theimes in foreclosures, and having to recognize
cancellation of debt income cancellation of inddhtess income as a result. “Qualified principal
residence indebtedness” is limited to acquisitimebtedness, as defined in § 163(h)(3f{B)ith

205 R.C. § 108(i)(1).
208 R.C. § 108(i)(5)(C).
20 R.C. § 108(i)(5)(D).
29RC § 108(i)(2).

209A de minimis amount of OID is OID of not more thane-quarter of one percent per year. IRC §
1273(a)(3).

210 Whether interest is paid with respect to indebésdnthat was incurred to acquire, construct, or
substantially improve a residence generally isrd@teed under the tracing rules of Temp. Reg. 8§3-8F,
except that special “90-day rules” permit the adkoan of certain debt to the acquisition (or comstion or
improvement) of a residence notwithstanding theiigarules. Notice 88-74, 1988-2 CB 385.

a7



respect to a taxpayer’s principal residence (aseefor purposes of §124) that does not exceed
$2,000,000 for married couples filing joint retuarsd $1,000,000 for other taxpayérs Section
108(a)(1)(E) does not apply to (1) indebtedness drome that is not the taxpayer’s principal
residence, or (2) home equity indebtedness. Fumibve, the provision applies only if the debt
cancellation was on account of either (1) a deghnde value of the home, or (2) the taxpayer’s
financial conditior?™® The taxpayer’s basis in the residence must beceztl by the excluded
amount?** This basis reduction will not result in any sujsent income recognition as long as the
taxpayer does not dispose of the residence, and iEtlee taxpayer does sell the residence, the
taxpayer could exclude all or part of the realigach under 8121.

If only a portion of a cancelled debt is qualifipdncipal residence indebtedness, the
exclusion applies only to the extent the cancailelt exceeds the portion of the debt that is not
qualified principal residence indebtedn&SsAssume, for example, a principal residence sacure
an indebtedness of $400,000, of which only $300i9Q0alified principal residence interest. If the
residence is sold for $260,000 and $140,000 of idetatncelled, then only $40,000 qualifies for the
exclusion.

If a taxpayer qualifies for both the qualified pripal residence indebtedness exclusion and
the insolvency exclusion in 8108(a)(1)(B), the dfiead principal residence indebtedness exclusion
applies, unless the taxpayer elects to apply tha\nency exclusioR®

#1There is no statutory definition of a taxpayerimpipal residence. Under the regulations, a tagpay
principal residence depends upon all the factscanedmstances, but the residence used a majorityeof
time during the year ordinarily will be considertte taxpayer’s principal residence. Treas. Reg. 88
1.121-1(b)(1), (2). The regulations provide a n@hesive list of factors that are relevant in idgiihg a
property as a taxpayer’s principal residence. Amihiegfactors considered when the taxpayer has two o
more residences are the location of the taxpapesegmess or employment, the address on the taXpager
returns, the address for voter registration anekds licensure, and the location of the taxpaypléce of
worship. No particular factor is conclusive, be@tley can produce inconsistent evidence. Tress. $8
1.121-1(b) (2). A taxpayer cannot have more tha@ principal residence at a time. Temp. Reg. 8
1.163-10T(p)(2). A taxpayer’s principal residentay be a boat or recreational vehicle with appaipri
accommodations and facilities. Treas. Reg. 8§ 1.1¢0{1).

212 R.C. § 108(h)(2).
213| R.C. § 108(h)(3).
214| R.C. § 108(a)(1)(E).
215| R.C. § 108(h)(4).
216| R.C. § 108(a)(2)(C).
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6. Cancellation of Student Loans

Section 108(f)(1) and (2) exclude from gross incdongiveness of student loans (and certain
refinancings of student loans) incurred to attengualified institution of higher learning if the
discharge of the indebtedness is pursuant to agmwovn the loan under which all or part of théte
would be discharged if the student works for aquedf time in certain professions or for any broad
class of employers. The exclusion applies onlpém$é made by governmental entities, tax-exempt
public benefit corporations, and qualified edugaicorganizations under an agreement or program
designed to encourage students to serve in oconpatith unmet needs or in areas with unmet needs,
and the services provided by the student mustdysedad under the supervision of a governmental unit
or tax-exempt charitable organizatidh.If the conditions of § 108(f)(2) are not met, thecharge of
student loan debt for less than full payment ghgsto cancellation of debt incorfié.

Section 108(f)(4) excludes from gross income am®ueteived under the National Health
Service Corps loan repayment program and underlstt repayment programs that receive Federal
grants. Such programs require the recipient of¢payment to provide services in a geographic area
identified as having a shortage of health-caregzbnals.

VI. C ONCLUSION

In light of the volume of currently outstanding telved and the historically high rates of
default and foreclosure, as explained in the Intetidn, in the immediate future the rules with essp
to cancellation of debt income will be applied tgraater number of transactions annually than ever
before. In some of these transactions the existehcancellation of debt income will be clear, in
others, particularly those involving contested iliibs, it might not be so clear. In most instasc
where cancellation of debt income is realized,rd&t@ng the amount is not exceedingly difficulttbu
in those cases in which the amount of cancellaifatebt income depends in whole or in part on the
value of property transferred to the creditorammection with the discharge of the debt, including
cases in which a creditor accepts an equity irttaréise debtor in connection with the dischargtnef
debt, important factual valuation questions aried anust be answered before the amount of
cancellation of debt income can be ascertained.

Whenever, cancellation of debt income is reali@elcritical question is whether and to what
extent the debtor can take advantage of one afxbkisions in 8 108, and if more than one such
exclusion possibly applies, which one should tixedster chose, if an election, either express or by
manner in which the transaction effecting the disgt of the debt is structures. In mostinstarthas,

271, R.C. 8§ 108(f)(2)SeePorten v. Commissioner, T.C. Memo. 1993-73 (fargass of a student loan
from the State of Alaska conditioned upon workingany capacity as a resident of Alaska (and not in
designated professions or a for designated clasmpfoyers) was not excludable).

218 plotinsky v. Commissioner, T.C. Memo. 2008-24i¢¢Harge of a portion of consolidated student
loans pursuant to an incentive provision providorguch discharge if the debtor made 36 timelynpenyts,
which was provided as an incentive to consolida@n$ with the refinancing creditor, gave rise to
cancellation of debt income).
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choice will be dictated by the ancillary conseq@sfacing the taxpayer, usually the loss of faverab
tax attributes. No exposition of a catalogue téswf thumb is possible. Both the course of actio
in planning a transaction to effect a dischargedébtedness for less than full payment, therebpgi
rise to cancellation of debt income, andpostrguments for a result more favorable to the tagpay
than that proposed by the Internal Revenue Sedegend on each taxpayer’s particular situatiamn. F
example, an insolvent taxpayer might prefer to gace cancellation of debt income, that would
otherwise be taxed as ordinary, while a solvenpag@r might prefer to structure or characterize a
transaction as a transfer of property in paymeiat@ébt to recognize capital or § 1231 gain taxed a
a preferential rate.

Finally, care must be taken not to let the taxvtail) the economic dog. A solvent taxpayer that
otherwise might recognize cancellation of debt meanight be tempted to seek nonrecognition by
filing a bankruptcy petition for Chapter 13 indiui debt adjustment or Chapter 11 reorganization of
a business. There are, however, significant nootessequences to such an action that must be
thoroughly considered before engaging in such &araas a tax planning technique.

In the end, this article is designed merely to glewa taxonomy of the various rules that must
be considered by the careful tax professional wisaty debtor taxpayers with respect to the
structuring and reporting of transactions that cado give rise to realization and recognition of
cancellation of debt income. It is a roadmap tedresulted in devising plans and arguments, but it
does not in and of itself provide those plans amgirments. Each transaction warrants careful
consideration of its specific facts and the taxpayeverall set of tax attributes before the vasiaules
are applied to produce a customized transacti@ngument.
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