A REVIEW OF JUDICIAL EXCEPTIONS
TO THE KIREY LUMEER RULE

INTRODUCTION

The liberal use of derogatory superlatives by commentators discussing
cancellation of indebredness income imparts a elear impression of the state of
the tax law in that ares. They remark, for example, that "[e]ven the most rabid
dialectition of federal tax law would readily concede that logic has taken an
extended vacation in the debt cancellation area,’t that the development ol
the law of debt cancellation is “highly inadequate,”® and that it iz one of the
“murkiest pools of obseurity in the tax law.™®

MNumerous reasons exist for this dificulty. A fundamental problem i that
ncome” has not been adequately defined either in an economic sense' or in
the federal tax vsage® The statutory definition provides that “gross income
means all income from whatever souree derived, including . . . [ijncome from

i

1. Eustice, Cancellation of Indebtedness and the Federal Imeome Tax: 4 Problem af
Creefring Confusion, 14 Tax L. Rev, 235, 236 (1959).

2. Surrey & Warren, The Income Tax Profect of the Americen Law Institute: Crogs In:
come, Deductions, Accownting, Gams and Losses, Cancellation of Indeltedness, 65 FLaRy, L.
R, 761, B15 (1953),

3, Eustice, muefra note 1, at 225,

4. Economists have varipusly defined income as a “sereice.fowr in consumption,” as “re-
currend Imiplt" as the “nmer addition o an individual's economic powWer with @ spctiﬁcd
period of time,” 0. Browsees & E. Avien, Ecomosncs o PUsLic Fiance 243 (2d ed. 1934),
or as the “algebrabe sum of (1) the market value of vights excrclsed in consumption and
{2) the change in the value of the sore of property rights berween the beginning and end
of the period in question,” H. Spaaws, Persomar Income Taxamon B (1933).

The service-Bow concept Includes poods and services comsumed in mongy value and in
the cstimated money value of unpaid labor, This would appear o include money borrowed
when it was consumed and would not include discharge of 3 debt which had previousty been
consaimed. The recurrent T\H;I:'JIPII dehnition would not include debe -d.l‘achil‘me pit!-uﬂﬂhh'
for the likelihood of its pen-recurrence. The net accretion concept comes close (o the incre-
ment In assets theory ussd by eousts in thiz apea but it [ilings lie [n the absence of a
given time period for computation and in the lack of specificity for desermining net assets,
ie: Is one's self an asset that increases i value when it becomes trained or educated? The
algebraic sum theory would zpparently combing consumption 2nd net accretion in asscrs,
thus retaining the problems with respecr to debt cancellation mentioned above. Economists
keave the ficld insisting income Is gain, whether viewed as the personal ability to spend
in a period of tme, or the net accomulation of capital or consumable assets; the dificuley
remains — what do we count when we compute gain? These definitions of course lock to
what should, in the opinion of each advocate, constitote income, but, such cosiderations
are relevant when the proposed legistation in this area is evaluated. See O, Browniee & E,
ALLEN, sufra at 242-47; H. Simons, sopra at 50-50.

5, “There remains the larger question whether the statutory evclosions and specialized
treatment of certain items plus the judicial and administrative rules dewloped for certain
particular categories of receipts permit the formulation of a definition of “fncoms . . . Ts
it perhaps mecessary to a sound income ax that the content of ‘income’ shouwld remain
essentiaily fluid, s that the application of the tax can keep pace with changing conditionss
5. Sunmev, W. Wazgew, F. MeDwmee, & F, Aver, Fepgrar Income Taxamown 115 (1972L

a4
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discharge of indebtedness,”® This “definition” incorporates the development of
judieial theoriés under which the existence of discharge of indebtedness in-
come has been determined. Unfortunately the confusion that accompanied
development of these theories has not diminished.

-According to the tax court, the increment in assets theory, predicating tax
liability on an accession to income or a frecing of assets, has required support
by a deductions approach to taxability.” The courts penerally reach the con-
clusion that gain or profit is essental to the existence of income, so that the
standard is vague, requiring only “something of value."®

The problem can be attacked from the rear, however, and, although this
has not necessarily proved a better approach, the courts have created a large
body of law deﬁmng what is not income from the discharge of indebtedness.
The several exceptions to the rule of taxability treated by this paper fill the
void left by the absence of a comprehensive legislative solution to the problem
of cancellation of indehtédness income. Congress, in adopting the 1954 Internal
Revenue Code, did not take that opportunity to improve upon the courts’ law-
making® despite the availability of a carefully drafted proposal by the American
Law Institnte™ and a somewhat similar provision proposed by the House of
Representatives 1 :

GeEnERAL RULE

A general rule of taxability of discharge of indebtedness was laid down
in UMnited States v, Kirby Lumber Co.2* Although subsequent cases have whittled

6 LR.C, §61{2){12).

, 7. Compare Putora Corp., 66 T.C. 652 n20 (1976) with Enstics, suprs note 1, at 25253,
Eustice aseerts that the inevement In assets theory is applied if the loan trangaction it a
“long-term mon-recurring capital financing operation” and that the deductions approach is
appropriate if the liability' is itself an ordinary, currently deductible sxpense jtem, the re-
covery of which creates a tax and cconomic benefit requiring inclusion. The propriety of the
deductions approach, ag a matter of policy iz unsettled. While the House draft specifically
adopted i, the ALL draft did not. See text accompanying notes 15, 50-58, 67-81, 88, 110 &
180 infra.

8. See text accompanying nubu ﬁﬁ- infra, See note 218 infra.

9. Section 86, “Discharge of Indebtedness” H.R. 8300, 83d Cong. 2d Sess. §76 (1954),
(FLE. 8500 became the Interal Revenue Code of 1954) was struck by the Senmte Finance
Committes without adequate explanation-and never enacted into law. 100 Coxc, REC, 9001
(1954) (amendment No. 18 to FLR. 8300, 83d Cong., 2d Sess 576 (1054) stefling out “dis-
charge of indebtedness™). Mo one appeared personally to support §76 before the House Ways
and Means Committes, Hearings on H.R. 8300 Before the House Comm. on Ways and Means,
83d- Cong.,--1st Sess, pt. 8, at 1351-56 (1955). The section was struck becavse “testimony
before its [Senate Finance Committee] hearings revealed that the House draft was the canss
of considerable doubt a8 to its meaning and effects.” SENATE ComMM, o FINANCE, REPORT TO
Accoseany H.R. B500, 5. Rer. No. 1622, B8d Cong., 2d Sess. 18.14 (195£). Hearings on H.R.
B300 Before the Senate Commitiee on Finonce, 85d G-:lng 2d Sesa., pt 1, at 12-13. 43, 483
{1854).

;. od0., See App-A infra. .- - -
« 1., See Appi B infra.

(12, 584 TS, 1, 8 T8, Tax Cas. i‘ﬂli {I'JSI} Thiz was not the first time taxation of

qs:m.']lauun indebtedness income had- been -sugpested.. See Enstice, sufrp note 1, at 223-29,
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away at that rule," it is, in limited form, firmly entrenched in the tax law. In
Kirly Lumber, the taxpayer-corporation purchased its own bonds at a discount
in the open market. The court found taxable income from the transaction in
the amount of the difference between the fssue price of the bonds and the lower
price at the time of their subsequent acquisition by the corporation. In the
opinion, Justice Holmes stated:

Here there was no shrinkage of assets and the taxpayer made a clear
gain, As a result of its dealings it made available $137,521.30 assets pre-
viously offset by the obligation of bonds new extinet. We see nothing to
be gained by the discussion of judicial definitions. The defendant in error
has realized within the year an accession to income, if we take words in
their plain popular meaning, as they should be taken here*

The “no shrinkage of assets” language in Kirby Lumber and the fresing of
assets notion as stated above have been used most often by courts attempting
to reach a tax definition of income broad enough to encompass cancellation
ol indebtedness.'s

Girr

A principal exception to income realization by a debtor on cancellation of
a debt arises in the case of a gift™ A gratuitous forgiveness motivated by
donative intent will not create income to the debtor, In Helvering v, Americar
Denial Co.,* the gift exclusion for debt eancellation income was extended by
the United States Supreme Court to a corporate debtor whose creditors can-
celled its obligation for interest and back rents, even though deductions for
the items had been accrued in prior years. There the Court explicitly denied
any requircment of donative intent, stating, "The fact that the motives leading
to the cancellations were those of business or even selfish, if it be true, is not
significant.”™ The standard set out by the Court apparently requires only “the
receipt of financial advantages gratuitously,™® “a release of something for
nothing,.™®

18, Compare text accompanying notes 181-183 infra with text accompanying notes 205-306
infre,

14, 284 105 ar 8, 2 ULS, Tax Cas. fJ814, ac 2052,

156, Ses Eustice, ssipra note 1.

16. LR.C. §102(a). Similarly, 2 cancellation effected by a bequest in the will of a decedent-
creditor does not create taxable income to the debtor, Other articles treating this topic
area are Domnald, Chirelsicin & Suwalsky, Jr., Cancelletion of Indébiedmess, Tax Mecu'r
(BMA) §E8-3d (1976) [hercinafier cited as Donald]; Blattner, Delt Cancellation, N.Y.U, Mre
Imsr. oM Feo, Tax, 297, 24051 (1972); Eustice, supre note 1, at 248-50; Sanders, Debt Cancella-
tion — Witheu! Realisalion of I'ncome, US. Car. Tax. Inst, 565, 573-T4 (1959); Wilson, Taxa-
tion of Delt Collection end Cancellation, 4B Cavuir, L. REV. 623, G37-38 (1960),

17. 318 1.5, 322, 1945-1 U5, Tax Cas. JUSIE {1943),

18, Jd, at 531, U5, Tax Cas, TO518, ar 9449,

19, ©d. ar 530, U5, Tax Cas. 10318, ar 448,

20, Id. ac 331, U5 Tax Cas. 0818, at 9449, Two justices joined In a disent that
supperted the finding of the Board of Tox Appeals, stating that “wise fiscal as well as
judicial administration™ mandated that the fower court’s opinion be upheld. "It [B.T.A.]
kncw well enough the difference betwesn taxable income and gifis” Id. (Frankfurter &
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The courts in subsequent cases attempted to follow the “something for
nothing'' rule of dmerican Dental Co.*' until the Supreme Court circumscribed
that Tule in Commissioner v. Jacobson®™ In Jacobson, a debror repurchased
leasehold estates at less than their original issue face amount. While not ex-
pressly overruling American Denlal Co., the Court found taxable income equal
to the difference berween the face amount and the repurchase price. Mo gift
was inferred beczuse each bondholder sought to minimize his probable loss
and “thére was nothing to indicate that the seller was not getting all that he
could for all that he had."® The Court distinguished the American Dental Co.
case by labelling this transaction a divisible one in which part of the claim
was released for cash and the other part “for nothing.™"

Jacobson injected a significant principle which had been expressly disre-
garded in dmevican Dental Co. The Jacobson Court state:

Jacksom, J].. disenting). The disent supported equal treatment of gifts, whether cash or
forpiveness of indebiedness,

al. See, e, Edmont Hoel, 10 T.C. 260 (1948) ({cfficer acting for closely conmected
principals acquired bonds for less than par by divect negotiation, not en the open market:
a gratuitous forgivenes, mo toxable income); Matlenzl Iee & Cold Stotage Coo, 6 TUGM.
(CCH) 80 (1947) (Citing Helvering v. American Denial Co, 518 1.8 222, 19421 1.8, Tax
Cas, §9318 (1M7)); Shellabarger Grain Products Co., 2 T.C. 95 (1943) (despite a con-
current sle between creditor-estate and debtor, no tixable mcome resilted because ereditor
did not reccive any other benefit from transction); Liberty Mimor Works, § T.C. 1018
(1944) (the towlity of the circomstances, including debtor’s Gnanclal straits and previous
cancelfations by same crediter without consideration, indicated a gratnitous cancellation
not giving rise to taxable income under the dmericen Dental Co. rulc); Manhattan Seap
Co., § T.CM. (CCH) 257 {1944) (the principle of dmerican Dental Co. applied to a
eompromise between petitioner and the government which reduced federal excise tax
lizbility of the eompany; eéven if the government canoot make a gift, "It does not follow
that the ssttlement made pursuant to statutory authority was not in the nature of a gift
and was not ‘akin 1o a reduction’ of the tax Imposed.” 7d. at 268); Pancoast Hatel Co., 2 T.C.
362 (1943) (since no consideration pased to bondholdees for thelr agreement to accept les
than the debt due, the sgreement was 2 gratuitous forgiveness end did not comstitmte
taxable incoms); Shellabarger Grain Products Co., & T.C. 75 (1943}, aff'd in part and modi-
fied, 147 F2d 177, 186, 442 US. Tax Cas. 0527, 11,147 (Tth Cir. 1944) (“We do not
think any wseful purpes: could be served in analyring [Kirby Lumber and dmerican Dental
Co]" Asuming a forgiveness of respondent’s debr to bank, the forglveness represented a
release of something for nothing.); F. 'W. Graham, 1 T.CM. (OCH) 834 (1948) (pardal
forgiveness of a debt held gratuitous since the creditor received no consideration and the
debtor received o beénsht); Elizibeth Opemating Corp., 2 T.CM. (CCH) 817 (1943 {mere
fact that a debt had been cancelled does pot imply that the caneslfation was pratoitows
petitioner must establish by competent evidence that no consideration pased to the
mortgagee); F.W. Leadhetter, 2 T.CM. (CCH) 626 (1943) (transction held not a voluntary
forgiveness of debt since petitioner was merely manipulating his own personal holding
company and thus the parties wers pot acting at arm’s lenpthl; Midland Tallors, 2 T.CM.
(CCH) 281 (1943 (forgiveness of debt for accrued and wnpaid shareholder-oficers’ salarles
held a gift, although the regulations may give ground for calling the forgiveness a contribu-
tion te capltal). f#¢ alro Pondficld Realty Co. v. Commimioner, 1945-2 U5 Tax Cas. 9600
(2d Cir. 1943), rev’g and remanding 1 T.C. 21T; McConway & Torley Corp., 2 T.C. 593 (1948) ;
George Hall Corp, 1 T.C. 471, reconsidered, 2 T 146 (1948) Brown Cab Ce., | T.C.M.
{CCH) 450 (1945).

22, 396 115, 7H, 1949.1 1.5 Tax Cas. G135 [1943).

23, Id. ar 50, 1949-1 US, Tax Cas. F9133, ar 53,

24, Id.ac 51, 1040-1 U8, Tax Cas. {0135, at 4.
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It is guite possible that @ bondholder might make a gift of an entire
bond to anyone, ineluding the maker of it. The facts and findings in
this case do not establish any such intent of the seller to make a gift in
contradiction of the natural implications arising from the sales and
assignments he made™

The rationale of Jacobson requires a factual context which demonsirates both
donative intent and the absence of consideration passing from debtor 1o
creditor for the release if no income is to be realized.® A family relationzhip
in which the forgiveness of indebredness is bestowed out of natural affection
helps to resolve the issue of intent in favor of a debtor®® In a business or com-
mercial seeting, the intent to make a gift is more dificult to prove® Conse-
quently, cases postdating facobson which hold a discharge of indebtedness o be
a gift in this setting are infrequent® In Cemmissioner v, Dubersiein the

25, Id. (emphasis adeled). Ses text accompanying note [8 smjpra. farobson also contains
langage reaffvming the Kirly Lumber Co, increment in aseets theory: “His [lebtors] ac
quisithon, and consequent control over the dischange of thest bonds, therefore, improved his
net worth by the diference between their face amount snd the price he pald for them.”
Commissioner v. Jacobson, 356 US. at 58, 9.1 1,5 Tax Cas. 19133, at BB

B6. Denman Tire B Bubber Co, 14 TG, 706 {!gﬁ-ﬂ:l. aﬂ'd. 192 F.2d 261, 19561-2 U.5. Tax
Cas. 9496 (Gth Cir. 1950). After o compromie payment of cortain excise taxes, petitiones
argued that the unpaid lalanece of the taxes was a gift to It from the United States Govers-
meent, but the Tax Court found the seitlement figure reached after prolosged negotiations
to be meither an express nor an fmplied gift; rather, it wad “the best settlement it [govern-
ment] could get from o corporation in an onsound Bnancial conditien.” i, 2t 714 On
appeal, the Sth Circiuit agreed with the Tax Couft on the exeise tax scttiement snd on
its finding that a bondiolder's acceptance of approximately hall the debt due was also a
axable cancellation. See also 1180 K. 63d St Bidg. Corp., 12 T.C. 457 (19449) (property tax
liability extinguished pursuant to various court proceedings held not 2 veluntary and
gratoitous gift cancellation). See note 29 fnfro. Contr, Manhattan Smap Co., 3 T.CM. (CCH),
287 (1044) (decided before fecolon).

27, Compare text accompanying notes 33-37 infra with text nccompanying notes 45-47
iafra.

2. The borden of proving the creditor's intent to make a gift is on the taxpayer, Gom-
mercial Frelghe Lines, Inc, 16 T.C.M. (CCH) 210, 912 (1957).

29, Cases finding no gift in 2 comumercinl debt cancellation include: Capitol Coal Corp.
v. Commibssioner, 260 T.2d 361, 1958.1 L5, Tax Cas, 79121 (2d Cir. 1957} {(sinee the debt
canceltation arose out of business sales tranmction, the creditors were acting to protect their
best business interests by abtaining the bese possible deal and by belping debror stay in busi-
ness as a potential cusonmers; oo gift should be Infested from {riendship between sellers and
putehasers who hod dealt together for vears), cerf. demied, 856 US. 056 (1957 Bradford v
Commissioner, 235 F.2d 935, 1956-1 U5 Tax Cas 79552 (Gh Cie, 1956) (bank's purchase of
petitioner's ohligation for less than face value held not 3 gift; bank president found to be
meotivated by desire for best price avallable and for continued business with the petioner
notwithetanding his testimony that a gift had been intended); Canton v. United States, 206
F.2d 318, 1965-2 115, Tax Cas. §5705 (8th Cir. 1955), {criminal frand cse in which defendant
received cancellation of indebtedness income from his brother according to jury; evidence
was presented 1o support that bean was eancelled for procurement of goods defendant ad.
mitted to agents that concellation was Income and should have been reporced, held ool a
gilt), cert. demded, 850 U5, 065 (1956). Several courts have held a cancellation o be & gift in
a commmercial setting, See, ep, Florentinag v, United Swutes, 228 F2d 619, 1955-2 U5 Tax
Cas, QU713 (3 Cir. 1955), forgivenes by sole creditor of indebtedness owed by recently bank-
rupt delbtor held not & gilt; legally sufficient consideration for the forgivences existed under
all the integrated circumstances of the transactions between debtor and creditor o preclude
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Supreme Court expressed a willingness to accept the decisions of the triers of
fact with respect to the intent to make a gift. Donative intent is represented as a
matter of law by a “detached and disinterested penercsity,” made “out of
affection, respect, admiration, charity or like impulses,” with the primary in-
quiry to be made into the intention of the alleged donor® The cases and

classificarion as gift), rev’y and remanding, 124 F. Supp. 138 (D.N.]J. 1958); Mew York Credit
Men's Adjustment Bureau v. United Swates, 110 F. Sopp. 214, 1958-1 US. Tax Cas. {9161
(S.D.N.Y, 1958) (the terms of the agreement constituted “a cold business deal,” "a purely
commereial barter” showing no evidence of gratuitous cancellation, id, at 319, 1953-1 TS, Tax
Cas. 19161, at 47, 287). The New York Credit coure, apparently misreading the impact of
Jecoliwon, stated: “the motive prompting the sarrender of this oblipation of Stor-Ald is im-
material. . . . While I recognize that the fact that ‘the motives leading to the cancellations
were those of business' is not significant, . . . the entire transaction gives no evidence of the
‘receipt of Anancial advantages gratultoudy,’ . . . given by Sears to StorAid, The Eeetual
gituation hers presented is in no manner analogous to that in [dmericen Dendal]. . . . And,
if the intention of the parties is to be given any weight, it is undisputed that there was no
ineention whatssever on the part of Seass to make a gift to Stor-Aid," Jd. at 219, 1953.1
TS Tax Cas. §9161, at 47285-87. (Citations omitted) (quoting Helvering v. American Dental
Co., 518 U5, at 381, 1043.1 TS Taw Cas {9318, st 0449%). In Marchall Drug Co. v. United
States, 95 F. Supp. 820 (Ct. CL 1951), pursuant to & plan to reorganize petitioner-corporation,
wme creditors were persuzaded by new manapement to cancel part of thelr clazims. The
eourt found this to be exercise of business judgment, not intended as gift: “Gifts as a ruls
are on a personal bagis Plaintiff's ceeditors were in business”” Id. at 821, Ses alse David
H. Eelley, 19 T.C.M. (CCH) 263 (1960) (cancellation of indebtedness not gratuitous but
part of price creditor-employer had to pay “to settle its differences with petitioner or to be
relieved of its obligations to employ petitioner,” id. at 208); Commercial Freight Lines, Inc,
16 TUGH. (CCH) 210 (1957) (cancellation of accrued interest found to represent no intent,
express or implied, to give something for nothing; 20 letters betwesn parties indieated only
that the creditor soughe the best possible ssttlement from insolvent debtor); Jacob M. Kaplan,
21 T.C. 1584 (1958) (petitioner Teceived taxable Income In the Srm of a dividend from the
canccllation of an indebtedness by his wholly-owned corporation); Standard Bras & Mig.
Co., 20 T.C, 371 (1953} (royalty indebtedness reduced pursuant to a contract provision pro-
viding for rencgotiation held to be a “strictly business transmction containing none of the
characteristics of a gift,” &l at 376); Spear Box Co. 13 T.C. 288 (1949) (forgiveness of a
part of an indebtedness owed o one company by another without intent to make a gift,
despite personal and bosiness reladonship among effcers, becawte “an even trade" benefitting
both companies was eficcted). Contra, Reynolds v. Boos, 188 F.2d 323, 1951-1 U5, Tax Cas.
%205 (3th Cir. 1954) (creditor's forgiveness of back rents due, as ‘water over the dam' held
a releage of ‘something for nothing” and a gift, regardless of subsequent agreement entered
inte for possible tax sdvantages). Td. at 325, 1951-1 U5, Tax Cas 0205, at 16,397, The
Tteynolds court did not mention facobsom, stating that, “[w]e are aware of no departure by
the Supreme Court from that position [American Dental Cp.] in a gift situaclon 74, at 595,
18511 1.5, Tax Cas. 79205, az 15,399; Astoria Marine Constr. Co., 12 T.C. 793 (1920 (sertle-
ment of notes in the amount of §26,000 for 2 $500 cash payment to creditor who, sfter in-
vestigation, believed he was getting the hest price he could, held not a gife under Jacobson;
eontra, Shellabarger Grain Products Co., 2 T.C. 76 (1943) (decided before Jacobgom)); 1180
E. 634 5t. Bldg. Corp., 12 T.C. 439 (1949); Smythe Bldg. Co., 12 T.C. 320 (1949) (bondbolders
intended to obtain the highest price available for caims; held no gift under Jacobson);
eontra, Pancoast Hotel Co., 2 T.C. 362 (1943) (decided before Jacobson); Liberty Mirror
Works, 8 T.C. 1018 (1944) (decided before Jacobson),

0. 863 US. 278, 1960-2 S Tax Cas. 70515 (1960), “Life in all fis fullness must
supply the answer to the riddle” Id. at 268 nJ, 1960-2 US, Tax Cas {9515, at 77,243
(quoting Welch v. Helvering, 200 T8 111, 116 (1933) (Cardozo, J.J).

BL. Id. at 385, 1960-2 US. Tuwx Cas Y0515, at 77243 (quoting Commiwioner v, Labue,
351 T8 M3 (1956)). By “Intention” the Court meant to define the proper eriterion as one
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rulings attempting to distinguish between gifts and taxable cancellations of
indebtedness, however, are not markedly cleaver after Duberstcin®

Courts continue o examine cancellation of indebtedness gifes in light of
Awmevican Dental Co. and Jacobson perhaps becavse the motivations or in-
tentions between creditors and financiaily pressed debrors are uniikely 1o be
identical to those between donors and doness in happier finandal eircumstances,
While it might seem the “height of absurdity”* to argue that the United States
Government intends a gift when it settles & tax liability, a debt eancellation
could occur between family members who transact business, Judicial comments
on the unlikelihood®® of a gift from a ceditor to a debtor should not dampen
arguments when donative intent was indeed the dominant reason for a
transfer.’® The issue remains a factual one® In an attempt to avoid the results
of prier holdings fnding gifts in business settings,® the American Law Institute
draft would bave codified the gift exception to debt canceflation income and
would have limited its application to personmal, non-commerdal transactions.
The infrequency with which courts have found gifts in commercial settings
afeer Jeeobsom and Dubervstein appears to minimize the current need for such
a limitation. The House draft provided simply that "gift” would be one of
six exceptions to the general rule of taxability.® Both drafes would have largely

that rexches the “basic . . . domingrt Teason” in fRel for the donord wansfer, fd. at 286,
1602 8. Tax Cas fJ2515, at 77,242,

32, Ser, eg., United States v, Hall, 307 F2d 258, 1962-2 U8 Tax Cas T (10th Cir
1962 (unenforceable gambling debt cancelled alter transier of appreciated property has
no cifect on the ampont of tax); Harry L. Bialock, 55 T.C. 649 (19681) (no evidence of any
Intent by creditor o make z gift present in the record or in petltioner’s wsaloony, bot
circumstances indicated creditor was wying o make the best deal possible); Philomena C.
Dossk, 30 T.CM. (CCH) 688 (1971) (no gilt found wlhen cncellation of approximately
S12,000 indebredmess was supported by valuable consideration in money or money's worth
for the wansfer of the property in guestion and there was no evidence of donative intent);
Gustave J. Bosse, 20 T.CM, (CCH) 1772 (1970 (since decedent made an inter vives. gift
cancelling the indebtednes, po valid indebtedness existed after his death and thus the
supposed Forgiveness of the debt by the estate did not ereare taxable Income, bue il an in-
debtedpness had exised, the forgiveness by the estare would not hove been a gifc under
Duberstemm). See alse Cooper v, Undted Seates, 1075-2 U5, Tax Cas T95301 (8D, Ala. 1975,

84,  Eustice, mepra note 1, at 249, Ser alsp Denman Tive & Rubber Co, 14 T.C. 706 (1950,
aff'd, 192 F2d 260, 1950-2 1.8, Tax Coas f406 (Gah Cir. 1958); 1180 E. 68d 5t Bldg. Corp.,
12 TOC. 430 (1948} Manhattan Soap Co., 3 T.GM. [COH) 257 (1944}

%4, See, og., Capitol Coal Corp. v. Commissioner, 250 F2d 361, 1953-1 U5 Tax Cas
121 (B Cir. 1957), cert. denfed, 356 1.8, 936: “Furthermore a gift, even if the representa-
tives of the creditors had the power s to dispose of cotporate assets, would be a most
unusuil eccurrence when “made by 2 company engaged in operating & business for profis” ™
Id. an 363, L5, Tax Gas. 9121, at 67,164,

35, See Capitol Coal Corp. v. Commissioner, 250 F.2d 861, 1058-1 T.S. Tax Cas 5121
(2d Cir) (Friemdship afier years of business dealings disregarded), cert. denied, 556 U5, 936
(1858): Canton v, United States, 206 F0d 815, 1065-2 ULS, Tax Cas. 10705 (Bth Cir. 1955} (no
gilt from tmother), cert. dended, 350 U5, 965 (1956); Spear Box Co. v. Commlissioncr, 182
Fad 844, 1950.1 VS, Tax Cae 79950 (2d Cir. %50} (persenal relationship disregarded),

56, Commisloner v. Dubcrsiein, 36 U5, 278, 1960-3 U5, Tax Cas. TU515 (1960).

7. See App. A, BX115(e)(5) infra; 1 ALL Feb. INcoare Tax STat. §X115(e)(8), at T1T (Feb.
1954 Diraft); Eustice, supre note 1, 2t 271,

38, Ses App. B, §76(a}2) infra.
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repeated the judical rules, but in the case of the ALI draft, the dmerican
Dental Co. digression would have been eliminated. It is doubtful that either
draft on this issue would simplify the law, but a correct statement of the law
in the statutes might create more order.

ConTRIBUTION To CAPITAL BY SHAREHOLDER-CREDITOR

A longstanding exception™ to the Kirby Lumber tule, the nontaxable con-
tribution to capital,®® may apply when an obligation owed a shareholder-
creditor by a corporation debtor is forgiven.s

The Regulations apply the contribution to capital exception “to the extent
of the principal of the debt."*? This application of the rule is not difficulr.

#. See United States v. Oregon-Washington R.R. & Mav. Co., 251 F. 211 (23 Cir. 1018);
AM. Lawronce, 13 B.T A, 463 (1923).

40, See generelly Donsld, suprs note 16, §88-3d at A4 B AS; Blattner, supra note 16,
at 247-4%; Eustice, supro note 1, ag 250-51; Sanders, supra note 16, at 574-75; Wilson, sepra
note 16, at G446,

4. LR.C. 118, For cases applying the contribution to capital excepijon s=e, g, Com-
missioner ¥. Fender Sales, Inc, 338 Fid 924, 1965-1 US. Tax Cas §010£ (Sth Cir. 1966)
{mlary obligations discharged by payment in stock held contributions to capital for purposes
of corporation’s tik Hability), cert. denfed, 382 US. 813 (1865); Chenango Testile Corp. v.
Commissioner, 148 F.2d 246, 1945.]1 U5, Tax Cas 0241 (2d Cir. 1945) (sharcholder's agree-
ment to take los for note given by corporation as price of securities held a contribution to
capital); Caorroll-McCreary Co. v. Commissioner, 124 F.2d 303, 1042-1 U5 Tax Cas, 79185
{(2d Cir. 1941) (officers-shareholders' forgiveness of a debt for unpaid salarfes held to be a
contribution to capital; becanse no conslderation wae paid, other than advantages Bowing
from furthering life of corporation, Telease decmed gratuitous within the meaning of the
Treasury regulation): Commisiioner v. Auto Strop Safety Ramor Co., 74 F.2d 296, 1935-1 U5,
“Tax Cas §U017 (2d Cir. 1084) (the cancellation of debt by the sole shareholder of both
the debtor and eveditor corporations following dissolution of the creditor corporation held
a contribution o capital of the debtor corporation, :!ul,lﬂl;h;.undim that the debtor was
on the atcrual method and the creditor on the cdy method); United States v. Oregon-
Washington R.R. & Nav. Co., 251 F. 211 (2d Cir. 1918); Oppenheim’s Inc. v. Kavanagh, 90
F. Supp. 107, 1950-1 US. Tax Cae 10249 (ED. Mich. 1950) (debt fargiveness by new share-
holder held a contribution to capial): George Hall Corp. v. Shaughnessy, 67 F. Supp. T48,
19462 U5, Tax Cas. 5504 (N.D. N.Y. 1946) (corporate president'sforgivencss of interest
on corperate bonds held a contribution to capital). In the matter of Triple £ Products, Inc.,
IH0-2 115, Tax Cas. (9706 (5.0, M.Y, 1840) (salary forgiveness from alficers-shareholders held
a contribution to capital because officers received no consideration for the releass); Hartland
Assoc, 54 T.C, 1580 (1970 (cancellation of interest indebtednets by sharcholder-creditor
held o caipital contribution, pot withstanding deduction thereof in prior years); Utilitios &
Indus, Corp., 41 T.C. 888 (1964) (cancellation of debt on a nete plus interest held 2 con-
teibution to capitall: Sheraton Plara Co. 39 T.C. 697 (1963) (eancellation of debt by
petitioner’s sole shareholder considered a contribution to capital or an adjustment of purchase
price); AL Lawrence, 13 B.T.A. 463 (1628); S.H. DeRoy & Co., 3 T.OM. (CCH) 451 (1944
(forgiveness by trander of bonds, accrusd interest thereon and an account receivahbie from
stockholder-creditors held not to result in taxable income but tather a3 coniribution to
capital).

42. Treas. Reg. §1.61-12(a), T.D. 6964, 83 Fed. Reg. 19,194 (1968} The principal versus
mon-principal distinction was epplied by Learned Hand in United States v, Oregon-
Washington R.R. & Nav. Ca., 251 F. 211 (2d Cir. 1918): “[TThe mncellation of the debe
was a means of contributlon to its eapital account, guite az though the mensy had been
contributed by the stockholder only 1o enhance the value of his stock, The fnancial relicf,
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The caneellation should be gratuitons,*? that is, made without eonsideration,*

=0 piven, will, it s e, be oventually seflected in the income, since the defendant will oo
longer be entitled wnder the act to deduct the interest on the debt; but that enly brings
out more clearly its character as a capital contribution. We regard the difference as precisely
eqquivalent to the difference beeween the cancellation of 2 porton of the morigage bomds
and a cancellation of an equal portion of their coupons. Common useage would, if we are
right, unfailingly allocate the Brst as an increase io capital assets and the second as an
increase in income.” Id. at 215, See also Utilicies & Indus. Corp., 41 T.C. 888 (1964). Buckeye
Cereal Co., 2 T.OM. (CCH) 426 {1943,

4% The Supreme Court was responsihble for a share of confusion in the capital oon-
ribution and gift exceptions o Kivky Lumber by its approval of the former in Helvering
v. Amerian Dental Go., 318 TS 322, 1948-1 US. Tax Cas. 0518 (1943); “'Where a stock.
hoider gratuitonsly forgives the corporation’s debt to himself, the transaclion his long been
recojnized by the Treasury as a contribution to the capital of the corporation,” fd. at 323,
18£5-1 1.5 Tax Cas 9B, au 48, After dmerican Dendal Co., the Tax Court declded
George Hall Corp, 2 TUC 146 (1043), in which it held that the cancellation of overdue
debenture interest by a shareholder-creditor was a gift: “We can sce no estape from applying
thee sme ratiopale o this case ar wae applied by the Supreme Court in the Denfal case, re-
quiring the conclusion that the veluneary cancellation of debenture interest by the de-
bLenture hobder —a large shareholder —was a gift which was nol taixable income o the
petitioner corporation . . . .7 Id. at 146, The court wenl on to note thai: “The fact that
the repulitions may give ground for ealling it alss = contribution to eapial . . . does net
affect this decision.” Jd. at 147 (citations omitted). Subsequently in George Hall Corp. v
Shaughnessy, 67 F, Supp. 748, [946-2 1.5 Tax Cas {5004 [(N.D. N.Y. 1846), the federal
district court apparently found no problem with calling the forgiveness both 2 gilt and 3
comeribution o capital: “IL s apparent that litigation arose out of the txing st of the
item of $107,740, and it was derermined that same was a gife ., . .

“The conclusion is reached that Angsbury's action In forglving the cotporate debt due
lim eonstituted a contribution to the capital of the corporation , . . 7 Jd. at 749, 19462 1.5,
Tax Cas 5904, at 12622 (citationg omitied). The Tax Court followed the precedent it
st in the frst George Hall Corp. case, Midland Tailors, 2 T.CM. (CCH) 281 (1948) hold-
ing that forgiveness of secrued mlaries by officers-stockhelders was a gl

The Tax Cournt then held, in McConway & Torley Corp., 2 T.C. 593 (1948} that both
principal and interest fergiven by a shareholder-creditor were gracuitous within the £merican
Drental Ca, mule amd that the contributien o capital regulation therefore need not he con-
sidered, The cogrt stated: “The situation hese at hand 5 in essence pot different from that
in George Hall Corporation . . . and Fenceast Helel Ceo. . . . wherein we applied the
principle cnunclated in the American Dental Co, case” Jd. at 595 (ciations omitted). Fan-
coast Hotel Co., 2 T.C, 362 (1945), bowever, did not invedve 3 shareholder.creditor, In §.H.
DeRoy & Co, 3 T.OM. (CCH) 451 (1944), which deait with fergivencss of bond principal
and interest and an account receivable for rent, Pencoest Hetel Co. and George Hall Corp.
were cited 28 support for a conclusion of po taxable income, but the Court noted that: “The
forgiving creditoss owned substantially all of fes capital stock. They had a valid busines
veason for cancelling the debis, namely, w relieve petitboner of its burdensome jndebtedness
and to pot il on & sund financial footing. In this respect the facts are similar o these in
George Hall Corperation, . ., The parties to the transsction here afl treated it a5 & contribio-
tion Lo petitioner’s capital and speh we think it wae" [d. st 452 (cieatipns omitted). Query
if a “valid busines reasmn” s “gratuitons The court scems to be stating that the contmoibing
factor Is the parties’ intent as evidenced by their treatment of the cancellations as capital
contribytions. Motives, howeyer, were dri-srcg?rdu! m American Dental Co. which did not
imvolve a capital contribution. See alss Chenange Textile Corp. v. Commissioner, 148 F2d
o, 19451 U5, Tax Cas §9241 (2d Cir. I'ME); Pondficld Realty Co. v, Commimsioner, 1943-2
U5, Tax Cas. 10600 (2d Cir, 1043); Commercial Frebphe Lines, Inc, 16 T.C.M. (CCH} 210
{1957} (holding no gift by steckholder-creditor without mentioning contribution to capital). In
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and should be made by the shareholder-creditor in his shareholder capacity®
with the intent to make a capital contribution®® Because in the cases to date
the stockholder-creditors have forgiven debts only to close corporations, the
intent to contribute to capital has been readily implied by the courts. If, how-
ever, & corporation’s stocks and bonds are widely traded, a shareholder, who
also happened to be a bondholder in that concern, would have to find other
evidence of his intent.?*

The contribution to eapital exception nevertheless has given rise to some
complex and confusing litigation by virtue of a longstanding loophole in the
tax law. The problem is complex because the Commissioner has strained to
argue somewhat vnrelated theories which the courts have been reluctant to
adopt for the purpose of patching up a leaky statutory dam.®

The problem arises when there is an accrual method taxpayer-corporation
and a cash method shareholder-ceditor. When non-principal items such as
salary or interest are accrued and deducted by the corporation, and the share-
holder in a later taxable year forgives the indebtedness in favor of the corpora-
tion without ever having recognized the income, clearly a distortion has
oceurred.t® The Commissioner for many years has litigated when this situation
arises; and to date he has arpued both the tax benefit theory®™ (that upon re-
covery of the deducted item, the corporation should have to repay to the

Sheraton Plaza Co., 30 T.G. 837 (1985), the Tax Court reiterated the lack of necessity for
disringuishing the facts with respect to the several exceptions to the mule of taxability.
Campare Sheraton Pleze with Putoma Corp,, 66 T.C, 652 (1976): A contribution o capital
is hardly a gift. When a shareholder makes = contribution o capital by cancelling a debt,
he simply convests o debt obligation to an equity Interest, expecting a yield on his Inwvest-
ment and a higher price for disposition of his steck.™ Jd. at 652 n.l7.

44. Bes Treas. Ry §1G1-18(a), T.D. 6984, 33 Fed. Reg. 19174 (1568).

45, Pacific Magnesium, Ine. v. Westover, 86 F. Supp. 644, 1%49-2 1.5, Tax Cas. 5430
(8D, Cal. 1949), aff'd per curiam, 185 F2d 584, 1950-2 108, Tax Cas, 79403 (Yth Cir. 1950)
Liberty Mirror Works, § T.C, 1018 (1944) ("“We do not think that the gratultous forgiveness
of a corporation’s debt by nenstockholder-creditors necessarily results in a eontribution to
capital . . . " fd. at 1024). Sze Capitel Coal Corp. v. Commissioner, 250 F.2d 361, 1958-1 U8,
Tax Cas, 9121 (24 Civ.), cert. dended, 356 115, 936 (1958); Republic Supply Co., 6§ T.C. 466
(1975).

46, Capitol Coal Corp. v. Commissioner, 250 F.2d 861, 1958-1 1.5, Tax Cas 9121 (2d
Cir), cort. dended, 856 115, 036 (1958); Oppenticim’s, Ine. v. Kavanagh, 90 F. Supp. 107, 1950.1
U5, Tax Cas, §9249 (ED. Mich. 1950) (found Intent to make a capital contribution found in
excess profies tax cass).

47, See Domald, sepra note 16, §83-3d at A-§; Eustice, mpre note 1, ac 250

4B Putoma Corp., 66 T.C. 652 (1976 “Respondent has argued his theory, a curious
eombination of cancellation of indebtedness and tax benefit principies, in much the sme
form for the last 5 decades, and has heen consistently rejected. . . . Respondent simply
replays here an old record that is getting a bit scratchy. He might better, at this paine in
time, play it in a different form.” 7d. at 668,

40, But see LRC. EROT(ENY, (0)@) which mitigates the problem somewhat by disallow-
ing deductions i an item remaing unpaid for two and one-half months after the closz of
the cerporation's taxable year to the sharehelder owning more than 50 percent of the
outstanding stock.

B, Sse gemerally O'Have, Stalutory Nonrecogrilion of Income end the Ordinery
Principle of the Tax Benefit Rule in Taxation of Corperations and Sherehelders, 27 Tax L.
Rxv, 215, 240-44 (197). .
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extent of the tax benefit received in prior years) and the assignment of income
doctrine (that the shareholder-creditor realizes income by virtue of his exercise
of dominion and control over the corporation).®

Several recent cases have addressed both approaches to alleged taxability.
The tax benefit arpument has been urged by the Commissioner for & number
of years and has almost uniformly been rejected by the courts.® Even when
the facts demonstrate an arguable exception to the rele of Kirby Lumber, the
Comrmissioner has maintained that the presence of a prior tax benefic should
override and that tax should be imposed.® In 19440, the Eighth Circuit so
Lield,® bue the Tax Court™ and the Second Circuit™ refused te follow suit,
The Supreme Court in the American Dental Co. case held that the gift
exception would apply 1o preclude taxability despite prior tax  benefits
to the corporation. The American Dental Go. ruling has since been ex
tended o hold that the gift exception should override any tax benefit
theory of inclusion.” Furthermore, case law suggests that the gratuitous can-
cellation of an indebtedness by a shareholder constitutes a contribution o
capital, and this rule embraces both principal and acorued interest, regardless
of prior years' treatment of this interest for tax purposes™ Alflter many years,
however, the Commissioner is making some headway, at least with the com-
mentators™ and perhaps with the courts.™

In Commissioner v. Fender Sales, Ine.,* two unrelated sharcholders, each
owning Afty percent of the stock, were employed by the corporation for annual
salaries of 15,000 each. Three years of unpaid salaries were acerved and de-
ducted by the corporation but not included (because mot received) by the
shareholder-employees. These obligations for back salaries were discharged by
issuance of capital stock the fair market value of which equalled the salary

51, Ser Commissioner v, Fender Sales, Inc., 338 F.20 8924, [965.1 1.5, Tax Cas. 9104 (9th
Cir. 196%), cert. demied, 32 US, 313 (1965).

52, See note 48 mepra.

5%, Id.

54, Helvesing v. Jane Holding Corp., 109 F2d 933, 1940-1 1.5, Tax Cos fJ9280 (Brh Cir,
1940, cerr. denied, 301 U5, 672 (EM0). See also Haden Co. v. Commissioner, 118 F.2d 785,
1941-1 U5 Tax Cas 0851 (5th Cic, 1941), cert, denied, 514 1.5, 622 (1941).

55. Commissioner v, Aule-Strep Safery Ramor Co., 74 F2d 226 18351 U5 Tax Cas
qO017 (24 Cir. 1954): “When the indebiedness was canceled [sic], whether of not it was 3 con-
tribution o the capital of the debtor depends upon considerations entirely foreign 1o the
question of e pavment of income taxes in some previous year” fof. at 227, 1955-1 1.5 Tax
Cas. fB0L7, at 9755,

5. Carroll-McCreary Co. v. Convmissioner, 122 F2d 303, 121 U5 Tax Cas, §0185 {2d
Cir., 1041).

57. See¢ Reynolds v. Boos, |88 F2d 322, 1951-1 U5, Tax Cae 9205 (Bth Gir, 1951)
George Hall Corp., I T.C. 471, veconsidered, 2 T,C. 146 (1943,

5B, Deilities & Indus, Corp., 41 T.C. B8R [1964).

50, Ses Domald, sepre note 16, $88-8d 4t A-5 o A6 Sanders, supra note 16, at 580

G, “The tax benefit theory was summarily disregarded in Commissioner v. Fender Sales,
Inc, 938 F.2d 924, 1965-1 L5 Tax Cas 9124 (3ch Cir. 1966), cert. denied, 382 115, 813
(1965, but the asslpnment of income doctrine was applisd to capture the escaped revenue,

fl. #38 F.2d 024, 19651 U5, Tax Cas 9104 (Mh Cir, 1964), cerr. denied, 582 1.5, BI3
(‘[955].. Seg gsﬂﬂau_f Eg\crl'.m:. Stock DMeutribulion n Ih'xhn:rp of Service ﬂbiigﬂ;’nng; Fender
Sales Limits Toxpeyers’ Joy, 22 U, Fra. L. Bev. 129 (10468).
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amounts due. Although the government urged that the shareholders had
received taxable income in the form of stock or, in the alternative, that the
cancellation of the debt was income to the corporation, the Tax Court decided
that neither the shareholders nor the corporation had taxable income®* Citing
Carroll-McCreary Co. v Commissioner,™ Commissioner v, dulo Strop Safely
Razor Co.* and American Dental Co., the Ninth Circuit held that the
corporation had received non-taxable contributions to its capital from the
shareholders whether viewed as payments for the stock of the corporation or as
the forgiveness by the sharcholders of the corporation’s indebtedness to them.®
The shareholders, however, were found to be in receipt of taxable income. The
inerease in the net worth of the corporation by virtue of the debt cancellation
was held to be an increase in the shareholders' corporate interest and this
enhancement in valoe was “something of value constituting taxable income
under the Sixteenth Amendment to the Constitution.'#

The Tax Court again rejected an attempt by the Commissioner to use
the tax benefit rule to override the section 118 nonrecognition, contribution to
capital provision in Hartland Associates® in which a minority shareholder
forgave previously accrued interest on certain promissory notes. The Tax Court,
citing American Dental Co., Auto Strop, and Reynolds v. Boos,5 held that a
gratuitous forgiveness gives rise to no taxable income to the debtor regardless
of prior tax benefits # The Hartland opinion, unlike Fender Sales, is silent on
the question of who will bear the tax.™

A 1976 Tax Court decision by Judge Wilbur, Putoma Corp.,™ again
addressed the problem of a cancellation of indebtedness for accrued interest by
two 50 percent shareholders. Unlike the Fender Sales shareholders, however,
the Putoma Corp. shareholders took no stock in exchange for their forgiveness,
The court discussed what it called “an interesting problem arising from the
convergence of two distinct rules of income inclusion — cancellation of in-
debtedness income and the tax benefit rule; and one rule of income exclusion
= 'gratuitous’ contributions to capital.”™ Analysis of the historical applica-
tions™ of the three rules led the Putoma Corp. court to eonclude that the con-
vergence of the tules caused the tax benefit rule to disappear under the

62, Fender Sales, Inc., 22 T.C.M. (CCH) 550 (1963).

63. 124 F.2d 303, 1942-1 U8, Tax Cas. 9183 (24 Cir. 1821).

64, T4 F2d 286, 1085-1 U.5 Tax Cas. {2017 (2d Cir. 1934).

65, Commissoner v. Fender Sales, Inc., 338 F.2d at 930, 1965-1 U5 Tax Cas. {9104, ac
94512,

68, Id.at 927, 1965-1 UL.5, Tax Cas, 9104, at 94514,

67. 54 °T.C. 16E0 (1970).

68. 138 F2d 928, 1951-1 155, Tax Cas. {0205 (Bth Cir. 1951).

69, “Sections 102 and 118, which govern taxability of such canecllations, will not be
overriden by the abstract notlon of tax benefit.” 54 T.C. ac 1586 (citing Reynolds v. Boos,
188 F.2d 922, 1951-1 U8 Tax Cas. $9205 (8th Cir. 1951). .

70. Buf see O'Hare, supra note 50, at 241,

71. 66 T.C. G52 (1976).

72, Id. at 665

73, The court notes that when income inclusion rules are overriden by the contribastion
to capital exceptlon, the court confronts “still another instance where ‘a page of history is
waorth a velume of Jogic.' ™ Id. at 656. .
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“canopy” of the Kirby Lumber rule and the Kirby Lumber rule to disappear
under the “canopy” of the contributions to capital rule.” “In the end,” stated
the court, “enly the income exclusion principle is left standing.”™ The Fender
Sales case was distinguished because there the shareholders received stock in
exchange for the cancellation,'® The Fender Szles court’s imposition of tax
on the forgiving shareholders was rejected by the Tax Court, which refused
to stretch the assignment of income doctrine to reach the facts at issue.™
Mevertheless, the court paid lip service to the tax benefit rule, stating, “while
a theoretically correct statement [of tax benefit rule] might indeed have merit
considered de nove, we hardly write on a clean slate."™

The Putema Gorp. court cited the recent case Eslate of David Mumnter™
for the three elements of the tax benefit rule: an amount previously deduocted,
which resulted in a tax benefit, and which was recovered during the taxable
year in issue® Because the Tax Court in Munier held that the tax benefit
rule will override section 337 statutory nonrecognition to create taxability,
commentators have suggested that the rule will be extended to override sections
118 and 1082 and perhaps other exceptions to the Kirby Lumber rulest

Although the assignment of income dectrine appears to be an alternative
which the Commissioner will continue to argue because of his Fender Sales
success, other theories may be available on which a tax could be premised. Two
theories in this arca that appear at least as tenable as the Helvering v, Hovst,®
argument are constructive receipt of salary income by the taxpayer under the
all events test,® and a section 482 argument that income is not clearly reflected

. Id. st 663,

5. Id.

6. Jd. st 66D

7. “Asuming Fender Sales, Inc., can be s read, it siands alone in suggesting that the
doctrine of Helvering v, Forst can be stretched (o encompas the §2cis belore us. We do
not believe the doctrine possesses any such resilience, and in this regard we specifically
decline to follow Fender Sales, Ine.” Id.

8. Jd. au 668,

79, 63 T.C. 663 (1975). The court in Pufoma Corp. further states: "But where unpaid
jmterest has alss been acorued znd deducesd on the loan, the d:'mppﬂa.ﬂl‘b:e of the can-
cellation of indebtedness rule should not automalically canse the tax benefit rule, a distinealy
dificrent principle, te alse vanish. That vole, desigued to specifically apply to the recovered
interest, would appear 1o be left standing squarely in place, maising the question of whether
the tax benefit rules overrides any policy underlying section 118 (contribittions to capital).” 66
T.C. at 665 (emphasis added). Twice in the opinion, the court notes that history prevails
over logic in this area. See note T8 wupra,

B, Ser LR.G.§1LL

81, See, £g., O'Hare, supea note 50, ac 244 "[Tlhe recent overriding applications of the
mule in cages involving sccifon 337 shouold forestzll any thought that sections 118 and 1032
are necessarily immuone from attack under the e

82 811 TS, 112, 140-2 U5 Tax Cas Y9987 (19400 (donor's gift of “interest coupons
detzched from the bonds, delivered to the donee and later in the year paid at maturity,”
held the “realization of income taxzble to the donor” id. ae 112, U5 Tax Cas {5987, a
10,958

ES.}- See Anderson, Cancellation of Carporale Indebledness Owed fo Sharcholder or
Officer, 115, Car. Tax Inst. 107 (1054). The author also finds the sitpaton “subject to
attack and likely 1o be overruled in future cases.” Fd. at 118,
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between the corporation and the shareholder so that the Secretary must re
allocate income, deductions, or both®

Legislative proposals in this area have varied, The American Law Institute
draft excluded contributions to capital from the definition of “cancellation”
of indebtedness, thus incorporating the judicial exception in this repards
The House draft, however, excepted contributions to capital regardless of
whether the creditor had a proprietary interest in the taxpayer or whether the
taxpayer was a corporationt®® This exception under the House draft has
justifiably been called “broad and extremely ambiguous."*" The House draft
also expresely adopted the deductions approach to taxation of certain non-
principal items, and thus would have accomplished by legislation what the
courts have largely been unwilling to do.®

REenuction oF Purciase Price

The courts have generally found no taxable income when a debtor obtains,
by direct negotiations with his ereditor, a reduction of the lability incurred
on the purchase of property still held by him if the property’s fair market
value has declined so that it does not exceed the amount of the reduced debt.®

B4 LR.C. 3482, See also Treas, Reg. §1482-1(d)( (1976).

85, See App. A, §X115(c)(l) infra. See 1 ALI Fen. Income TAX STAT., supre note 37,
EX115(e)(Z) ar 216-17.

Bf. Sec App. B, 3T6(2)(F) dnfra. This approzch is pot consistent with the current reason-
ing of the Tax Court. See, 2., Republic Supply Co., 66 T.C. 446 (1976).

87. Emustice, supre note 1, at 273.

88. See App. B, §76(b) infra.

89. Commissioner v. Sherman, 155 F.2d 63, 1943-1 1.5, Tax Cas, §9567 (Gth Cir. 1943)
(txepayers resisted liability of mortgage induced by frand concerning properry’s value; settle-
ment of suit by wander of certain certificates of claim held a redection in purchase price
of property, not a Kenen exchange); Helvering v. Killian, 128 F.23d 453, 1942-2 TS Tax
Cas, 9487 (8th Cir. 12} (respondent comtracted o pay $80,000 instead of 100,000 for
property worth S60,000; difference held a reduction in price, not taxsble income); Hirsch v.
Commissioner, 115 F2d 656, 1940-2 U5, Tax Cas 791 (Tth Cir. 1940) (purchase of
propecty for 520,000, ebligation to pay 519000 in the futore; depreciation reduced value of
property to $3,000; negotiations reducing balance of debt owed by §7.000, viewed as 2 re-
duction of purchase price to £22,000, with gain or loss, If any, te be determined om a
future mle of the property); Ralph Berg, 34 T.CM. (CCH) 1006 (1975) (wansler of 7500
shares o an investor dissatisfied with his cost basis relative to cost basis of orpanirers-
sharcholders held an adjustment of purchase price per share since the adjustment was
found to be reguired by the original investment agreement); Ralph W, Gwinn, § T.C.M.
(CCH) 548 (1944) (although parcies did not speak of dealing in terms of a readjustment
of price, Hirselh principle applied since purchased stock had declimed in valwe below the
adjusted indebtedness remaining duc); Mark W. Allen & Co,, 1 T.CM. (CCH) B87 (10435)
{after a decline in value of land purchased partly on installment method, an apreement made
with creditors to scttle the putsanding balance of $16,371.25 for 510,750; held a reduction in
putchase price doe to land value decline not resulting in tasable income); Gehting Publigh-
Ing Ca., 1 T.C. 345 (19428) (after stock purchased paxtly on credit deprecizted in value, amd
two years later, the debtor sought, but failed to receive, a reduction of the price, giving
instead 2 note for the unpaid balance, the sellers acceptance, another four years lacer, of
$6,200 less than the balanee due held to produce no taxable income); Pinkney Packing Co.
42 BT AL 823 (1940) (when the buyer understopd during negotiations that he could veceive
a large discount on the purchase price by paylng in eash, 3 cash payment of $75,000 made
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The debt reduction is considered a reduction or adjustment of the purchase
price of the property that reduces the debtor's basis in the property by the
amount of the debt reduced.® The effect of this exception parallels that pro-
duced by sections 108 and 1017; the amount of allowable depreciation (it
the property is depreciable in the debtor’s hands) is decreased, and the gain or
loss on resale or ultimate disposition of the property will be increased or de-
creased, respectively, as the case may be.

The exception is subject to several limitations. First, it applies only if
the current market value of the property is less than the outstanding debe prior
to teduction.® This can be illustrated by an example®* in which property
worth $100,000 is subject to a mortgage of 580,000, A reduction of the debt
amount to $60.000 will result in taxable income of 520,000, because the ad-
justment of purchase price exception will not apply, even though the property
was originally worth $200,000. (See Figure I). On the other hand, if the
property is presently worth $70,000, then the exception will apply when the
indebtedness of $80,000 is reduced to §70,000. In this instance the $10,000 debe

on outstanding $195,000 noie by vendee held not to resnlt fn income yeceived by reduction
of the liability); Des Mofnes Imprevement Co., 7 B.TAL 279 (1027) (becwse buildiogs to be
constructed under executory contracts were not completed, reduwcrion through rencgotiation
of mortgages thereon held not taxable income but merely a reduction in the contract price
ar coat of the butldings).

a0, See Fulton Gold Corp., 31 B.T.A. 519 (1084}, See United States v. Kirby Lismber
Co., 264 U5, 1, 2 U5, Tax Cas, A4 (1991) (Justice Holmes distinguished Kerbaugh-Empire
on the ground that there, “the transaction as & whole was o loss™ fd. at 175, 2 115 Tax Cas
fE14, ar #0052y Helvering v. Killian, 188 F.2d 438, 1942-2 1.5 Tax Cas §HET {8th Cir. 1942}
{("The trapmection out of which the supposed income arises must be viewed in its entirery.”
fd. at 434); Estate of Shermam, 44 BET.A. 8568, off'W, 135 Fid 68 10451 U5 Tax
Cas. 0357 (6th Cir. 143) (court of appeals noted that the “eritical fact” was gleaned from
looking ot the trapsaction as a wholg).

Soe Commissioner v. Shermon, 135 F24 68, 19431 US. Tax Cas. 79367 (6th Cir. 1943)
{[TThe offer of serlement disclosed an intent to regard the adjustment s 3 reduction in
the sslling price . . . 2 fdo 3t 90, 1048-1 LLS. Thax Cas. [9967, at 9557). Sut see Ralph W.
Gwinn, 3 T.CM. {OCH) M8 (144) ("The parties did not speak in terms of & readjustment
of price, and this allocation of the payment does not accord with petitioner's eatimony as fo
the method by which the amount was computed, but here agein it is the ultimate effect
rather than the detafls of the treatment which calis for considerzton” fd. at 551), See text
accompanying note 108 infra.

81, See Commissioner v, Cosstwise Transp. Corp. 71 F2d 104, § US Tax Cas [1288
(st Qir) , cert. desied, 203 U5, 595 (1984); John E. Montgomery, 685 T.C. 511 (0075): “The
exception does not apply where the secured property retained by the debtor has a value
equal o or in excess of the abligation.” fd. at 521, Sec alw BHerman E. Londagin, 61 TG, 117
{1975) jeourt found nothing to indicate that property did not have o value greater than the
mortgape -on ity Ralph W, Gwinn, 3 T.OM. (CCH) 548 (1%44): “In order to apply the
‘readjustment or [ric] purchase price’ theory of Hirsch v, Commissioner and its companion
rases, it hecomes necessary (0 compare the value of the purchased property when the reduc
tion in Indebtedness occurred with the figure to which the debt was them refused, IF the
amount remaining due after adjustment continwes o be as much a5 the diminished value
of the property, the necessary elements for application of the Hirsch prineiple. sccompanied
by a corresponding reduction in the debtor's hasls for the property, appear o be fomished,”
id. at 550, LI Codden & Bros, Inc, 37 B.T.A. 393 (1938

92, See Donald, sipra note 16, §88-3d at A-10.
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reduction will not be taxable but will serve to reduce the debtor's basis in
the property. (See Figure Z).

In the second example if the indebtedness were reduced to $65.,000, so
that the value of the property after the reduction would exeeed the debt by
5,000, the tax consequences are unclear. Several alternative approaches have
been advanced. Under the first approach if the debt is reduced below market
value the exception is wholly inapplicable and tax will be imposed on the
entire forgiveness ($80,000 — 565,000 = $15,0000°* (See Figure 5, First Ap-

Froure 1
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£100,000 | ———7 FMV at time of reduction
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==
==\

Foure 2

$100,00 FMV at time of purchase

80,00 | —— | Debt before reduction
Tax-Free
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870,000 | ————— | FMV at time of reduction
< and debt after reduction

1% 2

0

98, Ses Sanders, sufra note 16, at 576, This commentator suggests the first theory is
correct, the m:ptiun_ becomes 'w]:ullr imPpliﬂhlg if the walue of the P‘l‘ﬁpﬂ't}' exeoeds the
reduced debt, This would alo appesr to be Eustice's position. He states the cxception as
follows: “Where & liahility is incurred on the purchase of property still held by the debtor,
whith later depreciates to an amount below the face of the obligation, no taxable income
is vealized to the dehter if by direct negotiations with his creditor this debt is reduced fo
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proach). Under a second approach, the tax could be imposed only on the
amount by which the fair market value exceeds the reduced debt (570,000
— 365,000 = 55,000; basis is reduced by the difference between the unreduced
debt and the property's value at time of reduction —$10,000).¢ (See Figure
8, Second Approach). A third approach disregards the market value of the
property relative to the reduced debt and holds the entire reduction free of
tax when the property’s market value is less than the debt before reduction.'
(See Fgure 5, Third Approach).

The first approach produces a harsh result when the parties reduce the
debt to an amount just slightly below current market value in order to make
thie entire purchase price, including amounts previously paid for the property,
more realistic than the original price® The approach merely reflects adjust-
ments of the outstanding debt while disregarding any part of the purchase
price previously paid. It also seems somewhat harsh because of the difficuley
of valuing certain properties, particularly those in fluctuating markets or those
without large markets® IE this rule prevails, then taxpayers must be careful
to document, wsing appropriately qualified appraisers, the fair market values
at the time of the debt reductions.

The third approach applies the adjustment of purchase price exception
based on the mere fact that the debt before reduction exceeds the property's
fair market value. This approach, however, does not take into account the
theoreticel problem at issue The reduoction of purchase price exception was
prompted by the plight of the debtor who held property that had depreciated
in value so much that it could not be disposed of to pay off the debt incurred
in its acquisition. Thos it might be argued that the exception is properly
applied only to equalize the property value and the debt on the property.®
However, this argument assumes that market value and selling price are and
should always be the same and that below fair market value, debt reduction
beeomes something for which the debtor should be taxed, But since creditors

the then walue of the properiy.” Eustice, sufra note 1, at 244 {emphasis added). This state-
ment implies that the exception applies when the debt is reduced “to” the value of the
property but not befew. See 1 [1976) Starp, Feo. Tax, Ree. (CCH) §670.019.

94, 2 A, Ramsin & B. Jowssow, Feeemar, INcosE, GIer ase Estate Taxamon, S36.05(Z)

95, 2 Rismarcn INSTITUTE OF Awestca, Fepemrar Tax Coonorwaror, §T-7401, at 30, 143
(1977).

96, See Wilson, supra note 16, at 848,

&7, The fact that the debtor and creditor mmst renegotiate with one another may itself
be indicative of a velatile market, One commentator finds support for this approach from
the faflure of one court (o even make a finding of fair market value, Wilson, supre note 16,
at 643, However, this argument i3 not pexsuasive beeause thae eourt did find that the maxi-
mum fafr market value was [ar less than the amount of the debt. See Gebring Publishing
Co, 1 T.C. 845 (1042),

98, Buf see Donald, scpre note 16, $83-3d at A-10.

89, One commentator stites that “the parties are agrésing that the orpinal purchase
price was o high” Wilson, sujre oote 16, at 623, If this decision s reached after five years
of payment on 2 ten-year mortgage, whether 3 readjustment of the debe to an amount thelow
the corrent veloe will result in an overall falr price dearly refiective of the market is
uncertain. 3 ; '
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will seldom reduce a debt below the fair market value, it could be argued
that direct renegotiations should be allowed to produce the correct market
result.

The second approach, despite its complexity, might prove to be the best
alternative of those advanced ™ It would apply the exception to that portion
of the debt which has long been recognized as within the exception and, per-
haps more importantly, within the rationale of the purchase price reduction
exception'™ Because it does not in every circumstance supply the best answer,
a fourth approach should perhaps be considered. The name of the exception,
“reduction of the purchase price,” purports to adjust the original price, If this
is the desired result then the exception should apply when the cosh and any
ather items olready paid plus the outstanding debt are not less than the
current fair market value of the property. Such an approach would impese tax
only to the extent that a "bargain sale” result is reached. (See Figure 4).

Ficure 4
Original FMV and ~ $100,000 | Debt ]
total price Reduction
Adjusted Price 5,000
¥ * Deht after
Current FiMV £70,000 | ———— reduction
Debt before | 65,000
 reduction
$80,000
Cash paid 20,000 s
0]

The reduction of purchase price exception has been limited to a situation
in which purchase money obligations are secured by the property.’® The excep-
tion has been held inapplicable to casss that involved borrowings on property

100, Wilson, sufra note 16, at 643,

101, “The debior's basis for the property is reduced to the extent that his gain from
reduction of the debt is wx-free. I the non-taxable debt reduction exceeds his basis, per-
haps because of prier depreciation deductions, the theory advaneed [n the rexe [second ap-
proach] could Be used to argue that the excess of debt reduction over basis constitutes
taxahle income. Tt would be dificult to say that a drop in market value cansed by ordinacy
depreciation motivated the creditor-vendor to adjust the purchase price”” Wilson, supra note
15, at 43 n.143, But see text sccompanying notes 105-106 infra.

192, Edward W. Edwards, 1% T.C. 275 “HE:I But see Charles L. MNutter, 7 T.C. 480
(1946) (bank loaned money to debtor o purchase securities, that Iater became worthless
conveyance o the creditor in discharge of the debt held 2 reduction of the purchass price of
the securitles); see alse Fifth Ave- Fourteenth 54, Corp. v. Commissioner, 147 F2d 453,
1045-1 U5 Tax Cas 9115 {2 Cir. %4} “To be sure, some cases have held that the
doctrine of the Hirby cse is inapplicable where the reduced indebredness is a purchase
money abligation, ie. one incurred by the taxpayer in 2equiring property. We consider such
a distinctbon irrational . . . . fd. at 456-57, 1945-1 1.5, Tax Cas. 8115, ac 10,650,
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subsequent to purchase’™ and to cases in which the property could have been
sold free of the Hability*" Another judicially created limitation on the applica-
tion of the exception has been imposed when the property has previously been
sold by the debtor with the obligation reflected in the basis!® Finally, some
courts have required that the debt cancellation result from face-to-face re-
negotiation of the purchase price between creditor and debtor**® The negotia-
tions must focus not on the debt reduetion but instead on the purchase price
of the property. To this extent at least, the parties to the transaction might be
wise to docoment the nature and content of their negotiations in order to
bring the debt reduction within the exception.®” Mevertheless the reduction
of purchase price exception has been applied when an obligation is discharged
by the debtor's conveyance to the creditor of encumbered property,'™® although
this transaction meore clearly resembles a sale or exchange.

103, Lutz & Schramm Co,, 1 T.C. 682 (1943) (morigage placed on property during taxable
period following purchase); fee Edward W. Edwards, 19 T.G. 276 (1852): “We think that it
would be f=ctitions to sy that the cost of his stock, that is the basis of his title, was reduced
b‘s a sebsequent and totally unrelated cancellation of an indebtedness.” fd. at 281 (emphasis
added). 1

104, Edward 'W. Edwards, 19 T.C. 276 (1952): “Unlike the real property [in Helvering
v. Killian, 198 F.24 435, 19845.7 T8, Tox Cas §0487 (8th Gir. 1047) and Hivsch v. Commisloner,
115 F2d 656, 1040.2 U5 Tax Cas 19791 (Tth Cir. 1940)], the swdk in the hands of the
petitioner could- be sold withoue an epcombrance” Id, ae 280, Bu¢ see Charles L. Nutter, 7
T.C. 480 (1946),

105, B.F. Avery & Sons, Inc., 26 B.T.A. 1393 (1932, See also Willand Helbumn, Ine v
Commissioner, 214 F.2d 815, 1954-2 108, Tax Cas, 79513 (1st Cir. 19564).

106. Helverlng v. Amorican Chicle Co.,, 201 U5, 496, 1084-2 U5, Tax Cas. 9512 {1084
Commissigner v. Coastwise Transp. Corp., T1 F2d 104, 1934-4 1.5, Tax Cas 71238 (st Cir),
cerl. denied, 208 TS, 595 (1034): “'We have carefully reviewsd these transictions and can find
nothing therein that indicates they had anything to do with the purchase price of the
vessele, The parties dealt solely about the notes and their valoe and not about the ships or
their valye' fd. at 106, 4 U5 Tax Cas. 71283, at 4245, Filth Ave-Fourtcenth St Corp. v
Commissioner, 147 F.2d 453, 1945.1 U.S. Tax Cas. 79116 (2d Cir. 1944): "Ar any mate, that
distinction between Kirdy Lumber and a cue in which the reduced indebredness is a
purchas: moncy obligation; sce note 102 scpra, H valid, Is limited to a case of a purchase
money obligation where the vendor-morigagee, in megotiations directly reloting fo the pur-
chase price, agrees to a teduction . . . 2 Td. at 457, 1945-1 U5 Tax Cas. 0115, at 10,550
femphasis added).

107, See Donald, supre note 16, §583-3d at A-11; Sanders, supra note 16, at 577,

108, Commisioner v. Sherman, 136 F.2d 68, 1943-1 108, Tax Cas. 9567 (6th Cir, 1943);
Charles L. MNutter, 7 T.C. 480 (1846). In Nuiter, a debt of $84,000 was cancelled by transfer
ol the sncumbered property then worth 12800, debtor's basks being S77.000, The debtors
argument was that he had incurred o capital loss of $64,200, and the Commissioner srgued
that he bad 57000 of copital min (excets of cncelled debt over basigh. The Tax Court
found that the whole transction was subject to the excéption 5o that no gain or loss was
tecognized. The other side of this argument would presumably prevent recognition of gain
if the fair market value of the property exceeds basls, Mote that in Helvering v, Killinn, 128
F2d 483, 1H2-2 U5 Tax Cas [HET (fth Gir. 1942) and Hirsch v, Commisioner, 115 F.2d
656, 1940-2 1.5, Tax Cas Y8781 (Tth Cir. 1%40) the debtors attempted to convey the proper-
ties invelved to the creditors but were refused. Had they done s, query whether the mans-
actions sheuld have been viewed ds reductions of the price of the properties or as sales in
accord with cases holding that a conveyance of encumbered property to a creditor is a sale
or exchange of property for tix putposes and not a discharpe of debt.

























































