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In U.S. v. Kirbyy Lumber Co.,, 284 U.S. 1,, 76 L. Ed.
131, 52 S. Ct. 4 (1931), the U.S. Supreme
Court first recognized cancellation of
indebtedness as gross (taxable) income.
income A
corporation had issued its bonds receiving
$12,126,800 face value therefor. Later the same
year the
th corporation
ti bought
b
ht the
th bonds
b d back
b k in
i
the market for $137,521.30 less than it had
received initiallyy for them. The Supreme
p
Court
held that the $137,521.30 was taxable income
realized by the corporation in the year it bought
the bonds back.
back
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The cancellation of indebtedness income
theory is often taken beyond the pristine facts
of Kirby Lumber Co.
Co It seems that whenever a
debt is settled or compromised for less than
the face amount due,
due someone mentions
cancellation of indebtedness income, and
issuance of a Form 1099 for it
it.
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More often than not
not, a reduction in debt by
settlement or compromise is not cancellation
of indebtedness (taxable) income.
income
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Even if settlement or compromise of debt
does involve cancellation of indebtedness
income there may be a statutory exception to
income,
recognition of it as taxable income under 26
USC § 108.
108
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In this presentation,
presentation I will first consider what is
and what is not cancellation of indebtedness
income Then David Stonehill will examine the
income.
statutory exceptions of 26 USC § 108 to
recognition of cancellation of indebtedness
income as taxable income. Finally, I will
address what to do if an errant Form 1099 has
been issued concerning your client.
4/23/2012
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Is it cancellation of indebtedness
income?
In Kirby Lumber Co.,
Co a corporation issued
bonds, and then bought them back in the
market for less than it received for them
them.
There was no argument that the selling
bondholders were in any way culpable in
receiving less upon sale of the bonds than
they had paid for them originally
originally—the
the bonds
had just gone down in value.
4/23/2012
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More often than not
not, the debtor has some
grounds of complaint against the creditor.
Where this is the case,
case settlement of the debt
for less than its face value is not a pure
accession to wealth as in Kirby Lumber Co.,
Co
but compromise of a contested and doubtful
debt.
debt
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The first case to recognize
g
that compromise
p
of a
contested and doubtful debt was not taxable income
was N. Sobel v. Commissioner, 40 B.T.A. 1263 (1939).
There a company bought stock in a bank in 1929
1929,
issuing its promissory note in the amount of $21,700
for the purchase price. In 1930, the Superintendent of
Banks
k ffor the
h State off New Yorkk closed
l d the
h b
bank.
k The
h
company then sued the bank to rescind the stock
purchase transaction. The case was eventuallyy settled,,
p
with the company agreeing to pay the bank one‐half of
the amount due on the promissory note, $10,850.
4/23/2012
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The Internal Revenue Service asserted that
the balance of the promissory note which the
company did not have to pay
pay—$10
$10,850
850—was
was
cancellation of indebtedness income to the
company The Board of Tax Appeals (now
company.
called the Tax Court) disagreed, holding that
the promissory note was a contested and
doubtful debt which the parties had
compromised.
compromised
4/23/2012
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Zarin v.
v Commissioner
Commissioner, 916 F.2d
F 2d 110 (3d Cir.
Cir
1990), involved a man named Zarin who
gambled compulsively at the Resorts
International casino in Atlantic City, NJ.
Responding to complaints,
complaints the New Jersey
Casino Control Commissioner issued an
Emergency Order the effect of which was to
make further extensions of credit to Zarin
illegal.
illegal
4/23/2012
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But Resorts continued extending credit to
Zarin, notwithstanding the Emergency Order.
When dishonored checks issued by Zarin to
Resorts totaled $3,435,000, Resorts finally
discontinued Zarin
Zarin’ss credit,
credit and sued him.
him
Zarin defended on the ground that the credit
had been extended to him in violation of New
Jersey law. The case was eventually settled
with Zarin agreeing to pay Resorts $500
$500,000.
000
4/23/2012
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The Internal Revenue Service asserted that
the difference—$2,935,000—was cancellation
of indebtedness income realized by Zarin.
Zarin The
Tax Court agreed with the Service, but the U.S.
Court of Appeals for the Third Circuit reversed,
reversed
holding that the $3,435,000 was a contested
and doubtful debt which the parties had
compromised.
4/23/2012
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In Presslar v.
v Commissioner
Commissioner, 167 FF.3d
3d 1323
(10th Cir. 1999), Mr. and Mrs. Presslar bought
land from Moncor Bank for $1,000,000,
$1 000 000 giving
Moncor Bank their promissory note in the face
amount of $1
$1,000,000
000 000 therefor.
therefor The
promissory note required the Presslars to
make 14 annual payments of $66
$66,667
667 each
each,
with interest at 12 percent per annum.
4/23/2012
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The Presslars subdivided the land
land. As they
sold lots, they assigned the contracts to
Moncor Bank.
Bank The Bank credited the amount
due on the Presslars’ promissory note for 95%
of the amount due under each contract.
contract
There was nothing about this practice in the
Presslars’ documents with Moncor Bank
Presslars
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Moncor Bank failed,, and its successor‐in‐interest,,
the FDIC, did not recognize the assignment
arrangement with the Presslars. The FDIC found
that the Presslars were delinquent in making
payments on the promissory note. The FDIC
accelerated the promissory note according to its
t
terms.
Wh the
When
th Presslars
P
l did nott pay the
th
$799,463 balance owing on the promissory note,
the FDIC sued them. The Presslars eventuallyy
paid the FDIC $350,000 in full satisfaction of all
amounts due.
4/23/2012
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The IRS asserted that the $449
$449,463
463 difference
between the amount owing on the promissory
note and the amount the Presslars paid to
settle it was cancellation of indebtedness
income The U.S.
income.
U S Tax Court and the U
U.S.
S Court
of Appeals for the Tenth Circuit agreed with
the IRS.
IRS The case probably was wrongly
decided. But it nonetheless must be reckoned
with in the Tenth Circuit.
Circuit
4/23/2012
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In Estate of Smith v. Commissioner, 198 F.3d
515 (5th Cir. 1999), the U.S. Department of
Energy sued Exxon to recover oil sale proceeds
which it claimed Exxon had received in excess
of those allowed by federal price regulations.
E
Exxon
eventually
ll settled
l d the
h suit
i by
b paying
i the
h
DOE $2.1 billion. Exxon in turn sued its
lessees to recover excess royalties which it
had paid them based on the excess sale
prices.
prices
4/23/2012
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One of those lessees was Ms.
Ms Smith.
Smith Exxon
claimed that it had overpaid her royalties by
$2 48 million.
$2.48
million Ms
Ms. Smith
Smith’ss estate eventually
settled the suit by agreeing to pay Exxon
$681 840 in full satisfaction of its claim
$681,840
claim.
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Ms.
s. SSmith’s
t s estate deducted tthee eentire
t e aamount
ou t o
of
Exxon’s claim, $2.48 million, as an administrative
claim under 26 USC § 2053 on her federal estate
tax return. The
h IRS issued
d a “protective”
“
” notice off
deficiency against Ms. Smith’s estate for income
tax on what it claimed was $1,798,160
$1 798 160 in
cancellation of indebtedness realized by the
estate– difference between the ggross amount of
Exxon’s claim, $2.48 million, and the $681,840
which the estate paid to settle it.
4/23/2012
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The Tax Court held that the amount of the
estate’s administrative claim was limited to
the amount paid to settle it
it‐‐$681
$681,840.
840 This
mooted the IRS’ cancellation of indebtedness
theory.
theory
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Reversing, the U.S. Court of Appeals for the
Fifth Circuit allowed the estate the full $2.48
million administrative claim on its federal
estate tax return, based upon the facts as they
existed at Ms. Smith’s death. And the Court of
A
Appeals
l rejected
j
d the
h IRS’ assertion
i off
cancellation of indebtedness income against
the estate,
estate on the ground that Exxon
Exxon’ss claim
was a contested and doubtful claim which the
parties had compromised
compromised.
4/23/2012
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In sum
sum, whenever debt is settled or
compromised for less than the full balance
due the parties should not presume that
due,
there is cancellation of indebtedness income.
If there is any colorable ground to contesting
the debt, then arguably forgiveness of the
debt or any part of it is not cancellation of
indebtedness but compromise of a contested
and doubtful debt
debt.
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If the debtor has any colorable claims against
the creditor, whether or not connected with
the debt,
debt then arguably forgiveness of the
debt or any part of it is not cancellation of
indebtedness but compromise of a contested
and doubtful debt.
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IMPORTANT DISCLOSURE
_________________________________________
IRS Circular 230 disclosure: To ensure compliance
with requirements imposed by the IRS and other
taxingg authorities,, I inform yyou that anyy tax
advice contained in this communication
(including any attachments) is not intended or
written
i
to be
b used,
d and
d cannot be
b used,
d ffor the
h
purpose of (i) avoiding penalties that may be
imposed on any taxpayer or (ii) promoting,
promoting
marketing or recommending to another party any
transaction or matter addressed herein.
31

26 U.S.C. § 61 : US Code - Section 61:
G
Gross
income
i
d
defined
fi d
(a) General definition: Except as
otherwise
h
i provided
id d in
i this
hi
subtitle, gross income means
all income from whatever
source derived, including (but
not limited to) the following
items:
(1) Compensation for services,
including fees, commissions,
fringe benefits, and similar
items;
(2) Gross income derived from
business;
(3) Gains derived from dealings in
property;
(4) Interest;
(5) Rents;
(6) Royalties;

( )
(7)
(8)

Dividends;;
Alimony and
maintenance payments;
(9) Annuities;
(10) Income
Inco e ffrom
o life insurance
in
ance and
endowment contracts;
(11) Pensions;
(12) Income from discharge of
indebtedness;
(13) Distributive share of
partnership gross income;
(14) Income in respect of a decedent;
and
(15) Income from an interest in an
estate or trust.
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Our Taxpayer
p y Advocate
http://www.youtube.com/watch?v=z2WAnqJitlk
p
y
q
http://www.youtube.com/watch?v=qdpwtaSGpfQ

http://www.youtube.com/watch?v=kE38LbxAfHg

Google: taxpayer advocate cancellation
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Problems everywhere:
What if creditor not the original creditor? How do you contact the creditor?
H is
How
i the
th amountt canceled
l d calculated?
l l t d?
H do
How
d you select
l t th
the ddate
t canceled?
l d?
What if interest is not broken out?
Who chooses the cancellation date?
How was fmv of property calculated?
Recourse or non-recourse debt?
What about joint obligors/guarantors?
What about contingent debts?
Wh t about
What
b t state
t t anti-deficiency
ti d fi i
laws?
l ?
Wh t about
What
b t bbankruptcy?
k t ?
What if Form1099-C is not received?
What if Form 1099-C is not prepared?
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Recipe
p for disaster,, Part 1
• Cancellation of an amount otherwise
deductible is not COD income, e.g., interest,
attorney’s fees, expenses (commissions, real
estate taxes), some penalties
• Taxpayer required to report COD income even
if he/she did not receive a Form 1099‐C from
the creditor (e.g., statute of limitations, deed
in lieu of foreclosure)
• Recourse vs.
vs non‐recourse loans
35

Recipe for disaster, Part 2
• “PMSI” vs. refinanced (cash‐outs)
• Two taxable events regarding secured transactions:
cancellation of debt | sale of underlying asset
Promissory Note

Mortgage
Released

Simultaneous
vs Time lags
vs.

Not Canceled

Released

Short sales
Second/third mtgs
mtgs.

Canceled

Not released

Co‐obligors
Loan modifications
difi i

Canceled

36

Recipe
p for disaster,, Part 3
• “Each
Each tax year stands alone”
alone doctrine ((“straddles”)
straddles )
• 3 year statute of limitations for amending returns
• Penalty for not correctly preparing Form 1099‐C
1099 C is as
low as a whopping $30.00 per informational return
(no incentive for creditor to get it right)
• If there’s a problem, the IRS wants the taxpayer first
to work it out with the creditor (g
(good luck!))
• Creditor can still attempt to collect the debt even if
it issues Form 1099‐C to debtor (famous boat case)
37

The Black Hole of
Canceled Debt
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And now it’s time for something
completely
p
y different . . .
We’ve been talkingg about what is
canceled debt.
Now, let’s assume that you’ve got
canceled debt.
What do you do about it?
40
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TITLE 26 ‐ INTERNAL REVENUE CODE Subtitle A ‐ Income Taxes
CHAPTER 1 ‐ NORMAL TAXES AND SURTAXES Subchapter B –
Computation of Taxable Income PART III –
ITEMS SPECIFICALLY EXCLUDED FROM GROSS INCOME
Sec. 108. Income from discharge of indebtedness
(a) Exclusion from gross income
(1) In general
Gross income does not include any amount which (but for this
subsection) would be includible in gross income by reason of the
discharge (in whole or in part) of indebtedness of the taxpayer if –
(A) the discharge occurs in a title 11 case
case,
(B) the discharge occurs when the taxpayer is insolvent,
(C) the indebtedness discharged is qualified farm indebtedness,
(D) in the case of a taxpayer other than a C corporation, the indebtedness
discharged is qualified real property business indebtedness, or
(E) the indebtedness discharged is qualified principal residence
indebtedness which is discharged before January 1, 2010 (now thru 2012).

42
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IRS Form
m 982
2
“R
Reducction of Taax Atttributtes”
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Principal Residence Exclusion
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Insolvency exclusion

46

Qualified Real Property
Business Indebtedness

47

WHAT IS A TAX ATTRIBUTE?
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Sec. 1017. Discharge of indebtedness (a) General rule If ‐ (1) an amount is
excluded from gross income under subsection (a) of section 108 (relating to
discharge of indebtedness), and (2) under subsection (b)(2)(E), (b)(5), or (c)(1)
of section 108, any portion of such amount is to be applied to reduce basis,
then such p
portion shall be applied
pp
in reduction of the basis of anyy property
p p y
held by the taxpayer at the beginning of the taxable year following the
taxable year in which the discharge occurs. (b) Amount and properties
determined under regulations (1) In general The amount of reduction to be
applied under subsection (a) (not in excess of the portion referred to in
subsection (a)), and the particular properties the bases of which are to be
reduced, shall be determined under regulations prescribed by the Secretary.
(2) Li
Limitation
it ti iin title
titl 11 case or insolvency
i l
In
I the
th case off a discharge
di h
to
t which
hi h
subparagraph (A) or (B) of section 108(a)(1) applies, the reduction in basis
under subsection (a) of this section shall not exceed the excess of ‐ (A) the
aggregate of the bases of the property held by the taxpayer immediately
after the discharge, over (B) the aggregate of the liabilities of the taxpayer
immediately after the discharge. The preceding sentence shall not apply to
any reduction in basis by reason of an election under section 108(b)(5). (3)
Certain reductions may only be made in the basis of depreciable property (A)
In general Any amount which under subsection (b)(5) or (c)(1) of section 108
is to be applied to reduce basis shall be applied only to reduce the basis of
depreciable property held by the taxpayer. (B) Depreciable property For
purposes of this section, the term ''depreciable property'' means any
property of a character subject to the allowance for depreciation, but only if
a basis reduction under subsection (a) will reduce the amount of depreciation
or amortization which otherwise would be allowable for the period
immediately following such reduction. (C) Special rule for partnership
interests For purposes of this section, any interest of a partner in a
partnership shall be treated as depreciable property to the extent of such
partner's proportionate interest in the depreciable property held by such
partnership The preceding sentence shall apply only if there is a
partnership.
corresponding reduction in the partnership's basis in depreciable property
with respect to such partner. (D) Special rule in case of affiliated group For
purposes of this section, if ‐ (i) a corporation holds stock in another
corporation (hereinafter in this subparagraph referred to as the ''subsidiary''),
and (ii) such corporations are members of the same affiliated group which file
a consolidated return under section 1501 for the taxable year in which the
discharge occurs, then such stock shall be treated as depreciable property to
the extent that such subsidiary consents to a corresponding reduction in the
basis of its depreciable property. (E) Election to treat certain inventory as
depreciable property (i) In general At the election of the taxpayer, for
purposes of this section, the term ''depreciable property'' includes any real
property which is described in section 1221(a)(1). (ii) Election An election

under clause (i) shall be made on the taxpayer's return for the taxable
year in which the discharge occurs or at such other time as may be
permitted in regulations prescribed by the Secretary. Such an
election, once made, may be revoked only with the consent of the
Secretary F) Special rules for qualified real property business
Secretary.
indebtedness In the case of any amount which under section 108(c)(1)
is to be applied to reduce basis ‐ (i) depreciable property shall only
include depreciable real property for purposes of subparagraphs (A)
and (C), (ii) subparagraph (E) shall not apply, and (iii) in the case of
property taken into account under section 108(c)(2)(B), the reduction
with respect to such property shall be made as of the time
immediately before disposition if earlier than the time under
subsection (a). (4) Special rules for qualified farm indebtedness (A) In
general Any amount which under subsection (b)(2)(E) of section 108 is
to be applied to reduce basis and which is attributable to an amount
excluded under subsection (a)(1)(C) of section 108 ‐ (i) shall be applied
only to reduce the basis of qualified property held by the taxpayer,
and (ii) shall be applied to reduce the basis of qualified property in the
following order: (I) First the basis of qualified property which is
depreciable property. (II) Second the basis of qualified property which
is land used or held for use in the trade or business of farming. (III)
Then the basis of other qualified property. (B) Qualified property For
purposes of this paragraph, the term ''qualified property'' has the
meaningg ggiven to such term byy section 108(g)(3)(C).
(g)( )( ) ((C)) Certain rules
made applicable Rules similar to the rules of subparagraphs (C), (D),
and (E) of paragraph (3) shall apply for purposes of this paragraph and
section 108(g). (c) Special rules (1) Reduction not to be made in
exempt property In the case of an amount excluded from gross
income under section 108(a)(1)(A), no reduction in basis shall be
made under this section in the basis of property which the debtor
t t as exemptt property
treats
t under
d section
ti 522 off titl
title 11 off the
th United
U it d
States Code. (2) Reductions in basis not treated as dispositions For
purposes of this title, a reduction in basis under this section shall not
be treated as a disposition. (d) Recapture of reductions (1) In general
For purposes of sections 1245 and 1250 ‐ (A) any property the basis of
which is reduced under this section and which is neither section 1245
property nor section 1250 property shall be treated as section 1245
property, and (B) any reduction under this section shall be treated as
a deduction allowed for depreciation. (2) Special rule for section 1250
For purposes of section 1250(b), the determination of what would
have been the depreciation adjustments under the straight line
method shall be made as if there had been no reduction under this 49
section.
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How to avoid all of this?

The loss on the sale of
investment property
offsets
ff t the
th ordinary
di
income recognized
g
from
the cancellation of debt.
51
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•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•

ACCOUNT OF FORECLOSURE
COMMONWEALTH OF VIRGINIA
OWNER(S) ATT1ME OF SALE
Circuit Court of Citv of Richmond. VA
Place of Sale:
Under Deed of Trust from
Original Grantor
Dated 04/18/2007
Instrument No
Page QS49
St t Address
Street
Add
Brief Legal Description
Trustee or Substitute Trustee ALG Trustee. LLC
Trustee Reference Number
Substitution of Trustee Dated
Instrument No
Deed Book/Page /Q008
Requirements for publication under Deed of Trust Once a week for two (2) successive
weeks
k
Publication Dates
Date of Sale
High Bidder was Aurora Loan Services, LLC
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DISBURSEMENTS
Bid Price
RICHMOND TIMES‐DISPATCH Newspaper
p p
Clerk's Fee, Substitution of Trustee's Deed
Certified Mail
Trustee Fee
Title Examination: eTitle Agency
Commissioner of Accounts
Clerk. Grantor's Tax
„
Total:
Proceeds Application
Aurora Loan Services, LLC, Noteholder
Principal Balance Credited
Interest 01/01/2009 to 6/30/2011
L
Late
Ch
Charges
Escrow
AppraiBals/BPO
Properly Preservation
Restricted Escrow
Corporate Advances

RECEIPTS
$181,139.92

$388.80
$21.00
$22.36
$500.00
$295.00
$316.00_
$181.50
$1,722.66

S138.268.85
$28,200.12
136 65
136‐65
$5.251.04
$10000
$545.00
$‐1,500
$7.415.60
Total.

$179,417.26
Totals:

$181,139.92
58
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What to Do About an Errant
Form 1099
Stephen J. Dunn, Esq.
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If a Form 1099 is issued against your client in
error, the way to deal with it is not to report
the supposed cancellation of indebtedness
income as income on the client’s income tax
return but instead to append to the income
return,
tax return a supplemental statement
explaining why there is no cancellation of
indebtedness income from the transaction.
The following two examples will illustrate.
illustrate
4/23/2012
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Example A
Suppose your client owed $5
$5,000,000
000 000 in
business indebtedness which was forgiven in
exchange for the client’s
client s interest in the
business. The client’s interest in the business
was worth $100,000
$100 000 at the time of the
transaction.
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The creditor issues a Form 1099‐MISC
1099 MISC in the
amount of $4,900,000 to your client, and
sends a copy of it to the IRS.
IRS

4/23/2012
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At the time of the transaction
transaction, the client’s
client s
debts total $5,320,000, and the his assets at
fair market value total $345,000
$345 000─the
the client is
insolvent within the meaning of 26 USC §
108(a)(1)(B).
108(a)(1)(B)
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The client should not report cancellation of
indebtedness income, but instead attach to
his income tax return for the year of the
transaction a supplementary statement on the
order of Exhibit A hereto.
hereto
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Example B
Suppose
pp
the same facts as in Example
p A,, except
p
that the client is not insolvent. The client does,
however, have a colorable claim against the
creditor that the creditor
creditor’ss breach of its contract
with the client caused the client’s business
interest in question to decline in value. Before
th transaction,
the
t
ti
th client
the
li t asserts
t hi
his claim
l i iin a
lawsuit against the creditor. The parties settle the
lawsuit in connection with the transaction in
which the creditor acquires the client’s interest in
the business and forgives the $5,000,000 in debt
owing by the client.
client
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What to Do About an Errant Form 1099

68

The client should not report cancellation of
indebtedness income, but instead attach to
his income tax return for the year of the
transaction a supplementary statement on the
order of Exhibit B hereto
hereto.
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