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Income Tax Consequences of Loss of

Personal Property to Creditors
— by Neil E. Harl*

A recent inquiry by a tax practitioner on the proper reporting of a turnover of a farm
tractor to the creditor focused attention on an area in which there is confusion by both
taxpayers and tax practitionérsRealproperty rates a special procedure in the event of
repossession following an installment sgbersonal property repossessions are governed
by the general rules for repossessions, not those for real proidetygver, the turn over
of property to the creditor is the same for both types of property.

No relief from gain

The second important point to understand is that, while there is relief from discharge of
indebtednedsfor taxpayers in bankruptéyfor insolvent taxpayersfor those who are
involved with qualified farm indebtedne$fr taxpayers (other than C corporations) faced
with qualified real property indebtednéssd for taxpayers who encounter a purchase
price adjustmentthere is no relief for gain triggered in conjunction with a turnover of
personal property such as a tractor to a creditdre return of the property to the lender
is treated essentially as a sale of the tractor by the debtor to the lender. Limited relief from
gain on repossessions was proposed in 1986 but was not enacted.

Example: a heavily indebted taxpayer loses a tractor to voluntary repossession by the
secured creditor who agreed to cancel the outstanding debt. The tractor had an income tax
basis of zero (fully depreciated out) and a fair market value (based on a subsequent sale of
the tractor by the secured creditor at auction) of $35,000. The debtor still owed $45,000 on
the machine. Once the taxpayer’s right to redeem has expired for Uniform Commercial
Code repossessions, upon disposition of the collateral by the secured &rddittaxpayer
must recognize gain of $35,000 on the tractor (the fair market value of $35,000 minus the
basis of zero). The difference between the fair market value of $35,000 and the indebtedness
owed of $45,000 or $10,000 is discharge of indebtedness at the time the indebtedness is
cancelledif the obligation is a recourse loanFor a non-recourse obligation, the entire
difference between income tax basis and the debt is gain or loss and there is no discharge
of indebtedness inconié. If the obligation remains effective, there is no discharge of
indebtedness income until collection on the debt is barred by the applicable statute of
limitations. In the event indebtedness is discharged or cancelled, there is relief for the
discharge of indebtedness invol@dThe relief from discharge of indebtedness does not
apply to gain realized on transfer of property howéver.

Relief from discharge of indebtedness
In the event a taxpayer experiences discharge of indebtedness, the general rule is
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that the discharge of indebtedness amount is taxed as org
income!* Moreover, the discharge of indebtedness amou
subject to self-employment tax if related to the operation

trade or business or a trade or business investment in whid
taxpayer materially participates.

Involuntary repossessions
In the event a repossession is involuntary, with

inary
nt is
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BANKRUPTCY

CHAPTER 12

ELIGIBILITY. The Chapter 12 debtor owned a farm
which the debtor grew various crops and fruits. The de
operated the farm as an S corporation which leased the
from the debtor. The debtor’s pre-petition farm income
entirely from the rent paid by the corporation. If the corpora
had insufficient income to pay the rent, no rent was paid. A
filing for Chapter 12, the debtor operated the farm as a
proprietor. A creditor argued that the debtor did not qualify
Chapter 12 because the rent payments were not income

farming because the corporation and not the debtor operated the
farm. The court reviewed the three approaches to farm rental
income as determined by In re Armstrong, 812 F.2d 1024 (7th Cir.
1987) (rental income must be subject to risks of farming to be
income from farming); Matter of Burke, 81 B.R. 971 (Bankr.
S.D. lowa 1987) (farm rental income determined by totality of
circumstances as to whether debtors continued farming); and In
ore Creviston, 157 B.R. 380 (Bankr. S.D. Ohio 1993) (totality of
ptorcumstances includes risk from farming). The court held that
ldred debtor rental income met the tests of all three approaches
vhecause (1) if the corporation did not have enough income, the
iolebtor received less rent; (2) the debtor was actively involved in
ftee farm operation; (3) the rent income came from farming
sofeerations; and (4) the debtor continued to farm the property after
fbankruptcy. The court held that the rent payments qualified as
from




