Reducing Tax Attributes Due to
Canceled Debt Income Exclusion

By David M. Fogel, EA, CPA

n previous issues of the California Enrolled Agent,

I've discussed the income tax consequences of
foreclosures and short sales involving a principal residence
and rental property, and I've debunked some of the myths
that have been spread by other tax practitioners.! One
topic about which there seems to be a lot of confusion is
how and when a taxpayer’s “tax attributes” must be reduced
when the taxpayer excludes canceled debt income using the
insolvency or bankruptcy exclusions. This article discusses
these rules.

Background

One of the first questions to be answered in determining
the income tax consequences of a foreclosure or short sale
is to determine if the debt is nonrecourse or recourse. A
debt is nonrecourse if the lender can't hold the borrower
personally liable for it and may go only against the value of
the property to collect. A debt is recourse if the lender can
hold the borrower personally liable for it beyond the value
of the property.

The importance of this distinction is that where title to
the property is transferred, such as in a foreclosure or short
sale, if the debt is nonrecourse, then there is no cancellation
of debtincome (COD income). Instead, the principal amount
of the debt is treated as the“amount realized”in computing
gain orloss.? Butif the debt is recourse, then the transaction
is splitinto two parts: (1) COD income equal to the principal
amount of the debt minus the fair market value (FMV) of
the property, and (2) gain or loss equal to the FMV of the
property minus its adjusted basis.?

The Bankruptcy and Insolvency Exclusions

COD income is excludable from gross income if the debt
cancellation occursinaTitle 11 (bankruptcy) case.* To qualify
for the exclusion, the debtor must be under the jurisdiction
of the bankruptcy court and the debt discharge is granted
by the court or occurs as a result of a plan approved by the
court® The debt does not specifically have to be discharged
by the bankruptcy court to be covered by the bankruptcy
exclusion. The bankruptcy discharge applies to all discharge-
able debts at the time it is granted.®

A debtis viewed as having been discharged the moment
it becomes clear that it will never have to be paid.” As a
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result, in a bankruptcy case, a debt secured by real property
is considered discharged on the date that the court grants
the bankruptcy discharge because this is the moment that it
becomes clear that the debt doesn’t have to be paid.

COD income is also excludable from gross income if the
debt is canceled when the taxpayer is insolvent. A taxpayer
is insolvent if the taxpayer’s liabilities exceed the fair market
value of his or her assets.® The amount of the exclusion is
limited to the extent of the taxpayer’s insolvency.’® The
extent of a taxpayer’s insolvency is measured at the time
immediately before the debt was canceled."

In determining a taxpayer’s insolvency, assets that are
exempt from claims of creditors are included.” But contingent
liabilities and liabilities that the taxpayer has guaranteed
are not included unless it is more likely than not that the
taxpayer will be called upon to pay them.”™ A nonrecourse
liability is included in determining a taxpayer’s insolvency,
but only to the extent of the fair market value of the property
that secures such a liability because the taxpayer will not
be called upon to pay the excess." Accrued interest is not
included as a liability to the extent that its payment would
giverise to a deduction.” Each spouse may determine his or
her own extent of insolvency separately, even if the spouses
file a joint return.’

The bankruptcy exclusion takes precedence over all other
exclusionsin IRC§108." The insolvency exclusion is manda-
tory if the taxpayer is insolvent, and it takes precedence over
the qualified farm and real property business indebtedness
exclusions.”® The qualified principal residence indebtedness
exclusion takes precedence over the insolvency exclusion
unless the taxpayer elects otherwise.'

Reduction of “Tax Attributes”

If a taxpayer qualifies for the bankruptcy, insolvency or
qualified farm indebtedness exclusion, then the amount of

the exclusion must be applied to reduce the taxpayer’s “tax
attributes” in the order listed below:*

+ Net operating loss (NOL) of the year of the debt dis-
charge and any carryover to that year;

« General business credit carryovers to or from the year
of the debt discharge;

« Minimum tax credit as of the beginning of the year
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following the year of the debt discharge;

« Capital loss of the year of the debt discharge and any
carryover to that year;

« Basis of property;

» Passive loss carryover from the year of the debt dis-
charge; and

» Foreign tax credit carryovers to or from the year of
the debt discharge.

Losses and basis are reduced by the excluded COD income
dollar-for-dollar, tax credits are reduced $1.00 for every $3.00
of COD income.?’ The reduction of these items is made
after the income tax for the taxable year of the discharge
has been determined.?

What if the taxpayer has a carryover from the prior year
such as a net operating loss (NOL) carryover, a capital loss
carryover or a suspended passive activity loss carryover? An
IRS regulation provides some clarification of the mechanics
involved:?

(b) Carryovers and carrybacks.—The tax attributes
subject to reduction under section 108(b)(2) and
paragraph (a)(1) of this section that are carryovers
to the taxable year of the discharge, or that may be
carried back to taxable years preceding the year of
the discharge, are taken into account by the taxpayer
for the taxable year of the discharge or the preceding
years, as the case may be, before such attributes are
reduced pursuant to section 108(b)(2) and paragraph
(a)(1) of this section.

Consequently, the taxpayer may use the carryovers from
the prior year in computing the tax for the year in which the
debt was canceled, but if any amounts remain that would
normally be carried over to the subsequent year, then they
must be reduced.

If there are no reductions of the first four categories of
“tax attributes” (NOL, general business credit, minimum tax
credit, capital loss carryovers), then the basis of depreciable
and nondepreciable property is the next category of “tax
attributes” that will have to be reduced by the excluded COD
income.?* The reduction of the basis of property is made
under the rules of section 1017. %

The time that the reduction of basis occurs is the begin-
ning of the taxable year following the year in which the debt
was canceled.?® The amount of the reduction of basis is
limited to the excess of the aggregate of the taxpayer's —

(1) adjusted bases of assets held immediately after

the debt has been discharged, over

(2) liabilities owed immediately after the discharge.

Note that this limitation involves the adjusted basis of
assets, not fair market value.

IRS regulations provide rules for the reduction of basis
in the case of more than one type of property.?® The basis
of real property used in a business or held for investment is
reduced before personal property used in a business or held
forinvestment. The basis of property not used in a business or
held for investment is reduced last. If there is more than one
property in a particular category (e.g. real property used in a
business or held for investment) to which the basis reduction
applies, then the reduction is allocated to the bases of the
properties in proportion to their aggregate bases.?

Special Rules Applicable to Bankruptcy Cases

There are a few special rules that apply to bankruptcy
cases. To understand these rules, it may be helpful to un-
derstand the mechanics of a bankruptcy case.

When an individual files a petition under Chapter 7 (liqui-
dation) or Chapter 11 (reorganization), a bankruptcy estate
is created, which generally includes all legal or equitable
interests in property of the debtor as of the commencement
of the case. The bankruptcy estate is treated as a separate
taxable entity from the individual debtor. The bankruptcy
estate continues until the bankruptcy proceeding is closed.
The bankruptcy trustee is responsible for filing the estate’s
tax returns and paying its taxes.*

When a bankruptcy petition is filed, several “tax attri-
butes” of the individual debtor that existed on the first day
of the debtor’s taxable year (i.e., January 1st) are deemed
to be transferred to the bankruptcy estate.®' These “tax
attributes” include net operating loss carryovers, charitable
contribution carryovers, recovery of tax benefit items, tax
credit carryovers, capital loss carryovers, the basis, holding
period and character of assets, the debtor’s method of ac-
counting, and other tax attributes as provided in regulations
(unused passive activity losses, unused losses limited by the
at-risk rules, and the principal residence exclusion).3> Upon
termination of the bankruptcy estate, the unused portions
of the same tax attributes are deemed to be transferred back
to the debtor.®

A net operating loss sustained by the bankruptcy estate
may be carried back to a prior year of the debtor.3* However,
a net operating loss of a debtor that is sustained after the
bankruptcy petition has been filed may not be carried back
to a prior year of the debtor.*

COD income that results from the bankruptcy discharge
is reportable on the return for the bankruptcy estate. For
Chapter 7 and 11 cases, the tax attributes to be reduced are
those of the bankruptcy estate, not the individual debtor.3

If the debt was discharged in bankruptcy, certain types
of property are exempt from the basis reduction.?” Examples
of exempt assets are $15,000 of the value of a personal
residence, $2,400 for a motor vehicle, $8,000 in household
goods and furnishings, and qualified retirement plans. One
of the ways of determining which assets are exempt is to
review the schedule of the bankruptcy petition that lists
the exempt assets.

continuedonp. 12

11



continued fromp. 11

Examples

A couple of examples involving foreclosures will illustrate

how the insolvency and bankruptcy exclusions work.

Example 1 - Insolvency Exclusion
Facts

In 2003, Mr. and Mrs. Hall purchased a principal residence
in Modesto for $500,000. They financed the purchase
with a mortgage loan of $400,000.

In 2005, the Halls obtained a refinance loan of $500,000
and paid off the original $400,000 loan. They used the
remaining proceeds of the refinance loan to buy two cars
and go on a much-needed vacation.

In 2010, the Halls lost the residence in a non-judicial
foreclosure. The refinance loan had a principal balance
of $500,000, and the fair market value of the residence
was $400,000. The lender canceled the $100,000 balance
of the debt.

At the time of the foreclosure, the Halls were insolvent to
the extent of $120,000. Their liabilities included $35,000
of accrued and unpaid mortgage interest.

At the time of the foreclosure, the Halls had a net operating
loss carryover from 2009 in the amount of $10,000.

After the foreclosure, the Halls’ only other assets were a
small bank account, two cars, and some household goods
and furnishings. At this time, their remaining liabilities
exceeded the bases of these assets.

Analysis
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None of the $100,000 of COD income qualifies for the
principal residence indebtedness exclusion due to the
ordering rule of IRC §108(h)(4).

Although the Halls were insolvent to the extent of
$120,000, their liabilities included $35,000 of accrued
and unpaid interest, which, if paid, would have been
deductible, and therefore, this liability must be eliminated.
Their revised extent of insolvency was $85,000.

Consequently, the Halls may exclude $85,000 of the
$100,000 of COD income using the insolvency exclu-
sion.

The Halls may claim the $10,000 net operating loss car-
ryover on their 2010 income tax return per Treas. Reg.
§1.108-7(b).

The Halls need not reduce the bases of their assets by
the $85,000 insolvency exclusion because their liabilities
exceeded the bases of their assets immediately after the
foreclosure (see IRC §1017(b)(2)).

The Halls had a nondeductible $100,000 loss on the fore-
closure (400,000 fair market value minus $500,000 basis).

Example 2 - Bankruptcy Exclusion
Facts

On 9/8/2010, Jessie James filed a voluntary petition for
Chapter 7 bankruptcy. In the petition, she listed her assets
as cash, car, household goods and personal effects, and a
qualified retirement account, all of which she reported as
exempt under 11 U.S.C. §522. Ms. James’adjusted bases
in these assets was $25,000. She didn’t own a residence
(lived in a rented apartment). In her petition, she also
listed $150,000 of credit card debt.

In her petition, Ms. James also listed residential rental
property with a fair market value of $175,000 secured by
arecourse debt of $300,000 owed to ABC Savings & Loan.
Her adjusted basis in the property was $315,000.

On 11/16/2010, ABC Savings & Loan filed a motion with
the bankruptcy court to lift the automatic stay so that it
could foreclose on the rental property. On 11/30/2010,
the court granted the motion.

On 12/8/2010, the court granted Ms. James a bankruptcy
discharge, and on 12/22/2010, the case was closed.

On 1/31/2011, ABC Savings & Loan foreclosed on the rental
property and acquired it at the trustee’s sale for $175,000,
which was the fair market value of the property.

As of 1/1/2010, Ms. James had no tax attributes other
than the basis of property.

Analysis

For 2010, the bankruptcy estate has COD income of
$275,000, consisting of discharged credit card debt
($150,000) plus the excess of the debt on the rental prop-
erty ($300,000) over its fair market value ($175,000).

Since the debts were discharged on 12/8/2010, and since
the bankruptcy estate didn’t close until 12/22/2010, the
bankruptcy estate reports the $275,000 of COD income
on Form 982 attached to the 2010 return, and excludes
all of it using the bankruptcy exclusion.

Since the bankruptcy estate’s only tax attribute imme-
diately after the debts were discharged is the basis of
property, the bankruptcy estate must follow the rules for
reducing basis under IRC §1017.

The basis of the rental property is a tax attribute that was
transferred to Ms. James on 12/22/2010 per IRC §1398(i).
It must be reduced on 1/1/2011 per IRC §1017(a).

The basis of the rental property is reduced first per Treas.
Reg. §1.1017-1(a)(1).

The reduction of the rental property’s basis is limited to the
excess of the aggregate of the Ms. James’ adjusted bases
in property ($315,000 rental plus $25,000 other property)
over her liabilities ($175,000 debt remaining after the
bankruptcy discharge), or $165,000. Consequently, the
rental property’s adjusted basis is reduced from $315,000
to $150,000.
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« The bases of Ms. James’remaining assets ($25,000) are not
reduced because these assets were treated as exemptin
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| hope that this article has provided some clarity to the
rules regarding the reduction of “tax attributes”required when
the taxpayer excludes COD income under the bankruptcy
or insolvency exclusions of Section 108.
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