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TAX TREATMENT OF CERTAIN
FARM INDEBTEDNESS

FRIDAY, JULY 28, 1989

U.S. SENATE,
SUBCOMMITTEE ON ENERGY AND AGRICULTURAL

TAXATION,
COMMITTEE ON FINANCE,

Washington, DC.
The subcommittee met, pursuant to notice, at 10:15 a.m. in room

SD-215, Dirksen Senate Office Building, Hon. David L. Boren
(chairman of the subcommittee), presiding.

Also present: Senator Dole.
[The press release announcing the hearing follows:]

[Press Release No. H-45, July 20, 1989)

FINANCE SUBCOMMITTEE To HOLD HEARING ON TAX TREATMENT OF CERTAIN FARM
INDEBTEDNESS

WASHINGTON, DC-Senator David L. Boren (D., Oklahoma), Chairman, Subcom-
mittee on Energy and Agricultural Taxation, announced Thursday that the subcom-
mittee will hold a hearing on the tax treatment of debts that are canceled when
farmers attempt to restructure their loans.

The hearing is scheduled for Friday, July 28, 1989 at 10 a.m. in Room SD-215 of
the Dirksen Senate Office Building.

"The ability of farmers to renegotiate troubled loans is essential to the preserva-
tion of family farms. But under current law, farmers in certain circumstances may
have taxable income when they transfer an asset to a lender in order to cancel a
debt," said Boren.

"Congress never intended for the Federal Government to penalize farmers for
trying to save their farms," Boren said. "These hearings will allow us to explore
possible ways to address this problem."

OPENING STATEMENT OF HON. DAVID L. BOREN, A U.S. SENATOR
FROM OKLAHOMA

Senator BOREN. Well, good morning. Welcome, Senator Kasse-
baum and our other witnesses.

We are here today to discuss a number of very serious problems
facing America's family farmers. As a member of the Agriculture
Committee and as the past Chairman of the Farm Credit Subcom-
mittee, I am very much aware of the financial burdens our farmers
are currently facing.

In an attempt to address some of these problems, the Agricultur-
al Credit Subcommittee wrote a broad restructuring provision into
the Farm Credit Act that we passed in 1987. It was our intention to
help America's farmers avoid bankruptcy by allowing them and
the various financial institutions the flexibility to restructure their
enormous debt when it was less costly to the taxpayers to do so.

(1)
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The Agricultural Credit Act of 1987 helped stop the vicious cycle
we were experiencing in our part of the country where declining
farm land values led to more foreclosures, more land sales, and
therefore, still lower land values. But obviously, there is still much
work to be done.

Today a farmer seeking to avail himself or herself of the various
means of restructuring debt may yet find himself facing an insur-
mountable tax liability. Typically in the past when a farmer sought
to restructure and the lender was willing to discharge certain
debts, any discharged debt over the amount of the farmer's basis in
the property and his or her tax attributes was treated as non-tax-
able income. Today as a result of a technical amendment in last
year's tax bill, and let me say I think a very mistaken amendment,
a farmer who seeks to restructure his debt is likely to find himself
facing a tremendous tax liability on phantom income that he obvi-
ously never received.

Current law limits a farmer's ability to exclude from taxable
income discharged debt only to the extent of his basis and the
using of his tax attributes. Now the farmer must treat, under this
amendment, as taxable income any amount of discharged debt in
excess of basis and tax attributes. So he must now pay taxes on
money that he never had.

It would appear that our efforts to help our family farmers avoid
bankruptcy have been substantially negated. Can a farmer now
seek shelter in Chapter 12 bankruptcy and have the debt dis-
charged under a court order approving a restructuring plan? Will
that allow the forgiven debt to be treated as non-taxable income?
Apparently not in some states. In Oklahoma, for example, several
of my constituents have been informed by the IRS that Chapter 12
or not, they are going to be held liable for taxes on income that
they have never seen.

Some agricultural producers and tax specialists suggest a return
to the provisions of the 1986 law, and others say that that is not
enough. Even under that provision a farmer had to give up his tax
attributes first in order to qualify.

Clearly these are problems that need to be addressed, and hope-
fully today we can come up with some answers. One of the pro-
posed solutions is S. 1041 that would provide not only an exclusion
of the discharge of indebtedness income for farmers, but also pro-
vides for exclusion for capital gains which might arise when farm
property is transferred to a lender in exchange for debt relief.

Senator Conrad has been the principal sponsor of that legislation
and I have co-sponsored that bill along with other members of the
Senate, both of this committee and the Agriculture Committee.

The issue is certainly a timely one. After a Farm Home morato-
rium of several years and the implementation of the Agricultural
Credit Act, thousands of farmers are now completing the restruc-
turing process. Also, Farm Home Administration is preparing to
send out the next wave of delinquency notices soon.

Many borrowers who restructured their loans this year are con-
fused about the rules that apply to them, and those that will soon
receive notices will need to be sure of the tax consequences of their
options before a sound decision can be made by them about what to
do. However, it is important to note that this problem applies to
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more than just those borrowers restructuring under the Agricultur-
al Credit Act.

So it is a very serious problem and many of us labored hundreds
of hours in working on the Farm Credit Act of 1987 to try to find a
way to stop this wave of foreclosures. It absolutely makes no sense
to force a farmer into foreclosure when it is better for him, better
for land values in the economy of the entire region, and better for
the taxpayers for that farmer not to be forced into foreclosure.

For example, if you can recover 80 cents on the dollar to the gov-
ernment by restructuring a debt, that makes a lot more sense than
forcing a farmer into foreclosure to sell his or her land off at
maybe 40 or 50 cents on the dollar with a much greater loss to the
government, with the family being thrown off that farm, and with
the spiral-declining land values that affects every other farmer in
the entire area and the general economy of the area and the health
of the financial institutions.

So we acted to do something about it, now to find that through
the back door through a technical change that was slipped into the
tax bill, at least not to the knowledge of most members of the Fi-
nance Committee or indeed any member that I have encountered,
we now have the IRS coming in and saying, "I am sorry, but any of
that debt that is forgiven or restructured or any supposed gain that
results from deeding land back where the farmer is broke, where
the farmer does not realize a single penny, is now going to be taxed
to the tune of several thousand dollars by treating that gain that
he never sees as income."

So this is to me a ridiculous and outrageous situation. It is criti-
cal. We are in the midst of restructuring thousands of debts in
order to try to end the problem that we have. We have had a lot
written about the fact that the Farm Credit Act of 1987 is one gov-
ernment program that is beginning to work. It could be a model for
how to deal with the troubled situations, for example, in the sav-
ings and loan industry, and now we find that the IRS is coming in
under this provision and undermining, or attempting to under-
mine, the entire program.

So I look forward to hearing the suggestions and comments from
my colleagues and our panelists, many of whom have traveled
great distances to be with us today. I appreciate the fact that al-
though the Senate is not in session today, and I believe looking at
the schedule this morning that this is the only committee meeting,
that my colleague from Kansas, Senator Kassebaum would take
the time and demonstrate the interest to be with us this morning.
That certainly does not surprise me. Time and time again when we
have worked to do something to help farmers, whether it is in this
area, whether it is in disaster and drought assistance, whether it is
work on the farm bill, she has always demonstrated a great inter-
est and concern for the farmers in her State that she represents,
and Senator Kassebaum, we are very happy to have you with us
this morning and we would welcome your statement.

STATEMENT OF HON. NANCY L. KASSEBAUM, A U.S. SENATOR
FROM KANSAS

Senator KASSEBAUM. Thank you very much, Mr. Chairman.
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You have some fine witnesses waiting to be heard and I would
just like to ask my full statement be made a part of the record and
offer a few comments.

Senator BOREN. We will be-happy to do that.
Senator KASSEBAUM. You, yourself, Mr. Chairman, have been a

real leader in the regard of trying to redress what is really a tax
on going broke, Senator Dole and others of this committee, and it
first came to my attention in Kansas in about 1984, 1 believe, when
some Kansas farmers mentioned this particular situation, and I
have been interested in this issue since then.

You laid out in your opening statement very clearly what has
happened and the current problem. In 1986 when Congress thought
they had corrected this problem by a technical correction. We are
now having to correct the technical correction, and left unchecked,
the technical correction, which we thought had been made to
answer the problem, will result in exactly the senseless hardship
that Congress set out to correct.

I do not think the issue has changed since 1986, and absent a
specific provision to the contrary, farm debt forgiveness will contin-
ue to be treated as taxable income. I am very appreciative of you,
Mr. Chairman, in holding this hearing. I hope that we can find
some means of addressing this in an expeditious manner so that
the uncertainty of this situation will not be allowed to continue.

Such tax-driven bankruptcies are senseless and I think continue
to devastate the entire rural communities. I think to correct this
problem, Congress stated very clearly that there should be no tax
on qualified farm debt forgiveness. In this regard, Congress stated
that to the extent a farmer had any basis in his assets, it had to be
written down. To the extent that farm debt forgiveness exceeded a
farmer's basis, the conference report stated it would not be taxed.

Congress voted for the Tax Reform Act on the basis of this con-
ference report. The conference report explanation was accurately
transmitted by the agricultural networks and wire services
throughout the country. Farmers made decisions as to whether or
not to declare bankruptcy based on this conference language. Sev-
eral months after the Tax Reform Act was signed into law, some-
one substantively altered the conference report explanation and
then justified it as a technical correction.

I am really very pleased that this committee is seeking to correct
the so-called technical correction. As a matter of revenue, such an
action should be completely neutral. Good tax policy encourages
farmers to stay on the farm and out of bankruptcy. Let us waste no
time implementing this policy in seeking to redress the situation as
it evolved.

Thank you very much.
[The prepared statement of Senator Kassebaum appears in the

appendix.]
Senator BOREN. Thank you very much, Senator Kassebaum.
I would assume that you are being contacted, as I am, by a

number of farmers in your State at this moment that are either in
Chapter 12 or trying to make decisions about the restructuring
plans. Since those notices went out sometime before Chr smas last
year, during the first half of this year, I would assume that in
Kansas you also have a number of farmers who are in the process
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of working on these restructuring plans with the Farm Home Ad-
ministration.

Senator KASSEBAUM. Well, I think there is an uncertainty about
what the policy will be.

Mr. Chairman, I know that in your good hands and the rest of
this committee, the problem will be resolved.

Senator BOREN. Well, we appreciate you coming very much. I
would note that the statement of managers that you referred to in
the conference report on the floor accompanying the 1986 Act very
clearly said that, I quote from it: "Thus discharge of indebtedness
income is forgiven after reduction of basis."

And so, it was very clearly understood at that time-the state-
ment of managers on the 1986 Act certainly made that very, very
clear, and there was no notice-certainly there was no notice to
me, and I assume no notice to you, as we considered corrective leg-
islation in 1987 that there was anything in that bill that would
have changed what we thought was the right of farmers to have a
forgiveness of debt which they obviously had no ability to pay with-
out having a tax consequence.

Senator KASSEBAUM. Well, I know you are going to be hearing
from witnesses, Mr. Chairman, who have first-hand experience of
some of the situations that are occurring, and I think that is a very
timely testimony.

Senator BOREN. Thank you very much.
Senator KASSEBAUM. Thank you, Mr. Chairman.
Senator BOREN. Thank you for being with us this morning and

for taking the time to come and express your interest.
Let me say that Senator Conrad and Senator Daschle have also

been very, very active in this legislation. As I mentioned, Senator
Conrad introduced the original bill. Senator Daschle has been in-
volved with it, the co-sponsor from the beginning. Both of them are
involved in another meeting away from Washington this weekend
and were unable to be with us, but they are submitting statements
for the record which will be included in the record in full, and they
both asked me to express their sorrow at not being able to be with
us this morning. I have had hours of discussion with both of them
about how we address this problem and they have-been very, very
much involved in the solution and were among those that urged us
to take action.

Senator BOREN. Let me ask now if the members of our panel
would come forward, Mrs. Judy McLearan, farmer/rancher from
Skiatook, OK. If you would come forward, Mrs. McLearan.

Mrs. Sarah Vogel, commissioner of the North Dakota Depart-
ment of Agriculture from Bismarck, ND; Dr. Neil Harl, the Charles
Curtiss distinguished professor in agricultural and professor of eco-
nomics at Iowa State University in Ames, IA; and Mrs. Sharon
Watkins, public accountant, Watkins Tax Accounting Service, testi-
fying on behalf of the National Family Farm Coalition from Lex-
ington, IN.

We are very happy to have all of you with us this morning. The
Chair never entertains any favoritism. As the members of this com-
mittee know, I would never think of tilting a little bit toward Okla-
homa in any matter that came before the committee, but I know
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you will forgive me if I allow Mrs. McLearan to lead off the testi-
mony today since she does come from God's country--

[Laughter.]
Senator BOREN [continuing]. And hear from her.
I think what we will do is hear from each one of you, and then

after we have heard from you, I will pose questions to all of you
together and we can share our thoughts and make this as informal
as possible because, after all, our purpose is to try to deal with this
problem and deal with it in a way that will really help the farm-
ers.

It is cruel and unusual punishment to hold out hope to people of
being able to get out from under this huge burden of debt, restruc-
ture their debt, reorganize their assets in a way that they can
make it and stay on the farm and have one part of the law say,
"Here is an avenue of escape for you. Here is hope. Here is a way
that you can put your affairs back in order and make it," only to
have what you have given with one hand, taken away with the
other hand by this overhang of a huge tax liability which wipes out
the benefit of doing anything positive.

So we look forward to hearing your thoughts about how we can
correct it, whether or not the Senate bill that is before us is suffi-
cient or if additional steps need to be taken as well.

Mrs. McLearan, we are very happy to have you with us this
morning. Welcome to the committee.

STATEMENT OF JUDY KENNEDY McLEARAN, FARMER/RANCHER,
SKIATOOK, OK

Mrs. MCLEARAN. Thank you, Mr. Chairman.
Would like to thank you for the opportunity to come before you

and testify, not only on my behalf, but the other farmers. We con-
sider this to be a very vital issue if we are going to stay on farms
and farm.

My husband and I farm approximately 2,000 acres of soybeans in
the Skiatook and Bixby and Tulsa area, and farming has been our
sole source of income for 30 years. From 1982 through 1988, due to
weather conditions, we had crop failures. The years we did manage
to have a decent crop, the price we got for our beans was not suffi-
cient in order for us to satisfy our debt. So therefore, we just had to
continue borrowing to operate and put the next year'9 crop in.

If we could find a buyer for some of the land to sell off to satisfy
the debt, the Oklahoma economy was so depressed, as you
know--

Senator BOREN. Yes.
Mrs. MCLEARAN [continuing]. That we could not get enough for

our land to satisfy the debts.
So gradually our debt exceeded our income and the value of the

land and equipment. Then the bank asked for a large payment on
our loan and we were unable to refinance.

We had been for several months inquiring and receiving informa-
tion on Chapter 12 and had finally decided as a very last resort if
we were going to save our farm to seek relief from foreclosure
under Chapter 12. We filed in January 1988. The plan was ap-
proved in October 1988 as a 1-day plan. We were totally secure. We
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had paid off all unsecured creditors. We went from loans of 6 and 7
percent to 12 percent loans under Chapter 12.

Part of our plan was a deed-in-lieu to Citizens Security Bank in
Bixby for our large loan. At that time we had a verbal agreement
that the loan would be totally secure with the collateral. However,
the bank asked for new appraisals. So therefore, we had to have
new appraisals made. Of course, the appraisals were completely dif-
ferent. So therefore, we had to go back into court and spend the
time and the money and the judge set what he considered was a
fair-market value.

This loan was $600,000, plus interest. The judge set it at
$450,000. The bank got a very, very valuable piece of land on 121st
Memorial--

Senator BOREN. Oh, yes.
Mrs. McLEARAN [continuing]. Which I believe you know what

that is, for $450,000, and we were left with $227,000 debt at 12 per-
cent interest to the bank. This then generated a 1099 from them as
ordinary income. So we will be taxed as ordinary income on
$450,000 gain.

Obviously, we cannot pay this and continue to farm. We have
simply traded one debt for another debt and we are going to be
right back into bankruptcy and probably complete liquidation.

When our CPA told us that under his understanding the normal
rules under 108G would not apply, he advised us to seek advice
from tax attorneys. We did this and they concurred with our opin-
ion. We also started seeking help in other ways, mainly from Ron
Johnson with Oklahoma Family Farm Services, and we have
learned of your pending legislation.

We then filed for an extension until August on our taxes based
upon this pending bill, and we will now have to file for an exten-
sion until October 15th. That is all the longer we have.

We had both our CPA and tax attorney go over this bill thor-
oughly. We have conferred with other CPA's and tax attorneys
around the State of Oklahoma, including Nellie Perry, and I be-
lieve you have her written testimony. They have all come to the
conclusion that this bill as written may not-we are not positive-
may not be of help to us or any other farmers in this situation be-
cause of the net worth requirements and the use of the tax at-
tributes.

The reasons and the changes we would like to propose are out-
lined in two letters I have attached from our tax attorney and our
CPA, but I would like to briefly just state a couple of facts.

[The letters appear in the appendix.]
Mrs. MCLEARAN. If I have to use up all my tax attributes, which

include my net operating loss, I will not be able to operate in any
capacity in the future. If I have to use my NOL to offset this gain
under Chapter 12, I will not have my NOL to offset any future
income that will enable us to get back on our feet and satisfy our
debt.

Senator BOREN. I understand, yes.
Mrs. MCLEARAN. If we have to reduce the basis in our property

to offset the remaining gain, then this will just prolong my prob-
lem. It will only increase my tax problems in the future because if
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I am ever able to sell or if I need to sell any land to satisfy debt,
then I will have all the future tax on it.

We desperately, all of us farmers, need to keep our net operating
loss and tax basis in our property. Thislis the only thing that any
of us are going on. We have lost everything else due to all the fail-
ures, crop failures, we have had. We are all operating this way, and
we desperately need to save this.

Also, we feel a provision on equity in the property should be
stricken from the bill. According to your formula in the bill, many
farmers, we feel, could have more than $147,000 in equity in their
equipment, in their land. I think equity is very hard to define, as it
differs from appraiser to appraiser, from date to date, and who is
appraising for whom.

We also have raised a couple of questions on the Modified Adjust-
ed Gross Income. We would like to clarify that definition and then
I refer you again to the letter from my tax attorney because I am
not qualified to sit here and discuss it with you.

Senator BOREN. We will put those letters into the full record,
along with your testimony--

Mrs. MCLEARAN. Please. I would appreciate that.
Senator BOREN [continuing]. So we can consider those.
Mrs. MCLEARAN. Mr. Chairman, as you are aware, the farm

crisis-is far from over. In order to save the family farm, we have
got to have some help. I feel like there will be more and more
farmers facing foreclosure in Chapter 12s because of last year's
drought. It is a terribly embarrassing and terribly humiliating
thing to go through bankruptcy and it is terribly expensive. We
have personally spent over $20,000 to date and this is $20,000 we
could have used to service our debt.

If we are left with this tax load and this bill and the changes we
would like to see, they do not pass this year, because we have to
have this this year, we will probably lose our farm and lose every-
thing we have worked for our entire life.

I want to thank you very much for your time and your attention
to this problem.

[The prepared statement of Mrs. McLearan appears in the appen-
dix.]

Senator BOREN. Thank you very much for appearing, and as I in-
dicated, there is a meeting that has taken all of the Democratic
Senators away this weekend. There is a retreat going on, a meeting
of all of them, and many others on the other side of the aisle are
also away at meetings. But I assure you, they are going to read
your testimony.

We have had a lot of discussion about this, members of the Agri-
culture Committee and members of the Finance Committee. There
are three of us that are privileged to be members of both of these
committees, both Agricultural and Finance, and we are dedicated
to getting the efforts of both committees brought together to try to
solve this problem, and your testimony dramatically describes ex-
actly what is going to happen to people. You are not an isolated
case.

Mrs. McLEARAN. No.
Senator BOREN. There are going to be literally thousands of

people in exactly the same situation you are in across the country
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if we do not act, and as you said, we have hoped that we finally
stopped this downward slide in our economy in a State like Oklaho-
ma where our real estate values went down 50 percent on the aver-
age for farmland in a 4- or 5-year period. That is what helped
break so many of the banks and caused problems in the total econ-
omy, not just for farmers. It caused problems for everyone else.

Mrs. MCLEARAN. Yes.
Senator BOREN. There was this ripple effect, and this attempt at

restructuring the farm debt, stopping the foreclosures, stopping the
downward drift of land values, has helped our economy to sort of
bottom out. But if this is not allowed to work because of the tax
consequences, we face another spiral to foreclosures, declining land
values. It will have effects on our entire economy, and as you say,
we would find that the trouble was not yet over if we do not find a
way to fix this problem and get people started back on their feet.

I understand what you are saying about the net loss carry for-
ward as well. I understand that would make it almost impossible
then as you do begin to get some income. It would all be taken by
the government in taxes and you would not be able again then to
be able to meet your current obligation on indebtedness.

Mrs. MCLEARAN. That is exactly it.
Senator BOREN. That is a good point. We will certainly take that

under consideration.
Mrs. MCLEARAN. Thank you.
Senator BOREN. Ms. Vogel, we are very happy to have you with

us today, and we would welcome your testimony. As I have indicat-
ed, Senator Conrad has been much involved in this legislation,
helped to initiate it and I know that he is going to be reading your
testimony with interest.

STATEMENT OF SARAH VOGEL, COMMISSIONER, NORTH DAKOTA
DEPARTMENT OF AGRICULTURE, BISMARCK, ND

Ms. VOGEL. Thank you, Senator Boren.
As you stated, I am Sarah Vogel. I am the Agriculture Commis-

sioner of North Dakota and I very much appreciate the opportuni-
ty to testify on this important issue.

In 1983, as a private attorney I brought a case known as Cole-
man v. Block, and it dealt with the foreclosure practices of the
Farmers Home. We won the case. There were many years of litiga-
tion, appeals, cross-appeals, so on, but the problems of the farmers
were not abated. The opportunity to actually cure some of the un-
derlying problems that have built up over these many years came
with the Agriculture Credit Act of 1987.

And this act, as you stated, provides farmers with the opportuni-
ty to restructure their debt when that is better for the taxpayer,
and it also incidentally happens to be better for the farmer, for the
Main Street business, for the communities, for the states, and so
on.

Senator BOREN. For the government as well if it was a--
Ms. VOGEL. Oh, yes.
Senator BOREN [continuing]. Farm credit system loan because it

is--
Ms. VOGEL. Yes.
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Senator BOREN [continuing]. Cheaper for the government.
MS. VOGEL. Absolutely. One of the craziest things is they went

forward with foreclosures when that was the most costly alterna-
tive in monetary as well as human terms.

So we were very happy that the 1987 Credit Act was adopted, but
we are concerned that the opportunities provided by that law are
being thwarted and brought to a screeching halt in many instances
by the tax consequences of the restructurings, liquidations, reten-
tions of homestead, and so forth.

As you stated, on paper it may look as though the farmer may be
making money. In actuality, they are not. Senator Kassebaum put
it well when she talked about a tax on farm failure, a tax on liqui-
dation.

And the time for adoption of this law is literally now. In North
Dakota we are dealing with a vast number Farmers Home and
Farm Credit Services cases where we have really a brief and limit-
ed window of time within which to finalize restructuring plans
with these agencies or else it will go to court to Chapter 12, to
Chapter 7, and so forth.

Nationwide, there were 66,000 notices sent by Farmers Home
alone last year. They are soon going to be issuing another 16,000.
Of the 66,000 sent out last year, more than 31,000 were unable to
meet debt restructuring alternatives, and those 31,000 will all face
this problem, as will many of the others who were able to restruc-
ture.

Contrary to popular belief, including mine for a period of time, I
thought that the tax consequences arose when the farmers bought
land at high values and then had debt forgiven. In fact, it is gener-
ally the ones who bought land when it was lower priced who are
most affected. The low commodity prices, the cost-price squeeze, the
crop failures, and so forth, and the highest real interest rates this
Nation has ever known, all those factors led to the farmer being
unable to cash flow. Then when it comes time for some type of res-
olution through partial deed-backs conveyances, sales or some
other means. They find that they owe Uncle Sam an incredible
amount in taxes.

Senator BOREN. Because they had a very low basis to start with.
MS. VOGEL. They had a very low basis.
Senator BOREN. Because they bought that land when it was--
MS. VOGEL. That is right.
Senator BOREN [continuing]. Cheaper. It escalated in value. They

may have borrowed against this escalated value, but they had a
very low basis in it to start with.

MS. VOGEL. That is precisely it.
Let me give a couple examples. One of the first cases that we

worked through the Farmers Home restructuring program in
North Dakota involved an elderly farmer who owed quite bit of
money to Farmers Home. He was ill and he wanted to quit, and
Farmers Home was happy with that alternative. It was acceptable
to the farmer. It was acceptable to the Farmers Home. Then they
did as we always tell them to do, check with a tax accountant. Had
he liquidated, this elderly, ill gentleman would have owed $30,000
to the IRS, and meanwhile, his hospital bills are mounting daily. It
is just a terrible thing, but he has no option other than to hang on
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to that farm that he does not want. He is sick and ill and he will
die probably before he can make any kind of a resolution, and his
sons would like to take it over.

I have another example which I have given in my testimony and
I will not go through it. It is a typical, hypothetical case drawn
from the files of the Ag Mediation Program at the Ag Department.

The other factor I wish to bring out is that the tax liabilities
which are sought to be collected are being sought from people who
do not have any money and who do not have any capacity to pay
this money. It is a futile act in most instances. In North Dakota we
did a study on the tax consequences of these liquidations, and ac-
cording to this study, 42 percent of the people who responded to the
survey had increased tax liabilities. The average increased tax li-
ability was $20,000, and most of the people who leave farming are
not moving off to $60,000 a year jobs. They are having a horrible
time finding any kind of work and frequently the work that they
find is going to be hourly and not highly paid. Some of them would
like to go to school and maybe go into a new career. But with a
$20,000 or $40,000 or $50,000 tax liability hanging over their head,
they are finding it impossible to get that fresh start that the Ag
Credit Act was supposed to provide.

I think the bill as a whole is excellent and I fully endorse it.
There are several technical changes that are addressed in Annette
Higby's -testimony, which she submitted in writing from the Center
for Rural Affairs. I would endorse those. It is an excellent bill and I
do believe time is of the essence.

Thank you.
[The prepared statement of Ms. Vogel appears in the appendix.]
Senator BOREN. Thank you very, very much.
We have been joined by my colleague, Senator Dole, who also

serves as a very active member of both this committee, the Finance
Committee, and the Agriculture Committee. I do not know of
anyone in the Senate that has a deeper concern about farmers and
works more effectively on their behalf than does Senator Dole, the
distinguished minority leader.

We have worked together on a number of matters to try to help
farmers, and much of the farm legislation that we have in place
today that benefits farmers bears his imprint.

Senator Dole, we are really happy to have you with us, and he
has indicated he would like to hear the rest of the panel before he
makes remarks as well.

Dr. Harl, we would very much like to hear from you.

STATEMENT OF NEIL E. HARL, CHARLES F. CURTISS DISTIN-
GUISHED PROFESSOR IN AGRICULTURE AND PROFESSOR OF
ECONOMICS, IOWA STATE UNIVERSITY, AMES, IA
Dr. HARL. Thank you, Senator Boren, Senator Dole.
I am Neil Harl of Iowa State University and I appreciate the op-

portunity to appear here today. I commend you for your interest in
this very troublesome subject matter area.

What I would like to do in my few minutes is to place in context
the problems that we are discussing today. I believe there are five
problem areas, and most of the farm situations that we see deal
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with one or more of those five. They are so interrelated that it is
necessary to look at all five of those areas.

The five, very quickly, are first, the problems of gain on relin-
quishing property. It may be relinquishing property to a creditor. It
may be simply sale of the property with the proceeds remitted to a
creditor.

The second is handling the discharge of indebtedness. It often
arises in the same transaction. But from the standpoint of tax law,
we deal with the discharge of indebtedness in a totally different
manner, and I think that is where some of the confusion has en-
tered.

Third, problems with sellers who would like to forgive gain on
land contracts to help financially troubled buyers but are inhibited
in doing so because they fear tax liability, particularly where it is a
related-party situation.

Fourth, those who are inclined to turn to Chapter 7 and 11 bank-
ruptcy because they get a new tax entity and a new start for tax
purposes are now discovering that property is being abandoned
back to the debtor and some of the decisions of the bankruptcy
courts are putting that tax liability back on the debtor and it is de-
stroying the debtor's fresh start.

Finally, the uncertainties of tax treatment in Chapter 12 bank-
ruptcy, and indeed, I think that the McLearan situation that was
described so well earlier is in part a problem related to that one. I
will summarize my testimony very quickly and ask, Senator, if it
could be entered in full in the record.

Senator BOREN. It certainly will be.
Dr. HARL. On the second page of my statement, I distinguish be-

tween recourse debt and non-recourse debt. Most of the farm debt
today is recourse debt. However, there is a significant amount of
non-recourse debt. Commodity Credit Corporation debt, some land
contracts, and some cattle-feeding money back in the late 1970's,
all were non-recourse. For recourse debt, the difference between
the income tax basis of the property and its fair-market value is
gain once you relinquish the property and there is no relief from
that, not even if you are insolvent. This is a fundamental point
that is addressed in Senate Bill 1041.

Now for non-recourse debt, it is the entire difference between the
basis'and the amount of the debt that is gain.

Senator BOREN. Yes.
Dr. HARL. In recent time a private letter ruling of the Internal

Revenue Service has classified even recourse debt as non-recourse
after abandonment out of bankruptcy. This is intensifying the
problem.

The relief in 1041 is on target. There are some technical prob-
lems that I think should be dealt with, and I will submit com-
ments, Senator, because I just acquired a copy of 1041 recently--

Senator BOREN. Right.
Dr. HARL [continuing]. I will submit a more detailed commentary

on the technical side of that.
On the discharge of indebtedness, the second problem area, the

general rule is that discharge of indebtedness is income. But there
are four exceptions to that rule. One is if you are in bankruptcy.
The second is if you are insolvent, not in bankruptcy. The third is
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for purchase price reduction, and the fourth is the solvent farm
debtor rule.

I want to emphasize, Senator', that Chapter 12 bankruptcy debt-
ors in my opinion are eligible for participation in the rule for debt-
ors in bankruptcy. I think there has been some confusion about
that in the country even among tax practitioners. In my opinion
Chapter 12 debtors are in bankruptcy for that purpose.

Unfortunately, this only deals with the discharge of indebtedness
aspect. It does not deal with the gain problem, which is the prob-
lem in the McLearan situation in Oklahoma. But the discharge of
indebtedness rule is terribly important in all of this and I would
point out that the relief provision in 1986 originally was drafted so
that it did not result in taxable income for the debtor. But that was
changed in the Technical and Miscellaneous Revenue Act of 1988,
much to the surprise of a number of us because we thought that
was somewhat beyond a technical correction. But it is there and we
have to live with it.

There are two other aspects of that provision enacted in 1986
that are worthy of note. One is the lack of definition of gross
annual receipts and the fear that this could lead to a loss of eligi-
bility when you liquidate machinery and land, and then the fact
that you have to be an institutional lender to be eligible.

The forgiving of principal could be summarized here to say that
we have two rules, one for related parties and one for unrelated
parties. The rule for related parties is inhibiting sellers from help-
ing financially troubled buyers. We think that should be dealt
with. I would favor a statutory solution. There is a private letter
ruling that is discussed, Ltr. Rul. 8739045, but we do not believe
that ruling addresses the problem adequately.

The fourth problem is abandonment, and this is a serious prob-
lem today in Chapter 7 bankruptcy and in Chapter 11 bankruptcy.
The problem is the uncertainty as to who pays the income tax on
assets that went into bankruptcy at the time of filing and were
abandoned by the trustee because the value of the asset was less
than what was owed on it.-Two recent cases, both in the northern
district of Iowa, have held that it leaves the debtor with the poten-
tial income tax liability. Those cases are cited and discussed there.
I think that the entrapment theory is sound and I would urge that
some attention be given to that approach because it is an integral
part of this entire problem area.

Finally, and in my formal testimony this discussion appears
toward the end of a discussion on the handling of abandonment, is
the tax fate of Chapter 12 filers. This is a problem of great magni-
tude because, as my testimony shows, there has been widespread
use made of Chapter 12. In fact, we have some statistics from in
the north central region indicating that fbr those states as of the
31st of May of this year, there have been 4,558 filings in those 11
States. So it is a very widely used provision.

Unfortunately, at least unfortunately in my view, the Bankrupt-
cy Tax Act of 1980 was never amended to include Chapter 12 filers.
This has created immense uncertainty because one section of that
1980 legislation in fact undercut prior law that existed with respect
to separate entity status and so filers could not even take refuge
there. There is even uncertainty as to whether you can deduct the

28-329 0 - 90 - 2



14

administrative costs of Chapter 12 bankruptcy. We think that the
best solution is simply to include Chapter 12 either--

Senator BOREN. Under the 1980 law?
Dr. HARL. Under the 1980 law-or at least provide an election to

the taxpayer. If the taxpayer wants to keep it very simple it might
be able not to have a separate entity, but would have at least the
elective opportunity to utilize the same rules that Chapter 7 and 11
filers have. This has dogged Chapter 12 from the very beginning,
and of course, it also precludes the fresh start that is possible
under Chapters 7 and 11.

I think a very compelling case could be made for that to be done,
and I think this would help the McLearan situation because they
do not have that opportunity at the present time. I would add, how-
ever, that even if we had that, the problems of abandonment are
such that wherever an asset is worth less than what is owed on it,
there is the threat it will be returned to the debtor and you lose
the fresh start that is assured otherwise.

So we see these as a package, Senator. We believe that Senate
Bill 1041 with some changes in the technical side deals with the
relinquishment problem with respect to gain, but we think there is
more to the problem. In order to deal with it fully, we would sug-
gest that a broad view be taken because there are people out there
struggling daily with respect to all these problem areas.

Thank you so much.
[The prepared statement of Dr. Harl appears in the appendix.]
Senator BOREN. So in addition to 1041, which with your technical

modifications which we will certainly study, another step that
needs to be taken is the modification of the Bankruptcy Act of
19--

Dr. HARL. Of 1980. Yes, sir.
Senator BOREN. And then what else were you suggesting?
Dr. HARL. I would suggest amendment to Section 453B which

would treat related and unrelated parties the same. As it is now,
they are not treated the same and land values in your State you
said had fallen--

Senator BOREN. Yes.
Dr. HARL [continuing]. Fifty percent. In my state, fell 63 percent

before starting to rise. Where land values have fallen, a seller does
not want that land back.

Senator BOREN. No.
Dr. HARL. And so the seller often is willing to forgive principal.

In fact, it is better for the seller to forgive some principal and keep
the buyer in place, than to have that land forfeited back to the
seller. But if the seller has gain, the seller is inhibited from doing
that, and indeed, the related party rule says you cannot avoid the
tax because you must use the face value of the instrument as the
fair-market value.

That is not the rule for unrelated parties. There you take the
fair-market value of the contract, and if the land value has fallen,
almost certainly the value of the contract has as well. So we think
that, coupled with another amendment that would deal with who a
financially-troubled buyer is, to relieve the seller from the risk of
income tax liability from agreeing to a write down of that principal
would be in accord with the Agricultural Credit Act of 1987. Only
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in this case you are dealing with private land contracts and not
FmHA or Farm Credit System obligations. But this is an inhibiting
factor. So we would suggest an amendment to Section 453B.

We also think there should be an amendment to Section 108(g) in
two respects, to deal with the definition of gross receipts and also
to deal with that very limiting lender rule that prevents any but a
debtor with an institutional lender from participating in that very
important relief legislation.

So we see several provisions that ought to be dealt with here. ,
Senator BOREN. Several additional items that will have to be

dealt with.
Dr. HARL. As well as abandonment, which I think also should be

addressed in the Bankruptcy Tax Act of 1980 and should be includ-
ed in Section 1398 of the Code.

Senator BOREN. Thank you. Thank you very much.
Those are very, very helpi"ul, concrete suggestions, and we will

look at those very carefully in terms of drafting the final legisla-
tive remedy.

Mrs. Watkins, we are very happy to have you this morning and
appreciate your joining us and look forward to hearing your com-
ments this morning.

STATEMENT OF SHARON K. WATKINS, PUBLIC ACCOUNTANT,
WATKINS TAX ACCOUNTING, TESTIFYING ON BEHALF OF THE
NATIONAL FAMILY FARM COALITION, LEXINGTON, IN
Mrs. WATKINS. Thank you.
Thank you, Mr. Chairman and Senator Dole, for the opportunity

to speak to you on the subject of Senate Bill 1041.
On behalf of the Credit Committee of the National Family Farm

Coalition, representing over 40 organizations in 35 states, I would
like to express our support for swift action by this Congress on the
Farm Debt Tax Reform Act of 1989 and to thank you for your lead-
ership on this most important issue.

My testimony today will focus on areas of concern that have
been raised by farmers working with the Credit Committee since
the bill's introduction.

As family farmers struggling to save our farming operations
through the new debt restructuring options in the Agricultural
Credit Act, we view this new legislation as a top priority to achieve
the goal of enabling family farmers to stay on their farms and in
their rural communities.

I am Sharon Watkins. I am a farmer, and an accountant from
Southern Indiana. With my young son, I farm 500 acres. We raise
corn, soybeans, tobacco, wheat, hay, and livestock. I also have an
accounting practice. Besides doing over 100 farm tax returns each
year, I assist farmers in restructuring their farm debts. Working
either directly with the farmer or with attorneys, I prepare balance
sheets, cash flows, other financial reports and restructuring plans
as requested by the court or the creditors.

It is my opinion that passage of Senate Bill 1041 in 1989 is as
important to farmers as the passage of the Agricultural Credit Act
was in 1987. It was your leadership, Mr. Boren, in the Senate
Credit Committee that helped to ensure that farmers received bor-
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rowers' rights through that legislation. Now, many of these same
borrowers are not able to make the important decisions on their
future due to uncertainty over under the tax consequences. We
agree with the recent IRS ruling on the impact of shared apprecia-
tion agreements and the timing for tax liability. Yet we feel it
should be incorporated into the statute so that farmers and their
accountants are fully aware of its existence because now I think I
may be the only person in Indiana that knows that letter exists.

Many farmers are now trying to restructure their debts with
their lenders, especially with the Farm Credit System and Farmers
Home Administration. This tax provision is critical for them, as
well as those borrowers who are not able to continue farming and
have no feasible plan of restructuring to present other than a sale
or conveyance of all or part of their assets.

If they file a Chapter 11, again the question of feasibility would
come up. But if they are liquidated, the Chapter 11 rules would
help with the tax problem. The major drawback to a Chapter 11 is
its cost of thousands of dollars, dollars that Senate Bill 1041 by
avoiding bankruptcy for these farmers would make available to
pay their creditors. Plus, many farmers would scale back their op-
erations -rather than do a complete liquidation if given the choice.
But those choices are taken from them if they must file a Chapter
11 to avoid taxes they cannot pay. The court, the trustee, the bank,
and their creditors take control of their operation in a Chapter 11.

Attached to this testimony for the record are tax returns using
1988 tax rates of a farmer who is considering conveying his proper-
ty to his creditor.

[The information appears in the appendix.]
Mrs. WATKINS. The difference in the tax liability as demonstrat-

ed by Exhibits 1 and 1A is $104,543 using the maximum amount of
capital gain of $350,000. The question of whether he would be liable
for taxes of $104,543 means the difference between this particular
farmer being able to restructure his debts or file Chapter 11. He
has a restructuring plan approved by the Farm Credit Service,
which is his only creditor. The tax question is the only remaining
issue to be resolved.

If this bill is enacted it would not reduce taxes, but it would
delay the collecting of those taxes. In the above example, if this
farmer chooses to file Chapter 11 bankruptcy, he would eventually
be discharged from the bankruptcy, and according to his other
assets, after he was, he would not owe any taxes. Maybe the estate
of the bankruptcy would pay some taxes, but not a whole lot. Nor
would he have his basis in his remaining real estate adjusted.
When his real estate is eventually sold or considered in his estate
at death, he would not owe more taxes because of his bankruptcy
restructuring.

If this bill is enacted in its current form, he would owe more
taxes if he chooses to use the provision of the law because of tax
attributes being adjusted. Not only the basis in the real estate
would be adjusted, but immediately the loss of the use of net oper-
ating losses and investment credits would result in more tax reve-
nue being collected annually. We would urge this subcommittee to
modify the order of the tax attributes to ensure that the legislation
benefits those farmers who have been operating at a loss.
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The best business decision for a farmer would be to file bank-
ruptcy and not use 1041 in its current form. But I assure you, my
experience with farmers is they would choose the provision of this
bill rather than file bankruptcy. Most farmers would take any
other option given to them before rather than choose bankruptcy.

Senate Bill 1041 does not result in lost revenues. It results in
eventually collecting more taxes, plus costs less because fewer
farmers would file bankruptcy. I have no idea- what the cost to the
overnment is for a farmer's bankruptcy, but the farmer's cost is
15,000 at a minimum. The cost to the government for maintaining

courtrooms and salaries of judges, clerks, and trustees are certainly
not covered by the $200 filing fee, and by giving farmers another
option during restructuring, more money would be available for
their creditors now.

I do have a concern about the definition of equity in the lan-
guage of the bill. I would like to be assured equity in all property
means total balance sheet net worth, even if this amount is nega-
tive. Attached as exhibit 2 is a balance sheet and an equity analy-
sis of a farmer. The equity analysis is the accepted way I have
always been instructed by attorneys and bankruptcy courts to pre-
pare analyses, and the members of my panel agree with me that
this is the correct way. Please note the difference between net
worth and net equity in my example is $50,000. Using the equity
analysis he is not eligible for this bill, but is under the net worth
test.

Plus, most farmers with financial difficulties have found it neces-
sary to finance their own operations and provide for a full year's
family living expenses. This necessitates a farmer having a large
inventory of cash or inventory at the end of harvest. Perhaps more
than $25,000 maximum equity should be allowed, or there should
be a different way to incorporate the family living expenses into
that calculation.

Attached as exhibit 3 for the record are several balance sheets
and a cash flow. My example, which I believe is typical of the ma-
jority of mid-west farmers, is of a row crop or grain farmer who
does not have an off-farm job or raise livestock. Income is only once
a year for fall harvest time. This finances the entire operation pro-
viding 1 year of family living expenses from the sale of the crop of
the preceding year. Because a growing crop is valued at the lower
of cost or market value and the consumption of the family living
allowances, this farmer is eligible some of the time, but ineligible
the balance of the year. His net worth and the date of that net
worth are listed here and it ranges from $50,000 to a negative
$3,337, the same farmer throughout the year.

My calculations show, and attached as exhibit 4, with a capital
gain of up to approximately $59,500, a farmer would be allowed the
maximum net equity of $25,000, and with a maximum capital gain-
of $350,000, a farmer would be allowed to have a net equity of ap-
proximately $147,000.

Experience -would suggest most farmers would fall in the lower
range, and as the above example shows, it would depend on the
timing of the sale or conveyance as to whether many farmers
would be eligible to use the provisions. Most farmers and creditors
would not consider the timing or would not have enough control of
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the events surrounding the sale or conveyance to time events at
the optimum time.

Following are some additional areas that we feel need to be close-
ly examined by this committee and hopefully included in the final
legislation. They relate to the farmer definition in the legislation.
We want to be sure that farmers who went through debt settle-
ment during the period of the Coleman injunction, at which time
FmHA interpreted the injunction to mean they could not finalize
debt settlements, are able to benefit from these provisions of cap-
ital gains exclusion.

The farmer definition requires that 50 percent of the gross re-
ceipts have been from farming for 6 of the past 10 years. While this
may help some of the borrowers in 1989, we are concerned that it
may be an unintentional barrier for farmers 10 years from now.
We support a provision in the bill that would specifically address
farmers affected during this recent time frame. In addition, we sup-
port changing the material participation test to the qualified farm
indebtedness section, removing it from the farmer definition.

Thank you for allowing me the opportunity to comment on this
bill. We look forward to working with you to ensure swift passage
of this important legislation. This is an important step towards
meeting the goals of the Ag Credit Act for many farmers. It will
help farmers stay on their farms and small businesses remain,
such as our implement dealers, which directly strengthens our
rural communities.

If I may answer any questions, I would be happy to do so.
[The prepared statement of Mrs. Watkins appears in the appen-

dix.]
Senator BOREN. Thank you very, very much.
The testimony of all of you has been very, very helpful to the

committee this morning because you have not only helped us
define the problem and amplify the problem and made it more real
and concrete to us, but you have also given us some very excellent
suggestions on how to proceed.

I am certainly going to make an effort-I know Senator Dole is
and other members of the committee-when we do consider tax
legislation this year and the tax and budgetary package through
the reconciliation process to get some legislative language attached
to deal with this problem because I know how urgent it is. We are
going to do everything that we can to be successful in this area and
having these concrete suggestions from you is very, very helpful.

Let me turn to my colleague, Senator Dole, now for any com-
ments he might like to make, and Senator Dole, we really appreci-
ate you being with us this morning.

OPENING STATEMENT OF HON. ROBERT DOLE, A U.S. SENATOR
FROM KANSAS

Senator DOLE. First I want to thank you, Mr. Chairman, for con-
ducting these hearings and for your leadership in all areas of agri-
cultural taxation, and this is certainly an important one.

I do not know how this situation arose in the first place. We
have not figured it out yet. Sometimes you do not know whether
the government is working for you or not. I have listened with in-
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terest to the statements. I listened with particular interest, Dr.
Harl, to your statement. I think it does have a number of good, spe-
cific suggestions that we might be able to incorporate.

And also, Mrs. McLearan, I think there is a time deadline here if
we do not do something this year-you are going to have to get an-
other extension as I understand it.

Mrs. MCLEARAN. We cannot get another extension.
Senator DOLE. You cannot get another extension?
Mrs. MCLEARAN. We are up October 15.
Senator BOREN. They are against october 15. We may need

to--
Senator DOLE. We will have to move fairly quickly.
Senator BOREN. We may need to contact the IRS to get--
Senator DOLE. I am going to be seeing Secretary Brady at 11:30. I

will hand him a copy of your testimony. I will be happy to do that
and let him know of Senator Boren's interest and that will frighten
him a little. [Laughter.]

Mr. Chairman, I think I will just put my statement in the record.
You have certainly covered everything. We do want to correct this
situation and make some other corrections. I think Senator Boren
is right on target. I am pleased that my colleague, Senator Kasse-
baum, was here earlier because this matter should be corrected,
should be done very quickly, and I would be happy to work with
Senator Boren to see if we cannot expedite this. Our problem may
be finding a vehicle--

Senator BOREN. The vehicle.
Senator DOLE [continuing]. Because revenue bills originate in the

House, and I am not certain we have any over here now.
Senator BOREN. I guess we are waiting for them to send us one

or--
Senator DOLE. Or maybe we could put it in reconciliation.
Senator BOREN [continuing]. Put it in reconciliation.
Senator DOLE. Put it in reconciliation, and hopefully that would

be completed by October 15, but there ought to be some way we
could address that particular problem.

Mrs. MCLEARAN. I hope so.
Senator BOREN. Maybe we could get the Department and the

Service to give a blanket extension for a little longer period, know-
ing that we are working on the legislative remedy. Maybe we could
get them to carry us, at least, through the end of this session to
give us time to act on it.

Senator DOLE. And I am pleased that Chapter 12 is being used so
widely. Many members worked very diligently on it, including Sen-
ator Grassley as you know. I do not know whether it was his origi-
nal idea, but he certainly was one of the key sponsors of that legis-
lation. And I do not think anybody ever thought it was going to
trigger tax liability if you have debt forgiveness. It probably would
not have been used at all because of the very things you have each
spelled out.

Senator BOREN. Right.
Senator DOLE. So I just say to the panel and to Senator Boren, I

am certainly pleased to be here and certainly want to be helpful
and I would ask that my statement be made a part of the record.
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[The prepared statement of Senator Dole appears in the appen-
dix.]

Senator BOREN. Thank you very much.
Let me just ask because, after I said we would not ask after each

person, I did end up asking questions after each one, so I have
pretty well covered most of the things that I wanted to ask, and we
will go back. We have our own technical experts on the staff, tax
experts, to go into the specific suggestions that you have made and
also that you have brought with you. For example, Mrs. McLearan
from your own tax counsel, the letters that we are going to receive.

Mrs. MCLEARAN. Mr. Chairman, I would like also to ask that my
cover letter be admitted as written, along with the examples from
tax attorney.

Senator BOREN. Absolutely. We will certainly do that.
Mrs. McLEARAN. Thank you.
Senator DOLE. I am writing a little note to Secretary Brady on

your testimony and I will give it to him in about 10 minutes.
Mrs. MCLEARAN. Thank you.
Senator BOREN. Excuse us. We are working on the disaster bill

here at the same time. He is on his way to see-this is the way
work gets done around here. We all stay so busy that when we fi-
nally do get to see each other, why, we have to take advantage of
the opportunity. So we are working on the drought bill a little bit
and also getting this note ready to take over to Secretary Brady on
your situation.

Mrs. McLEARAN. Thank you.
Senator DOLE. I was on WHO the other day and I said, "How's

the corn cr-op?" They said, "We're worried about a frost. Every-
thing else looks so good." Now we are worried about the frost.
[Laughter.]

I understand that is not true in North Dakota though.
Ms. VOGEL. In North Dakota we have had very little relief since

July 4th weekend when everything really went to pieces.
Senator DOLE. Which Senator Conrad has pointed out.
Senator BOREN. It has gotten so much worse since then.
MS. VOGEL. And it is still hot and it is still windy and it is very

severe. I have numbers and all that with me in case anybody wants
to see them.

Senator DOLE. I would like to have those if you give those to
Carolyn after--

Ms. VOGEL. Yes, yes.
Senator BOREN. Because we are working on trying to get the Dis-

aster ]Relief Bill, get an agreement on it and get up on the floor
next week, get it all wrapped up before we go out, so we have two
or three emergencies here we are trying to deal with at once and
trying to get them done.

We will be right back with you, if you could just hold for one
second.

Let me just ask the point on tax attributes, for example, the car-
rying forward of the net operating losses, not being able to carry
those forward as the bill is now written.

Do all of you view that as a potentially serious problem? I know
Mrs. McLearan spoke about that. Do the rest of you see that as a
potentially difficult problem as well?
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Dr. HARL. I think it is, Senator. I think that this bill probably
should track Section 108 in terms of tax attributes. I think it
should be not less advantageous to taxpayers than the Section 108
provisions already are. Practitioners are familiar with that regi-
men, and I would be more comfortable, I think, with that approach
with the relief provision preceding the reduction of tax attributes
under Section 108.

Senator BOREN. Fine.
Ms. Vogel, do you agree with that, and you, Mrs. Watkins? It

does seem to me that, you know, here we are. It is sort of cruel and
unusual punishment again to get people on a path where they
might be able to work their way out of it and then put them in a
situation where they are never going to be able to get the cash flow
to really meet their debts because of what we are doing to them in
the tax consequences. As long as we are limiting this to people in
financial distress, there are not others that are going to come in
and get a windfall out of it.

Well, as I say, I have rarely seen testimony that is going to be
more helpful to us as we work on this than we have had today, as
we work on the specifics of this, because you have all had excellent
suggestions.

I really do not have any other questions. I think I understand
your testimony. It is full and complete, and needless to say, I agree
with it. I am struck by the urgency of the need to deal with it, and
I assure you will have allies in this like Senator Dole and other
members of this committee. We will be hounding our fellow mem-
bers until we get some action on this. Our problem simply is, as he
has stated it, that the Senate cannot move tax legislation on its
own. We have to wait until there is a tax bill that comes over from
the House to which we can attach this, and I would urge you to
also be talking about, those in the House of Representatives that
you know, urging them to get some sort of tax vehicle moving,
either to pass this kind of legislation as a free-standing bill and
send it over to us, or to get some other legislation.

We have been known to latch onto any tax bill that moves and
add significant amendments over here. I remember the one famous
bill that dealt with the tax exemption on taxes on a church bell
that ended up being a major rewrite of the entire tax code after the
amendments were added. So we just simply have to find a vehicle
and that is going to be our problem, finding the vehicle to which
we can legally attach a tax amendment over here in time to get
this problem dealt with as the clock is running against us, but we
will do our very best to do that.

Senator Dole has told me that he is going to discuss this with
Secretary of Treasury Brady this morning in his meeting with him,
and you certainly have been a great help to us in making the long
trip to be here and to testify with us this morning, and I will
assure you that your testimony is going to have more impact than
might appear from the members of the committee who heard you
in person this morning because it gives us a good blueprint to work
from as we are redrafting the legislation.

I think that Senator Conrad and I and others who introduced the
bill realized it was not the total solution, but again, we wanted to
get a vehicle introduced as soon as possible to enable us to begin to
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draw attention to this problem, and another requirement we have
in the Senate very generally is that you cannot act on legislation
on the floor until we have had a hearing in the appropriate com-
mittee on the legislation. So even if we were act to use it as a floor
amendment or a committee amendment either one, it is very neces-
sary for us to have a hearing and to have this kind of information
in the record. So you have helped us very significantly by being
here this morning and moving the process forward and we will be
doing all that we can.

Thank you for joining us this morning. Thank you very much.
Ms. VOGEL. Thank you.
Mrs. MCLEARAN. Thank you.
Dr. HARL. Thank you.
[Whereupon at 11:20 a.m., the hearing was concluded.]
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ALPHABETICAL LISTING AND MATERIAL SUBMITTED

PREPARED STATEMENT OF SENATOR DAVID L. BOREN

We are here today to discuss a number of very serious problems facing America's
family farmers. As a member of the Agriculture Committee and a past chairman of
the Farm Credit Subcommittee, I am very much aware of the financial burdens our
farmers are currently facing. In an attempt to address some of those problems the
Agricultural Credit Subcommittee wrote a broad restructuring of the Farm Credit
System in 1987. It was our intention then to help America's farmers avoid bank-
ruptcy by allowing them, and the various financial institutions, the flexibility to re-
structure their enormous debt when it was less costly to the taxpayer to do so. The
Agricultural Credit. Act of 1987 helped stop the vicious cycle we were experiencing
where declining farmland values led to more foreclosures, more land sales, and
therefore still lower land values. But there is work yet to be done.

Today a farmer seeking to avail him or herself of the various means of restructur-
ing their debt may yet find themselves facing an insurmountable tax liability. Typi-
cally in the past when a farmer sought to restructure, and the lender was willing to
discharge certain debts, any discharged debt over than the amount of the farmer's
"basis" in the property and his "tax attributes" was treated as non-taxable income.

Today, as a result of a "non-controversial" technical amendment in last year's tax
biil, a farmer who seeks to restructure his debt is likely to find himself facing a
t.-nendous tax liability on "phantom" income he never received. Current law
limits a farmers ability to exclude from taxable income discharged debt only to the
extent he reduces his basis and uses his tax attributes. Now the farmer must treat
as taxable income any amount of discharged debt in excess of basis and tax at-
tributes. He now must pay tax on money he never had!

It would appear our efforts to help our family farmers avoid bankruptcy have
been substantially negated. Can a farmer now seek shelter in Chapter 12 bankrupt-
cy And have the debt discharged under a court approved restructuring plan? Will
that allow the forgiven debt to be treated as non-taxable "income?" Evidently not in
Oklahoma, where several of my constituents have been informed by the IRS that
Chapter 12 or not they are being-held liable for taxes on "income" they have never
seen.

Some agricultural producers and tax specialists suggest a return to the provision
in the 1986 tax reform is not enough. Even under that provision a farmer had to
give up his tax attributes first.

Clearly these are problems that need that to be addressed and hopefully today we
can come up with some answers. One of the proposed solutions is legislation (S.
1041) that would provide not only an exclusion of discharge of indebtedness income
for farmers, but also provide an exclusion for capital gains that arise when farm
property is transferred to a lender in exchange for debt relief.

This issue is certainly a timely one. After a FmHA moratorium of several years
and the implementation of the Agricultural Credit Act, thousands of farmers are
now completing the restructuring process. Also, FmHA is preparing to send out the
next wave of delinquency notices soon. Many borrowers who restructured their
loans this year are confused about the rules that apply to them, and those who will
soon receive notices will need to be sure of the tax consequences of their options
before a sound decision can be made. However, it is important to note that this
problem applies to more that just those borrowers restructuring under the Ag
Credit Act.

(23)
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I look forward to hearing the suggestions and comments from my colleagues and
our panelists who have no doubt traveled great distances to be with us today.

Attachment.

DESCRIPTION OF S. 1041 RELATING TO CAPITAL GAIN ON TRANSFER OF FARM PROPERTY
IN DISCHARGE OF CERTAIN FARM INDEBTEDNESS

IPrepared by the Staff of the Joint Committee on Taxation, July 21. 1989, JCX-36-89)

INTRODUCTION

The Subcommittee on Energy and Agricultural Taxation of the Senate Committee
on Finance has scheduled a public hearing on July 28, 1989, on S. 1041 (introduced
by Senators Conrad, Daschle, Boren, and others). The bill would provide tax relief
for certain farmers who realize gain on the transfer of farm property in satisfaction
of farm indebtedness. In addition, the bill provides that farmers meeting certain re-
quirements could exclude income from discharge of farm indebtedness, subject to a
maximum dollar limit.

This document,' prepared by the staff of the Joint Committee on Taxation, pro-
vides a description of the provisions of the bill, including present law and effective
dates.

PRESENT LAW AND BACKGROUND

Gain on transfer of property for cancellation of indebtedness
Gain from the sale or other disposition of property is determined by computing

the excess of the amount realized therefrom over the adjusted basis of the property.
The amount realized is the sum of any money received plus the fair market value of
any property (other than money) received. In general, the entire amount of gain de-
termined on the sale or exchange of property is recognized for Federal income tax
purposes (sec. 1001)

If a taxpayer transfers property to a creditor in exchange for the cancellation of
an indebtedness, the taxpayer may recognize both gain on the property and cancel-
lation of indebtedness income. The transfer of property in consideration of the can-
cellation of indebtedness is equivalent to a sale for Federal income tax purposes. For
example, if the debt that is cancelled is one for which the taxpayer is personally
liable, gain will be recognized in the amount of the excess of the fair market value
of the property over the basis of the property. In addition, the taxpayer will have
discharge of indebtedness income in an amount equal to the excess of the amount of
the debt discharged over the fair market value of the property.
Cancellation of indebtedness income

Gross income generally includes income from the discharge of indebtedness (sec.
61(aX12)).

Treatment of insolvent taxpayer
If an insolvent taxpayer realizes income from discharge of indebtedness, the

income is excluded and certain tax attributes of the taxpayer (including items such
as net operating loss carryovers and basis in property) generally are reduced by the
excluded amount. The exclusion is limited to the amount by which the taxpayer is
insolvent. If the taxpayer's discharge of indebtedness income (not in excess of the
amciunt by which the taxpayer is insolvent) exceeds these tax attributes, the excess
is forgiven, i.e., is not includible in income (sec. 108).

Treatment of certain farm indebtedness
The Tax Reform Act of 1986 provided that, in the case of a solvent taxpayer who

realizes income from the discharge by a "qualified person" of "qualified farm in-
debtedness," the discharge is treated in a manner similar to a discharge incurred by
an insolvent taxpayer (sec. 108(g)). Qualified farm indebtedness is indebtedness in-
curred directly in connection with the operation of a farming business by a taxpayer
who satisfies a specified gross receipts test. The gross receipts test is satisfied if 50
percent or more of the taxpayer's average annual gross receipts for the three tax-
able years preceding the taxable year in which the discharged indebtedness occurs
is attributable to the trade or business of farming. A qualified person is one regular-

'This document may be cited as follows: Joint Committee on Taxation, Description ofS. 1041,
Relating to Capital Gain on Transfer of Farm Property in Discharge of Certain Farm Indebted-
ness (JCX-36-89), July 21, 1989.
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ly engaged in the business of lending money and meeting certain other require-
ments. The Technical and Miscellaneous Revenue Act of 1988 provided that the
amount excluded under this provision generally may not exceed the sum of the tax-
payer's loss and credit carryovers and the taxpayer's basis in property held for use
in a trade or business or for the production of income. Thus, if there is any remain-
ing discharge of indebtedness income after the taxpayer has reduced these tax at-
tributes, income will be recognized.

EXPLANATION OF THE BILL

In general
S. 1041 (introduced by Senators Conrad, Daschle, Boren, Harkin, Kerrey, Dixon

and Burdick on May 18, 1989) would provide tax relief for certain farmers who real-
ize gain on the transfer of farm property in satisfaction of farm indebtedness. In
addition, the bill provides that farmers meeting certain requirements could exclude
income from discharge of farm indebtedness, subject to a maximum dollar limit.
Exclusion of certain gains

The bill would exclude from the gross income of certain farmers that portion of
the gain from the transfer of farm property in complete or partial satisfaction of
qualified farm indebtedness (i.e., debt incurred directly in connection with the trade
or business of farming) that does not exceed $350,000. This rule would apply to a
taxpayer that meets all of the following requirements: (1) the taxpayer's adjusted
gross income (with certain modifications) is less than the national median adjusted
gross income; (2) more than 50 percent of the taxpayer's gross receipts for 6 of the
10 taxable years preceding the year of transfer is attributable to the farming busi-
ness, the sale or lease of assets used in farming, or both; (3) the taxpayer materially
participates in the farming business; and (4) the amount of equity in all property
held by the taxpayer after the transfer is less than the greater of (a) $25,000 or (b)
150 percent of the excess of the tax that would be due if this provision and section
108 of the Internal Revenue Code (which relates to exclusions of certain discharge of
indebtedness income) did not apply, over the tax that would be due if this provision
and section 108 did apply.

The bill provides that the $350,000 limit on excludable gains would be reduced by
prior year exclusions of gains under this provision, as well as by current year and
certain prior year exclusions of discharge of indebtedness income under section 108.
In addition, any amount that is excluded by reason of this provision would reduce
certain tax attributes of the taxpayer.
Exclusion of discharge of indebtedness income

The bill provides that farmers meeting certain requirements could exclude income
from discharge of qualified farm indebtedness, but not in excess of $350,000. This
provision would apply to a taxpayer meeting the requirements described above if, in
addition: (1) the taxpayer's indebtedness both before and after the discharge is equal
to 70 percent or more of the equity in all property held by the taxpayer, and (2) the
taxpayer transfers only farm property to discharge the qualified farm indebtedness.

The bill provides that the $350,000 limit would be reduced by prior year exclu-
sions of gains from the transfer of farm property (under the provision described
above) and prior year exclusions of discharge of qualified farm indebtedness income
under this provision.

The present-law rule that generally limits the exclusion of income from the dis-
charge of qualified farm indebtedness to the sum of the taxpayer's loss and credit
carryovers and the taxpayer's basis in certain property, would not be changed by
this provision of the bill.

EFFECTIVE DATES

The gain exclusion provision of the bill would apply to transfers after December
31, 1986, in taxable years ending after such date. The provision of the bill relating
to the exclusion of discharge of indebtedness income would apply to discharges of
indebtedness occurring after December 31, 1986 in taxable years ending after such
date.

PREPARED STATEMENT OF SENATOR TOM DASCHLE

I am pleased that Senator Boren, as Chairman of the Subcommittee on Energy
and Agricultural Taxation, decided to hold this hearing on the grave tax conse-
quences faced by farmers who undergo debt restructuring. I have been working on
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these problems with Senator Conrad since last year, and I want to express my ap-
preciation to Senator Boren for this opportunity to study them in more detail.

Subsequent to the passage of the Agricultural Credit Act of 1987, which permitted
marginally insolvent farmers the option of having their debt restructured, I and
many of my colleagues began receiving letters from farmers telling us that, in many
cases, the tax consequences of debt restructuring were placing farmers in a worse
position than if they had not undergone restructuring at all. At the end of last year,
Senator Conrad and I introduced legislation to address the tax problems associated
with debt restructuring.

We sought and received extensive comments on the bill we introduced last year
and used these in an attempt to improve our measure, which we reintroduced this
year with Mr. Boren and several other members of the Senate. I think our bill has
been substantially improved, but I want to state for the record that it is not set in
stone. We welcome further suggestions for enhancing its provisions.

It is hard to underestimate the dimensions of this issue. The decline in the agri-
cultural economy continues. Last year, we lost over 1,000 farms in my state of South
Dakota alone. More and more farmers are falling behind on their debt payments
and are seeking ways to get back on their feet again. This year, over 15,000 delin-
quent farm borrowers nationwide will be notified of their right to restructure their
debt.

I am sure that all the technical details of the tax effect of debt restructuring will
be covered at this hearing. A major part of the problem revolves around the recogni-
tion of capital gain, particularly where the farmer sells property in order to retire
debt. I just want to emphasize that this aspect of the problem is exacerbated by the
repeal of the capital gains exclusion in 'the Tax Reform Act of 1986. Since that
major overhaul of the tax code was passed, capital gains have been taxed at a
higher effective rate. This, along with the elimination of a number of other tax pro-
visions that were beneficial to farmers, has increased the financial burdens on farm-
ers facing debt problems.

In closing, let me point out that the bill introduced by Senators Conrad, Boren
and I does not open a giant loophole for farmers. It incorporates a number of safe-
guards that will insure that it can only be used by those for whom it was intended.
More importantly, it furthers the intent of Congress in passing the Agricultural
Credit Act of 1987.

1 am hopeful that my colleagues in the Senate, who will read the transcript of
this hearing, will take the matters discussed here to heart and assist me and the
other sponsors of this important legislation in getting it passed as soon as possible.

Thank you.

PREPARED STATEMENT OF SENATOR BOB DOLE

Mr. Chairman and distinguished finance committee colleagues, I know you are
concerned about the debt burdens that threaten not only many thousands of farm
families, but also their communities and their way of life.

Soaring farmland values in the 1970s encouraged farmers to borrow amounts
which now exceed the value of their assets. As these families struggle against insol-
vency, each new crisis, such as another year of drought, jeopardizes their ability to
both service those debts and meet current expenses.

In 1986, the Congress enacted two laws which addressed this problem directly.
First, it created an expedited farm bankruptcy procedure, Chapter 12, to provide
relief to farm families with overwhelming debts. Chapter 12 allows small farmers to
set up a three-year payment schedule for their obligations and to obtain a discharge
from the excess unsecured debt. Of course, a Chapter 12 discharge, like any dis-
charge in bankruptcy, does not trigger income tax liability on account of the forgive-
ness of indebtedness.

However, while providing needed relief to debtor families, a Chapter 12 discharge
may increase the suffering within their communities. This is because a bankruptcy
proceeding will adversely affect every unsecured creditor. Generally, those creditors
will include the local feed lot, the grocer, the hardware store and other small busi-
nesses which may be as unable to do without future debt payments as the family
was to make them.

Accordingly, with the support of Senators Kassebaum, Grassley and many mem-
bers of this subcommittee and of the Finance Committee, I included an amendment
in the Tax Reform Act of 1986 to provide that the discharge of qualified farm in-
debtedness outside of bankruptcy, like its discharge under Chapter 12, would not
trigger income tax liability on account of the debt forgiveness.
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Our amendment was specifically designed to provide an alternative debt relief
procedure that would protect the local businessman. It enabled a farmer to secure a
private restructuring of his debt to one or two major creditors and thereby avoid
bankruptcy. Without this amendment, these private restructurings, which benefit
the community, would actually penalize the debtor by creating a new- tax debt, often
many thousands of dollars worth, which would undo the very relief he needed.

Unfortunately, two years after its enactment, and two years after many farmers
had restructured their debts in reliance on this relief, our amendment was retroac-
tively undone by a 1988 technical correction. This very untechnical technical was
not discussed with me or with my staff. Moreover, because it so clearly defeats the
specific purpose of our amendment, I am convinced that a mistake was made.

Accordingly, I have written to my good friend, the distinguished chairman of the
Finance Committee, requesting that this error be corrected in a further technical
correction. Failure to redress this wrong will have adverse consequences for farm
communities in my State and in his. But most unfairly, it will impose a retroactive
and undischargeable tax burden on those farmers who sought the private debt
relief-which I believe was the best solution then available-at a time when that
relief was tax-free.

I pledge to work with this subcommittee to ensure that this injustice does not
occur.

PREPARED STATEMENT OF NEIL E. HARL

Experience of the past five years with unsustainable debt in agriculture has iden-
tified five major tax problems. Those problem areas are (1) substantial amounts of
gain on relinquishing property to creditors or otherwise, even by insolvent debtors;
(2) handling discharge of indebtedness income; (3) gain to sellers of property on con-
tract who forgive principal to assist a financially troubled buyer; (4) gain on aban-
donment of property in bankruptcy; (5) the uncertainties of income tax treatment of
debtors in Chapter 12 bankruptcy.

1. GAIN ON RELINQUISHING PROPERTY

A problem that has grown increasingly severe as the farm debt crisis has deep-
ened is the triggering of gain on the transfer of property to satisfy debt. Initially,
many of the assets sold or turned over to creditors had a relatively high income tax
basis and produced little, if any, gain. As the debt problems have persisted, a rising
proportion of assets relinquished to satisfy debt have had a low basis. The result, in
many instances, has been an astonishing amount of gain. The gain is taxable even
though the debtor is insolvent.

For recourse debt, the turnover of property to creditors produces gain or loss
measured by the difference between the income tax basis of the property and its fair
market value.' The difference between fair market value and the amount of debt
discharged (not counting debt that would have produced an income tax deduction
had it been paid) is discharge of indebtedness income.2 For non recourse debt, fair
market value is ignored and the entire difference between basis and amount of debt
discharged is gain or loss on disposition of the property. 3

A carefully limited provision forgiving gain on disposition of property to satisfy
debt would be in accord with the concept of a "fresh start," the provisions on han-
dling the discharge of indebtedness for insolvent debtors and those in bankruptcy 4
and the enactment in 1986 reducing the long-term capital gains exclusion as an al-
ternative minimum tax preference item for the transfer of farmland by an insolvent
farmer to a creditor in cancellation of indebtedness (or the sale or exchange of farm-
land under threat of foreclosure).5

!H. DISCHARGE OF INDEBTEDNESS

As a general rule, all discharge of indebtedness produces income.6 Four excep-
tions are recognized-1) debtors in bankruptcy. (2) insolvent debtors not in bank-
ruptcy, (3) solvent farm debtors, and (4) purchasers undergoing purchase price ad-
justment as to purchased assets.7 It should be noted that even Chapter 12 debtors
are eligible for the relief provision for debtors in bankruptcy.,

For farm debtors, the rule for solvent farm debtors enacted in 1986 has been help-
ful and would have been more so had the provision not been so limiting.9 The most
troublesome aspects of the provision include-(1) disqualification of obligations for
relief involving noninstitutional lenders 10 and (2) the lack of definition for "gross
annual receipts" and the concern that sale of assets to satisfy debt would disqualify
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debtors from using the provision.II An amendment was added in 1988 specifying
that discharge of indebtedness in excess of tax attributes and reduction of basis is
income. ' 2

1i. FORGIVING PRINCIPAL

If a seller of assets under installment. reporting of gain cancels or forgives princi-
pal to help a financially troubled buyer; the forgiven or cancelled principal amount
may have to be reported for income tax purposes as though the seller had collected
the amount. I.R.C. § 453B(f), on its face, seemingly requires that outcome.

Under that statute, enacted as part of the Installment Sales Revision Act of 1980,
cancellation or forgiveness of principal is treated as a disposition of the obligation.
Thus, if the seller forgives or cancels the obligation to pay amounts due, the result
is the same as a disposition of the obligation. If the seller and buyer are unrelated,
the gain on cancellation or forgiveness is calculated using the fair market value of
the installment obligation.' 3 With one significant exception, the fair market value
of the obligation should parallel the fair market value of the collateral. Hence, if
land values have declined, so too has the fair market value of the installment con-
tract or contract for deed. Indeed, if land values have fallen to the level of the sell-
er's income tax basis in the obligation, there is no gain on disposition of the obliga-
tion. The exception is where the buyer has ample non-exempt assets reachable by
creditors to satisfy a deficiency judgment. In that event, the fair market value of the
installment obligation may be its face value.

In the event the seller and buyer are related, the calculation of gain on cancella-
tion or forgiveness must use the face value of the obligation, not its fair market
value.14 Therefore, the more serious problem of gain on cancellation or forgiveness
of principal is where the seller and buyer are related.'5

The reason for the 1980 amendment cracking down on cancellation or forgiveness
of principal was the practice that intensified during the 1970s of selling property to
children, qualifying the transaction for installment reporting and then canceling
payment obligations, often at Christmas time. The belief had emerged that the po-
tential gain in the cancelled payments did not have to be reported for income tax
purposes. The resulting legislation required that cancelled or forgiven payments had
to be reported into income by the seller.

The question is whether the 1980 amendments apply to cancellation or forgive-
ness of principal to help a financially troubled buyer. The statute does not draw a
distinction between financially healthy and fi:.ancially troubled buyers. And the
statute arguably is broad enough to encompass all types of cancellation or forgive-
ness of principal.

In the only formal pronouncement to date, in a private letter ruling, the Internal
Revenue Service has indicated that cancellation or forgiveness of principal for a fi-
nancially troubled buyer does not result in income to the seller under I.R.C. § 453B.
The problem is that the ruling 16 cites to revenue rulings issued in the 1950s '7 and
1960s 1 8 and completely ignores the enactment of I.R.C. § 453B in 1980.19

Despite more recent informal statements that the Service does not intend to
pursue the matter with sellers forgiving principal to help financially troubled
buyers, a definitive statement by the Service or a statutory amendment is needed to
lay to rest the residue of concern persisting in this area. The Congress is urged to
eliminate the distinction between related and unrelated taxpayers.

IV. ABANDONMENT IN BANKRUPTCY

Stripped to its barest essentials, bankruptcy is a concept for-(1) providing honest
but poor debtors a "fresh start" in their financial life and (2) assuring a fair distri-
bution of property as among the unsecured creditors. Secured creditors are assured,
of course, of receiving the value of their collateral.

Whenever the fair market value of a debtor's asset is less than the amount owed
on the asset, the unsecured creditors gain nothing and there is no good reason for
the bankruptcy trustee to spend time and money administering that property. The
usual procedure is for the trustee to "abandon" the property. 20 That's typically
done whenever particular items of property are "burdensome to the bankruptcy
estate or of inconsequential value and benefit to the estate." Freely translated, that
means there's nothing for the unsecured creditors.
Meaning of abandonment

Section 554 of the Bankruptcy Code recognizes four abandonment possibilities-(1)
after notice and a hearing, the trustee in bankruptcy may abandon property that
meets the test; (2) on the request of a party in interest and after notice and a hear-
ing, the court may order the trustee to abandon any property of the estate that is of
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no benefit to the bankruptcy estate; (3) scheduled property not administered before
a bankruptcy case is closed is deemed abandoned to the debtor and is considered to
have been administered; and (4) unless the court orders otherwise, property of the
estate that is riot abandoned and that is not administered in the case remains prop-
erty of the estate. Abandonment of property in farm bankruptcies has become quite
common in many districts since the mid-1980s.

The pressing question with abandonments in recent years has been the income
tax consequences.
The Bankruptcy Tax Act

Unfortunately, the Bankruptcy Tax Act of 1980, although providing highly useful
guidance in handling some bankruptcy tax matter, failed to deal with the tax conse-
quences of abandonment. Here's what we know-

* The movement of the debtor's property into the bankruptcy estate (for individ-
uals filing under Chapter 7 or 11 bankruptcy) does not trigger adverse tax conse-
quences. 21 A recent bankruptcy court case in opposition to that statutory provision,
In re Rasmussen,2 2 involves the highly novel theory that the property transfer upon
bankruptcy filing involves a "sale or exchange." Apparently. Rasmussen was not ap-
pealed. 23

Indeed, the statute makes it clear that a transfer of an asset from the debtor to
the bankruptcy estate is not to be treated as a disposition "for purposes of any pro-
vision of this title... and the estate shall be treated as the debtor would be treated
with respect to such asset." 24 Thus, not only should there be no gain or loss trig-
gered on bankruptcy filing, there should be no recapture of depreciation or invest-
ment tax credit, no recapture of soil and water conservation or land clearing ex-
pense and no recapture of government cost sharing payments. Moreover, because of
reference to "this title," there should be no recapture of special use valuation bene-
fits and no acceleration of payment of Federal estate tax deferred under the install-
ment payment options.

This provision assures that movement of assets into the bankruptcy estate should
not trigger adverse tax consequences to he debtor.

* In a similar manner, the movement of assets (that survive bankruptcy) from the
bankruptcy estate back to the debtor at the "termination of the estate" does not
trigger adverse tax consequences.2 5 Again, the debtor is treated as the bankruptcy
estate would be treated with respect to the asset and the transfer is "not . . . treated
as a disposition."

* If property of the bankruptcy estate is sold or disposed of in a taxable exchange
to third parties (for example, stored grain sold at the local elevator) the usual non-
bankruptcy rules govern the transaction. Gain or loss is recognized on the exchange.

e Nothing is said in the Internal Revenue Code about the tax consequences of
abandonments in bankruptcy. As is nearly always the case where there is no statu-
tory guidance in a tax matter, the courts struggle for coherence and uniformity.
Possible theories -

Several years ago, two theories were identified as to the tax consequences of aban-
donment.25 One theory, the entrapment theory, was premised on the assumption
that abandoned assets had entered the bankruptcy estate without adverse tax conse-
quences, in accordance with I.R.C. § 1398(f)(1), and that later abandonment from the
bankruptcy estate triggered the usual tax consequences of a sale or exchange. 27

Any gain or loss and any recapture consequences would be the concern of the bank-
ruptcy estate as a separate taxpayer. The debtor would take over the property with
an income tax basis equal to its value so there would be no gain or loss to the debtor
when the creditor exercised available remedies to acquire the property in satisfac-
tion of the debt after abandonment.

The other theory, termed the deflection theory, assumed the abandoned property
never entered the bankruptcy estate. Language in Mason v. Commissioner 28 and In
re Cruseturner 2 9 supports the view that abandoned property is treated as if bank-
ruptcy had not been filed. Rather, the property was deflected back to the debtor.
Upon foreclosure or the exercise of other creditor remedies, the debtor faces recogni-
tion of gain or loss and the full range of recapture consequence. Both theories were
discussed in detail in a 1988 article by Nelson.3 0

The differing outcomes from application of the two theories can be illustrated by
the following example.

Example: A farmer files Chapter 7 bankruptcy owning only a bin of shelled
corn valued at $60,000. The local bank has a security interest in the bin of corn
for $75,000. Thus, more is owed on the corn than the corn as collateral would
bring in a sale of the corn at the local elevator. The trustee abandons the bin of

28-329 0 - 90 - 3
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shelled corn back to the debtor. The question is who pays income tax on the
$60,000 of gain triggered when the local bank satisfies the security interest by
possessing and selling the corn. With the entrapment theory, the bankruptcy
estate has $60,000 of ordinary income on abandonment. With the deflection
theory, the debtor has $60,000 of ordinary income when the corn as collateral is
taken over by the bank.

The debtor's tax burden under the deflection theory may be even greater in some
instances because of the position taken by the Internal Revenue Service that be-
cause of the discharge of the debtor's personal liability in bankruptcy, the debt sur-
vives abandonment as a nonreccurse obligation.3' That result is consistent with
Commissioner v. Tufts.3 2

The outcome is that the fair market value of the property becomes irrelevant and
the full difference between the debtor's basis in the property and the amount of the
debt is gain (or loss) to the debtor. In the above example, the debtor would have
$75,000 of ordinary income, rather than $60,000.
Attempts to resolve

In January of 1985, an effort was made to interest IRS, the Department of the
Treasury and the Joint Committee on Taxation in seeking solutions to the problem,
but to no avail. In June of 1986, the Iowa State Bar Association and the Illinois Bar
Association forwarded a joint resolution to IRS asking that the problem be resolved.
Reportedly, a rulings project was created and repeated assurances were given that
IRS was proceeding with a ruling with informal indications that the service would
embrace the "entrapment' theory. By mid 1987, it became apparent that no ruling
would be forthcoming and the matter reportedly was turned over to the Congress
for solution.
The cases

Three bankruptcy court cases have addressed the question of the tax conse-
quences of abandonment.

e In Matter of Bentley,3 3 the bankruptcy trustee in 1986 had abandoned to the
debtor the proceeds of a 1983 sale of corn by the bankruptcy estate. The 1983 sale
was free and clear of liens with the understanding that the Commodity Credit Cor-
poration (CCC) interest, if any, would attach to the proceeds and interest earned on
the proceeds. In 1986, the trustee determined that the CCC claims were valid and
exceeded the value of the crop. Accordingly, the trustee applied to abandon the pro-
ceeds. IRS argued that had the corn been abandoned prior to sale, the gain would
not have accrued to the bankruptcy estate. But once the trustee sold the grain, the
estate should be liable for the income tax on the proceeds. The bankruptcy court
stated-

The effect of the IRS position would have the estate pay taxes on proper-
ty to which the estate is not entitled, did not retain and from which it re-
ceived no benefit (because it was all abandoned) because the proceeds
became property of the estate while subject to a lien which greatly exceed-
ed its value. Such a result will not be countenanced. 34

The case was reversed on appeal to the U.S. District Court. 35

e The second case, In re David Roger McGowan,36 involved abandonment of farm
machinery and equipment valued at $58,614. The trustee reported the gain on the
bankruptcy estate's income tax return. The Iowa Department of Revenue objected
and was eventually joined by IRS with both agencies taking the position that the
debtor was responsible for the tax. Initially, the IRS position was that the tax was
the bankruptcy estate's responsibility.

The bankruptcy court held that the abandonment of the property by the trustee
was not a "sale or exchange" that would trigger tax liabilities chargeable to the
bankruptcy estate. The court reached its conclusion by convincing itself that "termi-
nation of the estate" 37 could be stretched to cover abandonments. Thus, the court
seemed to be taking the position that the property enters the bankruptcy estate,
conceptually, and then is abandoned tax-free to the bankruptcy estate. The court
stated-

This court has difficulty with the notion that the mere act of abandoning
burdensome property creates tax liability for the trustee. The effect of such
a rule could be to place the burden of any taxes arising from such "disposi-
tions" upon the unencumbered assets which might otherwise be distributed
to unsecured creditors. 38
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* The third case, In re Olson,3 9 the bankruptcy trustee abandoned two tracts of
land to the debtor. Apparently, the bankruptcy trustee did not file state or Federal
income tax returns. Accordingly, the debtors proceeded to prepare and file state and
Federal fiduciary income tax returns for the bankruptcy estate, duly reporting the
gain.

The bankruptcy court in Olson relied upon the earlier case of In re David Roger
McGowan,40 but acknowledged that McGowan might have been "overbroad" in de-
fining property abandonment as involving "termination of the estate" under I.R.C.
§ 1398(f)(2) but in a puzzling leap of logic concluded that "abandonments during ad-
ministration should also be covered by § 1398(f)(2)." The court stated-

The definition of "transfer" within the Bankruptcy Code is broad enough
to encompass abandonments, and § 1398(f02) of Title 26 enables the court to
determine the liability issue. The court concludes from the foregoing, that
the abandonment by the trustee was a transfer other than by sale or ex-
changes which is excepted from tax consequences under 26 U.S.C.
§ 1398(f)(2).

4 1

The obvious outcome was income tax liability for the debtor.
As for the charge that the debtor prepared and filed the income tax returns which

were the responsibility of the trustee to file,4 2 the court in response to the trustee's
complaint and request for damages, agreed that the filing was not malicious and
indicated that a separate hearing would be set on the issue of damages and costs.

Other developments
In 1988, the acting U.S. Trustee for the Districts of Minnesota, Iowa, North

Dakota, and South Dakota advised all panel trustees of opposition to the entrap-
ment theory and further advised that, moreover, panel trustees "will not be author-
ized to abandon property to a specific designated party." 43 Such abandonments "to a
specific designated party," namely to creditors have been approved by other bank-
ru ptcy courts. 4 4

Under date of March 14, 1989, in response to a request from the Executive Office
for the United States Trustees, the IRS Office of Chief Counsel stated that " . . it is
our position that abandonment is not a taxable event under I.R.C. § 1398."

Further arguments favoring entrapment
In addition to the points made above relative to the technical correctness of the

entrapment theory, two additional arguments are worthy of note.

* The first is that the deflection theory is completely inconsistent with the idea of
a "fresh start" for the debtor. As stated in a recent bankruptcy case-

The Bankruptcy Code provides an honest debtor with a fresh start, free from
the burden of past debts. Brown v. Felsen, 442 U.S. 127, 128, 99 S.C. 2205, 2207,
60 L.Ed.2d 767 (1979). This fresh start has been described as the most extensive
"since the seven year release described in the Old Testament." Bailey v. Bailey
(In re Bailey), 53 B.R. 732, 736 (Bankr. W.D. fry. 1985); Fox v. Cohen (In re
Cohen), 47 B.R. 871, 873 (Bankr. S.D. Fla. 1985). .. .

To leave a debtor with tens of thousands of dollars of tax liability, which is not dis-
chargeable in that bankruptcy, is scarcely in accord with the concept of a fresh
start.

* The second point is the obvious inequity of the deflection theory. That inequity
can best be illustrated with an example.

Example 1: Farmer X files Chapter 7 bankruptcy with only two assets, A and
B, both tracts of farmland.

(In dlai

A B Total

Basis ........................................... 50,000 70,000 120,000
Fai market value..,................................ .... 100,000 100,000 200.000
Secured debt.................................. ... .... ... 80,000 80,000 160.000

In addition, the debtor owes $100,000 of unsecured debt for a total debt of
$260,000 against assets of $200,000. The debtor is clearly insolvent. The trustee
in bankruptcy would not be expected to abandon either asset inasmuch as the
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secured debt is less than the fair market value of the asset in each instance.
Rather, the trustee would be expected to sell both assets, thereby triggering
$80,000 of gain ($200,000 in combined fair market value less $120,000 of com-
bined basis). The debtor would receive a fresh start, the debtor should owe no
Federal income tax and the trustee in bankruptcy would have $40,000 (less
income tax liability on $80,000 of gain) for distribution to unsecured creditors.

Example 2: Assume now a neighbor, Farmer Y, files Chapter 7 bankruptcy
with two assets, C and D, both tracts of farmland.

[In lars]

C 0 Total

B asis ................................................... .. ................... ....................................... . ... 50 ,0 00 70 ,0 0 0 12 0 ,00 0
Fair market value .................................... 100,000 100,000 200,000
Secured debt ............................................................................................................... 100,000 60,000 160,000

In addition, Farmer Y owes $100,000 of unsecured debt for a total debt of
$260,000, the same as Farmer X. The basis figures are the same for the two
farmers.

Yet, in the case of Farmer Y, the trustee in bankruptcy would be expected to
abandon tract C inasmuch as the property is worth no more than what is owed
on it.

1. With the deflection theory, Farmer Y has $50,000 of gain when the secured
creditor acquires tract C from the debtor. The bankruptcy estate presumably
sells tract D, realizing $30,000 of gain, and distributes $40,000 to the unsecured
creditors (less income tax liability on $30,000 of gain).

2. With the entrapment theory, the $50,000 of gain is trapped in the bank-
ruptcy estate, the income tax basis on tract C becomes $100,000, Farmer Y has
no gain and the bankruptcy trustee distributes $40,000 to the unsecured credi-
tors (less income tax liability on $80,000 of gain). Note that only with the entrap-
ment theory are the two examples treated the same.

it is submitted that, as a matter of policy, bankruptcy procedures should at least
strive to treat equals equally. That would not be the case with the deflection theory.
The debtor ends up with a tax liability, the unsecured creditors receive a greater
distribution and the debtor is denied a fresh start.
The fundamental problem

The problem with abandonment is the lack of Federal statutory law governing the
matter. That task rest& with the Congress. It is my belief that the Bankruptcy Tax
Act of 1980 should be amended to mandate the entrapment theory.

V. TAX FATE OF CHAPTER 12 FILERS

The final problem area inhibiting the restructuring of farm debt is the tax status
of filers under Chapter 12 of the Bankruptcy Code. Chapter 12 has been used widely
in the 12-North Central states, as noted in Table 1, and has had a major influence
on restructurings for many situations out of bankruptcy.

TABLE I.-CHAPTER 12 FILINGS IN THE NORTH CENTRAL REGION SINCE NOVEMBER 26, 1986

1987 1988 1989

_ _ -1 0 1-31 3-31 5-31 7-31 9-30 0- -1 - 5-31
1 .1... 1 - 1 7-31 [9 0 1 3 1 1 1 i 3

IL ........................ 46 121 179 233 250 282 9301 329 350 369 313 390 411 429 458IN ........................ 30 74 153 199 216 292 322 339 351 365 376 384 395 406 411
IA................ 73 188 264 290 308 329 350 360 379 387 396 402 405 409 419KS....................... 59 102 139 210 244 275 299 312 323 334 342 347 356 361 366
MI ............... 18 48 87 137 148 166 181 194 216 220 232 251 266 272 283
MN .............. 46 69 91 120 126 142 154 155 168 173 180 192 204 223 234MO..................... 18 109 172 206 225 246 281 298 332 350 361 377 386 402 410
NB .............. 96 220 409 491 556 578 626 674 704 722 741 750 765 782 799ND ........ 25 51 74 87 113 140 167 179 188 202 209 232 244 252 258SO ......... 106 208 315 438 465 486 502 525 544 552 560 575 592 604 619
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TABLE I.-CHAPTER 12 FILINGS IN THE NORTH CENTRAL REGION SINCE NOVEMBER 26, 1986-
Continued

1987 1988 1989

1-31 3-31 5-31 17-31 9-30 :30 1-31 3-31 5-31 17-31 9-30 1-31 3-31 5-31

W .......... 38 89 129 154 179 199 213 226 241 250 258 271 281 290 301
578 1,279 12,012 12,565 2,830 3,135 3,396 3,591 3,796 3,924 4,028 4,171 4,305 4,430 4,558

Chapter 12 bankruptcy estates are not eligible for separate entity status under
the Bankruptcy Tax Act of 1980 for Federal income tax purposes. 46 That legislation,
which provides detailed guidance to handling tax matters in bankruptcy, is applica-
ble only to individuals filing under Chapter 7 and 11. Indeed, the 1980 legislation
denies separate entity status to other bankruptcy filers.4 7 This seemingly overrides
earlier law recognizing separate entity status in other settings.48 Moreover, before
enactment of the Bankruptcy Tax Act, even with separate entity status, the transfer
of a bankrupt's assets to the trustee in bankruptcy was not a taxable event and the
basis carried over to status in other settings.48 Moreover, before enactment of the
Bankruptcy Tax Act, even with separate entity status, the transfer of a bankrupt's
assets to the trustee in bankruptcy was not a taxable event and the basis carried
over to the trustee.49 By specifically denying separate entity status to filers other
than individuals filing under Chapters 7 or 11, it is clear that Chapter 12 filers are
not eligible for separate entity status either under the Bankruptcy Tax Act or under
pre-1980 case law and rulings.

Under the state of the law before enactment of the Bankruptcy Tax Act of 1980,
investment tax credit was recaptured on the transfer of assets to the trustee in
bankruptcy unless it was a mere change in the form of doing business.50 Investment
tax credit is not recaptured, nor is recapture triggered otherwise, for filings gov-
erned by the Bankruptcy Tax Act of 1980.51

The 1980 legislation also specifies that administrative expenses in bankruptcy are
deductible for individuals filing under Chapter 7 or 11.52 There was authority,
before enactment of the Bankruptcy Tax Act, that at least some of the expenses of
the bankruptcy estate were deductible under I.R.C. § 212.53 Fe haniter 12 filers,
there is no clear authority even for deducting the administrative expenses.

Quite clearly, legislation is needed to make those filing for Chapter 12 bankruptcy
eligible for separate entity status for Federal income tax purposes. Merely amend-
ing I.R.C. § 1398(a) to include Chapter 12 filers in the list of those eligible to utilize
the Bankruptcy Tax Act of 1980 is all that would be required. It is noted that sepa-
rate entity status already exists for Chapter 12 filers for purposes of state and local
income tax purposes.54
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PREPARED STATEMENT OF SENATOR NANCY KASSEBAUM

Mr. Chairman we are here to discuss the so-called tax on going broke. We have
been down this road before. In 1986 Congress unequivocally acted to solve the prob-
lem. We are here to correct a technical correction that was anything but technical.
Somewhere along the line, the clear intent of Congress was substantially altered.
Left unchecked, the technical correction will result in exactly the senseless hardship
Congress sought to avert.

The issue has not change since 1986. Absent a specific provision to the contrary,
farm debt forgiveness is treated as taxable income. This perverse tax policy, howev-
er, ignores the fact that qualified farm debt is forgiven only because the farmer is
broke. The farmer does not have the money to pay the debt to the lender or the tax
to the government. His only real alternative is to file for bankruptcy.

Such tax driven bankruptcies are senseless and devastate entire rural communi-
ties. To correct this Draconian problem, Congress stated very clearly there should be
no tax on qualified farm debt forgiveness. In this regard, Congress stated that to the
extent a farmer had any basis in his assets, it had to be written down. To the extent
the debt forgiveness exceeded a farmer's basis, the conference report stated it would
not be taxed. Congress voted for the Tax Reform Act on the basis of the conference
report. The conference report explanation was accurately transmitted by the agri-
cultural networks and wire services throughout the country. Farmers made deci-
sions as to whether or not to declare bankruptcy based conference language.

Several months after the Tax Reform Act was signed into law someone substan-
tively altered the conference report explanation and then justified it as a technical
correction. I am pleased this committee is seeking to correct the so-called technical
correction. As a matter of revenue such a action should be completely neutral.

Good tax policy encourages farmers to stay on the farm and out of bankruptcy.
Let us waste no time in implementing this policy.

PREPARED STATEMENT OF EDDIE MCLEARAN

My name is Eddie McLearan and I am a farmer in the Skiatook/Bixby/Tulsa area
and farming has been my sole source of income for more than 30 years. From 1982
thru 1988, due to weather conditions, I have had crop failures and when I did make
a decent crop, the price of soybeans ($5.00-$5.15 BU) was so low that it barely cov-
ered my cost of putting the crop in and left very little toward next year's crop. I
tried selling some of my land but the Oklahoma economy was so depressed than
even if I could have managed to find a buyer, I couldn't get enough for it to pay off
my loans. Then the bank asked for a large payment (principal plus interest) and I
was unable to refinance. I operate on a cash flow basis and gradually my debt ex-
ceeded my income and the value of my land and equipment.

I had been inquiring about and had received information on Chapter 12 and final-
ly decided, as a very last resort, if I was going to save my farm and equipment and
continue in what is a lifetime labor of love, I would have to seek relief from foreclo-
sure under Chapter 12. I filed in January, 1988, and my Plan was approved in Octo-
ber, 1988, as a One-Day Plan as I was totally secured on all debt and I had no unse-
cured debt. I was released from bankruptcy on May 3, 1989. However, part of this
One-Day Plan, and upon the advice of my attorney, was a deed-in-lieu to Citizens
Security Bank in Bixby on a piece of land that was held by the bank as collateral on
my largest loan. I assumed this deed-in-lieu would have the same tax treatment it
would have had in Chapter 7 or II and become part of the bankruptcy estate or
1086 of the Internal Revenue Code would take care of the gain. Instead, it was treat-
ed as a sale and the bank sent me a 1099 for $450,000 to be taxed as ordinary
income. Obviously, if this goes uncorrected I may not be able to pay for this tax load
and continue to operate my farm and I will have simply traded one debt for another
and I may be right back into bankruptcy.

When my CPA told me that under his understanding the normal rules under 1086
would not apply to my situation, he advised me to see a Tax Attorney who con-
curred with his opinion. I also started seeking help in other directions-mainly the
farm hot lines where I came into contact with Ron Johnson with the Oklahoma
Family Farm Services and learned of this pending legislation. I then filed for an
extension on my taxes until August based on your proposed Bill #1041. If the Bill
has not passed by August 15, we will need to seek a further extension until October
15, 1989.

I have had both my CPA and Tax Attorney go over this Bill thoroughly; we have
conferred with other CPA's around the State of Oklahoma and we believe that the
Bill, as written may not help me or other farmers in this situation because of the
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net worth requirements and the use of the tax attributes. The reasons and the
changes we would like to propose at this Hearing are outlined in the attached let-
ters, so I won't go into lengthy detail in this letter. I would like to state briefly,
however, that if I have to use up all my tax attributes, which includes my Net Oper-
ating Loss, I may not be able to operate in any capacity. If I have to use the NOL to
offset this gain under Chapter 12, I will not have the NOL to offset future income
that will enable me to get back on my feet and service the debt I still owe. If I am
able to reduce the basis in other property to offset the remaining gain after utilizing
the tax attributes, in my situation, I may be able to postpone the tax on the gain.
However, this will only prolong the problem and my CPA has not done enough re-
search in this area to feel completely comfortable. Again I state, this will -only in-
crease my tax problems in the future if I am ever able to sell, or need to sell, some
property to settle future debts and my basis has been reduced.

Also, we feel that the provision on equity in all property should be stricken from
the Bill. Many farmers could easily have more than $147,000 in equity in their land
and equipment. Certainly, in my case, I may have, depending on appraisals, have
over this amount and therefore be excluded from the provisions of this Bill. Equity
is very hard to define as it changes from da, to day, and from appraiser to apprais-
er. We would like to propose these and a couple of other changes addressing the
question of Modified Adjusted Gross Income which is covered in the attached letter
from our Tax Attorneys.

Senator Boren, as you are aware, the farm crises is far from over. We desperately
need this Bill and the recommended changes, not only for myself, but in order to
save the "Family Farm" as there will be more and more farmers forced iro foreclo-
sure or Chapter 12 due to last year's drought. If this Bill and it's changes does not
pass and become a law, and I am left with this massive tax bill, I will probably not
have a chance to recover and I stand a very good chance of losing my farm, every-
thing I have worked for and the way of life that I love.

Thank you very much for all your help and time on this problem.
Attachments.
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TO: Ron Johnson

FROM: Riseling & Associates, P.C.
2510 E. 21st Street
Tulsa, Oklahoma 74114

DATE: June 7, 1989

RE: Pending Legislation/Farm Debt Tax Reform Act S. 1041

The Farm Debt Tax Reform Act of 1989 is necessary
legislation which will partially exclude gain when a farmer deeds
property to a lender in satisfaction of the debt.

However, in reviewing the legislation, it appears several
sections may present a problem and possibly defeat the following
purpose of the legislation. The following outlines some of the
problem areas:

1. Calculation of "Modified Adjusted Gross Income"

To qualify for the relief set forth in this Act, the
farmer's Modified Adjusted Gross Income ("MAGI") must be less
than 100% of the National Median Adjusted Gross Income. The
legislation should specifically state that the MAGI excludes all
gain from the transfer of farm property.

Assume the National Median Adjusted Gross Income is
$30,000.00.

For example, if a farmer deeded back property which resulted
in a $400,000.00 gain and had no other income, $350,000.00 would
be excluded under the current act. Presumably the remaining
$50,000.00 of gain from the transfer would be included in MAGI
since there is no specific exclusion. This, of course, would
disqualify the farmer from using this Act. In effect, this
section would be inapplicable to any farmers whose gain exceeded
$350,000.00 plus the entire amount of National Median Adjusted
Gross Income.

To avoid this, the legislation should provide that in
calculating MAGI, the entire amount of gain from the transfer
should be excluded. The section by section analysis of the bill
set forth in the congressional record covers this part by
defining modified adjusted gross income as adjusted gross income
plus tax exempt interest ninug capital galns and discharge of
indebtedness. Although the intent appears to exclude all gains



38

MEMORANDUM
PtGE 2

relative to the transfer, the language of the present version of

the bill excludes only gains up to $350,000.00.

2. Reduction of Tax Attributes

The Act also provides for reduction in tax attributes up to
the amount of gain excluded. The bill does not explain if the
tax attributes are used in the current year and then reduced, or
reduced and then any remaining amount used.

In effect, this Bill is no help to a farmer with a net
operating loss or other tax attributes equal to the amount of the
excluded gain.

A farmer without tax attributes is benefitted dramatically
more under the Act than a farmer with tax attributes. To avoid
this inequity, the farmer should be allowed to use his tax
attributes in the current year prior to offset current income
prior to reducing the tax attributes.

Additionally, the Act should provide that the tax attributes
can be taken into consideration in computing MAGI, otherwise a
farmer with net income above the national median who is entitled
to loss carryovers would not be benefited by the bill.

3. Other Considerations

The Act applies to farmers regardless of whether the
transfer is made incident to a Chapter 12 bankruptcy. Chapter 12
provides absolutely no relief from federal tax liabilities. The
Tax Bankruptcy Act (Title 26 U.S.C. Section 1398 et seq.)
provides special tax provisions for debtors in a Chapter 7 or
Chapter 11 bankruptcy which does not extend to Chapter 12
bankruptcies.

Often in a Chapter 12, as part of the farmers plan, he is
required to deed property back to a lender.

Perhaps the Act could provided for an increased exclusion of
gain if the transfer is made incident to a Chapter 12 bankruptcy.
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June 6. 1989

Mr. Ron Johnson, Research Analyst
Oklahoma Family Farm and Rural Services
2901 Classen Boulevard, Suite 125
Oklahoma City, Oklahoma 73106

Dear Mr. Johnson:

This letter is written on behalf of Mr. Eddie McLearen in regard to the bill
cited as the Farm Debt Tax Reform act of 1989.

A concern of the draft of the bill as contained in the May 18, 1989
Congressional Record is the section regarding the "Deduction of Tax
Attributes." If the $350,000 exclusion is granted and the tax attributes are
reduced then the benefit to the farmer is reduced substantially. The taxpayer
needs to maintain the tax attributes to continue to operate otherwise he may be
back in bankruptcy.

Secondly, the section dealing with the taxpayers equity in all property
should be eliminated. This provision could eliminate several farmers.
The value of the taxes eliminated using their formula as I interpret it would
be: C$350.000 X 28%) X 150% a $147,000, the maximum equity then that a farmer
could have in all his property. This is not the tax basis, this is the equity
which would mean the value of the property less debt. Several farmers and
farms could have greater than $147,000 in equity in their machinery, their home
and farm land. This provision could kill the bill and beyiefits for several
farmers.

A section was added in the amended bill that would limit the debt equity ratio
to 70% after the discharge on all property held by the taxpayer. This section
should be stricken also as property is not defined and this has the same
problems described in the previous paragraph.

Another problem with the two preceding paragraphs is the definition of equity.
If the IRS in examining these returns 2 to 3 years after the filings questions
the equity, how can one obtain a satisfactory appraisal?

These concerns were discussed in our phone conversation of June 6, 1989 and a
highlighted copy of the Congressional Record is attached to show the specific
areas concerned.

Yours very truly,

of REGIER CARR & ONROE

OBC/ra

cc: osresdiw!cLearen

Enclosures
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S 5610 Conrad, Daschle' CONGRESSIONAL RECORD- SENATE
Boren. IiaaKI., Mr. Kesa. Mr. pans can be overihelintig. Other Th

DIXON. and Mr. BUasICKt farmers who have lost everstlllne and In ca
3. 1041. A bill to ameind the Internal ere now trying to start new lives and edne

Revenue Code of 1916 to provide tax new professlons-ofeti at the ace of time.
relief for farmers who realize caplia S0 or 60-are faced with massive tax main
gain on.the transfer of farm property bIlls-the Ifnail Insult to the loas of Mr
to Satisfy Ln Indebtedness. and for their homes an llvellhoods. are
other purpose to the Committee on One act of problems arises for farm. They
Flnance. era when they sell or deed over proper- the

eats 2m R mas swon AC ty to the lenders to Atisfy their debts. spec
Mr. CONRAD. Mr. President. today If the pinperty Is worth more than vldui

I asn Introducing the Farm-Debt Tax they orialnaily paid for It-even Th
reform Act of 1983. a bill which ad. though It Is encumbered with debt in vide
dresses a number of special -ax prob- excer3 of its value when deeded back- Inl
Itins which can arise when arm assets the farmer will have to count the dif. resP4
are liquidated to satisfy farm debts or ference as a capital gain and pay tax Quen
whlen farmers attempt to restructure on It. It Is the same tax a farmer restr
their debts. This reform Is absolutely sould face If lie sold the land free of Cred
c.sential to Insure that the debt re. debt, only fit this case ll the proceeds pubi
structuring provisions of the Agricul. or the property Itself toes to the gal
tiral Credit Act of 117 are Imple. lender. This Is a particular problem epon
sirnted U Congress Intended. Joinltie for older. lowincome farmers whose Inge
tie on this legislation ee Senator Tom only option is to lilqulidate. If they posit
DuscilLi. Senator Davis Bosom, Sena. bought their farms In the 15sa. the thel
tor Tom ManIxix. Senator Bo Knit. so-called gains can be significant. To
Senator QireTtn Buasics. and Sens- Let me provide a numerical eaxmple. men
toe ALAn Dixon. I want to think Sena. Suppose a farmer purchased land for 1)87
toe Tom DascsLzu Senator Calls 575.000 In tOSS and subsequently bor. vlde
Cota. Senator Tom HIax. and rowed 1200.000 on the land for farm. farm
their staffs for their advice and assist. Ing purPostes-a harvesting machine, that
aiice on this lecisliaton. I would also for example. can cost t100.000-at a able
like to thank the Center for Rural At. time then the land was worth esar
rairs In Waithili. HN. for their asstat. 03C0.000. Today due to the farm rece- law
anre. zion. the land Is worth 1150.000 but rcvih

The Agricultural Credit Act of 187 has a debt of 8200.000 against It. If the I
provided for a rational, systematic ap. fanner conveys the land back to his lette
proach to handling the delinquent lender to satisfy part of his debt he the
farm debt resulting from the farm de. will have to pay a tax bill on $15.000 t. 19
pression of the 1060#s. As many of you capital gain and on 150.00 forgiveness Ila a
know. net farm Income during the first of debt Income eien though those In t
5 years of the 1404's fell to the lowest gains really do not eslsL Th
lcel-in reLl dollarl-since recordQV To offset this Income. he can draw rlial
keeping began in I110-lower even on any tax attribute such u operating Rect
than the wornt 5 years during the klsses and carryovers that he has. He
Great Depression. will not be able to deduct 80 percent of

The deep recession of the 1080's left the capital gain u he could before the Be
ihouesands of farmers with huge debts 1I8S tax act. nor can hie average his Repr
which they could no longer pay. The Income over a S-year period, lie will be Ante
value of asLets used in farming-land taxed on the remainder unless he Is In- sECT
and machitery-plummeted in value Solvent. Th
by 50 percent or more. As a conse- In the example above, the farmer Ta
quence thousids of farmers' debts may be scaling down his farming oper- -
exceeded the value of their Luei. The stion to Improve his cash flow or turn-
Atilcultural Credit Act offers farmers Ing back the whole firmn weith the
an orderly mears of restructuring Intent of repurchasing his home and a
(farm debt when restructuring result In few acres. In either case, If the farmer (aS
a greater recover? to the lender than is unable to pay the resultig tax It- i
foreclsute. This orderly process can ability, he will be unable to restruc od e
salvage a significant portion of the ture. In fact. In most Cases, even bank- desl
outstanding debt-s engthenIng the ruptcy will not relieve tile farmer of by It
Farm Credit System reducing losses thLs tax liabUlty. It rural America is to new
to the Fanners Home Administration. recover from the farm crisis, we have -
and helping farneern with a crushing to leave these people with more than a
financial burden. - tax bill.

The Agricultural Credit Act of 1987 This legislation addresses both of
is a wise policy approach to the farm these problems for farmers who clear- is
crisis and will be an Imporlant tool In ty lack the ability to psy. The bill not
tile effort to rebuild rural America. would provide an exclusion of capital trst
The act gave farmers across the coun- gain or discharge of Indebtedness part
iry the hope that they would be able Income for taxpayers whio meet the edne
to rebuild their lives and their farming following three tests: First. 50 percent .i
operations. But without some Corre- of the taxpayer' gross receipts in at asT
spnding changes In the tax law. that least I of these last 10 years must be "
chance for a fresh start will elude attributable to farming: second modl.
many farm families. Many farmers fled adjusted gross Income is less than qul
who have applied for relief under the the national median: and third, equity -I1
Agricultural Credit Act are finding In all property Is less thn $25,000 or is
that thei tax consequences of their ISO percent of the tax liability. Inco

Iay 18, I39
e exclusion is ilmitid to 6350.uW.
plita gain or discharge of Ind,-ht-
a Income over the taxpayer's life-
, and is available only after re.
Ing lax attributes have been used.
. President. I believe tileve teals
a fair iay to target this relief.

are devised to prevent abusc and
possibility O( manipulation by

udative investors or wealthy indi
isl.

exe criteria are Intended to pro
a fresh start to farmers of niodest
ne and means, This lellslation Is a
onsible approach to the tat conse-
ces of farm liquidation and debt
ucturing. Uke the Aerlcuiturit
It Act of 1067. this bill balances
le costas and budget constrmts
not the public obligation to re-
d to the farm crisis. It does noth-
'nore than put farn families in a
-ion from which they can rebuild
r lives.
sum up. this bill Is a vital comglie-

t to tie Agricultural Credit Act of
Debt restructuring will not pro-

the opportunities we envi.ion for
ers If It results In tax liabilities
they have no hope of ever being
to pay. I urge my colleagues to

vine the effects of our current ta
on restructuring and to csreilrly
tw this legislation.
Lsk unanimous consent ih't a
r to me from the Nlaionl Sae
Family Parin Coalition. datrd MAy
89, and a section bygertion ansly.
*nd the text of the bill be primLed
ye RICOaD.
iere being no objection, the male.
was order to be printed In the
ao. U follows'

5. 1041
if exacted by r he s r end Houe a/

else sff res o/ t)he Uile$d Vftes O/
ric a is Co"Nircess asseirit.d
ION I. a10er 11 Ia
Is Act may be ril I the tim Debt

teformi Act af tls,.
a canvAl csiv akAsirO rMiq T04ic It

vi red raWslass i^ ctI-lltli
no eArnrit Siteriicil i.e iji uie
Mo[l a i ile $ i45 t .5 a

('LVOnD fa)s ctus IM NIl
In 0SP SsML-Part III Of slucispier 8

hstIer I oh ihe Internal Revenue Code
555 treisting to ieis ipectiically v-
it from gro in mse)l iS aneided be re

aistive Section 135 as sein 134 and
uerutin after secliton 13 the islloLing
Section:

3i. CAPITAL t814 SIALIrrU rMINI Tet-1
tea Ii 11 4 I NS 5l +itt ii11.
75211(r i PASTLAL SutSsiiiis1s ir
it st itsILo ratniikS4CuRtO

I1 is Ossee04a -Gra InCOmC Of any,.i
over oe trnlctd in subseton idi) dOtl-
Include so much at t.he gain from she
seer of farm prapeety in eomliie at
isi saisfation of qualitied ioim Indit
Soat "eIS not exceed iSO.000
b) PsIOs Guess &ea DisNAscas or In
eness Eases1 lito Accoir -
Isi tisaLu.-t far iny prior )tl-
A) sail from th.transfer of taint peap

In complete or partial 41istacton of
liad (arm debtedieu. of
ia dscharge of such Indebteness.
icluded frorm the tlasrers gW;
me un&r sub e.iin i o it '' betillr



41
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or Wsee l dl. rcspectlliey. subkection el$
ofthis 00etion elait1 be 90o0iod for the ta"-
able per wit' respect to much gin by rT-
d aclne the dollar as.a conlaind I such
subcsection by the rich eXciodd4 prior year
gains and dlxharvex.

-431 Cietiw TSsR coostiesas u-
esrioN Isiiardbecns I(a) of this si
shail be applied for the taotable Pear with
respect to any gein by redtsclne tho doiiar
amount crnest in sssfx subsectIon tatter
any redutso unre paragraph efil by any
emoqnt eeteuded from gros bgome under
selIon 100 (fc tuck:1 Ie.

-cc) Resocrxnuo or Tat Amryewn-
-it) Is ageiaL-The amount included

from gros income under subsectIon Isa
shall be &PotIed to Iredwe the LAX atilbutO
derbrbd under sectin lO11f b1OXl.

'121 Conaefshlact u-rw $sucos sas-Pr
peirposes of this msbseCtOn. the amount oftx a tlbue ,l .hl be _L.J"-ter any
reduction under secto 10libi by reton of
amounts excluded fTexe .sam Inem w1de
section IbsteIt

clat IdaPTes Deme isb INi SnOsw' 11L
rsnew.-

-"11Il sesroAL-A taxpaye It d6cWbe
In this subsection tf-

-(A)a sseh taxpayers modified adjusted
eros income lee the taxable yr~ to which
the trauster of fam property I complete or
partial ealifacUion of qualfid tam inebt-
edneas ocun u slen than Je per-eMt of to
national median adUK gem Income,

-13 me" than of percet of the aex re-
celI ot the taxpayers for I of the 10 tax-
able years Prrtedt InI Utxble Fear ae
attributable to-

-ill the trade o busine of taking
laithin the meaning of section ltlA(eltlli
r1 ll the siue or Je of wets sed I n

such trade or bVInells. or
'11111 both,
"ICI ach taspayer materially paicpates

within the meaing Of seto 11llA1e)O)l
in the trade o bulni demoted 111 sub-
Oparraph taxis, and

'tD) equity In all pro" y held by the
taxpayer alte euc tra txe s than the

greeter of0 o0

"111150 percent of thi-e em fit anyl of-
Ill the tax Imposed by this chapter deter-

mined ui If thIs section end ecion 10 4i
not sIot to the transfer. over

lui1i the ta Imposed by this theater de'
:ersnned Ith reoaed to thl section eA see-
ion IN itf eppl liblelk
'"Il Moolelse sarxxe norseo RasL-

wor purposes of this nibsectIMn the itern
modified adjusrted grow WeAuse met ad'
voted crow Irno-

(1A) determined "-th regrd to this see
ion and election tO. a

" I1 Incree by t&. amout of Inteent
mived or accrued by the tuxpayer dur n
he axable year which is exempt fram tLAL
"ll Eslxr.--loe purepes of this subsec-

ior, te tern 'equity' meats, with reipec
o any pD "ry, an amount equal to--
"AI the fair market talus of sMch pVWper-

y. stoim

"fis any bIedebtedegI relatUine to ruch
copeity.

tolessIIm l oer'n.-ae Pmsams of this
action. the term f1arm poverty' sotse real
rid personal proprty used by the tapayer

the tae or bssslnie o1 farming withinn
ha me anIri of seeton letAlIX6L
'it) QosuilIos lsmxcx-nin.-Tor

urposes of thin ctlen Ibndebtedness of a
expUyer shall be tmted u qualiled farm
idebtedesedi U such I itedno a es-
owred directly In eonnietlon with the sonr
tion by the taxpayr of the trade orbud'

nesof ifarlne within the meaning e se-
lion ?5 1OAelfIl).,

lb) CIerICAL Asaogrelr -The table of
aerIons foe Part Ill ol tribehapeer 8 of
chimer I of smch C de is amended hy srtk-
Ino mt the item relating to scion I) en
inoring In sle thereof the folilowil new
lWMV

"See. 120 CIAstI gsIn reilerd From Irans+
lee of frm Property In com.
plete or Partial osttIfaIelos of
qualified fen Indebtelsrela

"Sec I3. Crow references to other Act..
wl £rer'rse Dolt-The amendments

made by this version shall aply to trailers
ocesnwln after December II. 5ls. in tax.

bliepeers ending after such late.
ate. L alti w rues 4vnearr. i leetirsx

AIIt isen wOen rml nat
OIt IL T FAfl€ Y31S

te) Is ONeclAL-Secion 10O0g) of the In-
teroel Revenue Code of Ill Crelatlng to
IeTII rules for dlschargp of qualified fern
nllebiednes) Os amended by adding at the

end thereof the following new paralralit
li SeIcL LIITiTIONS PlO* rmTsx

'IA) I .e .aL-With respect to a tax-
payer who Is described In subparagr ph IC)
of this paragraph-

-il1 the amount esciuded Under ubOkra-
graph ICI of subsecton tai) shat, not
eied 011,0.000. and

"lIl psaT&o l ill of this subection shall
be applied without regard to suharaLeSph
4 D thereof.

"tot pFs ios srsrstsstt ox loarse-asea

A" xlPS teIt lsTs uC, 'rt,-If fa r eny
prioe peer-

') s discharge of qut:fled in in4eblt-
Oem or

l11) gain from the transfer of f rm prop-
erty In complete or paLrtal satsflactlon of

ech Indebtednls,
Is excluded from the taxpayer's gross
income under this subsection or section 15.
reppectively. subparagrph (A) shall be Ip-
Piled gt the ltxble year with respect to
sruch dtseharge by reducing the dollar
amount contained in such sUbpargraph by
the such excluded prior pear discharges and

"(Cl TsipreVx ESnaere is HIS IeRA-
cast -A taxpayer is dewHibed In this su
pararraph It-

"xii such tepaire's modified adluted
grossIncome foe the tiable year In which
the disrharie of qualified ferm Indebtednel
ocvurs 14 le than 100 peecent of Ihe naion-
IU median adjusted gross Income,

-(lls more then 10 percent of the gTow re-
elpta of the tspayef for I of the 10 lx-
able yfar preceding suh taxable year are
attributable to-

"II) the tra or business of farming
(within the mening of section I3iA X1I)k
omr

"Ill) the sale or tease of wets used in
mch trat or businte. or

-111) both.
"41111 such tatpaeer materially partkt-

ptews Illthin the meaning of section
031A(lell In the trade o buslea de-

scribed In clause 4i0)e11.
"IlsI the Indebtedneos of the taxpa er

both before and afire ich discharge is
eq atl I 10 percent of more of the equity In
all property held by nch taspaper.
'(i) eqity In all property held by the tax-

payer after such dlsehate Is low thLn the
gtrater of- Li.

"Il I2)000. or , /

,(ill ISO percent of the esfiI h Lny) of
the ta I posed by this chapter dternslned
as It this ectlon and section 16 did not

S 5641
soly to the transfer. oier the to. Imsod
by thli charter detrnined ils trerird to
this section and section 135 ill afttlble).
and

ii) lteh taxsayer. In trlansferrlnl pfore.
1p incontnecttion sil hthe dlsehele af quail-
fled efe Indebstedres. transler only farm
property.

-0) D ies topa.-For purvone of this
parefgraph-

-1ii lasts roersyy.-Tbe term 'farm
property meens r-sl and personal properly
used by the tasparer In the tre o biLt
nes of fming within the meanlne Of sec
fle 202AICKtS l.

,ill) InFlexe asslaetnts l -
The trs 'mndsllfd adh|fs-tedf groos lanemr
meame adjusted sss ncose-

111 determined with rel, . '.;s srfection
and section 135. ind

,llii Inereased by the amount of Interest
receied or accrued by the tofpaper dung
the taxable year whlch Is exempt from ia

"(l1l1 erUsT.-The ter eally" mean'.
with mpect to any prtearty. an amount
equal tO-

t ll1ht falr market value of such prospt.
ty. minus

'4l) arty Indebtednes- relatln to ssch
property.".

tbi Coeeo ools AneliauleT - abpara-
graph IA) at section o llaI of ich Code
Is amended by etrlknm out "The amount"
eind Inserting in Ieu these-t xscept ws pin
Vided in paragelph 11. the Im tnt.

ce) r Vles DanL-The ame dmenl
made by this sectlex shall aIly to dig
chailees of Indihtltete omIfii aftelier i.
comber 3. IIS Io talstable years evdt e
after ouch date.

Tiax.Dw Tax Rerors Art or, 1Itl

Section 1: Short title. This Act moy be
cited u the -rarm Debt Tax Reform Act of

Section 2t Provides an excluson for rep-
Ite lairs that aiise when Itan property Is
transferred to a leader In exrhanee for debt
relief I the following conditions apply:

The seclusion of gis.n under this iectlon
(plus the eucluston of ordlnery income in
Section 3 does not exceed 350.00 ler the
taxpayers Iifetlsnm

The elieled a m i nti are usd to Oerdce
tao attributes to the extent psthle'

The taxpayres M todifed adlsrted lyovq
Incoe to Istes than t00 percent of the na.
tlonaJ m-di;. -sulted eros Income:

At least 50 percent of the iaxpayre a are's
receipts In at lew of the lat 10 peers Is
attributable to frming or the leae or oWe
of assets used t farming, and the taxpayer
must he materially partkIpated In the
trade oe buItnesa of farmigr.

The tipsyer's equity In alt post transfer
property is Ion than 125.000 or IO Percent
of the tat liability. whichever s grmter.

Definitottr: Modlfled adjusted gvox
lncoexne means adjusted gross Income plis
eirp tax-exempt Isteesne minus capital gains
and dllchrge of rebtereas Inrome;

equity eue the fair market xalue of
property minus any rodeburInets on such
propetti.

Tax liability fo the purpose of the equity
test Is the diferrenct between the t thot
would be owed under the current law end
the tax thet would be owed under the bill:

Farm property iats rel end Personal
property used In connection with the trade
or busirea of fLamlnr, and

Qualified farm Indebtednew rp illes the
fa rming Purposes tultitation of sOIL bn-
dlne of anlmalsi. forestry. etc. for which
the debt wee Incurred.

'(ii
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tlcTi s( d:te t lion I atOIes1 t* all
tsriwe"s Ocemar ailerDeem ier St. Ilat

rovidef ee so eklsio a dI-k~dattdaatsu bem isranary

Aftv "'e" bkllol W sno O n zlucseetfer iners wabe ment thw lailowlave
casadt$i esa1Aisin llsvs,44ve I.the G" poe-
centtunfumnLes.tat wich e owPeovides a
limited etlhsltn te i i ta payers
Wider s ct wo t %

The eachilo i5 In alted to$3141t. ier
the aispever's iletae tenilkig nys e.
eludd saru n 1nslSectis It

hlie tispaters mediled adinted sgem
ekamiwe inI tiy esrot Umediharge is le
than 1 I eeat 44 the ls meiaL ad
led erafmincswta

At leat 6 prceelt 1atIk the speed's grem
WeWItoIa at lat thM tAt te Jas i
iltribu le to in sruibs e tie Ie4ase t sal
of assl tiled in the UdS io rustem ab
faring and the tpeloe m a "have ai*-
rlally pticleid i th irad 'o business
eo lawinng:

The UAsPeres debt of ftvftt Miss bth
iet.re atd altr te ef is ases

Thetas par sesitV in sU fpest ra&rf .
peeedily IsS easthan a$3t.00aw 154 percent
44 Ianliability. u hi-he sgea citer.

L4tadsieagsamenas"SOw Sects" .
it r 8eine si Stcliasi3 spplist i all

tlatleS and eatllstine eciewbae iater
Denicser I I. l ad

1100 , eM COcceA
UL esl. riflwiats. DC

DOAa sSMAOOa COaa iOna irhajl at the
Credit CoeLssit* 1 the Natonl Faay

ares Coaliton repeeentin ee m40erasd-
sa oe i 1 ates. i 1ould liket l eatran
eur dtitengeguort for the Ftmer Tax
efofs Alt at 199 and it thank tem lor

rais ledevlisam this malt heptuit
Imus. The had-fouht Lctory fo faalie
iathe Aricilturl Credit Act of StlI pro.

ving senftaille debt retuctirng whl st i
the tt test dIternaiUe will be a hl•w"
vkctry It the FsJLA debt I tlepiaced by a
Iliftime iNS eb.k

As lfallsl farmers sirill nt in sa vest
fangRf aMet tiUe thre te nw debt
rmtrmaterbae eiein itiLe Aevlaturai
Credt Lt aWidfar ttvalmepalinaider Chep.
tet 1biSitrvoti. we view this nwuSW&-essa
twUTw-ity to achieve the n of
trAlliv family tfmersn s4tay go their
itrms an in thewe ia rwJneenitle.

As ta o s eAe~e Storik , Conrad
the pat iN mentl havieot a pede .
w.rsaclalnuf Ie es at thesands o a iall
farmers atrugelln in week tl wassh the
FnitA debt frtsriatteirpr esrs. Fathow-.

LAds OrL the Frm Creditliee have
not proided farmers wfth the kbisd oI debt
restrwilg many of us h"d bogedweutld
be th eatiame ao the Ag Credit Act.Some
tntria hlve received the see0 ol that
Ihey ae eligibletfor a debt-wit dowa nor
other ti te u It is the t cost alter.
live .t the federal rJ asini Is relvisse
llic dibt ce1it. iFw these Item. theL a
moinleelies at t d elA1ts down at4a is

sttllements with FMSA are iacivar.
We toi l-ward t oweriss with Is 1

enoue psaslr ea this iapeetant IWeiatlon.
To larmers planting this in. yeou leader-
Alo i ction i a Si "that there i a le.-
mSitmetat i it Uie Aglrcltral Crdt
Act reit yhelp farmer. eLta on their farias
alnn their rurUa cmegianitka. We thank
VM for a yueippom

alS.actrey.
MSees, Baaerpe.

Oleif. N1?C CS-dItCmalea

By Mr. DUREHDhWROCR.
S. 1042. A bill to suspend tempors l.

ly the duty on certain In-line roller
skate booLs to the Cumnalte on Pl.
namce.
seramiao. ofsore aI -urnpsD mOu" sLat

s"ats
a Mr. DUnLNDEROER. Mr. Presi-
dent. I rLse to Introduce legtlation
that would lemnporarily suspend tarlff
on certain boots that are incwoatsed
Into In-line rualer skates manufilured
and Lsembled In the Untied Stales.
This legislation would help overcome
an unfair competitive advantage that
Importers of fully assembled roller
skates currently hive against dskecsti
roller itP mainulacturs.

Rollerblade. Inc. a M tnnesota corpo-
ration. manufacturers l-fine roller
skates. oni of the ralter.skate corn.
ponents used by this company are do-
melically sou ced. and others are irn.
ported from Ituly. Ausuta. and
Taiwan.

Currently, skate boots Imported for
the roller skate carry a4 percent duty.
These skate boots are not ueeable In
the form In which they enter Use
country. Instead. they must go
through a manufacturing procs to
have -wheel supportsl" attached.

Rollerblade's domestic compeUtors
%mpor finished toiler skates gram
railwan. As a finished product, these
roller skates enter the United Stales
duty free. This clearly enables domes.
tic compeUtrs who iport finshed
products to gain an unfair, and urdn-
tended. compeitUve advantse against
i company that Is creating maiufc.
turIng lobs in the United States. That
Makes no Sense.

My glesltaison would redress this
unfair competitive advantage by me-
cliasifyine these boots as duty-free
roller Skits parts.

Mr. President. I ask unanimous con-
sent that the full text of the leislh-
tion I am introducing be reprinted In
the Higcom

There being no objection, the bill
was ordered to be printed in the
Racotsaafollow:-

I. tis
Mei teerted i( Ac Seateand Iftae 1
epteaateillea Of Ite United $iltei so

America isCoem sible dO4 A T ht Sub.
chaipteri a 0chater It efthe Hintsooled
Tarff schedulee o fthe United StatesIn
amended by insuril inIn nuilc l wQuste
the tollowing ai tesubheading.

-WFA ite ai h.ieasp. I QMaU-,m i is
a %Iwr.4 1,11)

Sc. 1. iii The amendment snide iy the
irt eete .4k ths t apliles with tesoect
tea ile.l evitred. se traw~tln trans wge-
house toe cesusamptien et Ofslet the 15thda d after the i enactment at is l.

bi c wlotatae tlmete Secton* &1 at the

Tarifi Act of 190of an ether-provisiono

ATE May 18, I190
law. upon prepe reqeet tied with Ul i5-
preitae le as altict er within 0 SOtays
at the th day afte thbe t atf enact-
mint at o lf" Ac. Ar itrt-

Ii Utat Was"Maa /,e i Ai . t l , said
befae seh 1Ith de"r. s

Ill with respect towhich there ooalid
have i no duty It the 'ndfmrt suede
by the irs let of thisAc t stalled to
nich entrr.
shall be laqsatd t rllsltrid as ihovsh
tech sn a a"1li1d to such ernya

By Mr. FORD ifor himself. Mr.
Laumliestio. and Mr. I6ticil-

S. 1043. A bill to establish a Convins.
sion on Aviation Security and Terror-
lir to investiate the adequary et land
compliance with aviation security pro-
cedures und Feekrl Aviation Adnulis-
tratioe security requirements; to the
Committee on Commerce. Science. and
Transportation.

ualaio0&aTof l sle* M. PORD. Mr. Prea3dent. the trmle
loss of Pain American Airways Iliht
tO1 over Scotland on De.-ember SI.
1988 has focused the attention of the
world on the critical Importance of
aviation security. The resulting loss of
259 lives aboard the Boeing 147 air-
crflt Ls well as 1i others In the town
of LAckerble. underscores the Impor.
tace of our making every effort to
Improve the aviation security and
counterterrorism actItts of tie
United States.

Much has been done in the Interven.
Ing months by the Secretary oferans-
portaUon and the Pederl Avlisloit
Administralton to enhance avion se-
curity. However. many continue to
harbor concerns that thew actloiLs are
too late an that mote must be dune. I
share the belilef that we must do what.
ever Is necessay to ward ott tnterns.
tions terrotrism and protect Ue lives
of American citizens.

On April 3 of this year. the famnilles
of the victims of Pan Am 103 ssuoprt
group traveled to WashInton at their
own expense. ae nell support for an
independent, investigation into tile cir
cumnstance surrounding the bombing
of Pan Am 103. Mr. President. that
effort carries on today. Farally mem-
bers of those who lost their lives Itat
December continue to tall for a con-
gres onal Investilatlon to rerolve un-
answered questions. cortentloti. ano
allegations regarding the evtieis Itad-
Ing up to and surrounding the P-sn Am
10 Incident. By their most recent
count, the victim s' larnillesc cln the
support of 00 Senaltols for such an In.
vestflatiort.

As chairman of the Aviation Sub.
committee. It i my belief that Ifan iI.
vestlgatlon I tobe conducted bIlO this
Lrsgi Incident. It in beat done by an in.
dependent group. comprised not only
of Members of Congress. but experts
in aviUon safety ad security i well.
Such a group will ensure that all con-
celits related to this incident are ad.
dressed and. hopefully. resolved.
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PREPARED STATEMENT OF SARAH VOGEL

Good morning Senator Boren, members of the
'Committee. For the record, I am Sarah Vogel,Agriculture Commissioner for the State of North Dakota.I appreciate the opportunity to testify before your
committee this morning on this vitally important
matter.

In 1983, as a private attorney I filed a classaction lawsuit against Agriculture Secretary John Blockfor the foreclosure practices of the Farmers Home
Administration. Eventually, we won the lawsuitbecause, the judge said, FrnHA was not following the lawon allowing farmers to apply for deferrals and wasdenying farmers due process of the law with itsforeclosure proceedings. Following the initial rulingwere more complaints, injunctions, appeals and general
litigation to bring the FmHA-into compliance with itsborrowers- constitutional rights. The dispute ran onfor several years, until Congress passed theAgricultural Credit Act of 1987 (the Act), guaranteeing
certain debt forbearance, deferral and settlementrights for FtnfA and Farm Credit Service borrowers.

The Act also provides that a farmer's debt shouldbe restructured -- through several available options --when it's cheaper for the government to restructure
that debt than it would be for the government toforeclose. The reality that guided the formation ofthis policy is that the government is better offrecovering what debt the farmer can feasibly pay, whilekeeping the farmer in business and therefore productive
and able to make payments in coming years,

Though the Act has not meant salvation for allborrowers of FinHA and FCS, it has helped many remain onthe land and get a new start, or at a roinimum, settletheir debts with FmHA arid/or FCS, retain their
homestead and begin a new life.

The beneficial outcomes of debt restructuringprocedures with FmnHA and FCS often come to a screechinghalt when the IRS contacts the borrower, notifying thatperson that they owe taxes -- usually a large amount --on the "gain" they "realized" when their debt was orwould be restructured or settled. This is especially
true when land encumbered by debt has been or would betransferred through some means -- perhaps voluntaryconveyance, deedback, or a sale to raise money to
pay-off debt.

On paper, these land transfers may appear togenerate income for the farmer/debtor. In reality,though, little could be further from the truth. Thedebtor rarely sees money from land sales for debtsettlement; furthermore, land conveyed or deeded backto the creditor to satisfy debt does not result in
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"income" for the debtor, but rather merely a reduction
of debt.

Unfortunately, current U.S. tax law does not
distinguish between land sold under economic distress
or turned over to satisfy debt and other transfers of
property for profit. In other words, current U.S. tax
law is not reflective of the reality being faced by
many in American agriculture today.

FmHA issued more than 66,000 notices to delinquent
farmers last year, indicating that if the farmers
qualified, they had debt settlement options. If
farmers were unable to meet the requirements for debt
settlement, their accounts would be "accelerated",
which ultimately leads to foreclosure or so-called
"voluntary" conveyance. As of early July, FmHA plans
to issue nearly 16,000 more notices to delinquent
borrowers this fall. According to FmHA officials, only
12,500 farmers of the initial 68,000-plus who received
notices last year were able to take advantage of some
form of debt settlement. Figures released by the
Center for Rural Affairs indicated that of the first
66,000 thousand, more than 31,000 were unable to meet
debt settlement requirements and therefore had to
either face foreclosure or transfer some land or
property to FmHA to reduce their debt load. These
31,000 farmers, no doubt, will be facing stiff tax
bills from IRS resulting from the options circumstances
have forced them to choose.

Contrary to popular belief, many of the farmers
who are facing high tax bills resulting from farm debt
settlement are not those farmers who bought ..and when
prices were high and who enthusiastically over-expanded
when the agricultural economy was booming in the latter
1970s and very early 1980s. Quite the opposite, in
fact, is true. (In truth, most people who bought land
when prices were high and over-expanded their
operations will show losses because their purchase
price is higher than current market value. ) The people
most adversely affected by current U.S. tax law in this
context are older farmers who bought the land decades
ago at prices that now seem unbelievably cheap -- $40 -
$100 dollars an acre, depending on the land -- and were
forced out of farming or forced to give up a portion of
their farm land to satisfy debt. The problem arises
because this land is currently valued at much higher
prices. Often, these unfortunate farmers have accrued
debt against their land during years when cost of
production greatly exceeds crop prices and through
rolling over operating debts. So, the difference
between the purchase price and what the land is worth
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when transferred to settle debt is most often negated
by the debt that land carries.

Let me provide an example using a situation faced
by one of the first FmHA restructure cases in North
Dakota that "worked" -- and I use the term loosely. An
elderly gentleman was up to his neck in debt to FmHA,
his health was failing and all he wanted to do was to
get out of debt to FmHA and have enough money left for
minimal living expenses. Staff at North Dakota's
Agricultural Mediation Service -- which is a division
within the state Agriculture Department -- worked out a
debt settlement plan that both FmHA and the farmer
could live with. However, when' accountants put their
pencils and calculators to the plan, they realized the
gentleman would have a $30,000 tax liability as a
result of the settlement. This person has virtually no
income. His hospital bills were mounting daily due to
heart problems, yet because of current U.S. tax laws,
the only thing this man cart do is hold onto his farm
land until he dies. What kind of existence is that.?
What sense does it make to have hirr retain the land and
leave it idle, when his sons are willing and able to
take over? Tax laws, in this case, have resulted in
wasted years for an ill, elderly man, for his sons, and
for the federal government because no income is being
earned from the land, which means no federal taxes are
being paid on it.

Because of the tax liability, his debt settlement
plan with FroHA was abandoned. Just yesterday, I spoke
with an official from FCS in Ncrth Dakcta who inforroed
that several plausible debt settlement plans have been
negated because of the resulting tax liability. In
this scenario, everyone loses, the farmer, the lending
institution, the government and ultimately the
remainder of the American taxpayers.

Let me present another example, this time using
fictitious people. Let's say a farm couple in their
mid-60s bought a farm after they were married arid paid
$40,000 for it. Now, it's 1989, the l.and is valued at
$300,000 and over the years they have accumulated
$300,000 worth of debt on the land, giving them a debt
to asset ratio of 1/1. In debt settlement, they deed
back to FmHA 75 percent of their land (or $225,000),
and keep 25 percent (valued at $75,000) Of the 25
percent that they keep, $30,000 represents the
homestead, which they get free and clear in the debt
settlement agreement, leaving them with $45,000 worth
of debt against the remaining land.

The IRS looks into the matter and views the
$225,000 deedback, minus the $40,000 purchase price as
a $195,000 capital gains. On paper, the couple ends up
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with a debt to asset ratio of approximately 1/2.5.
What the IRS does not take into consideration, because
of current tax law, is that the couple has a reduced
asset base. Instead of looking at what the farmer is
left with, which is a negative debt to asset ratio
($30,000 in assets, $45,000 in debt), they look at what
the creditor gets and view it as the farmer's gain.
The resulting tax liability for the couple, based on
current law, will be approximately $64,350, or 33
percent of the $195,000 "capital gain". It should be
clear from this example, that the couple will be
completely unable to pay this tax. Where would the
money come from?

For several years, I have been taking calls from
farmers concerned about circumstances quite similar to
those I just, illustrated. Recent conversations with
farm and tax attorneys in North Dakota have revealed
farmers left with tax debts ranging from $6,000 (this
person had no income) to up to $500,000 resulting from
debt settlement via deedback, conveyance and
bankruptcy.

Not only does this tax seem inherently unfairr as
perceived by the agricultural producers, it is
unrealistic because the taxes are virtually
uncollectible. To put it simply, the rnoney is not out
there, folks. As the old cliche goes, "you can't get
blood from a tu:-nip or whiskey from a rock."

A study done at North Dakota State University on
the consequences of farm liquidations in recent years
indicates that this problem is widespread in North
Dakota. According to that study, contingent tax
liabilities were a substantial problem for many people
trying to liquidate their farm operation.
Approximately 42 percent of people who responded to
NDSU's survey indicated that liquidation resulted in
increased tax liabilities. (See attachment). The
average liability resulting from liquidation was
$20,000. Further, the study revealed that most
families who liquidated or left their farming
operations because of debt had very limited income.
The median family income for the group was $18,000; 29
percent of those responding to NDSU reported incomes of
less than $10,000. For approximately one-third of the
respondents, debt exceeded the value of their assets
after liquidation. Finally, another 17 percent
reported "a positive net worth of $10,000 or less.

For these reasons, among other, the North Dakota
Department of Agriculture offers its support to S.
1041. As introduced, Senator Kent Conrad's bill will
provide an income exclusion for capital gain for
farmers who transfer agricultural property to satisfy



47

farm debt. The legislation also allows an income
exclusion for discharge of indebtedness income. These
two provisions are critical for the survival of many
people in rural America.

The Department of Agriculture received an advance
copy Thursday of the testimony of Center for Rural
Affairs' Annette Higley, and we concur with the changes
recommended by Ms. Higley in the written testimony
submitted to the Committee today. These recommended
changes would provide relief more equitably and would
prevent non-farmers, i.e. , investors, from benefiting
from this legislation.

In closing, I would like to. urge the Committee to
work for quick passage of this bill. It's timely
passage is a matter of financial life and death to many
people in American agriculture. Further, any delay in
passage could prevent this legislation from being as
beneficial as is currently possible.

Thank you, Senator Boren, members of the
Committee, for your attention.



Table 4. Contingent Tax Uabilities of Former North Dakota Farners
Item -Number Value

Did ceasing to form result in addiional income tax liobiliti? 161No 42..S6

Don't know 14
Totl additional tax liobiliry 62

Average $20r117
Distribution:

0$4.999 27.496
SSOOO $9,9J9 12.9
$ 10.00414,999 16.1
$15,000-19999 113
$20,00.29,9 9.6
$30,000-$39,999 129
Over $40.000 9.7

Foctors conrbuting to addiWonal tax liabili ies 92
Recapture of investment credits 52.2%
Recapture of depreciation 48.9
Additional capital gains taxes 522-'.
Debt forgiveness 25.0-
Other '65
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PREPARED STATEMENT OF SHARON K. WATKINS

Thank you, Mr. Chairman and this committee, for the opportunity to speak to you
on the subject of Senate Bill 1041. On behalf of the Credit committee of the Nation-
al Family Farm Coalition representing over 40 organizations in 35 states, I would
like to express our support for swift action by this Congress on the Farm Debt Tax
Reform Act of 1989 and to thank you for your leadership on this most important
issue. My testimony today will focus on areas of concern that have been raised by
farmers working with the Credit Committee since the bill's introduction.

As family farmers struggling to save our farming operations through the new
debt restructuring options in the Agricultural Credit Act, we view this new legisla-
tion as a top priority to achieve the goal of enabling family farmers to stay on their
farms and in their rural communities.

I am Sharon K. Watkins, a farmer and accountant from southern Indiana. With
my young son, I farm 500 acres. We raise corn, soybeans, tobacco, wheat, hay and
livestock. I also have an accounting practice. Besides doing over 100 farm tax re-
turns each year, I assist--farmers in restructuring their farm debts. Working either
directly with the farmer or with several attorneys in Indiana, I prepare balance
sheets, cashflows, other financial reports and restructuring plans as requested by
the court, creditors and others.

It is my opinion that passage of S. 1041 in 1989 is as important to farmers as the
passage of the Agricultural Credit Act was in 1987. It was your leadership, Mr.
Boren, in the Senate Agriculture Credit Subcommittee, that helped to ensure that
farmers received borrowers' rights through that legislation. Now, many of these
same borrowers are not able to make the important decisions on their future due to
uncertainty over the tax consequences of this legislation. We agree with the recent
IRS ruling on the impact of shared appreciation agreements and the timing for tab
liability, yet we feel it should be incorporated into the statute so that farmers and
their accountants are fully aware of its existence.

Many farmers are now trying to restructure their debts with their lenders, espe-
cially with the Farm Credit System and Farmers Home Administration. This tax
provision is critical for them, as well as those borrowers who are not able to contin-
ue farming and have no feasible plan of restructuring, to present other than a sale
or conveyance of all or part of their assets. If they file a Chapter 11, again the ques-
tion of feasibility would come up, but if they are liquidated, the Chapter 11 rules
would help with the tax problem. The major drawback to a Chapter 11 is its cost of
thousands of dollars. Dollars, that S. 1041, by avoiding bankruptcy for these farm-
ers, would make available to pay creditors. Plus, many farmers would scale back
their operations rather than do a complete liquidation if given the choice. But those
choices are taken from them if they must file a Chapter 11 to avoid taxes they
cannot pay. The court, trustee ani creditors take control of their operation in a
bankruptcy.

Attached to this testimony for the record are tax returns, using 1988 tax rates, of
a farmer who is considering conveying his property to his creditor. The difference in
the tax liability as demonstrated by Exhibits 1 and 1A is $104,543.00 using the max-
imum amount of capital gain of $350,000.00. The question of whether he would be
liable for taxes of $104,543.00 means the difference between this particular farmer
being able to restructure his debts or file Chapter 11 bankruptcy. He has a restruc-
turing plan approved by Farm Credit Service, his only creditor. The tax question is
the only remaining issue to be resolved.

If S. 1041 is enacted it will not reduce taxes but will delay collection time for the
taxes. In the above example, if this farmer chooses to file Chapter 11 bankruptcy he
would eventually be discharged from the bankruptcy and not owe any taxes nor
would he have his basis in his remaining real estate adjusted. When his real estate
is eventually sold or considered in his estate at death, he would not owe more taxes
because of his bankruptcy restructuring. If S. 1041 is enacted in its current form, he
would owe more taxes if he chooses to use the provision of the law, because of tax
attributes being adjusted. Not only the basis in the real estate would be adjusted,
but immediately, the loss of the use of carryover net operating losses and invest-
ment credits would result in more tax revenue being collected annually. We would
urge this Subcommittee to modify the order of the tax attributes to ensure that the
legislation benefits those farmers who have been operating at a loss.

The best business decision would be to file bankruptcy and not use S. 1041 in its
current form, but I assure you my experience with farmers is they would choose the
provisions of this bill rather than file bankruptcy. Most farmers would take any
other option given to them before they would choose bankruptcy.
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S. 1041 would not result in lost revenues. In fact, it would result in eventually
collecting more taxes plus cost less because fewer farmers would file bankruptcy. I
have no idea what the cost to the government is for a farmer's bankruptcy, but the
farmer's cost is $15,000.00 at a minimum. The cost to the government for maintain-
ing courtrooms and salaries of judges, clerks and trustees are certainly not covered
by the $200.00 filing fee. And by giving farmers another option during restructur-
ing, more money is available for their creditors now.

I have a concern about the definition of "equity" in the language of the bill. I
would like to be assured equity in all property -.-,ans total balance sheet net worth
even if this amount is negative. Attached as Exhibit 2 is a Balance Sheet and Equity
Analysis of a farmer. The "Equity Analysis" is the accepted way I have always been
instructed by attorneys and bankruptcy courts to prepare analyses. Please note, the
difference between net worth and net equity in my example is $50,000. Using the
Equity Analysis he is not eligible for Senate Bill 1041 tax relief but is eligible under
the Net Worth test.

Most farmers with financial difficulties have found it necessary to finance their
own operations and provide for a full year's family living expenses. This necessitates
a farmer having a large inventory or cash balance at the end of harvest. Perhaps
more than the $25,000 maximum equity should be allowed, or there should be a dif-
ferent way to incorporate the. family living expenses into that calculation.

Attached as Exhibit 3 for the record are several Balance Sheets and a Cash Flow.
My example, which I believe is typical of the majority of Mid-West farmers, is of a
row crop or grain farmer, who does not have an off-farm job or raise livestock.
Income is only once a year at fall harvest time. This finances the entire operation
providing one year of family living expenses from the sale of the crop of the preced-
ing year. Because a growing crop is valued at the lower of cost or market value and
the consumption of the family living allowance, this farmer is eligible some of the
time, but ineligible the balance of the year. His net worth and date of that net
worth are listed below.
Attachments.

Jan ua ry 1 , 19 8 8 .............................................. ............................................................................................... ............. $ 5 0 ,0 0 0
A pril 1 , 19 8 8 .......................... ... ......................................................................................................... ........................ 3 0 ,4 8 8
July 1 , 19 8 8 ............................................................... .................................................................. ............................... 1 0 ,8 8 7
O ctobe r 1, 19 8 8 ............................. ............................................................................................................................. (3 ,3 3 7 )

My calculations show (Exhibit 4) with a capital gain of up to approximately
$59,500, a farmer would -be allowed a maximum net equity of $25,000 and with a
maximum capital gain of $350,000, a farmer would be allowed to have a net equity
of an estimated $147,000. Experience would suggest most farmers would fall in the
lower range and as the above example shows, it would depend on the timing of the
sale or conveyance as whether many farmers would be eligible to use the provisions.
Most farmers and creditors would not consider the timing or would not have enough
control of the events surrounding the sale or conveyance to time events at the opti-
mum time.

Following are some additional areas that we feel need to be closely examined by
this Committee and hopefully included in the final legislation. They relate to the
farmer definition in the legislation. We want to be sure that farmers who went
through debt settlement during the period of the Coleman injunction, at which time
FmHA interpreted the injunction to mean that they could not finalize debt settle-
ments, are able to benefit from these provisions of capital gains exclusion. The
farmer definition requires that 50% of the gross receipts have been from farming
for six of the past ten years. While this may help some of the borrowers in 1989, we
are concerned that it may be an unintentional barrier for farmers ten years from
now. We support a provision in the bill that would specifically address farmers af-
fected during this recent time-frame. In addition we support changing the material
participation test to the qualified farm indebtedness section, removing it from the
farmer definition.

Thank you for allowing me the opportunity to comment on this bill. We look for-
ward to working with you to ensure swift passage of this important legislation. This
is an important step towards meeting the goals of the Agricultural Credit Act for
many farmers. It will help farmers stay on their farms and small businesses remain
as our implement dealers, which directly strengthens our rural communities.

If I may answer any questions I would be more than happy to do so. Thank you.
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S. K. Watkins
Testimony before Subcommittee
on Energy and Agricultural Taxation

INDIANA FARMER
EQUITY ANALYSIS
AS OF 12-31-88

INDEBTEDNESS
OF ASSET

FAT MARKET VALUE
OF ASSET

Cash -0- $ 75,000.00 $75,000.00
Equipment -0- 25,000.00 25,000.00
Farm #I $100,000.00 100,000.00 -0-
Farm 12 150,000.00 100,000.00 -0-

$250,000.00 $300,000.00 $100,000.00

INDIANA FARMER
NET WORTH BALANCE SHEET

AS OF 12-31-88

ASSETS FAIR MARKET VALUE LIABILITIES AMOUNT

Short Term Short Term
Cash $ 75,000.00 -0-

.Intermediate
Equipment 25,000.00

Long Term
Farm #1 100,000.00
Farm #2 100,000.00

TOTAL ASSETS $300,000.00

Intermediate
-0-

Long Term
FLB 100,000.00
Bank _150,00.00

TOTAL LIABILITIES$250,000.00
TOTAL NET WORTH 50,000.00
TOTAL LIABILITIES
AND NET WORTH $300, 000.00

THE EQUITY ANALYSIS SHOWS A TOTAL EQUITY OF $100,000.00 AND THE NET WORTH
BALANCE SHEET SHOWS A TOTAL NET WORTH OF $50,000.00.

EXHIBIT 2

EQUITYASSET
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C A S F L W S T A T E MEN T Exhibit 3

NAME: IWOIAMA FAXhEI PROjECTEO FO 1988

ADRESS: KENT, INDIANA Pi il: -0DO0DDO0000 DATE: C?, OhS
9  

PAGE I

PFIT CENTER: SOT DEFINED

DESCEIPTC LAST YE TOTAL 4AN. FEB. MARCH APRIL RA Y JJE jT AAJST SE " X,'. t0. DEC.

B1G. CASH BALANCE 0 75000 75000 71842 66021 626 30768 26d85 21202 21919 1936 17353 'is7 a87

OPEWTING RECEIPTS:
CCFS AND PEED 0 112007 0 c 0 0 0 0 0 0 0 0 0 100Z7
LIVESTOC X PJLTtY 0 0 0 0 0 0 0 0 0 0 0 0 0 0
PkODLCTS (LIVESTOCK) 0 0 0 0 0 0 0 j 0 0 0 0 0

CUSTM W 0 0 0 C 0 0 0 0 0 0 0 0 0 0

GOVERNMENT PAYMENTS 0 0 0 0 0 0 0 0 0 0 0 0 0 0
HEDGING ACCOUNT W/D 0 0 0 0 0 0 0 0 0 C1 0 0 C

0 0 0 0 c 0 0 0 C 0 0 C 0

CAPITAL RECEIPTS:

REEDING STOCK 0 0 Q 0 C 0 0 0 0 C 0 C a
MACHNERYA EQUIP. 0 0 0 0 0 0 0 0 C 0 C 0 0 0

0 0 a a 0 0 0 0 C 0 0 0 0 0

NON•FARMK INCOME:

0fF-FARK VGAES 0 0 0 0 0 0 0 0 0 0 0 0 C
INTEREST L DIVIDENDS 0 a a 0 0 0 C C C 0 3 0 0

0 0 0 0 0 0 0 C C 0 z 0 C

o 0 0 0 0 0 0 C C 0 0 0 C C

TOTAL CASH AVAILABLE 0 187007 75000 71a42 66021 62863 30768 26685 2.22 2199 19634 1753 "5?0 2029

OPERATING EXPENSES:

LABONHIRED 0 10OO 0 0 0 500 0 C C C 50 0
REPAIRS-MACK 6 EQUIP 0 3500 875 875 8715 375 c 0
REPAIRS-BUILD/I RM V 0 0 0 0 0 0 c C C C -

RENTS A LEASES 0 0 0 0 0 0 0 C 0 C C - -

S100 0 9538 0 0 0 9538 0 3 C 0 C
FERTILIZER & LIM4E 0 14152 0 0 0 '.152 0 C C C C

CHEMICALS 0 2767 0 0 0 27.7 0 C C 0 C 0 0 C
CUSTOiRACAINE HIRE 0 0 0 0 0 0 0 C C
SUPPLIES 0 500 0 0 0 500 C 0 C C C C 3 C

LIVESTOCK EXPENSE 0 0 0 0 0 0 C 0 C C C C C C
GAS, FUEL, OIL 0 3500 0 C C '00 '300 0 C C C Sfl C 0
STORAGE/CUJSTOK DIY 0 0 0 0 0 0 0 D C 3 C C C 0
TAXES (REAL EST. PP) 0 2000 0 0 0 0 i000 0 c 3 C 0 '"o 0
tISUJRANCE(PROP,LIAB) 0 1000 0 0 0 530 0 0 0 D C 530 0 C

UTILITIESELECTI/GAS) 0 2200 100 100 0 'Co 100 lCo 'DO 'CO 'C '00
HAR(ETjTRANSPOT EXP 0 1000 0 0 0 0 0 0 C 0 C 3 C '000
AUTO (FARM SHARE) 0 1200 '00 100 100 1 w 100 CO 'C, ' "30133 CC'30 CC c

0 0 0 0 0 0 0 0 0 0 C 3 0 0

0 0 0 0 0 0 0 0 0 0 0 0 0 0
....................................................................................................................................
TOTAL CASH OP)EIR EXPS 0 4233? 105 1075 1075 30012 2?00 200 200 200 200 37C0 1200 12DO
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CASM ILOW STAT EMINmT

,MADE : INDIANA FArIER PROJECTED *0 19"
ADOMS: ENT. IDIAA. PHONE: 000-000-0000 DATE: 0?/23/89 PAGE 2

PWit CENTER: NOT DEFINED

DESCRIPTIOm LAST Ti TOTAL jAN. FEB. MOC.H API IL KAT JUNE JUL.T Aj.$IT SEPT OCT. INv. DEC.
....................................................................................................................................

STOCK A FEED lci:

FEEDER LIVESTOCK 0 0 0 0 0 0 0 0 0 0 0 0 0 0

I|EEDING LIVESTOCK 0 0 0 0 0 0 0 0 0 0 0 0 0 0
FEED MCASED 0 0 0 0 0 0 0 0 0 0 0 0 0 0

CAPITAL EXPECoITtAQES

ACHNIST & EIEP
BUILDINGS A iMPR0W

0 0 0 0 0
0 0 0 0 0
0 0 0 0 0

0
0
0

0 0 0 0
0 0 0 0
0 0 0 0

OTHE EXPENDITURES:

HEDGIG ACCT OE(PIT 0 0 0 0 0 0 0 0 0 0 0 0 0 0
LRaOSS fAMILT LIV U/C 0 24996 2 z8 208.3 2.83 0283 20m3 2083 63 203 2083 2083 23

NOMR RASH S $/VIEST 0 0 0 0 0 0 0 0 0 0 0 0 0 0
INCGOE TAX & SOC SiC 0 2683 0 266 0 0 0 0 0 0 0 0 0 0

0 0 0 0 0 0 0 0 0 0 0 0 0 0
LOA PATENTS - PRIM 0 12500 0 0 0 0 0 0 0 0 0 0 0 12500

LOA PATENTS - IT 0 29500 0 0 0 0 0 0 0 0 0 0 0 2 00
............................................................................................... .....................................

TOTAL CASH REQJIEDO 0 111996 3158 5821 3158 30095 4283 2283 2263 2283 2283 5783 3283 /.52&3
....................................................................................................................................

'ASH AAIL -CASN REQ 75011 71842 66021 62863 30768 26485 2422 21919 19636 17353 11570 887 75011
!%FLOWS FO SAVINGS 0 0 0 0 0 0 0 0 0 0 0 0 0
CASH P03 BEFOSE 1101 fliTT 71842 66021 62863 30768 26485 24202 21919 19636 17353 11570 8287 75011

"T TO u S0lR1 6[D

- OKRIATING LOANS
SINT & LIT LOANS

OP LOAN PAT -PRIM
- INTEREST

JTFLLjS TO SAYZIGS

ENOING CASH EALANCE

LOAN BALANCES:

0151 WMENEST NATE .DO
CURRENT 135S OS LOAM

- ACCIRED INTEREST

PRE T'S OSER LOANS
. ACCRUED INTEREST

IhT L LONG TER LOAM 20000

TOTAL LOAWS

0 0 0 0 0 0 0 0 0 0 0 0 0
0 0 0 0 0 0 0 0 0 0 0 0 0
0 0 0 0 0 0 0 0 0 0 0 0 0
0 0 0 0 0 0 0 0 0 0 0 0 0
0 0 0 0 0 0 0 0 0 0 0 0 0

75011 71642 66021 62863 30768 264.85 2(20a2 21919 19636 17353 11570 8287 75011

0 0 0 0 0 0 0 0 0 0 0 0
0 0 0 0 0 0 0 0 0 0 0 0
0 0 0 0 0 0 0 0 0 0 0 0
0 0 0 0 0 0 0 0 0 0 0 0

250000 250000 250000 250000 250000 250000 50000 250000 250000 250000 250000 237500
250000 250000 25D00 50000 250000 2500 250000 250000 250000 250000 2500 0 237500

CNSISTENCT CHECK:
TOTAL INFLOJ 75000 71842 6021 62863 30768 261485 24202 21919 19636 17353 11570 1202%
TOTAL O.,TFLOS 75000 71842 66021 o2863 30768 26485 24202 21919 19636 17353 11,70 120294.

ILOGETIG ERROR 0 0 0 0 0 0 0 0 0 0 0 0
....................................................................................................................................

0
0

0 0 0
0 0 0
0 0 0
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BALANCE SN E T
KA0E: iN1IAlA NADER ACTUAL FOR 19M
AORESS: KENT, INDIANA PHONE: 000-000-0000 UPDATED THIU: 12/31/88 DATE: 07IZ3/89

PROFIT CENTER: NOT 0EFIED

ASSETS

CURRENT ASSETS

Cash (on had) or in checking
Savings accounts & time certificates
Hedging acco it equity
Marketable 'ons & securities (Sch 1)
Accounts receivable (Sch AR)
Notes receivable (Sch R)
Livestock & poultry to be sold (Sch LS)
Crops and feed (Sch CF)
Cash investment in growing crops (Sch CI)
Supplies (Sch 2)
Prepaid expenses
Other (tax refund, act.)

TOTAL CURRENT ASSETS

INTERMEDIATE ASSETS
Accounts receivable (Sch AR)
Notes receivable (Sch 1B)
Machinery. equipent, trucks (SCh 9)

Cost or Basis 25,000
Less accumuLated dep 0

Breeding stock (Sch A)
Ret irement accounts
Cash value of life insurance (Sch 7)
Securities not readily morketable(Sch 1)
Personal vehictes/househoLd goods(Sch 3)
Other

TOTAL INTERMEDIATE ASSETS

FIXED ASSETS
Contracts & notes resivabLe
Farm real estate (Sch 5)

Cost or Basis
Less accumslated dep

Non-farm real estate (Sch 6)
Other

(Sch NR)

100,000
0

TOTAL FIXED ASSETS

TOTAL ASSETS

PI COST
75,000

0
0
0
0
0
0
0
0
0
0
0

AKT VALUE
?5,000

0
0
0
0
0
0
0
0
0
0
a

73,000 73,000

LIABILITIES AO NET WORTH

CANR!ET LIAILITIES MOD COST HKT VA.UE
Accounts payable (Sch AP) 0 0
Medical d other personal 0 0
Notes payable (Sch UP) 0 0
Principal pert of tong term debts (Sch 8)
Intermediate
Long Term

Estilted accrued interest on
Accounts 0 Notes 0
Intermediate liabilities 0

Long tare tiabillites 0
Estimated accrued tax liability:

Property
Real estate
Employer payroll withholdings
I mce & social security

Accrued rents & lease payments (Sch Sb)
Other (including relatives)
Contingent incoe tax liability:
Current assets
Marketable securities

TOTAL CURRENT LIABILITIES

INTERMEDIATE LIABILITIES
0 0 (Principal due beyond 12 months)
0 0 Notes payable

25,000 SaLes contracts
Life insurance policy loans

25,000 Other
0 0 Contingent income tax liability:
0 0 machinery
0 0 Breeding stock
0 0 Securities not readily marketable
0 0 Contingent income tax liability &
0 0 interest penalty on retirement accts

25,000 25,000 TOTAL INTERMEDIATE LIABILITIES

LONG TERM LIABILITIES (Sch 8)
0 0 (Principal due beyond 12 months)

200,000 Mortgage on farm real estate
Lard contracts

100,000 Mortgage on non-farm real estate

0 0 Other

0 0 Continget capital gains tax liability:
Rest estate

100,000 200,000 TOTAL LONG TERN LIABILITIES

TOTAL LIABILITIES

NET WORTH
2000 300,000 TOTAL LIABILITIES AND NET WORTH

I -I -? ?

0
12,500

0 0
0 0
0 0
0 0
0 0
0 0

0
0

12,500 12,500

0
0
0
0

237,500

0

237,500
250,000
50,000-

200,000

0
12,500

0

0

0
0
00
0

237,500
0
0
0

237,500
250,000
50,000

300,000
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BALANCE SHEET
NAE: INDIANA FARMIE ACTUAL FOR 1968
ADDRESS: KENT, INDIANA PHONE: 000-000-000 UPDATED T U: 12/31/88 DATE: 07/fl/SQ

PsOFIT CENTER: NOT DEFINED

ASSETS
................................................................

LIABILITIES AMD NET WORTH

CURRENT ASSETS
Cash (on hand) or in checking
Savings accoutntS a tim certifitctes
Hedging account equity

Marketable bods 9 securities (Sch 1)-
AccountN receivable ($¢h At)
Notes recivabe (sch NA)
Livestock A poultry to be sold (ch LS)
Crops and feed (Sch CF)
Cash investment in growing crops (Sch CI)
Supplies (Sch 2)
Prepeid expenses
Other (tax refund, act.)

TOTAL CURENT ASSETS

INTERMEDIATE ASSETS
Accounts receivable ($¢h AN)
Notes receivable (Sch MB)
Machinery, equipment, trucks (Sch 9)

Cost or Nix , 25,000
Less accumulated dep 0

Breeding stock (Sch 4)
Retirement accounts
Cash vatue of life insurance (Sch 7)
Securities not readily emrketlee(Sch 1)
Personal vehicles/household goode(Sch 3)
Other

TOTAL INTERMEDIATE ASSETS

FIXED ASSETS
Contracts & notes receivable (Sch MR)
fUm real estate (Sch 5)

Cost or $asis 100,000

Less accumulated dep 0
Non-forn reat estate (Sch 6)

Other

TOIAL FIXEO ASSETS

TOTAL ASSETS

MW COST
62.863

0
0
0
0
0
0
0
0
0
0
0

MKT VALUE
62,863

0
0
0
0
0
0
0
0
0
0
0

62,863 62,863

COJNNIT LIABILITIES
Accounts payable (Sch AP)
Medical and other personal
Notes payable (Sch NP)
Principal pert of long term debts (Sch 8)

totermadiate
Long Term

stimetod accrued interest on
Accounts 0 Notes 0
Intermediate liabilities 0
Long tern liabilities 7.375

Estimted accrued tax liability:
Property

Reel estate
EpLoyer payroll sithhoLdings
Income & social security

Accrued rents & these payments (Sch Sb)
Other (including relatives)
Contingent income tax liability:

Current assets
Marketabte securities

TOTAL CURRENT LIABILITIES

INTEREO IATE LIABILITIES
0 0 (Principal due beyond 12 months)

0 0 Notes payable
25,000 Sales contracts

Life insurance policy loans
25,000 Other

0 0 Contingent inc tax liability:
0 0 Machinery
0 0 Breeding stock
0 0 Securities not readily marketable
0 0 Contingent income tax liability 9
0 0 interest penalty on retirement acts

25,000 25,000 TOTAL INTERMEDIATE LIABILITIES

10,000
0
0

100,000

187,863

LONG TERM LIABILITIES (Sch 8)

0 (Principal due beyond 12 months)
2C0,000 mortgage on farm real estate

Lard contracts
Mortgage on non-farm reaL estate

0 Other
0 Contingent capital gains tax liability:

Real estate

200,000 TOTAL LONG TERM LIABILITIES
TOTAL LIABILITIES

NET WONTM
287,863 TOTAL LIABILITIES AND NET WITH

M00 COST
0
0
0

0
12,5SO0

7,375

0
0
0
0
0
0

0
0

19,875 19,875

237,500
0
0
0

21 .',500
257,375

69,512-
187,863

MET VALUE

0
0
0

0

12,500

7,375

0
0
0
a
0
0

0
0
0
0

0
0
0
0

0
0
0

0
0

237,500
0
0
0

0

237,500
257,375

30,488
287.863
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BALANCE SHEE T
KANE: INDIANIA FARMER ACTUAL FOR 1968
ADDRESS: KENT, INDIANA PHNWE: 000-000-0000 UPOATEO THIJ: 12/31/88 DATE: 07/23189

PROFIT CENTER: NO)T .EFIED

ASSETS LIABILITIES AND NET WRTH

C"IRENT ASSETS
Cauh (on hand) or in checking
Savings acco nrts & time certificates
Hedging account equity
Marketable bonds & securities (Sch I)
Accounts receivable (Sch A)
Notes receivale (Sch NB)
Livestock B poultry to be sold (Sch LS)
Crops and feed (Sch CF)
Cash investment in growing crope (Sch C1)

Supplies (Sch 2)
Prep id expenses
Other (tex refund. ect.)

TOTAL CURRENT ASSETS

INTER EDIATE ASSETS
Accnunts receivable (Sch Al)
Notes receivable (Sch NO)
Machinery, equipment, trucks (Sch 9)
Cost or Basis 25,000

Less accumulated dep 0
Breeding stock (Sch 4)

Retirement accounts
Cash value of life insurance (Sch 7)
Securities not readily marketablelSch 1)
Personal vehicles/hoisehold goods(Sch 3)

Other
TOTAL INTERMEDIATE ASSETS

FIXED ASSETS
Contracts 9 notes receivable (Sch NR)
Fare real estate (Sch S)
Cost or Basis 100,000

Less accumulated dep 0
Non-farm real estate (Sch 6)

Other

TOTAL FIXED ASSETS

TOTAL ASSETS

CO COST
24,202

0
0
0
0
0
0
0

26,435
0
0
0

MKT VALUE

24,202
0
0
0
0
0
0
0

26,435
0
0
0

50,637 50,637

CURRENT LIABILITIES
Accounts payable (Sch AP)
Medical and other personal
Notes payable (Sch %P)
Principal part of long tarm debts (Sch 8)

Intermediate
Long TerIm

Estimated accrued interest on
Accounts 0 Notes 0
Intermediate Liabilities 0
Long term liabilities 14,750

Estimted accrued tax liability:
Property

Beal estate
Employer payroll withholding
Income & social security

Accrued rents & lease payments (Sch Sb)
Other (including relatives)
Contingent ncoe tax liability:
Current assets
Marketable securities

TOTAL CURRENT LIABILITIES

iNTERMEOIATE LIABILITIES
0 0 (Principal due beyond I2 months)
o 0 Notes payable

25,000 Sates contracts

Life insurance policy Loans
25,000 Other

0 0 Contingent income tax liability:
a 0 Machinery
0 0 Breeding stock
0 0 Securities not readily marketabLe
0 0 Contingent income tex liability 9
0 0 interest penalty on retirement accts

25,000 25,000 TOTAL INTERIEDIATE LIABILITIES

LONG TEEM LIABILITIES (Sch 8)
0 0 (Principal due beyond 72 nwoths)

200,000 mortgage on farm real estate
L an contracts

100,000 Mortgage on non-farm real estate

0 0 Other
0 0 Contingent capital gains tax liability:

Real estate
100,000 200,000 TOTAL LONG TERM LIABILITIES

TOTAL LIABILITIES

NET WORTN
173,637 275,637 TOTAL LIABILITIES ANO NET WORTH

-I - %t

MOD COST
0
0
0

0
12,500

14,750

0
0
0
0
0
0

0
0

27,250 2?,250

237,500
0
0
0

237,500
264,750
89.113-

175,637

HAT VALUE
a
0
0

0
12,500

0
0
0

0
0

0

0
0
0
0

0
0
0
0

0
0
0

0
0 0

237,500
0
0
0

0

237,500
26, 750

10,887
275.,637
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BALANCE SHEET
Mt: INDIANA FADER ACTUAL FOR 1968

AORESS: KENT, NDAIA PACiRI: 00O-000-0000 UPOATEO THRU: 12,31/ag DATE: 07/23/89

PROFIT CENTER: NOT DEFIN

ASSETS LIABILITIES AND NET WOTN
..............................................

CURRENT ASSETS
Cashi (on h"nd) or in checking
Savings accounts B tim certificates
Ndging account equity
Marketable bonds & securities (Sch 1)
Accounts receivable (Ich AN)
Notes receivable (S I)
Livestock £ poultry to be sold (Scf LS)
Crops and feed (Sch CF)
Cas investment in growing crops (Sch CI)
SsplIes (Sch 2)
Prepaid expenses
Other (tax refuwd, act.)

TOTAL RENT ASSETS

INTEEMEDIAft ASSETS

Accounts receivable (Sch Alt)
Notes receivable (Sch 1N)
machinery, eqipment, trucks (Sch 9)

Cost or $sisa 25,000
Lass accumulated dep 0

reading stock (Sch 4)
Retirement accouits
Cash value of life Insurance (Sch 7)

Securities not readily marketabLe(Sch 1)
Personal vehictes/houaehoLd goods(Sch 3)
Other

TOTAL INTERIEOIATE ASSETS

PIXED ASSETS
Contracts & notes receivable
Farm reel estate (Sch 5)

Cost or isi
Less accuItated dep

Nort-farm real estate (Sci 6)
Other

(Sch MR)

100,000
0

TOTAL FIXED ASSETS

TOTAL ASSETS

MiD COST
1 7, 353

0
0
0
0
0
0
0

26,435
0
0
0

KT VALUE
17,353

0
0
0
0
0
0
0

26,435
0
0
0

43,78" 43,788

CURRENT LIABILITIES
Accounts payable (Sch AP)
Medical and other personal
motes payable (Sc NP)
Principal part of Long term debts (Sch 8)

Intermediate
Long Tem

Estimated accrued Interest on
Accounts 0 Notes 0
Intermediato liabilities 0
Long term abilities 22,125

Estimated accrued tax liability:
Property
Real estate
Eqloyer payroll withhoLdings
Income & social security

Accrued rents & lease payments (Sch Sb)
Other (including relatives)
Contingent incoe tax Liability:
Current assets

marketable securities
TOTAL CURRENT LIABILITIES

INTE MOIATE LIABILITIES
0 0 (Principal due beyond 12 months)
0 0 Notes payable

25,000 Sates contracts

Life insurance policy loans
25,000 Other

0 0 Contingent income tax liability:
0 0 Machinery
0 0 Breading stock
0 0 Securities not readily marketable

0 0 Contingent inco tax liability &
0 0 interest penalty on retirement accts

25,000 25,000 TOTAL INTERMEDIATE LIABILITIES

LONG TEEM LIABILITIES (Sch 8)
0 0 (Principal due beyond 12 months)

200,000 Mortgage on farm real estate
Land contracts

100,000 Mortgage on non-farm real estate

0 0 Other

0 0 Contirent capital gains tax liability:
Rel estate

100,000 200°000 TOTAL LONG TERM LIABILITIES
TOTAL LIABILITIES

NET 1ORTH

168,7F8 268,88 TOTAL LIABILITIES ANO MET wORTN

10-I-?

MOD COST
0
0
0

0
12,5W0

22,12S 22,125

0 0
0 0
0 0
0 0
0 0
0 0

0
0

34,625 34,625

237,500
0
0

0

237,500
272,125
103,337-
168, 88

MKT VALUE
0
0
0

0
12,500

0
0
0
0

0
0
0
0

0
0
0

0
0 0

237,500
0

0
0

0

237,500
272,125

3,337-
268,788
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S. K. Watkins
Testimony before Subcomwittee
on Energy and Agricultural Taxation EXHIBIT 4

CAPITAL GAIN TAX RATE TAX
$59,500.00 28% $16,660.00

150% OF $16,660.00 - $24,990.00

$350,000.00 28% $98,000.00
150% OF 98,000.00 = $147,000.00

Examples of tax due do not take into consideration Alternacive Minimum Thx
or any other factors that could influence tax due.



COMMUNICATIONS

ANDREWS, DAVIS, LEGG, BiXLER, MIISTEN & PRICE,
Oklahoma City, August 9, 1.;89.

LAURA WILCOX,
Hearing Administrator,
Senate Finance Committee,
Washington, DC.
Re: Comments on S. 1041

Dear Ms. Wilcox: These comments are submitted for the record and hearing on
Senate Bill 1041 dealing with tax relief for certain farmers on the transfer of farm
property in satisfaction of farm indebtedness.

I believe that substantially greater relief in this area is needed than the relief
provided by this bill. Specifically, the bill should expand the exclusion of discharge
income for bankrupt and insolvent taxpayers under Section 108(aXl) to include
"gain" on the transfer of property to a creditor.

It is only now becoming apparent that a tremendous problem to insolvent debtors
was created by an amendment to regulations made in 1980, shortly after Congress
completed its consideration of the Bankruptcy Tax Act of 1980. Without statutory
justification and contrary to congressional understanding of law at that time, this
change attempted to limit the exclusion of income on transfer of property by insol-
vent taxpayers. Dallas Transfer & Terminal Warehouse Co. v. Commissioner, 70 F.2d
95 (5th Cir. 1934) held that no income was to be recognized on the transfer of prop-
erty to a creditor by a taxpayer who remained insolvent after the transfer. This de-
cision included both "discharge income" and what is now characterized under the
Section 1001 regulations as "gain." This decision was cited with approval in the
Committee Reports for the Bankruptcy Tax Act of 1980. It was followed by the IRS
in private letter rulings during 1980. See PLR 8019018.

Then, near the end of 1980, changes to the regulations under Section 1001 were
adopted without opportunity for public comment. The change provides that the ex-
clusion from income from insolvent taxpayers does not apply to the portion of
income on transfer of property which regulations characterized as "gain" as opposed
to discharge."

The Internal Revenue Service has just recently announced a further interpreta-
tion regarding the application of these regulations in bankruptcy proceedings. See
PLR 8918016, PLR 8928012 and Letter dated 3-14-89 from James J. Keightly, Associ-
ate Chief Counsel (Litigation) to Richard L. Paup, Deputy Assistant Attorney Gener-
al, Tax Division, available through Tax Notes Today, June 16, 1987, as Doc 89-4829
or 89 TNT 125-9. This new position is that where property is abandoned by a bank-
ruptcy trustee in order to allow the creditor to complete foreclosure, the "gain" on
the foreclosure sale will be taxed to the individual debtor as personal post-petition
income. The result of this interpretation is to circumvent the "clean start" concept
of the bankruptcy law and burden the individual taxpayer with a nondischargeable
tax liability, even where the bankruptcy estate may have had losses that might
have offset the taxable gain or might have had unencumbered assets that could
have been used to pay the tax.

S. 1041, as I understand it, would give some relief against taxation of "gain" on
transfers to creditors. However, the relief that is needed is not limited to farmers
and is not limited to any specified dollar amount. The relief that is needed is to
overturn the 1980 regulations under Section 1001 and restore the holding in Dallas
Transfer.
• I would doubt that this further change would have any significant revenue effect

as I doubt if much, if any, of the tax the IRS may assert in this area is ever collect-

(65)
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ible. However, the IRS position discourages many insolvent individuals from reorga-
nizing their affairs through bankruptcy or otherwise because there is no way out."

Sincerely, TIMOTHY M. LARASON.

HEIDEPRIEM, WIDMAYER & ZELL,
Miller, SD, August 7, 1989.

LAURA WILCOX,
Hearing Administrator,
Senate Finance Committee,
Washington, DC.

Madam: This letter is written in support of S. 1041 relating to tax treatment of
Farmers' Debt Cancellation on which the Senate Finance Subcommittee on Energy
and Agricultural Taxation is holding hearings.

The reason why we are in favor of passage of this bill is that we are in a rural,
agricultural, depressed area. Many of the farmers/ranchers in our area through
debt restructuring have survived only through debt forgiveness.

As a result of this debt forgiveness, the situation has improved and enables them
to continue with the operation of their farms and ranches.

However, to impose the additional hardship of a tax on the debt forgiveness will
only put them back in their original position. These farmers and ranchers simply do
not have the sources and funds to pay such a tax if levied.

We, therefore, favor the passage of S. 1041 and appreciate anything which you
might be able to do to assist in passage.

Thank you for your assistance.
Yours very truly,

RUBEN R. WIDMAYER.

STATEMENT OF NATIONAL SOCIETY OF PUBLIC ACCOUNTANTS

By press release dated July 20, 1989, Senator David L. Boren, Chairman of the
Subcommittee on Energy and Agricultural Taxation of the Committee on Finance,
invited interested parties to submit comments on the tax consequences of certain
restructured farm debts. The National Society of Public Accountants ("NSPA" or
"National Society") is pleased to submit the following comments in response to the
Chairman's request.

The membership of the National Society of Public Accountants consists of over
23,000 individuals, most of whom are sole practitioners or partners in small-sized
public accounting firms. NSPA members provide accounting, auditing, tax prepara-
tion, tax planning, financial planning, and managerial advisory services to approxi-
mately 6 million individual and small business clients. With a nationwide constitu-
ency, a significant percentage of NSPA members provide these services to agricul-
tural clients. Thus, the National Society is both familiar with and affected by the
instant subject.

The tax consequences of farm debt restructuring arise as a result of two key pro-
visions of the Agricultural Credit Act of 1987. That law gives the Farmers Home
Administration (FmHA) the authority to restructure farm debt by creating an ar-
rangement in which, in exchange for more affordable monthly payments, the
farmer enters into either a "shared appreciation" or a "recapture" agreement with
the Agency.

Technically, these restructuring options result in the discharge of indebtedness;
such amounts are therefore includable in gross income under Section 61(a)X12) of the
Internal Revenue Code. However, two inequities follow from this result: the farmer
has actually paid a potentially heavy price for the discharge of indebtedness, and,
the tax results thwart the farm policy objectives.

Before examining these two difficulties in detail, it should be acknowledged that
Section 108 of the Code does provide some relief from the harsh dictates of 61(aX12).
If any of four enumerated exceptions are met, restructuring under the Act will not
result in discharge of indebtedness income; in all other instances, the discharged
amounts are includable in gross income.

As indicated above, several inequities flow from this scheme.
Although the tax policy behind the general inclusion of discharged debts in a tax-

payer's gross income is long-settled, the equities in doing so for farm debt restruc-
turing are not readily apparent. The farmer has paid a potentially hefty, albeit not
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readily definable, premium for the write-down; future equity may have to be shared
with, or, in the case of recapture agreements, outright turned over to, the govern-
ment. While the agricultural policy considerations behind such a requirement are
understandable, the tax consequences act as a patently unfair "double whammy"
against a taxpayer whose financial resources are already stretched perilously thin.

This highlights the second inequity in the status quo. In order for a farmer to
seek debt restructuring, he or she Is likely fairly close to insolvency. The whole pur-
pose of the Agricultural Credit Act is to avoid forcing the farmer into that unfortu-
nate situation. At the same time, the farmer is certainly in no better a position to
satisfy a tax liability on forgiven debts than he or she was in to satisfy the underly-
ing debt itself. Thus, the tax law may well push the farmer into precisely the bank-
ruptcy the Agricultural Credit Act seeks to avoid.

Another common problem affecting the agricultural clients of NSPA members re-
lates to the gain realized upon the transfer of a capital asset to a lending institution
in satisfaction of a farm indebtedness. Here the situation under present law is even
worse. Not only is the farmer in this transaction required to report income on the
cancellation of indebtedness, since the tax law treats the transfer as a sale, he or
she is also required to recognize any resulting gain. This final Insult, when added to
the earlier injuries, is generally fatal to the success of any restructuring plan. The
farmer is left with the impression that the government has taken away with one
hand that which it has given with the other.

Such a result, however unintentional, is clearly undesirable. While one can debate
ad infinitum the merits of the nation's farm policy, there is no benefit to be gained
by having one body of Federal law (i.e., the Internal Revenue Code) in direct conflict
with the objectives of another body of that law (i.e., the Agricultural Credit Act).
Neither law is in and of itself flawed, but, taken in tandem, they produce a poten-
tially calamitous result.

Nor should one point an accusing finger at the Internal Revenue Service in this
instance. The tax code is clear on this point, and the agency would be derelict in its
duty were it to decline enforcement of the law.

While undoubtedly a legislative oversight, the solution to thiE dilemma must
nonetheless come from the Congress itself. Thus, the National Society would urge
this Committee to act with haste and diligence in resolving this problem. As NSPA
members who have attempted to assist their agricultural clients in rehabilitating
their fiscal affairs can attest, every day of delayed action results in more farmers
losing their farms because the tax consequences of their proposed restructuring
render their financial plans unworkable.

NSPA supports legislative efforts to assist financially burdened farmers by ex-
cluding written-down farm debt from gross income, as well as those efforts intended
to avoid the taxation of any gain resulting from the transfer of farm assets to a
lender. Accordingly, the National SocieTy stands ready to assist the Congress In any
way possible. Related enquiries should be directed to Peter M. Berkery, Jr., NSPA's
Director of Congressional Relations-Tax Counsel.

NSP-A applauds the Subcommittee on Energy and Agricultural Taxation for its
leadership in addressing this important issue and is greatful for this opportunity to
present its views.

STATEMENT OF JAMES I. SHEPARD, J.D., LL.M., 1 BANKRUPTCY/
INSOLVENCY TAX CONSULTANT, FRESNO, CA

I. BACKGROUND

Senate Bill 1041,2 introduced May 18, 1989, addresses two concerns. The Bill
would create an exception from taxation for capital gains realized from transfers of
farm property in complete or partial satisfaction of certain farr debt and modify
the formula under which solvent farmers experiencing a discharge o'f qualified debt
determine their tax consequences. The Bill currently under consideration is similar
to Senate Bill 2873 3 introduced at the close of the 100th Congress. Senate Bill 2873
addressed the two concerns mentioned above, and in addition, propos.2d that an
abandonment of property by a trustee in bankruptcy pursuant to section 554 of the
Bankruptcy Code be a taxable event and that the separate entity rules of section
1398 of the Internal Revenue Code 4 be imposed on Chapter 12 bankruptcy estates.
On reintroduction in the 101st Congress Senate Bill 1041 omitted the proposed
changes in the taxation of bankruptcy. Testimony presented to the Subcommittee
with regard to the hearing held July 28, 1989, on the Tax Treatment of Certain
Farm Indebtedness, urges the adoption of legislation reincorporating the bankrupt-
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cy tax provisions previously deleted. This paper addresses the propriety of the pro-
posed additions to the Bill pertaining to the taxation of bankruptcy.

II. THE TAX TREATMENT OF ABANDONMENT OF PROPERTY BY A TRUSTEE

A. THE TECHNICAL RULES

I. The basics of gain and loss
As a general statement of tax law, unless specifically provided otherwise, all

transfers of property, by sale, exchange or other disposition, are taxable, causing
either gain or loss to be realized. The excess of amount realized on the sale or other
disposition of property over its adjusted basis is the measure of the amount of gain
realized, while the excess of adjusted basis over amount realized determines the
amount of loss realized.3 Generally, the amount of money and fair market value of
any property received on the sale of property is the amount realized. 6 Adjusted
basis used in determining gain or loss generally begins with the cost of the proper-
ty 7 and is adjusted for additions due to improvements and reductions because of
wear and tear, depreciation, and obsolescence." With property acquired by bequest,
devise or inheritance, the basis to be adjusted is its fair market value on the date of
decedents death.9 Property acquired by gift has a basis for purposes of measuring
gain of the donor's adjusted basis and a basis for purposes of measuring loss of the
lower of fair market value or the donor's adjusted basis. 10

.2. The cancellation of debt and debt discharge income
United States v. Kirby Lumber Co.,' 1 an early United States Supreme Court deci-

sion, established the doctrine that the satisfaction of an obligation at less than its
face amount creates debt discharge income. This doctrine has been codified,' 2 and it
is now generally recognized that the discharge of indebtedness causes income. Ex-
ceptions to this doctrine are found in section 108 of the Internal Revenue Code, the
exclusionary rules. These rules provide, generally, that when the discharge occurs
in bankruptcy,' 3 while the taxpayer is insolvent,' 4 or if the discharge is of "Quali-
fied Farm Debt" of a solvent farmer,' 5 the amount of debt so discharged or can-
celled will not be included in gross income.
. The transfer of property in satisfaction of debt

When property is transferred in partial payment of debt and the creditor cancels
part or all of the deficiency remaining, not only do the exclusionary rules apply,
other rules apply as well. Judicial decisions uniformly treat the transfer of property
in satisfaction of debt as a sale of such property, causing the realization of gain or
loss, whether the transfer is voluntary,' 6 as with a deed in lieu of foreclosure, or
involuntary, as in the foreclosure or forfeiture of a contract, mortgage or deed of
trust. 17

a. The "One-Step"analysis
A series of court decisions culminating in Commissioner v. Tufts, 18 instructs that

when property is transferred in satisfaction of nonrecourse debt, where the borrow-
er has no personal liability for any deficiency, the full amount of the debt satisfied
will be used in determining the amount realized. Known as the "One-Step" analysis
because of its ignoring the question of the fair market value of the property trans-
ferred, this approach to the determination of gain or loss is applicable in all cases of
transfers in satisfaction of nonrecourse debt.

b. The "Twvo-Step" analysis
In contrast with the Tufts approach applicable to transfers of property encum-

bered by nonrecourse debt, Treasury Regulations hold that the "Two-Step' analysis
is to be used in determining gain or loss on transfers of property in satisfaction of
recourse debt.' 9 Recourse debt is characterized by the borrower's potential personal
liability on any deficiency which may remain after a foreclosure. This approach
treats such transfers as a sale of the subject property at its fair market value with
the application of the proceeds of the deemed sale in payment of the debt. The
excess of debt over fair market value is debt discharge income; the amount realized
on the deemed sale does not include any amount that is income from discharge of
indebtedness or which would be if not excluded because of the exclusionary rules.20

If the discharge of recourse debt is accomplished by the transfer of property in kind,
such as the deed to a mortgage holder in lieu of foreclosure, the amount to be ex-
cluded is the excess of the debt satisfied over the fair market value of the proper-
ty.2 ' The amount realized on such transfers is the fair market value of the property
if the debt satisfied is recourse and the full amount of the debt satisfied if nonre-
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course.2 2 If payment of the debt would have been deductible, the payment of a live-
stock feed bill by a farmer or rancher, for instance, cancellation does not cause
income from discharge of indebtedness. 2 3 Although such debts may enter into the
calculation of gain or loss realized, when a deductible expense is paid with property,
any gain recognized will be offset by the deduction created.

B. THE DEBTOR'S TAX PROBLEM

1. Common Illustrations
Written testimony submitted to the Subcommittee in support of statements made

at the hearing on July 28, 1989 24 illustrated the tax problem in question with the
example of a farmer filing bankruptcy owning a bin of shelled corn in which a local
bank has a security interest. Because the bank's lien exceeds the value of the corn
the trustee in bankruptcy abandons the grain. As a raised crop, the corn has a
"zero" basis for tax purposes; whatever is realized on a creditor's foreclosure sale is
fully taxable.

Another example, frequently used to illustrate the potential problem of abandon-
ment of property by a trustee in bankruptcy, is the farmer who files bankruptcy
owning farm land with substantial value in excess of the mortgage debt but with a
low basis. The foreclosure of a mortgage, for instance, against farm land with an
adjusted basis of $1,000 per acre, a fair market value of $1,750 per acre, and subject
to recourse debt of $2,000 per acre, will produce gain of $750 per acre, the difference
between fair market value and basis. Further, unless the exclusionary rules apply,
debt discharge income of $250 per acre will be realized, the excess of debt over fair
market value.

2. The Properly Abandoned
While examples such as these are frequently used to illustrate the problem per-

ceived, trustees abandon many other and different kinds of property. To give per-
spective to the circumstances producing the problem complained of, additional ex-
amples must be-considered. A review of the wide variety of types of property aban-
doned illustrates that the proposed change in the taxation of abandonments affects
not only farmers, but debtors in nearly any occupation or business. In the experi-
ence of the author in supervising the preparation of bankruptcy estate income tax
returns, abandoned property includes: farm machinery in which the debtor has
equity in excess of the allowed exemption amount, but not enough to satisfy the
creditor's lien, the debtor's exemption, costs of sale and taxes incurred on the sale;
accounts receivable which the trustee deemed cost effectively uncollectible; the debt-
or's retirement fund where the cost of litigating the propriety of the debtor's claim
of exemption was deemed excessive; the debtor's residence where the equity in
excess of the creditor's security interest and the debtor's claim of exemption was
deemed insufficient to pay the costs of sale and the taxes incurred on the sale; 25

claims against third parties for tort, breach of contract or any one or more of a
myriad of civil actions where the trustee may determine that the potential for re-
covery and the costs of suit do not merit pursuing the matter on behalf of the
estate; and the debtor's interest in a partnership from which the debtor has taken
distributions in excess of his capital contribution and in which he has a zero basis
for tax purposes. These and a great deal more items of property or interests in prop-
erty have been abandoned by trustees, not just farm property. All such property,
however, would be treated the same under the proponents suggestions: the estate
would pay the tax on any taxable gain and the debtor would get a step-up in basis.

The problem complained of arises not because of the abandonment per se, but be-
cause of what frequently follows, the creditor's mortgage foreclosure action. As dis-
cussed above, 2 6 the completion of the foreclosure against property is a taxable sale
of such property. Proponents argue that all abandonments of property pursuant to
sections 554(a) or (b) of the Bankruptcy Code should be taxable to the estate. As will
be shown, such abandonments are not and should not be taxable events.

C. THE INTERNAL REVENUE CODE AND BANKRUPTCY CODE APPLIED

As expected, in order to understand the taxation of abandonments in bankruptcy,
it is necessary to refer to both the Internal Revenue Code and Bankruptcy Code.
The Internal Revenue Code, the beginning point of a study of the subject, provides
that on commencement of the case the transfer of property to the bankruptcy estate
from the debtor is not a taxable disposition for any purpose. 27 Similarly, on termi-
nation of the estate, the transfer of any property from the estate to the debtor is not
a taxable event for purposes of any tax consequences. 28
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The Bankruptcy Code provides that a trustee may abandon property, after notice
and hearing, if the property is burdensome or of inconsequential value and benefit
to the estate.29 On the request of a party in interest, the court may order the trust-
ee to abandon property.30 Any property remaining when the estate is closed and
which has not otherwise been administered is automatically abandoned to the
debtor.3 ' Because the trustee's purpose is to liquidate the estate for the benefit of
the unsecured creditors, he need not take property burdensome to the estate; the
unsecured creditors would not receive any benefit.3 2 Where administration of the
property does not benefit the estate, i.e., the creditors, abandonments are within the
discretion of the trustee. 3

D. TWO THEORIES OF THE TAXATION OF ABANDONMENTS

Two theories of law have developed which hold that the trustee's abandonment of
property pursuant to section 554 of the Bankruptcy Code is not a taxable event.

1. The Cruseturner doctrine
The first theory relies on the treatment bankruptcy courts have given to the

abandonment of property for bankruptcy purposes. This theory which has its roots
in the judicial opinions in two bankruptcy cases, is founded on the proposition that
such transactions should be taxed according to their character under bankruptcy
law. Mason v. Comm'r,3 a Ninth Circuit Court of Appeals decision, examined the
effect of bankruptcy on a corporation's Subchapter "S" 35 status when a sharehold-
er filed bankruptcy and the trustee abandoned the shares of stock. The Court found,
based on pre-Code bankruptcy law, that the corporation's Subchapter "S" status was
not affected by the shareholder's bankruptcy; on abandonment the stock was treat-
ed as if it had never been property of the estate. Subsequently, the landmark bank-
ruptcy court decision of In re Cruseturner,3 6 examined the effect of the abandon-
ment of property during the administration of the estate, from the aspect of the
rights of the parties to the property. After an extensive analysis, the Cruseturner
Court came to the same conclusion; upon abandonment of property the debtor re-
gains his or her former interest as if such property had never been property of the
estate.39 Other courts have examined similar issues from the stand point of the
rights of the parties in abandoned property and have uniformly come to the same
conclusion.

3 8

The cases cited above are clear. For purposes of the rights and interests of the
debtor, the creditors, and any other interested party, property abandoned by a trust-
ee is treated as if it had never been property of the estate. Whatever pre-bankruptcy
rights and interests existed are restored on abandonment.

Because bankruptcy treats such property as if it had never been property of the
estate, so should tax. If abandoned property was never property of the bankruptcy
estate, the estate can not have transferred the property in a taxable disposition. If a
creditor forecloses its mortgage or security interest in such property after abandon-
ment, creating a deemed taxable sale, the tax consequences are not those of the
estate, the property sold was never property of the estate. In the same manner,
should the debtor retain the property after its abandonment he is also entitled to
retain the rents or other post-abandonment income from such property. 39

Only when property is sold or otherwise disposed of in a taxable transaction while
property of the estate, will the estate be taxed on the gain. In re Bentley,40 a recent
United States District Court decision, addressed the issues raised by the attempted
abandonment of proceeds from the sale of property of the estate. The Bentley trust-
ee sold zero basis, stored corn and held the proceeds in an interest bearing account.
Three years later funds sufficient to satisfy the Commodity Credit Corporation's lien
were "abandoned" directly to that creditor. On the debtor s objection to the trustee's
application to abandon, the Bankruptcy Court held, in essence, that it was an effec-
tive, non-taxable abandonment. 4 ' On appeal the District Court ruled that the sale
of property and subsequent abandonment of the proceeds to the secured creditor
does not retroactively shift the tax burden to the debtor; the estate incurred the tax
liability on the income realized. 4 2 The District Court recognized that any attempt
by a taxpayer to divest himself of the tax consequences of a sale occurring in a prior
taxable year would violate the rule of accounting periods" and the computation of
taxes on the basis of a taxable year. The Court, however, did not specifically address
the question of the tax consequences of an abandonment of property, as opposed to
the proceeds from its sale.

2. Internal Revenue Code Section 1398(fX2)
The second legal theory under which a trustee's abandonment of property is held

to be tax free rests upon Federal income tax law, the provisions of the Bankruptcy
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Tax Act,4 4 found in section 1398 of the Internal Revenue Code. In re McGowan, a
recent bankruptcy court decision, held that upon abandonment of property by a
trustee pursuant to section 554(a) of the Bankruptcy Code, the property reverts to
the debtor together with all rights attached; any gain realized from a subsequent
foreclosure is taxable to the debtor and not the bankruptcy estate.4" The Court
chose not to base its opinion upon the bankruptcy law theory of abandonment enun-
ciated in Cruseturner and its progeny. Instead, the Court relied on I.R.C. section
1398(f) (2) which, as indicated above, provides that a transfer from the estate to the
debtor on termination of the estate is not a taxable disposition. The Court concluded
that 'termination of the estate' for purposes of I.R.C. § 1398(f)(2) included the termi-
nation of the estate's interest in property under 11 U.S.C. § 554(a)." 46

In a more recent decision, In re Olson, the McGowan Court re-examined its posi-
tion and indicated that its earlier decision may have been "overbroad in defining
property abandonment during administrations 'termination of the estate' under 26
U.S.C. § 1398(f)(2).' ,47 The Court concluded, however, that property abandoned
during administration of the estate should be treated the same as property "aban-
doned by operation of law as a result of its being unadministered at the close of a
case." 48 The Court recognized that the application of the Cruseturner doctrine
would produce the same effect, but that it was not necessary to rely on that theory
"to determine that there is no tax liability to he estate from abandonment of estate
property."'49 The position of the McGowan and Olson Court is well taken. Because
abandonments at the close of a case under section 554(c) of the Bankruptcy Code are
not taxable, as provided by I.R.C. section 1398(f)(2), abandonments during the admin-
istration of the estate under sections 554(a) or 554(b) of the Bankruptcy Code should
be similarly treated.50

E. THE POSITION OF THE IRS

The Internal Revenue Service 5' recently announced its position with regard to
the proper treatment of the abandonment of property by a trustee in bankruptcy for
tax purposes. In a response to a request for guidance the I.R.S. advised the Tax Divi-
sion of the U.S. Department of Justice that the abandonment of property by a trust-
ee in bankruptcy is not a taxable event, citing McGowan with approval.5 2

We agree with the McGowan court to the extent that it supports the view
that congress did not intend to tax the estate upon abandonment ot proper-
ty under 11 U.S.C. § 554. We believe I.R.C. § 1398(f)(2), coupled with the
bankruptcy policy of obtaining maximum distribution for general creditors,
can be used as additional support for the conclusion that abandonment of
property to the debtor is not a disposition of property that triggers tax li-
ability.53

The contents of Keightly's letter 54 and the position of the Tax Division of the Jus-
tice Department were formally communicated to the United States Trustees at a
meeting in March of 1989.55 Further, prior to publicly announcing its position the
Internal Revenue Service in a Private Letter Ruling, in response to a taxpayer's re-
quest for advice, discussed the implications of the exclusion of debt discharge
income, the reduction of tax attributes and the calculation of gain on a post-aban-
donment foreclosure of real estate.5 6 While not directly addressing the issue of the
tax consequences of abandonments the letter ruling clearly indicates the view that
they are not taxable dispositions.5 7

F. PROPONENTS' ARGUMENTS EXAMINED

Two commentators have taken the position that abandonments of property by a
trustee pursuant to section 554 of the Bankruptcy Code either are or should be
treated as taxable events.-5 Because these authors strenuously urge the adoption of
legislation that would, among other things, cause abandonments to be a taxable
event to the estate, a close study of their arguments is merited.
1. The debtor's fresh start

It must be noted at the outset, that the foundation upon which the proponents
arguments for causing abandonments to be taxed to the bankruptcy estate is the
sometimes misplaced compassion for the debtor.5 9 The proponents exalt the debtor's
fresh start. The fresh start, it must be remembered, exists in concept only-it has
not been codified. The only authoritative congressional reference to the debtor's
"fresh start" the author has found are two statements in legislative history: the
first in reference to the property which the debtor may claim as exempt under sec-
tion 522(d) of the Bankruptcy Code,60 and the second in reference to the Chapter 7
discharge itself under section 727(a) of the Bankruptcy Code. 6 1

I
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The Bankruptcy Code in comparison with the former Bankruptcy Act, 62 does pro-
vide a very liberal list of property which the debtor may claim exempt.6 3 However,
in spite of this liberalization of exemptions under Federal bankruptcy law, the
states were allowed to "opt out" and impose their own exemptions upon resident
debtors, even though substantially more conservative.6 4 Further, while liberalizing
the debtor's exemptions, Congress retained in the Bankruptcy Code specific terms
which provide that certain of the debtor's taxes, generally those incurred within the
three year period preceding bankruptcy, are not dischargeable.6 5 These provisions
similar to those found in section 17 of the former Bankruptcy Act were modified
only by the reduction in the time period in which the IRS cani collect taxes.6 6 In
addition, judicial decisions have long sustained the fact of certain of the debtor's
taxes being nondischargeable.6 7 The debtor's "fresh start," therefore, can only be
understood to be tempered by the requirement that certain taxes will not be dis-
charged.6

2. Abandonments under the Internal Revenue Code
The proponents argue that the Bankruptcy Tax Act failed to address the tax con-

sequences of abandonment of property during the administration of the estate.6 9

While section 1398 of the Internal Revenue Code does not specifically address aban-
donments under sections 554(a) or 554(b) of the Bankruptcy Code, section 1398(f)(2)
does contemplate the abandonment of property which is not administered. That
Code section refers to the transfer of property back to the debtor on "termination"
of the estate. 70 As recognized by the McGowan court, the technical difference in the
similar provisions within the sub-sections of section 554 are not sufficient to require
a different result. When property is returned to the debtor "with all rights at-
tached" the concept of I.R.C. section 1398(f)(2) should apply. This conclusion is valid
whether the abandonment is the result of the Chapter 11 debtor's plan of reorgani-
zation, the Chapter 7 debtor's pre-bankruptcy planning, or the Chapter 7 trustee's
abandonment of property over the debtor's objection.

Guidance explaining the purpose of section 1398(f02) is not available. It is readily
apparent, however, that in the context of tLe Chapter 11 case, because the debtor
will retain the property for use in business post-confirmation, a taxable disposition
in the any sense of the term has not occurred. Similarly, when the debtor has the
right to retain property after the trustee's abandonment in a Chapter 7 case, a tax-
able disposition has not occurred.

3. THE ESTATE'S OBLIGATION TO SATISFY DEBT

The proponents argue that the abandonment pursuant to sections 554(a) or (b)
should be deemed a taxable event because the estate has realized a benefit.I It is
asserted that the estate is obligated to satisfy the underlying debt secured by the
mortgage upon the property and, therefore, when the trustee abandons the property
this relieves the estate of its obligation. It is argued that the principles of Crane 72

and Tufts 13 apply. Those cases held that on the sale of property subject to non-re-
course debt the amount realized included the debt satisfied. An abandonment in
bankruptcy is a taxable event, it is argued, because, by abandoning property subject
to debt, the estate realizes a benefit in the form of relief from the obligation to satis-
fy the mortgage. The argument is made that this relief is sufficient consideration to
constitute a sale of the property.7 4 These arguments fail for two reasons.

First, the fundamental premise that the abandonment of the property satisfies
the indebtedness owed is not true; abandonment of the property does not affect the
creditor's claim in any manner. The proponents focus on the sale of the abandoned
property to a third party, the-mortgage holder or the purchaser at foreclosure sale,
as proof of the trustee's obligation to satisfy the underlying mortgage. 75 There is no
satisfaction or relief of debt, however, as a result of the mere abandonment; the
assets of the estate remain subject to the creditor's claim. The Bankruptcy Code rec-
ognizes the creditor's continuing claim against the estate in its treatment of a claim
as both secured and, to the extent of any deficiency, unsecured. 76

The argument is made that the estate is obligated to satisfy the mortgage, to con-
tinue to make payments on the mortgage. This reasoning is erroneous. The estate
does not automatically "step into the debtor's shoes" with regard to the financial
obligations associated with property. While a creditor may have a claim against the
assets of the estate for prepetition amounts due, the estate's obligation does not in-
clude any debt which arises postpetition. 7 7 Further, if the Chapter 11 debtor wants
to retain property subject to a secured creditor's claim, for instance, the plan of re-
organization must provide only for payment of the property's fair market value.7 8

Because the trustee's primary duty is to liquidate the debtor's property for the satis-
faction of prepetition claims for the benefit of the unsecured creditors, 7 9 the Bank-
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ruptcy Code gives trustees considerable latitude in dealing with property of the
estate. Subject to court approval, the trustee has the power to sell such property.8 0

Further, the trustee may remove the property from the estate by means of abandon-
ment, neither satisfying the mortgage nor determining the rights of any parties to
the property.

Second, the transfers of property in Crane and Tufts were "sales;" the parties en-
tered into agreements under which the purchaser contractually agreed to take the
property subject to the debt. In Milledge L. Middleton 8" and Yarbro v. Comm 'r,8 2

frequently cited in support of taxable abandonments, this contractual agreement
can be found in the mortgage documents where one of the secured creditor's reme-
dies in the event of a default was the right to foreclose against the property. When
the trustee abandons property, in contrast, there is no agreement to transfer the
property. The act of abandonment of property pursuant to section 554 of the Bank-
ruptcy Code is a unilateral act of the trustee, for which consideration is neither ex-
changed nor required.

Further, by focusing on the transfer of the property as a sale under the Crane-
Tufts theory, Nelson has isolated the abandonment from the complete transaction.
If there is a true taxable abandonment of property in satisfaction of debt, the aban-
donment began immediately prior to bankruptcy when the debtor decided to "walk
away from the property" and file bankruptcy; before the property became "property
of the estate." 83 At that point, because there was no equity which could be applied
in payment of unsecured debts it can only be assumed that the debtor intended to
transfer the property to the secured creditor in full satisfaction of such debt. The
opinion in Matter of Rasmussen 84 recognized this "conduit" approach to the analy-
sis of the tax consequences of abandonments. Logically if property is sold or other-
wise disposed of by a trustee in bankruptcy, other than by abandonment, the tax-
able event should be deemed to occur in the estate. Because the estate receives the
cash from sales of property and has the use of the debtor's other tax attributes the
estate should bear the tax burden. The abandonment of property, however, is not
such a sale; if a creditor later forecloses and the property is sold, abandonment was
but one step in the debtor's transfer of the property in payment of the secured debt.

Nelson argues that there is nothing "magical" about the abandonment of proper-
ty in bankruptcy; that there is "no inherent reason why the transfer should be
treated any differently just because it occurs during bankruptcy." 85 The abandon-
ment of property in bankruptcy is unique, no directly comparable concept exists
elsewhere in property law.8 6 As discussed below, abandonment does not in any way
affect the claims or rights and interests of other parties in the property. Crane and
Tufts, like Middleton and Yarbro, it must be remembered, were not bankruptcy
cases. In contrast with the sales or deemed sales of property in those cases, the
property abandoned in bankruptcy remains subject to all prepetition claims. The
sale of property, by contrast, whether by voluntary contract or as a result of foreclo-
sure, alters the rights of all the parties in the property.

The difference between the taxable dispositions of property under Tufts and
Treasury Regulations section 1.1001-2, and the trustee's abandonment is that the
trustee's act does not automatically lead to a final disposition of the property in
which the debtor's title is transferred in exchange for the satisfaction of debt. The
rights of the debtor i tervene between the trustee's abandonment and the creditor's
foreclosure. If the debtor chooses to renegotiate or reaffirm the debt he may do so;
the debtor will therefore retain the property. Similarly, the debtor has the right to
contest the creditor's foreclosure action, to assert that the security interest is in-
valid, for instance, a claim the trustee possibly should have pursued. If successful
the debtor will keep the property. Further, the secured creditor is not obligated in
all cases to exercise its right of foreclosure. When the costs and benefits of foreclo-
sure are not justified, the secured creditor may forego foreclosure and file a claim as
an unsecured creditor for the full amount of the debt owed.8 7

4. The lack of foreclosure-no sale
The proponents' argument presumes that all property will be foreclosed upon

after it is abandoned by the trustee. While post-abandonment foreclosure frequently
occurs, in the author's experience the two are not inexorably joined together. Al-
though such property may ultimately be foreclosed upon, debtors may be able to
retain and/or benefit from the abandoned property, as evidenced, for instance, by
the fact pattern discussed in Private Letter Ruling No. 8918016.88 Debtor's may be
able to reaffirm 89 and continue paying the secured debt, and thus be able to keep
the property. The reaffirmation and continued payment of debt may occur where
the debtor has claimed an exemption in the property and the equity in excess of
such exempt amount is insufficient to satisfy both the claim of exemption and the
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expense of sale including the taxes incurred. Abandonment of such property is
almost always assured because of the lack of any realizable benefit for the estate.
The debtor will regain his interest in the property and may be able to negotiate
favorable terms for payment of debt. The debtor will have the use and benefit of the
abandoned property. 90

In support of this argument Middleton 91 and Yarbro 92 are frequently cited.
Those cases addressed the question of the proper tax treatment of the non-bankrupt-
cy abandonment of property by a taxpayer to a creditor. The taxpayers in both those
cases "walked away" from property subject to secured debt and attempted to claim
an ordinary "abandonment loss" under I.R.C. section 165. The courts in both cases
held that the taxpayers' actions caused a taxable sale; there had been a transfer of
property to the creditor effectively paying the obligation owed. The losses incurred,
therefore, were capital losses subject to the limitation of deductibility under I.R.C.
section 1212(b) and not ordinary losses.

The abandonment of property by a taxpayer to the secured creditor is, of course,
not the same as the abandonment of property by a trustee to the debtor. In bank-
ruptcy the lack of a deemed sale of property in satisfaction or cancellation of debt
as a direct result of the abandonment demonstrates that a taxable disposition has
not occurred. Because the debtor is restored to his rights and may retain the proper-
ty, debt has not been satisfied merely because the property was abandoned. As dis-
cussed above, the creditor may elect to forego foreclosure and file a claim for the
full amount of the debt owed.

A taxable sale of property occurs on the transfer of value, an intentional shifting
of an Interest in property, in exchange for value. Absent the exchange of value no
consideration is given. The satisfaction of debt, the consideration required to make
an abandonment of property a taxable disposition, does not occur until the foreclo-
sure sale after the abandonment of the property. 9 3 The proponents' arguments fail
because of the absence of consideration; a foreclosure may never be completed and
no debt satisfied as a result of the mere abandonment-there is no consideration
exchanged for purposes of a sale.9 4

5. The Cruseturner doctrine-applied for tax purposes
In his article, Nelson criticizes the result in Cruseturner.95 He does not, however,

suggest that it is an incorrect interpretation and application of bankruptcy law. He
merely states that application of the Cruseturner doctrine "disregards the true
nature of the transactions and treats them as if they never occurred.' 96 This asser-
tion is founded on the view that debt is satisfied by the mere act of abandonment,
an argument rebutted above.

As Nelson admits, Cruseturner was not a tax case. The issue presented to the
court was the proper characterization of property after abandonment for bankrupt-
cy purposes. The decision resolved the issue. For tax purposes then, the issue is how
to apply the Federal income tax laws when property has been abandoned by a trust-
ee, in light of the rules of law presented in section 554 of the Bankruptcy Code and
Mason and Cruseturner? The examination of the post-confirmation foreclosure of
property in a Chapter 11 case is instructive. As previously noted,9 7 on confirmation
of the Chapter 11 plan, except as otherwise provided in the plan or in the order
confirming the plan, all property of the estate vests in the debtor and the estate
terminates for tax purposes. 98 The tax free transfer of the property in that instance
is clearly provided under I.R.C. section 1398(f)(2). Should a creditor foreclose upon
any such property at that point there is no question but what the debtor will incur
the tax liability. In the Chapter 7 setting where the debtor may retain the property
after the trustee's abandonment, Cruseturner reaches the same result. Cruseturner
places Chapter 7 and 11 debtors on a parity. 99 To say that Cruseturner is wrong be-
cause it produces a tax result which may be adverse to the debtor, does not in any
way refute the validity of the decision or its applicability in determining the tax
consequences of abandonments. As discussed above, because bankruptcy treats aban-
doned property as if it had never been property of the estate, so should tax.
6. Direct abandonments to a creditor

Nelson also suggests that the legislative history indicating that property may be
abandoned to anybody with a "possessory interest" refutes the Cruseturner doctrine
that abandoned property should be treated "as if no bankruptcy had been filed." o0
The argument ignores the fact that the debtor is logically the one most often enti-
tled to possession of the property. '0 '

Further, a creditor who held a prepetition possessory lien under state law, the
auto mechanic holding the debtor's motor vehicle to assure payment of a repair bill,
for instance, should be returned to possession of the vehicle on abandonment.
Possessory liens often exist under state law where stocks, bonds and other securities

t,
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are used as collateral for loans.' 0 2 The bank or other creditor holding a lien on cor-
porate bonds or other marketable securities holds a "possessory interest" and
should be returned to possession on the trustee's abandonment. The restoration of a
creditor's possessory interest does not mean that the mechanic or the bank is legally
entitled to the property, the bonds or the vehicle. Neither title nor the claims of
third parties, such as prior creditors, have been determined. The property has not
been liquidated or applied in payment of debt under state law, but was merely re-
moved from the estate to relieve the unsecured creditors of any further expense.' 0 3

7. Two dissimilar taxpayers-disparate results
The proponents claim that treating an abandonment in bankruptcy as non-tax-

able will be inequitable because of a perceived disparity of tax consequences be-
tween two debtors whose positions are argued as the same.' 0 4 The argument is
without merit. Two seemingly similarly situated taxpayers often will have very dif-
ferent tax obligations because of differences in their tax attributes or their property.
Because taxes are assessed on the basis of taxable periods, for instance, the same
amount of taxable income will cause a different amount of tax when tax rates
change. Two taxpayers, one who acquired land by purchase and the other by inher-
itance, who sell their property on the same day at the same price will have different
tax consequences because of different adjusted bases. Similarly, two taxpayers ac-
quiring property at the same cost and selling their property at the same time will
have different tax consequences as a result of certain elections which may or may
not have been made; the election to use straight line depreciation, for instance, as
opposed to the accelerated Cost Recovery System.10 5 In truth, the taxpayers de-
scribed in proponents examples are not equal-substantial differences exist between
their respective property holdings. The result complained of was not caused by the
abandonment but by these inherent differences.
8. The taxable abandonment-a genuine inequity

A genuine inequity will exist, however, if the proponents suggestions are followed,
because of the different tax consequences which will occur depending on whether or
not the debtor files bankruptcy. debtor attempting a voluntary workout arrange-
ment to resolve his financial problems outside of bankruptcy will encounter sub-
stantially different tax consequences in comparison with the proposed tax treatment
given the identical transactions in bankruptcy. The debtor liquidating in bankrupt-
cy will pay no tax on the disposition of such assets.-The debtor liquidating the same
assets outside of bankruptcy will not have the benefit of the tax free disposition.

F. TAXABLE ABANDONMENTS-ADVERSE RESULTS

If the proponents arguments are followed and the abandonment of property by a
trustee in bankruptcy pursuant to section 554 of the Bankruptcy Code is treated as
a taxable disposition, a number of very undesirable consequences will result.

1. The Creditors Pay the Taxes.-Because the taxes incurred during the adminis-
tration of the estate are a first priority expense under section 507(aXl) of the Bank-
ruptcy Code, to the extent that there would have been funds available, the taxes
owed will be paid ahead of the unsecured creditors who otherwise would have re-
ceived a distribution from the estate. If the taxes incurred because of the abandon-
ment of property exceed the available funds the unsecured creditors will receive
nothing.

2. Professionals Employed by the Estate Will be Forced to Share Their Fees.-Be-
cause the taxes are a first priority administrative expense they will be paid on a par
with the other administrative expenses of the estate-the trustee and the trustee's
lawyer, accountant, appraiser or other professional people working for the estate.105

In the Chapter 7 case if there are insufficient funds for the payment of these ex-
penses they are to be shared pro rata.10 7 Additionally, if interim payments have
been made, such professionals may be surcharged to be able to distribute what
funds are available pro rata.'°s It is conceivable that even the debtor's own lawyer
may be forced to share his retainer with the tax authorities; the right to keep a
retainer when the estate is insolvent is not clear.10 9 The strong possibility of being
required to share a fee will make it very difficult for the trustee to retain competent
professional people to work for the estate. More importantly, this potential problem
will make it difficult to find people willing to serve as trustees.

3. The Debtor Gets a Step-Up in Basis.-Because it is treated as a sale, the basis of
property is stepped-up on abandonment, increased to at least its fair market value.
Further, there is nothing in the proposed rules which requires that the property be
transferred to a creditor. Because the abandonment would be treated as a taxable
sale, the debtor would have acquired the property by a deemed purchase. The
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debtor, therefore, will be able to retain the property and, if depreciable, take depre-
ciation on the stepped-up basis. The property's fair market value on the date of
abandonment would fix the amount realized and the debtor's new basis. If the prop-
erty would appreciate after abandonment it is conceivable that the debtor could sell
at little'or no taxable gain,I 10 while pocketing the appreciation in value.

4. The Taxes Will Never be Paid.-The taxes incurred by the estate which remain
unpaid when the case is :losed are treated the same as any other unpaid claim in
the estate-they will never be paid. The Bankruptcy Code does not provide any
means for the payment of unpaid administrative expenses in the event the estate
becomes insolvent."' In the very likely event there is insufficient equity in the
debtor's property to pay administrative expenses, the tax authorities will have only
a limited opportunity to collect these taxes.

Absent transferee liability, the debtor will normally be discharged from liability
for such taxes.' 12 Even though the debtor may be allowed considerable exempt
property, such property is not be subject to the government's claim for unpaid taxes.
First, the property is "exempted from" the estate and not "transferred" to the
debtor by the estate; '13 the debtor is therefore not subject to any transferee liabil-
ity for the estate's unpaid taxes.' 4 Second, and more importantly, exempt property
cannot be charged with any of the administrative taxes incurred by the estate, even
those incurred in a sale of property to obtain cash to satisfy the debtor's claim of
exemption.' 5s The net result is, in many cases, the government would be perma-
nently deprived of the opportunity to collect part or all of what amounts to a de-
ferred tax, a tax which should properly be considered nondischargeable similar to
the "gap period" taces mentioned above.' 16

5. The Trustee Will Have to Hire but Cannot Pay a Tax Professional* -If, as a
result of the taxable abandonment of property, the estate recognizes income in
excess of the minimum amount a tax return is required. This is true even though no
cash is received and the estate is not able to pay its administrative expenses. The
Internal Revenue Code makes no exceptions for taxpayers who realize income but
receive no cash -an income tax return is required. I ' Returns will be due if the
minimum income is reached even in the true "no asset" cases; those where all
assets are either exempt or greatly over-encumbered and there is absolutely nothing
for the benefit of the unsecured creditors." 8 In many cases a trustee will need to
consult a tax practitioner just to learn if a return is required. If there are no funds
available to pay administrative expenses how will the trustee pay the practitioner?
Accountants, and tax lawyers can not be expected to work for the estate without
pay. Such professionals will be unwilling to work for the estate if there is a chance
they will share their fee with the IRS.

It has been suggested that a-trustee need not worry about the obligation to file
returns in behalf of the estate in the situation described; that the trustee is not
personally liable for the taxes in any event. There is, however, no exception from
the obligation to file income tax returns merely because the estate's income is not
receiv,.!d in cash. Bankruptcy estates with insufficient funds to pay administrative
expenses, lien claims, debtor s exemptions, and the taxes incurred are still obligated
to file returns and pay taxes.' '9 Further, the authority frequently cited for the
proposition that trustees do not have personal liability for the estate's income taxes,
section 3713(b) of Title 31, United States Code,' 20 relates only to the protection from
liability for payment of Federal claims as required under the statute. This provision
o, law does not in any way exempt the trustee from the obligation to file income tax
'eturns. The exception from personal liability provided by the statute only means
that trustees will not be personally liable to the United States because of a violation
of the priority statute when making a distribution of the estate's assets according to
the manner of distribution required by the Bankruptcy Code.' 2 ' Further, when a
trustee fails to file income tax returns on behalf of the estate the IRS may file a
claim against the trustee's bond for the unpaid taxes.' 2 2

6. Interferes With the Administration of the Estate.-Causing an abandonment
pursuant to section 554 of the Bankruptcy Code to be a taxable event will interfere
with the sound administration of the case. As mandated by In re R.C. Machine &
Tool Co., 123 the trustee's duty is to liquidate the estate as expeditiously as possible
for the benefit of the unsecured creditors. If the trustee will incur a tix liability on
the abandonment of property, an excessive amount of time and effort will necessari-
ly be required to plan the affairs of the estate to manipulate the disposition of
assets to minimize taxes. The trustee's goal will no longer be to maximize the value
recovered on the .liquidation of assets, but will become one of minimizing taxes for
the sake of self preservation.

If the proponents suggestions are adopted only the debtor and the tax collector
will benefit by the liquidation of the estate. The debto;- will benefit because of the
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tax relief. The interests of the unsecured creditors in the expeditious liquidation
will be subverted to the interests of the debtor in avoiding taxes. The tax collector
will benefit, as a first priority claimant, to the extent of available funds; the taxes
will be paid without any collection effort. This benefit, however, may be illusory. As
previously discussed,1 2 4 to the extent the assets of the estate are insufficient to pay
the taxes they will go unpaid.

The debtor is presently in the position of controlling the distribution of the assets.
To the extent the debtor holds assets with equity, the debtor can cause the proceeds
from their liquidation to be used to pay the taxes incurred. Because taxes incurred
within the three year period preceding bankruptcy have a 7th priority in the
scheme of distribution,' 2 5 the debtor is able to sell the property in question and pay
the secured creditor or make a transfer directly to the secured creditor, either vol-
untarily or by suffering foreclosure, triggering the tax. Then, by electing to "termi-
nate the taxable year" as provided by I.R.C. section 1398(dX2), the taxes shown on
the return filed for the first short period year ending the day before the petition in
bankruptcy is filed will be a 7th priority claim in the estate. These taxes and any
other prepetition taxes owed are payable out of the assets of the estate ahead of the
unsecured creditors.' 2 6 The debtor's dilemma, of course, is that if there are no or
insufficient funds available to pay the taxes they will be nondischargeable. 1

2 7

7. Bankruptcy Will Become a Tax Haven.-The tax advantages afforded under the
proponents suggestions, the tax free liquidation of assets and the step-up in basis,
will discourage voluntary cooperative workout arrangements and will encourage
debtors to file bankruptcy where such voluntary arrangements were possible. Fur-
ther, if adopted these proposals will cause bankruptcy to become a tax haven subject
to the abuses of creative debtors and cooperative creditors. Debtors living in those
states which do not limit the value of the homestead exemption or the value of re-
tirement funds which may be claimed exempt, for instance, may find pre-bankrupt-
cy planning particularly useful, as illustrated below.

No suggestion is made to limit the benefits of the proposed tax relief to individ-
uals who may be truly deserving; those debtors who are without the ability to pay.
High income taxpayers who would have been able to pay their taxes from current
income or the liquidation of valuable exempt property, would be able to transfer
property to secured creditors tax free by means of bankruptcy. Inasmuch as insol-
vency is not a requirement of the Bankruptcy Code for an individual becoming a
debtor,' 2 8 it would be possible for a debtor to convert all unencumbered assets into
exempt property and file a petition in bankruptcy. The debtor would be able to keep
the exempt property and, after abandonment, could transfer the over-encumbered
secured property to the creditor. The debtor would have received a windfall, the tax
free sale of property.

In the authors experience such professionals as doctors, dentists, and even a used
car salesman were able to take bankruptcy because of tax shelter or other unwise
investments and yet have annual incomes in excess of $100,000 within a short time.
A Certified Public Accountant, for instance, who enters into an unsuccessful com-
puter business while continuing his accounting practice could take bankruptcy to
get rid of the computer related trade debt and still have substantial income. By
reaffirming the debt, he would be able to retain real estate and other assets with
values which historically appreciate at a high rate and sell the property at a greatly
reduced tax because of the step-up in basis. In the alternative, even though he had
the ability to pay such taxes, the C.P.A. would allow the over-encumbered, low basis
property to be abandoned, knowing that the estate will stand the tax burden in-
curred on the foreclosure.

A midwestern farmer, as another example, could obtain a corn loan from the
United States Department of Agriculture. Commodity Credit Corporation, by bor-
rowing against harvested crops. The proceeds of the loan would then be used to
reduce or pay off a mortgage against the homestead or other exempt property.
Before the corn loan comes due the farmer would file bankruptcy knowing that
after abandonment the corn wpuld ultimately be transferred to the Commodity
Credit Corporation in full satisfaction of the debt. The debtor has increased the
equity in his exempt homestead; there are no assets in the estate with which the
trustee can pay the taxes caused by the abandonment of the grain; the government
cannot collect the balance of the unpaid taxes. 12 9 The result is, of course, the
farmer has sold the corn tax free and has the benefit in the increased equity in the
homestead.

Public policy should not make bankruptcy so attractive that it discourages pay-
ment of ones debts and encourages debtors to resort to what is considered an ex-
traordinary form of relief.
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Il1. THE CHAPTER 12 ESTATE AND THE SEPARATE ENTITY RULES

The proponents further assert that the rules creating separate taxable entities for
individual Chapter 7 and 11 bankruptcy estates, section 1398 of the Internal Reve-
nue Code, should be imposed on Chapter 12 estates.1 30 In addition it is suggested
that "Merely amending I.R.C. section 1398(a) to include Chapter 12 filers in the list
of those eligible to utilize the Bankruptcy Tax Act of 1980 is all that would be re-
quired." 131 In a series of articles appearing in the Norton Bankruptcy Law Adviser
the author has previously examined the merits of including Chapter 12 estates in
the provisions of section 1398.132 Not only should Chapter 12 estates not be included
in the separate entity rules, but section 1231(b) of the Bankruptcy Code should be
repealed.' 33 The reasons are numerous.

It must be recognized at the outset, that the unstated motivation for wanting to
include Chapter 12 estates in section 1398 is the perception that the debtor will be
able to gain a tax advantage of some form. The mistaken tax advantage generally
envisioned is the ability to transfer property from the Chapter 12 estate to creditors,
either directly or by abandonment, thereby escaping the taxes which would be in-
curred on a sale or disposition of such assets outside of bankruptcy. Of necessity, for
this mode of tax avoidance to work, of course, is the mandatory taxable abandon-
ment of property, also sought by the proponents as discussed above. Two reasons are
advanced for seeking the legislative inclusion of Chanter 12 estates in the separate
entity rules.

First, it is implied that the separate entity is needed to avoid causing the recap-
ture of investment credit on the transfer of assets to the trustee in bankruptcy.1 3 4

The answer to this argument is very simple. Because the Chapter 12 bankruptcy
estate is not a separate entity for tax purposes, the formation of the bankruptcy
estate is of no tax consequence.' 3 5

Second, the proponents argue that the Chapter 12 estate should be a separate tax-
able entity to assure that the administrative expenses will be deductible. Again, the
answer 15 simple: merely amend section 162 or 212 of the Internal Revenue Code to
specifically provide for the deduction of the portion of the estate's administrative
expenses related to the farm business. Alternatively, the same rule can be promul-
gated by Revenue Ruling or Treasury Regulation.

Were it all desirable, merely amending I.R.C. section 1398 to include Chapter 12
in the separate entity rules would be a gross mistake because of all of the procedur-
al problems and questions created. The first and foremost obstacle to a separate
entity for Chapter 12 estates is that the estate will not have any money to pay the
taxes which may become due, unless the debtor's plan of reorganization so provides.
Because the Chapter 12 trustee is little more than a disbursing agent, paying the
creditors according to the debtor's plan, the trustee will not be liquidating assets or
conductin4 a business which would generate unencumbered cash. The debtor, there-
fore, will be required to pay any taxes which may be incurred by the estate. In addi-
tion to the payments to creditors provided in the plan and the trustee's fee,' 3 6 the
debtor will have to anticipate and provide for the estate's taxes in the plan of reor-
ganization.

Further practical problems and questions arise in considering the application of
the separate entity rules to Chapter 12 cases. What, for instance is the period of
time for which the estate is obligated to file income tax returns and pay taxes?
Similar to Chapter 11 and 13 cases, all of the property of the estate vests in the
debtor on confirmation of the plan.' 3 7 If the estate is deemed to terminate on con-
firmation of the plan consistent with Sonner 138 and Holywell Corp..' 3 9 this revest-
ing will occur within 135 days, and as little as 45 days, after the debtor files a peti-
tion in bankruptcy, limiting the time in which the estate's obligation may exist.14 0

Because pre-confirmation transfers of substantial assets of the estate are generally
not permitted, transfers of property to creditors will occur after the estate termi-
nates. This termination of the estate on confirmation of the plan will cause the tax
burden from transfers of property in satisfaction of debt under the plan of reorgani-
zation to be taxable to the debtor, frustrating even that potential tax benefit.

The question then is, what are the income and expenses of the estate? Chapter 7
and 11 cases report as income, "income of and from property of the estate."'14 For
purposes of the payments to creditors under the plan, the Chapter 12 estate, similar
to the Chapter 13 estate, but in contrast with the Chapter 7 and 11 estates, includes
the debtor's postpetition earnings and after-acquired property.' 42 As mentioned
above, neither the Bankruptcy Code nor the Internal Revenue Code, however, re-
lieve the debtor from the obligation to report and pay tax on this same income. Fur-
ther, even if it could be said that the payments the debtor is obligated to make to
the trustee for disbursement to creditors is income to the estate, the debtor is not
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permitted a deduction for the same amount. In addition, unless the payments under
the plsin are of deductible expenses, the trustee cannot deduct any such payments.

It therefore appears that both the debtor and the trustee would be obligated to
report and pay tax on the income received by the debtor and paid to the trustee,
without either allowed a deduction for the same, at least to the extent of payments
of principal. Even though the trustee would be allowed to deduct payments of other-
wise deductible expenses, both the trustee and the debtor would be required to
report and pay tax on the income necessary to pay principal obligations, absent the
creation of a special deduction for payments to the trustee. No legislation proposed
to date suggests that the debtor will not be required to report and pay tax on post-
petition income or that payments to the trustee will be deductible. Because the
debtor is not relieved of the obligation to pay taxes on this same postpetition income
the debtor will in effect be paying tax on the same income twice.

The problems discussed above would be greatly relieved, of course, if the estate
terminates on confirmation of the plan, together with the obligation to file income
tax returns and pay taxes. Because of the impossible questions raised by the inclu-
sion of the debtor's postpetition earnings and after-acquired property in the proper-
ty of the estate, the drafters of the Bankruptcy Tax Act intentionally omitted Chap-
ter 13 cases from the separate entity rules.14 3 The creation of a taxable estate with
an existence of between 45 and 135 days in which few if any payments will be made
to the trustee seems of little use and questionable wisdom. Further, no revenue is
lost by treating the Chapter 12 case like the Chapter 13; and none gained by imposi-
tion of the separate entity rules. The administrative problems of determining
income and deductions and filing returns on behalf of the estate without any benefit
to anybody will only increase the workload and expenses of both the trustees and
the taxing authorities.

IV. CONCLUSION

The suggestion that certain debtors undergoing a drastic liquidation of assets,
either in bankruptcy or out, because of financial distress strikes a sympathetic note
among many people. The tax consequences of asset liquidation can sometimes be
harsh, particularly where the assets constitute the debtor's livelihood. The taxable
liquidation is even more onerous when the debtor may be beyond the age of being
able to rebuild a business or farm operation or is near retirement age. While those
cases bespeak a need, any such legislative relief must be specifically identified as
debtor's tax relief bill and must be available for debtors both in and out of bank-
ruptcy. Such tax relief must not encourage bankruptcy and discourage debtor's at-
tempts to work out their financial problems without the need to resort bankruptcy
court. Further, any such relief must not adversely affect the administration of bank-
ruptcy estates.

The proponents suggestion that abandonments of property pursuant to section 554
of the Bankruptcy Code be taxable to the estate not only is legally, technically in-
correct, it is the wrong manner to solve a problem affecting only a few people. Be-
cause the property abandoned by the trustee returns to the debtor with all prepeti-
tion rights attached, as dictated by cruseturner, and because such abandonments
closely approximate the non-taxable transfer of property under I.R.C. section 1398(f)
(2), as so found by McGowan and Olson, the estate is not and should not be liable for
the taxes incurred on the abandonment of property.

The proponents goal, to make such abandonments taxable, would produce very
undesirable results. The debtor's general unsecured creditors will ultimately pay the
tax bill because of 43 the priority status of the taxes. If there are insufficient funds
available, as will be the case in many, if not most, cases, the trustee and the estate's
lawyers, accountants, appraisers and other professional employees will share their
fees with the taxing authorities. Many such professional persons including present
trustees will decline to work for bankruptcy estates. The abandoned property will
return to the debtor with a step-up in basis; a later sale of the property at an appre-
ciated value would cause a much smaller tax liability. In many if not most cases,
the taxes incurred will never be paid; the vast majority of cases filed are "no asset"
cases. Because of the potential for income and the obligation to file returns, the
trustee will find it necessary to hire a tax professional, but probably will not have
the cash to pay for the services. Because a trustee will be forced to make decisions
with regard to the assets of the estate with a goal to minimize taxes as opposed to
maximize the return to the estate, the efficient administration of the estate will be
hampered. Lastly, and perhaps most importantly, causing abandonments to be tax-
able to the estate makes bankruptcy a tax haven.
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Section 1231(b) purports to create a separate taxable Chapter 12 estate for state
income tax purposes. Presently, debtor's, Chapter 12 trustees and state taxing au-
thorities are confused as to their respective obligations and powers as a result of the
problems discussed above. Section 1231(b) is of no benefit to anyone; it should be
repealed.
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sary No. 87-0042, Civil No. 87-952-E, slip op. at 7 (S.D. Iowa Oct. 13, 1988).
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43. I.R.C. § 443.
44. The Bankruptcy Tax Act of 1980, Public Law 96-589, hereinafter the "Bank-

ruptcy Tax Act."
45. In re McGowan, 95 B.R. 104 (Bankr. N.D. Iowa 1988).
46. Id. at 109.
47. In re Olson (Samore v. Olson, et al.), Bankr. No. 85-023335, Adversary No.

X88-0127S, slip op. at 10 (Bankr. N.D. Iowa, April 27, 1989), appeal docketed, C89-
4078 (N.D. Iowa Aug. 18, 1989).

48. Id.
49. Id. at 11.
50. Another bankruptcy court decision discussed the application of I.R.C. § 1398 to

property which has been abandoned during administration of the estate. Matter of
Rasmussen, 95 B.R. 657 (Bankr. W.D. Mo. 1989). This case reasoned that the debtor s
transfer of property to the bankruptcy estate on commencement of the case could
arguably be characterized an exchange for the discharge of debt in "amounts which
ordinarily equal or exceed the value of the property transferred, it is a transfer by
exchange-the discharge of a pre-existing debt for the transfer of the property." Id.
at 658-659. The Court's reasoning would, however, overrule the intent and purpose
of I.R.C. § 1398(f(1), the tax free transfer of property to the estate.

The Rasmussen Court is not the only court which may have misapplied the provi-
sions of I.R.C. § 1398. The recent Tax Court decision in William C. Lewis, II 89,078
PH Memo T.C. (1989), discussed the tax consequences of foreclosure of property at
some stage during a Chapter 11 bankruptcy case without indicating the status of
the property as "property of the estate," the status of the Chapter 11 case itself,
precisely who held the property-at the time of the foreclosure-the debtor individ-
ually or the estate, and did not discuss the possible implications of § 1398.

51. Hereinafter the "Service" or the "IRS."
52. Letter from James J. Keightly, Assoc. Chief Counsel (Litigation), Internal Rev-

enue Service to Michael L. Paup, Dep. Asst. Atty. Gen. Tax Div., Dept. of Justice
(Mar. 14, 1989).

53. Id.
54. Id.
55. Remarks of James I.K. Knapp, Acting Ass't Att'y Gen., Tax Div., U.S. Dept. of

Justice (Mar. 16, 1989). Keightly's letter also indicates that the request for guidance
had been made and was under consideration for nearly 'one year. During this time
the Bentley, McGowan and Olson cases were in litigation. Because the IRS was a
party to the Bentley and McGowan cases and was a defendant in the Olson case,
which were pending during this time, neither Justice Department nor the IRS was
willing to publicly announce a position on the matter. The position that would be
taken became apparent, however, when in the early stages of the McGowan litiga-
tion the IRS reversed itself and asked the court to find that the abandonment of
property was not a taxable event. In re McGowan, 95 B.R. 104, 106 (Bankr. N.D.
Iowa 1988). As a result of this change in direction and in anticipation of the formal
announcement which was to follow, the United States Trustee for the Districts of
Minnesota, Iowa, North Dakota and South Dakota prudently advised the panel
trustees serving in those Districts that abandonments should be treated as tax free
dispositions. Memorandum from Wesley B. Huisinga, United States Trustee (Jan. 5,
1988).

56. Priv. Ltr. Rul. 8918016 (Jan. 31, 1989).
57. The position on the tax consequences is obviously consistent with that of the

courts and the now publicly stated IRS position.
While that now public position has strong support in law, as demonstrated by the

quote from the letter from Keightly to Paup, supra note 48, the letter ruling has
confused the application of the rules for the exclusion of debt discharge income
under I.R.C. §§ 108 and 1017 in cases of post-abandonment foreclosure. The letter
ruling has applied both the provision applicable to a discharge occurring in bank-
ruptcy, I.R.C. § 108(aX1XA), and one occurring out of bankruptcy, I.R.C. § 108(aXlXb).
The result of this misapplication is that the debtor was denied the benefit of the
exclusion of debt discharge income afforded by the Bankruptcy Tax Act.

58. Nelson, Taxation of Abandonments in Bankruptcy, 10 J. Agric. Tax'n & L. 221
(1988) (hereinafter "Nelson"], and Harl, Forgiving Debt in agriculture, Agric. L.
Update 4 (Aug. 1989) (hereinafter "Harl"]. Hari's article is essentially a duplication
of his written testimony [hereinafter "Harl testimony"] submitted to the Subcom-
mittee on the matter to which this testimony is addressed. Because Harl appears to
represent the interests of those promoting the adoption of the legislation which he
seeks, and because Harl cites Nelson in his testimony and his article with approval,
at pp. 8 and 5, respectively, they are hereinafter referred to as, the "proponents."
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59. In the author's experience any number of debtor's come out of bankruptcy
with substantial exempt property or earning power and ability to pay the taxes in
question. These individuals, along with the few truly unfortunate debtors, would
benefit from a taxable abandonment; those with the ability to pay these deferred
taxes would not be excluded from the relief. In addition, the proponents have not
indicated whether or not any of the debtors for whom they advocate the taxable
abandonment have attempted to resolve their post-foreclosure tax problems by
means of an offer in compromise provided under I.R.C. § 7122. The impact of these
taxes may have been alleviated somewhat by the recent liberalization of the taxpay-
er's property exempt from tax levy, to include the taxpayer's homestead, among
other changes. I.R.C. § 6334(aXl3).

There have been, and will continue to be, a few truly egregious cases which may
merit relief. The author's concern, however, is that the proposed solution, that all
abandonments by a trustee in bankruptcy be treated as taxable sales, not only is
contrary to the fundamental purposes of bankruptcy, but would severely and ad-
versely affect the administration of the estate.

60. S. Rep. No. 989, 95th Cong., 2d Sess. 76 (1978); H.R. Rep. No. 595, 95th Cong.,
1st Sess. 362 (1977).

61. S. Rep. No. 989, 95th Cong., 2d Sess. 98 (1978); H.R. Rep. No. 595, 95th Cong.,
1st Sess. 384 (1977).

62. Bankruptcy Act of 1898, ch. 541, 30 Stat. 544 [hereinafter the "Bankruptcy
Act"].

63. 11 U.S.C. § 522(d).
64. 11 U.S.C. § 522(bX2XA).
65. I.R.C. § 523(aXl).
66. See 3 Collier on Bankruptcy, 15th Ed., 523.06, (1989).
67. See, e.g., United States v. Bernstein, 16 F.2d 233 (8th Cir. 1929).
68. 11 U.S.C. §§ 523(aX1XA) and 507(a) (7).
It is worth noting that the Bankruptcy Code treats taxes incurred after the filing

of an involuntary petition under 11 U.S.C. § 303, but before the appointment of a
trustee or an order for relief is entered, the "gap period," as prepetition taxes and
therefore not dischargeable. 11 U.S.C. § 523(aXIXA). See also 3 Collier on Bankrupt-
cy, 15th Ed., 1 523.06[1] (1989).

69. Karl testimony, supra note 58, at 7.
70. 11 U.S.C. § 554(c).
71. Nelson, supra note 58, at 236.
72. Crane v. Comm'r, 331 U.S. 1 (1947).
73. Commissioner v. Tufts, 461 U.S. 300, 103 S.Ct. 1826 (1983).
74. Nelson, supra note 58, at 235.
75. Nelson, supra note 58, at 241; Karl, supra note 58, at 5; and Karl testimony,

supra note 58,.at 8.
76. 11 U.S.C. § 506(a).
77. 11 U.S.C. § 502(b).
78. 11 U.S.C. § 1129(aX7XAXii), the "cram down" provisions.
79. K.C. Machine & Tool Co., 816 F.2d 238 (6th Cir. 1987). See also In re Poage, 92

B.R. 659 (Bankr. N.D. Tex.. 1988).
80. 11 U.S.C. § 363(b).
81. 77 T.C. 310 (1981), afid 693 F.2d 124 (11th Cir. 1982).
82. 737 F.2d 479 (5th Cir. 1984).
83. 11 U.S.C. § 54 1(a).
84. Matter of Rasmussen, 95 S.R. 657 (Bankr. W.D. Mo. 1989), discussed in more

detail, supra note 50.
85. Nelson, supra note 58, at 241.
86. The release of an interest in property by quit claim deed would be comparable

if the grantor has no interest to convey and under State law the quit claim of prop-
erty is not a conveyance; the quit claim of the property is a means of clearing title,
for example. In that case no transfer of property occurs. A transfer does occur, how-
ever, where the use of a quit claim deed is a release of an interest in property with
the intent that the grantee shall take whatever rights and interests were held by
the grantor and the grantor in fact held an interest in the property.

87. Should the creditor file a claim for the full amount of the debt and not give
credit for the value of the property abandoned, the trustee may bring an action in
bankruptcy court, under 11 U.S.C. § 506(a), to determine the value of the property
subject to the secured claim and deny the claim as appropriate.

The abandonment of property by a trustee in bankruptcy can be auialogized with
a debtor outside of bankruptcy who vacates or abandons a building subject to re-
course indebtedness, intending that the creditor will foreclose and the debt will be
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paid. Unless the creditor agrees otherwise, until the foreclosure is complete and the
proceeds from the sale applied in full or partial satisfaction of debt, the debtor's act
of vacating the premises does not affect the creditor's claim-the debtor is still
liable for the full amount of the debt. Should the building be destroyed prior to fore-
closure the debtor cannot claim any benefit because of its former value. The debtor
will not benefit from his abandonment of the property until the foreclosure sale.
Absent a discharge in bankruptcy, the debtor's property and future earnings are
subject to the claims of creditors on recourse debt. In contrast with the debtor's un-
limited liability, the estate is only liable for recourse debt to the extent of its unen-
cumbered assets.

88. See supra p. 14 & note 56.
89. 11 U.S.C. §§ 521(2XA), 524(c).
90. In the author's experience in representing debtors in the Midwest, good pre-

bankruptcy planning included the use of "friendly debt" to reduce any equity in
property so that abandonment would be assured and, thus, the debtor would be able
to retain the property.

91. Milledge L. Middleton, 81 T.C. 310 (1981), aff'd 693 F.2d 124 (11th Cir. 1982).
92. Commissioner v. Yarbro, 737 F.2d 479 (5th Cir. 1984).
93. A similar concept applies as a result of the debtor's discharge. Not only does

the creditor's lien on secured property survive the debtor's discharge, but so does
the debt. Enforcement of the debt against the debtor personally, however, is prohib-
ited as a result of the discharge. In re Berry, 85 B.R. 367, 369 (Bankr. W.D. Pa. 1988)
(The discharge is not a payment or extinguishment of the debt itself; it simply bars
future legal proceedings to enforce the discharged debt against the Bankrupts).

94. As discussed earlier, gain on a taxable disposition of property is measured by
the excess of amount realized over basis. I.R.C. § 1001(a). The amount realized, the
amount of money and fair market value of any property received in the transaction,
is the consideration for the sale. Numerous court decisions including Milledge L.
Middleton, 77 T.C. 310 (1981), discuss the necessity of an exchange of consideration
in a taxable sale.

95. Nelson, supra, at 237.
96. Id.
97. See the discussion of In re Sonner, 53 B.R. 859 (Bankr. E.D. Va. 1985), supra

note 28.
98. In re Sonner, 53 B.R. 859 (Bankr. E.D. Va. 1985); In re Holywell Corp., 85 B.R.

898 (Bankr. S.D. Fla. 1988).
99. The Olson and McGowan decisions also achieve this parity, but without rely-

ing on Cruseturner. If the Olson and McGowan analysis ;s correct the justification
for the result reached is found in the Cruseturner holding

100. Nelson, supra note 58, at 238.
101. See In re Dewsnup, 87 S.R. 676 (Bankr. D. Utah 1988), where the court dis-

cussed the implications of an abandonment to someone with a possessory interest,
within the context of the legislative history. See H.R. Rep. No. 95-595, 95th Cong.,
1st Sess. 377 (1977); 5. Rep. No. 95-989, 95th Cong., 2d Sess. 92 (1978).

102. See generally Uniform commercial code §§ 9-104, -304, -305.
103. In a paper presented at the Northwest Bankruptcy Institute, Judge Polly S.

Higdon, United States Bankruptcy court, Eugene, Oregon, examined the bankruptcy
court's power to order that property be abandoned directly to a specific creditor.
Judge Higdon concluded that the bankruptcy court does not have the power, under
11 U.S.C. § 554, to order property be abandoned to anyone other than the debtor.
"Section 554 was not intended to effect changes in the substantive rights of the par-
ties in property." Hon. P. Higdon, Tax-Problems of Abandonment of Property in
Bankruptcy (Jan. 21, 1989) (seminar materials for the Northwest Bankruptcy-Insti-
tute, Portland, Ore. Jan. 21, 1989).

104. Harl, supra note 58, at 6; Harl testimony, supra note 58, at 12-14.
105. I.R.C. § 168.
106. 11 U.S.C. §§ 503(aXl), 507(aXl).
107. 11 U.S.C. §§ 726(b), 507(a1), 503(b).
108. In re Barron, 73 B.R. 812 (Bankr. S.D. Cal. 1987).
109. In re Tri-County Water Assoc. Inc., 91 B.R. 547 (Bankr. D. S.D. 1988); Laven-

der v. Wood Law Firm, 785 F.2d 247 (8th Cir. 1986); and In re Burnside Steel Found-
ry Co., 90 B.R. 942 (Bankr. N.D. Ill. 1988)

110. The value of Iowa farm land, for instance, apparently has recently appreciat-
ed substantially, by as much as 23% since March 1, 1989 alone. The Des Moines
Register, Sept. 7, 1989, at 6.

111. See infra note 114, for a discussion of the debtor's transferee liability and the
discharge from the estate's taxes.

u=
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112. 111 U.S.C. §505(b).
113. 11 U.S.C. § 522(b); S. Rep. No. 95-989, 95th Cong. 2d Sess. 91 (1978).
114. The Bankruptcy Code at § 505(b) provides that upon payment of the estate's

tax, the debtor is discharged from any liability for such tax. Legislative history indi-
cates that if the trustee does not avail himself of the prompt audit procedures of
§ 505(b), the debtor would not be discharged from possible transferee liability if any$(surplus assets" are returned to the debtor. S. Rep. No. 95-989, 95th Cong. 2d Sess.
68 (1978). I.R.C. § 6901(aXl) provides that the liability, at law or in equity, of a trans-
feree of property of a taxpayer may be collected from such transferee. Bankruptcy
Code § 505(b) does not specifically provide for such transferee liability "at law," and
the claim of the debtor's exemptions in bankruptcy does not display any of the
"badges of fraud" so as to impose transferee liability "in equity." Further, Treasury
Regulations defining a "transferee" does not identify debtors in bankruptcy. Treas.
Reg. § 301.6901-1(b). However, under the circumstances, it may be possible to con-
clude that the debtor theoretically will incur such liability, but only to the value of
any unadministered or excess property remaining after payment of claims which is
abandoned back to the debtor. See Phillips v. Comm'r, 283 U.S. 589 (1931); Drew v.
United States, 367 F.2d 828 (Ct. Cl. 1966). However, as indicated, upon the recogni-
tion of the debtor's claim o' exemption, such property is "exempted from" the
estate, as opposed to having been transferred by the estate. A "transfer" by defini-
tion requires the affirmative act of a "transferor," a "transferee" is "one to whom a
transfer is made." The New Webster Encyclopedic Dictionary 887 (1980 ed. 1977).
While the debtor affirmatively claims such property as exempt, the trustee takes no
action with regard to the claim unless an objection is made. 11 U.S.C. § 522(1).
Transferee liability will therefore not be imposed on the debtor because of the claim
of exempt property.

In a reorganization case, legislative history indicates that the debtor or a succes-
sor to the debtor may remain liable for a deficiency for additional taxes due on re-
turns filed during the title 11 proceedings, however, no mechanism other than
transferee liability is provided for collection of such taxes. See S. Rep. No. 95-989,
95th Cong., 2d Sess. 68 (1978).

115. 11 U.S.C. §§ 522(k), 503(bX1 XB).
116. 11 U.S.C. §§ 523(aXIXA), 507(aXJ.XA).
117. Bankruptcy estates of individuals under Chapter 7 or 11 are required to file

Federal income tax returns when gross income equal to the exemption amount plus
the basic standard deduction is received during the taxable year. I.R.C. § 6012(ax9).
For taxable years beginning in 1989 that amount is $4,500.

118. I.R.C. §6012(aX9).
119. In re Wills, 56 AFTR2d 85-5016 (Bankr. D. Md. 1985).
120. 31 U.S.C. § 3713(b), the Federal priority statute.
121. See United States v. Golden Acres, Inc., 684 F. Supp. 96 (D. Del. 1988); United

States v. Vertac Chemical Corp., 671 F. Supp. 595; (E.D. Ark. 1987) United States v.
Excellair, Inc., 637 F. Supp. 1377 (D. Colo. 1986).

122. See In re Joplin, 882 F.2d 1507 (10th Cir. 1989).
123. In re K.C. Machine & Tool Co., 816 F.2d 238 (6th Cir. 1987).
124. See supra p. 30.
125. 11 U.S.C. § 507(aX7).
126. S. Rep. No. 96-1035, 96th Cong. 2d Sess. 26 (1980).
127. 11 U.S.C. §§ 507(aX7) and 523(a X1XA).
The result is really no different than if the debtor were to liquidate outside of

bankruptcy. In that case the assets would be sold and the proceeds distributed to
the creditors. The taxes shown on an income tax return filed the following April
15th would be paid out of what ever was left over from the sale of assets. If the
remaining proceeds were insufficient, the debtor would remain liable for the unpaid
taxes.

128. See generally 11 U.S.C. § 109.
129. This result presumes that the farmer has not elected, pursuant to I.R.C. § 77,

to report the corn loan as income when received.
130. Harl Testimony, supra note 58, at 14; Hari, supra note 58, at 6.
131. Harl Testimony, supra note 58, at 16; Hari, supra note 58, at 7.
132. Shepard, Taxation Of Chapter 12 Cases, (April 1987), Norton Bankruptcy Law

Adviser, Callaghan & Company; Shepard, Section 12J1(b)." An Examination Of The
Trustee's Obligation To File State Income Tax Returns, (May 1988), Norton Bank-
ruptcy Law Adviser, Callaghan & Conipany; Shepard, A Trio Of Tax Topics, (Jure
1988), Norton Bankruptcy Law Adviser, Callaghan & Company.

133. The number of debtors potentially effected by the proposed addition of Chap-
ter 12 cases to the provisions of I.R.C. § 1398 is rapidly dwindling. Table 1, Hari tes-
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timony at 15, purports to reflect the "Chapter 12 Filings in the North Central
Region Since November 26, 1986." The Table appears without explanation or 56
source attribution. Information supplied by the clerks of courts from within the
States to which the Table purports to relate indicates that the Table apparently is a
cumulative tabulation of Chapter 12 bankruptcy filings. The Table, however, does
not account for cases converted, dismissed or confirmed-it does not even approxi-
mate the number of pending cases. According to information supplied to the author,
Chapter 12 cases filed during the period from January through August 1989 are as
follows: Iowa 18 cases; Nebraska 55 cases; North Dakota 29 cases; South Dakota 53
cases. In Minnesota 36 cases were filed during the first 7 months of 1989. The statis-
tics further reveal that the rate of filings per month continues fall to one or two
cases in most of the districts and no cases in some of the districts.

134. Unless due to a mere change in the form of doing business, the premature
disposition or cessation of qualified use of section 38 property, property on which
investment tax credit had been allowed, will be a- recapture event. Treas. Reg.
§ 1.47-3(0(1). Because of the repeal of I.R.C. § 38 by the Tax Reform Act of 1986,
Pub. L. 99-514, under which investment tax credit was allowed, any issue of the
debtor's liability for recapture of investment credit because of filing a petition under
Chapter 12 of the Bankruptcy Code will ultimately disappear; the property on which
the credit was allowed will eventually all have been held for the requisite amount of
time.

135. The issue of whether a bankruptcy estate of a case filed prior to the Bank-
ruptcy Tax Act is required to file Federal income tax returns and pay taxes contin-
ues to be litigated. See, e.g., In re Joplin (United States v. State Farm Fire & Casual-
ty Co.), 882 F.2d 1507 (10th Cir. 1989). Cases litigating the issue have been Chapter 7
cases or Chapter 11 cases converted to Chapter 7. However, because the provisions
Chapter 12 of the Bankruptcy Code were adopted in large part in reliance of Chap-
ter 13 which was specifically omitted from the application of I.R.C. § 1398, see H.R.
Rep. No. 96-833, 96th Cong. 2d Sess. 20 (1980) and S. Rep. No. 96-1035, 96th Cong.
2d Sess. 25 (1980), and because Chapter 12 was adopted by the same Congress which
passed the Tax Reform Act of 1986, Pub. L. 99-514, without amending § 1398 to in-
clude Chapter 12 cases, neither Chapter 12 nor Chapter 13 cases are required to file
Federal income tax returns or pay such taxes. For a full discussion of the Chapter
12 estates obligation to file State and Federal income tax returns, see Shepard, Tax-
ation Of Chapter 12 Cases, Norton Bankruptcy Adviser (April 1987) and Shepard,
Section 1231(b): An Examination Of The Trustee's Obligation To File State Income
Tax Returns, Norton Bankruptcy Adviser (May 1988).

136. The trustee of a Chapter 12 case is to receive a fee of no more than 10% of
the payments in an aggregate amount of $450,000, plus no more than 3% of the ag-
gregate payments in excess of $450,000. 28 U.S.C. §586(eXlKXBXii); 11 U.S.C.
§ 1226(aX2).

137. 11 U.S.C. §§ 1141(b), 1227(b), 1327(b).
138. In re Sonner, 53 B.R. 859 (Bankr. E.D. Va. 1985).
139. In re Holywell Corp., 85 B.R. 898 (Bankr. S.D. Fla. 1988).
140. 11 U.S.C. §§ 1221, 1224.
141. 11 U.S.C. § 541(aX6); I.R.C. § 1398(eX1), (f)l).
142. 11 U.S.C. §§ 1207(a), 1306(a).
143. S. Rep. No. 96-1035, 96th Cong., 2d Sess. 25, n. 3 (1980).
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