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The attached Extension publication was originally written by Bryan Manny & Mark Wood in August 2016 and
then published as an extension publication in November 2016. This extension publication addresses the topic of "Income
Tax Aspects and Consequences of Farm & Ranch Financial Distress Transactions". This is a topic that is relevant to
NAFBAS members that affect their farm and ranch clients in dealing with the current farm financial environment.
As can be seen from the publication, there are 21 pages that pertain to this subject. The first 10 pages review the
concepts and planning of the financial distress transactions in detail while the last 11 pages illustrate these concepts in
examples that demonstrate calculations. We feel the examples were needed to illustrate the concepts of the first 10
pages. Thus, we realize the format of this Professional Paper Category was not to exceed 10 pages, but due to the nature
of the topic, we asked the committee to give consideration for this paper due to the complex subject content.
Thank you for your consideration in this award category.
Sincerely,
Bryan Manny and Mark Wood
Bryan L. Manny
Extension Agricultural Economist Kansas Farm Management Assn., S.C.
620-662-7868
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Income Tax Aspects and Consequences of Financial Distress
Transactions
Bryan Manny (bryanmanny@sbcglobal.net) and Mark Wood (mawood@ksu.edu)
Kansas Farm Management Association - December 2016

DISCLAIMER
The law of rights between debtors and their creditors and taxation of transactions between them is highly complex
and complicated. The tax laws and other legal matters discussed in this article are complex. These materials are
designed solely to raise issues and serve as a guideline for the reader’s research. These materials were assembled
solely for the purpose of education. Every taxpayer has a distinct set of facts and circumstances that makes it
impossible to give solutions other than in a general guideline approach. If legal advice, tax advice, accounting
assistance or other expert assistance is required, the services of a competent professional person should be sought.
IMPORTANT USE OF CAPITAL AS AN INPUT
Credit plays a central role in building a profitable farm/ranch business operation in the short and long run. This would
also include the continuation of the farming operation to the next generation.
Capital availability can affect the productivity of farm inputs. A reduction in a line of credit could leave a beef cattle
resale backgrounding operation idle, force a reduction in fertilizer rates below the optimum level, limit timely repair
and maintenance costs which could cause untimely breakdowns during planting and harvest seasons. The preceding
examples could have the outcome of less yield potential which would lead to less gross revenue.
In boom times, when profit margins are positive, cash flows are adequate and loan repayment poses few problems
for most borrowers, the tendency is to see those conditions as a future trend. Similarly, when profit margins
evaporate, cash flows dwindle and loan repayment becomes a problem for a substantial proportion of borrowers,
optimism can be eclipsed with gloom. More than a year of economic adversity, the prevailing attitude tends to be
that the future could produce more of the same.
Boom times may encourage borrowers to become overextended before they realize the situation. A tightening of
credit as economic conditions worsen typically comes at a time when borrowers may be highly vulnerable to a credit
pull back. Reductions in capital availability can inflict substantial economic damage which may be felt for years.
Forced liquidations of breeding herds, machinery or land to cover reductions in a line of credit may yield
disappointing results as assets are thrown on already depressed markets.
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Efforts to scale back a farming/ranching operation, if carried out with attention to long run profitability, may produce
a leaner, more profitable operation. Forced adjustments made in haste may impair the economic viability of the
operation, not to mention the damage to the confidence of the borrower and to the lending relationship. During
boom times, borrowing is utilized on assets that are used for collateral that have appreciated with low basis (land)
and assets that have been depreciated (machinery and purchased breeding livestock that have low remaining basis).
As will be discussed later, there are possible income tax consequences for the disposal of assets and debt discharge of
those assets.
Another possible negative outcome of financial distress is the less likelihood of bringing home a future generation to
the farming/ranching operation. This can create a negative impact on family relations when the parents must
subsidize the farming operation for the farm heirs versus the non-farm heirs. In other words, the overall net worth of
the parents will diminish, thus affecting the parent’s standard of living in retirement and also their overall estate
planning to all heirs.
Another indirect outcome of farm financial distress is based off the historical trends of children of farm families
choosing non-agricultural careers after post-secondary education. For example, the land grant universities had a
decline in overall enrollment in the college of agricultures during the 1980’s as college students entered nonagricultural majors. Thus, this could create a shortage of skilled college of agriculture graduates for future agricultural
careers.
LOAN REVIEW AND LIQUIDATION APPROACH
In the beginning stages of debt restructuring in an economic downturn for farm and ranch taxpayers, the focus is on
relatively minor adjustments, in part because the downturn could be reversed if commodity prices were to increase.
As the downturn deepens, as it did in the 1980’s the steps taken by lenders often become more severe and could lead
to major steps to reduce the scale of operations or even to force the termination of the operation.
A lesson learned in the 1980’s was that debt restructuring may be in the best interests of both the borrower and the
lender but the acceptance of debt restructuring is often delayed because of the belief that the downturn could end
with higher commodity prices because of adverse weather conditions for crop production. In regards to livestock
producers, economic recovery often relates to cycle factors affecting the supply of livestock for slaughter.
A major question when default may be on the horizon is whether preemptive steps should be taken to minimize the
risk of default. While that is often a good move, and a close working relationship with the lender makes that a more
likely step, whenever default actually occurs on a loan or other obligation the question is whether the matter should
be resolved through foreclosure on loans, forfeiture of land contracts or bankruptcy. All tend to be disruptive for the
farming or ranching operation and may become costly in the long run for both borrower and lender.
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Past experience from the 1980s suggest that, if a strong working relationship exists between borrower and lender, it
may be possible for parties to work out a debt restructuring plan that minimizes the economic impact on the
borrower and reduces the expense generally incurred by lenders in the process.
As a possible procedure, debt restructuring could involve:

1)
2)
3)
4)

Re-amortization of the loan(s) over a longer time period
Interest rate could be reduced
Forgiveness of principal
Some combination of the above.

Important factors to consider in loan review for restructuring or liquidation

 To what extent is the loan secured with realistically valued collateral?
 Could the borrower be made financially and economically healthy with a restructuring of the loan and, if
so, at what cost to the lender?
 Is the borrower-lender relationship flawed in terms of conflict of interest?
 Should a significant weight be attached to avoidance of principal reduction and or reduction of interest
rate in the future aspects of maintaining borrowing ability?
Debt restructuring should always be considered when it is in the lender’s best interests and may be justified when,
even though not in the lender’s best short-term interests, it may be in the lender’s long term interest to maintain a
historically profitable operation.
It is generally not rational to liquidate a loan if the loss expected to be taken is greater than what would be required
to keep the borrower in business by restructuring the loan. That determination necessarily involves –

 Probable net recovery on collateral in the event of liquidation.
 The extent to which the lender is unsecured and the probability of recovery as an unsecured creditor
after payment of income taxes and other costs of liquidation.
 The economic cost to the lender of interruption of interest payments in the event of liquidation.
 The probability that the borrower, after restructuring, will be able to service the resulting debt.
 The decision of restructuring, is one for the lender to decide.
 Legal and accounting fees may reach significant levels if the resolution between debtor and creditor
cannot be resolved.
A comparison of outcomes (restructuring and liquidation) on a net present value basis can provide guidance as to the
most rational approach for the lender.
INFORMATION NEEDED FOR PLANNING
Information needed to make decisions on the income tax consequences of bankruptcy options or the various nonbankruptcy choices (foreclosure, forfeiture, voluntary conveyance to creditors).
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Inventory of all assets of the debtor. An inventory should be prepared of all assets of the debtor.








Original cost or original basis otherwise received by gift or inheritance.
Depreciation allowed or allowable
Fair market value.
Any special use valuation recapture under IRC 2032A.
Depreciation recapture.
Status of the asset as likely to produce ordinary income or loss, Section 1231 gain or loss or capital
gain or loss.
Appraisal of all assets of the debtor. An appraisal of assets is necessary to determine the fair market value of assets
at the time of discharge of indebtedness to determine solvency or insolvency and for the transfer of assets in
satisfaction of a debt obligation, the nature of the gain.
List of creditors and indebtedness for which the taxpayer is obligated. The list of creditors and indebtedness should
be broken down by secured and unsecured debt, recourse debt and non-recourse debt and should show a breakdown
of principal and interest owed.

 No income is realized and tax attributes to the extent that payment of a liability would have given
rise to an income tax deduction (accrued interest and account payables).
 Losses between related parties are disallowed.
List of the taxpayer’s attributes. It is necessary to ascertain the amount of the taxpayer’s net operating loss
carryover, net capital loss carryovers and tax credit carryovers. The taxpayer’s tax attributes are important in
determining whether property should be transferred outside of bankruptcy in satisfaction of indebtedness or the
taxpayer should file for bankruptcy. Tax attributes must be reduced to the extent of discharged indebtedness (unless
the taxpayer is eligible to and does elect to reduce the basis of certain depreciable property in lieu of tax attributes)
with different rules for taxpayers who are solvent, insolvent or in bankruptcy.
Calculation of income tax liability under various alternatives. A complete calculation of state and federal income tax
liability under the various asset liquidation and bankruptcy choices is highly advisable before decisions are made on
alternative liquidation/bankruptcy routes. The calculation should include the various recapture possibilities.
Moreover, the calculation should show who bears the burden of tax liability under the various options. The matter of
who bears the tax burden can be highly important, for example, in the case of unsecured creditors in bankruptcy, the
tax burden may represent one of the more powerful aspects to encourage creditors’ acceptance of a plan. The matter
of who bears the tax burden is also highly important to the debtor from the standpoint of tax liability remaining with
the debtor after property transfers have been concluded. The income tax consequences in bankruptcy should be
reviewed carefully with attention given to the income tax treatment under a Chapter 12 filing (for farm and ranch
bankruptcies) which is substantially less favorable to the debtor than the other bankruptcy chapters.
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PAYMENT OF DEBT WITH PROPERTY
With farm commodity prices receding from the higher levels of 2012 and 2013, concerns are being focused about
loan forgiveness. Another question of loan forgiveness is the difference in treatment between recourse and nonrecourse loans.
The difference is whether the creditor is limited to the property given as collateral (a non-recourse loan) or is free to
seek satisfaction from other assets of the debtor (a recourse loan).

Recourse debt

 If property is sold for cash and the cash is applied on the debt, the taxpayer has—
o

o

Asset gain or loss from the transfer of the property, measured by the difference between
the adjusted income tax basis of the transferred property and the amount received for the
property and would be taxed in accordance with the gain on sale rules, and
Gain or loss from payment of the debt, which is measured by the difference between the
unpaid balance of the debt and the amount paid toward the debt, would be taxed under the
discharge of indebtedness rules.

 Thus, the above two bullet points is known as the two-step approach.
 If debt relief obtained by the transfer of property is to be taxed in the same manner as debt relief
secured by payment of cash, the same two-step procedure would apply. The taxpayer would have—
o
o

Asset gain or loss from the transfer of the property, measured by the difference between
the adjusted income tax basis of the property and the fair market value of the property, and
Gain or loss from payment of the debt measured by the difference between the unpaid
balance of the debt and the fair market value of the property.

 If the fair market value of the transferred property is less than the unpaid balance of debt, the
unsatisfied portion of the debt would produce cancellation of indebtedness income to the debtor.
 If the fair market value of the property exceeds the unpaid balance of the debt, the excess is taxable
to the creditor, if the creditor keeps all proceeds from eventual asset disposition.
 The difference between the basis and the fair market value (or foreclosure sale price) is gain or loss
from disposition of the property.
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Non-recourse debt

 The two step analysis discussed above seems equally valid in the case of non-recourse debt so
long as the fair market value of the property exceeds or is equal to the unpaid balance of debt.
 If the value of the property is less than the unpaid balance of the debt, the amount realized on
the asset portion of the transaction must be calculated by reference to the unpaid balance of
the debt rather than by reference to the fair market value of the property. (Difference between
property basis and debt is gain; no discharge of indebtedness income). This would be the onestep approach instead of the two-step approach.
 It is irrelevant that the fair market value of the secured property may be far less than the face
amount of the forgiven debts.

Examples of non-recourse debt is commodity loans from the Commodity Credit Corporation to the extent that the
debtor may pay off the loan with a sufficient amount of an eligible commodity having a price support value equal to
the outstanding value of the loan.
A contract of sale for farmland with the remedy limited to forfeiture of the land in question with no rights to pursue
other assets, would be a non-recourse debt.
A debtor in bankruptcy may encounter non-recourse treatment where property subject to recourse debt has been
abandoned to the bankruptcy estate.
RECOURSE DEBT

NON-RECOURSE DEBT

DEBT

DEBT
Discharge of indebtedness

FMV

FMV

Gain (debt – basis)
{no discharge of debt}

Gain
Basis

Basis
Not taxable

$0-------

Not taxable
$0-------

Fair market value is not looked at on non-recourse debt. Only basis and debt is relevant.
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DISCHARGE OF INDEBTEDNESS
The downturn in farm commodity prices have focused attention once again on forgiveness of debt or discharge of
indebtedness income. For many tax preparers and attorneys (and debtors and lenders) it is the first time since the
1980’s to see significant problems in repaying debt on farm loans. The rules have remained largely unchanged over
the past thirty years.
In general, if indebtedness is cancelled or forgiven, the amount cancelled or forgiven must be included in gross
income.



Forgiveness of principal does have income tax consequences in general. Some exceptions to the general
rule exists.

It is important to note that the rules on forgiveness of debt (or discharge of indebtedness) for farm or ranch taxpayers
are significantly different from the rules applicable to other types of businesses. However, relief provisions are
available, even for solvent taxpayers, under some circumstances. This will be discussed later in more detail.

Rationale of Tax Rules in Debt Discharge Context:
When a person borrows money, he/she obviously enjoys an economic benefit at the time funds are received from the
lender. Since such receipt, however, is offset by the obligation to repay the debt, such receipt is not considered a
taxable event.
If, at a later time, all or part of the obligation to repay is discharged, the debtor FULLY enjoys the economic benefit
related to their earlier receipt of loan proceeds.
This economic benefit is “realized income”. This realized income may or may not be treated as taxable income (i.e.,
may or may not be both realized and recognized income).
Income is realized from the discharge of indebtedness. Whether realized income is recognized depends on whether it
is excluded. If income is excluded, it is not recognized.
As a general rule, taxable income results when a debtor’s obligation is discharged (i.e. canceled) for less than amount
due.
Some exceptions to general rule (IRC section 108):
IRC section 108 provides “gross income does not include any amount which would be includible in gross income by
reason of the discharge of indebtedness of the taxpayer if --





Debtors in bankruptcy
Discharge of indebtedness for an insolvent debtor outside bankruptcy
Discharge of indebtedness for a solvent qualified farm debtor
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In other words, income from the discharge of indebtedness, to the extent that such discharge occurs in a Federal
Bankruptcy case, or while the debtor is insolvent (up to the point of solvency), is income realized, but not recognized.
Insolvency is defined in balance sheet terms as “the excess of liabilities over the fair market value of assets”. An
appraisal of assets is recommended for documentation.

1) The determination of whether and to what extent an individual is insolvent is made immediately before
the discharge.
2) Accrued but unpaid interest creates insolvency but does not create discharge-of-indebtedness
income for a cash basis taxpayer.
3) Exempt assets – those assets that creditors cannot satisfy their claims against are included in the
insolvency calculation. Before 1999, exempt property was not included in the solvency calculations. In
that year, the IRS changed its position to include exempt property. Examples include one automobile,
personal residence, and limited dollar amount of tools-of-the-trade.
The amount of discharge-of-indebtedness income “excluded” is limited to the amount of the debtor’s insolvency. If
the amount of debt discharged exceeds the amount of insolvency, the taxpayer is made solvent and the discharge-ofindebtedness income may have to be recognized under the solvent taxpayer rules unless the taxpayer qualifies for
the solvent farm debtor.
However, the amount of discharge that would otherwise be taxable under the discharge-of-indebtedness rule must
be first used to reduce certain tax attributes of the debtor taxpayer. The attribute reductions are made after the
determination of the tax imposed for the taxable year of the discharge.
Since income realized, but not recognized, is not taxable income, no current tax liability results.
In some instances, solvent farmers incurring debt discharge will also be entitled to section 108 non-recognition
treatment. Under legislation enacted toward the end of the farm debt crisis of the 1980’s, effective for discharges
after April 9, 1986, discharges of indebtedness arising from an agreement between a person engaged in the trade or
business of farming and a “qualified person” as lender to discharge “qualified farm indebtedness” is treated for
federal income tax purposes under a special provision (if qualified conditions are met).
However, such non-recognition of income is not without a curse: certain tax attributes of the debtor must be reduced
simultaneously with the debt reduction.
For tax years beginning after 1993, those tax attributes which may be so reduced, in order, are:









Net operating losses
Business tax credits
Minimum tax credits
Capital losses
Asset basis
Passive activity loss and credit carryovers
Foreign tax credits
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After the tax attributes have been reduced, any remaining discharge of indebtedness is used to reduce the income tax
basis of qualified property of the debtor.
The income tax basis reduction is:

1) Depreciable property
2) Land used or held for use in the trade or business of farming
3) Other qualified property
In lieu of reducing the above-listed tax attributes, the debtor may elect to apply the reduction first against the basis of
depreciable property owned by the debtor.
The result of current non-recognition of income and reduction of corresponding tax attributes is that taxable income
is deferred, not ultimately avoided.
Reason: Net operating losses, credits, depreciation deductions, and the like will not be available in the future to
reduce taxes.
To the extent an insolvent debtor is made solvent by debt discharge, taxable gain may result.
The character of debt discharge income is generally ordinary income and could be subject to self-employment tax in
the case of inventory assets. By contrast, the character of income resulting from the transfer of property in
satisfaction of debt may vary depending on whether the debt is recourse or non-recourse.
Effective tax planning relating to the discharge of a debtor’s debt can often critically enhance the chances of a
debtor’s post-(debt) discharge financial survival.
Special debt discharge tax rules exist for different types of entities (i.e. individuals, partnerships, corporations, etc.).
The “qualified person” requirement focuses on the lender involved. The qualified person is defined as someone who
is actively and regularly engaged in the business of lending money and who is not

1) Related to the taxpayer
2) A person from whom the taxpayer acquired the property
3) A person who receives a fee with respect to the taxpayer’s investment in the property.
To be eligible as “qualified farm indebtedness”, the indebtedness must be incurred directly in connection with the
operation by the taxpayer of the trade or business of farming and 50 percent or more of the average gross receipts of
the taxpayer for the three preceding taxable years must be attributable to the trade or business of farming. Cash rent
is not considered farm gross receipts for the 50 percent average gross receipts test.
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There is no discharge of indebtedness income created to the extent that payment of the indebtedness would have
given the taxpayer a deduction (IRS code section 108(e)(2). Examples are:

1) Cancellation of accrued interest under a cash basis taxpayer.
2) Seed, chemical, fertilizer, feed, repair and etc. bills that are owed by a cash basis farmer.
TRANSACTIONS THAT CREATE INCOME TAX PROBLEMS

1. Bunching of Income.
Many taxpayers do their tax planning by postponing the recognition of income through the use of
rapid depreciation, cash accounting, installment sales, and other income deferral techniques. The
common element of those planning techniques is the postponement of the time when income has to be
reported for income tax purposes. Unfortunately, the time for reporting that postponed income is often
triggered by transactions that result from financial distress. Consequently, the debtor has not only
creditors to pay, but also the Internal Revenue Service (IRS).
EXAMPLE 1
Betty Beans sold her 2015 soybean crop in March 2016. In April 2016, her bank did not renew her
operating crop loan for the 2016 planted crops. Betty must report the proceeds from her 2015 crop as
income in 2016, the year of sale. Thus, Betty could not find secure financing for the 2016 crops.
Result. Since as a cash basis farmer she deducted the cost of raising that crop on her 2015 income tax
return, she has no basis to reduce the income from the sale. She will also have few farm expenses to
deduct in 2016 because she has quit farming. Betty will be subject to federal, state and self-employment
taxes in most states (at the present time, this income will not be subject to state income taxes in
Kansas).
EXAMPLE 2
Same facts as in example 1, except Betty did not quit farming. However, she obtained financing
from one of the input vendors at a higher interest rate, then the local bank. The input vendor has
repayment due on November 15, 2016, with no extension of the loan payment.
Result. Betty will have two crop sales in 2016, but only one series of deductible crop inputs for the year.
She cannot obtain local bank financing to obtain prepaid expenses in late 2016, thus she will have to
wait until 2017 to obtain input vender credit and thus, cannot deduct inputs until after fall harvest 2017.
2.

Rapid Depreciation
Rapid depreciation also delays the recognition of income by reducing the basis of property used in the trade
or business faster than the property decreases in value. If property that has been on accelerated depreciation
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is transferred as a result of financial distress, the income that was deferred must now be recognized
(depreciation recapture).

EXAMPLE 3
Fred Farmer purchased a grain drill in 2014 for $50,000. He claimed a total of $50,000 of accelerated
depreciation in 2014. In 2016 he sold the grain drill to pay off some debts He received $30,000 for the grain
drill. His tax depreciation basis in the grain drill at the time of the sale was $0 ($50,000 purchase price $50,000 of depreciation).
Result. Fred Farmer has a taxable gain of $30,000 ($30,000 sales proceeds - $0 basis). Since the depreciation
he claimed was more than the gain, all of the gain must be reported as ordinary income. The $30,000 gain on
the sale is reported on FORM 4797 and thus will be subject to whatever marginal income tax rate that Fred
Farmer will fall into. This will include federal and state income tax liability but not self-employment taxes (at
the present time all of the preceding taxes would be required in Kansas).

3. Property That is turned over to the Lender Is Treated as if the Property was Sold
A transfer of property to a lender to discharge a debt is a taxable transfer, even though the debtor receives
no cash. In such a case, the debtor may have an income tax liability with no cash to pay the tax. The
information is provided to the borrower and the IRS on FORM 1099-A.

EXAMPLE 4
Jim has an income tax basis in a planter of $10,000. The planter has a fair market value of $25,000 but is also
subject to a secured lien in favor of a creditor of $30,000. Jim agrees to transfer the planter to the creditor in
return for a complete discharge of the $30,000 he owes. In this example it is assume this is recourse debt and
the taxpayer is solvent.
Result. Jim is treated as having sold the planter to the creditor for $25,000 and has $15,000 of gain to
recognize for income tax purposes ($25,000 sales price, i.e., fair market value, minus the $10,000 income tax
basis). The other issue is the discharge of indebtedness that must be recognized of $5000 ($30,000 debt $25,000 fair market value).
EXAMPLE 5
Frank purchased a 240-acre unimproved farm in 1990 for $120,000. In 2010, when the farm had a fair market
value of $480,000, he borrowed $300,000, giving the bank a first mortgage on the property in that amount.
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In 2016, when the farm has a fair market value of $200,000, he and the bank agree that if Frank transfer the
farm to the bank, the bank will cancel the remaining indebtedness of $235,000. This loan is recourse debt
and the taxpayer is solvent.
Result. Frank is treated for tax purposes as having sold the farm to the bank for its fair market value of
$200,000 and must report the difference between his tax basis of $120,000 and the $200,000 (selling price)
or $80,000, as taxable gain in 2016. The other issue is the discharge of indebtedness that must be recognized
of $35,000 ($235,000 debt - $200,000 fair market value).

4.

Tax Consequences to a Buyer on the Forfeiture of Land Purchased on the Installment Contract Basis
or on the Transfer of Assets by a Debtor to a Creditor in Exchange for the Discharge of a Debt.
Farmland and other real estate was sold on the installment contract basis. Property is being forfeited
to the seller in exchange for a complete release of buyer liability. Some debtors are transferring
property to creditors in exchange for the discharge of a debt. These forfeitures and exchanges have tax
implications.
If a person who is obligated on a recourse debt by secured property defaults on the payments and
forfeits the property to the creditor, the creditor can obtain a judgment against the debtor for any
amount of the debt not satisfied by the forfeited property.

EXAMPLE 6
Barry purchases property for $300,000 and pays $100,000 on the principal debt. Barry defaults when the
property has a fair market value of $100,000. If this is recourse debt, the seller can sue Barry for the
$200,000 due on the contract.
If the debt is recourse debt, there is discharge-of-indebtedness income in situations where the fair
market value of the property transferred to the creditor is less than the debt released or discharged.
If there is discharge-of -indebtedness income to the taxpayer, the tax preparer must go through a
complex procedure. However, after completion of the procedure, the income is generally not subject to
income tax. This exception would be under IRS code section 108, generally.
Assume these facts:
Contract price for unimproved land (tax basis)
Debt remaining at time of forfeiture
FMV of property at time of forfeiture
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Result: The purchaser recognizes a $50,000 IRS code section 1231 loss if this land is used in a trade or
business. This is the difference between the buyer’s basis of $100,000 and the amount realized (FMV of
the property) of $50,000. The purchaser also has $30,000 of discharge-of-indebtedness income that may
or may not have to be recognized depending on the status at the time of discharge. This is the difference
between the fair market value of the property transferred or forfeited and the debt discharged. (Again
IRS code section 108(a)).
EXAMPLE 6a: Tax treatment of forfeiting purchaser or transferor (assume property is used in trade or
business of farming and debt is recourse)
Contract price for unimproved land (tax basis)
Debt remaining at time of forfeiture or transfer
FMV at time of forfeiture or transfer

$100,000
60,000
60,000

Result: Debt discharge of $0 (debt discharged is not more than FMV of property transferred) and a
$40,000 loss (difference between tax basis of $100,000 and value of property forfeited, $60,000).
EXAMPLE 6b: (Refinancing)
Tax basis of unimproved land
Debt remaining at time of forfeiture or transfer
FMV at time of forfeiture or transfer

$200,000
600,000
500,000

Result: Debt discharge income of $100,000 ($600,000 - $500,000) [IRS code section 108 for deferral]
and $300,000 gain ($500,000 - $200,000).

EXAMPLE 7
Frank, insolvent before and after the discharge, has $100,000 of debts discharged in 2016. He also has
$80,000 of taxable income from 2016 property liquidations. His 2015 income tax return shows a
carryforward NOL of $70,000. Frank will first use his NOL to reduce income and income tax for 2016. Any
unused attributes will then be reduced by the amount of debt discharged. (Also see IRS code section
108).

EXAMPLE 8: INSOLVENT TAXPAYER NOT IN BANKRUPTCY
Facts: Henry Insolvent
Asset
Cash
Unimproved farmland
Depreciable business assets

Tax Basis
$3,000
200,000
100,000
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Grain inventory
TOTAL

0
$303,000

25,000
$328,000

25,000
$448,000

12/01/2016

C

As part of the reorganization outside of bankruptcy, Creditor A reduces the mortgage debt by $100,000
and Creditor B reduces the secured debt by $23,000.
 Immediately before discharge: $120,000 insolvent ($328,000 - $448,000)
 Immediately after discharge: $3000 solvent ($328,000 - $325,000)
 2015 income tax information: $15,000 NOL carryforward
 Discharge in 2016
 2016 income tax information: No attributes used-no tax liability
Income Tax Result – Option one (No election to reduce basis first)

1) There is $120,000 of discharge of indebtedness for the insolvent taxpayer. (The taxpayer is solvent
in regard to the other $3000 discharged).
2) Tax attributes have to be reduced to the extent of the $120,000 discharge.
a) The NOL carryforward of $15,000 reduces discharged debt dollar for dollar. Thus, $105,000 of
discharge is remaining at this point ($120,000 - $15,000 = $105,000).
b) Basis reduction is $0 because the aggregate of the basis of the property held by the taxpayer
immediately after the discharge ($303,000) did not exceed the aggregate of the liabilities of the
taxpayer immediately after the discharge ($325,000).
c) The amount of discharge remaining ($105,000) is not included in income because the debtor
was insolvent to that extent.
3) $3000 of discharged indebtedness is reportable as income unless the solvent farmer rule applies.
Option Two (Elect to reduce depreciable basis first)

1) Tax attributes have to be reduced to the extent of the $120,000 discharge.
a) Depreciable basis of depreciable business assets is reduced from $100,000 to $0. Thus $20,000
of discharge is remaining at this point ($120,000 - $100,000 = $20,000).
b) Tax attribute of $15,000 of NOL is eliminated.
c) $3000 of the $123,000 discharge is taxed as ordinary income unless the solvent farmer rule
applies.
Tax result if solvent farmer rule applies – Option one ** Same result except that the $3000 discharge for a
solvent farmer would be used to reduce the tax basis of the farm machinery. This is allowed because all other
attributes have already been reduced to $0.
Option Two (Elect to reduce depreciable basis first)

o

Same result as above.
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EXAMPLE 9: TAXPAYER MADE SOLVENT BY THE DISCHARGE
Albert is a farmer with the following balance sheet as of June 1, 2016.
Assets

Tax Basis

Cash
Grain
Machinery
Breeding stock
Other
Land
TOTAL

$

1,000
0
80,000
0
5,000
230,000
$316,000

FMV
$ 1,000
20,000
90,000
40,000
5,000
230,000
$386,000

Liabilities and Equity
Accounts payable
Operating loan
Machinery
Real estate
TOTAL liabilities
EQUITY (Insolvent)

4,000
80,000
50,000
300,000
$434,000
($48,000)

NOL carryforward to 2016 ** $30,000
Capital loss carryforward to 2016 ** $1000

Albert is a qualified farmer and in an attempt to solve his cash flow problems, convinces his creditors to do
the following:

1)
2)

The bank will reduce the debt on his real estate loan by $70,000, and
Farmers Bank & Trust will reduce his current operating loan by $30,000.

Albert, as a result of these actions, has gone from a position of $48,000 insolvent to $52,000 solvent.
To the extent he was insolvent immediately before the discharge, he is an insolvent debtor outside of
bankruptcy and those rules applied.

Attribute reduction: NOL
Capital loss
*Basis

Before

After

30,000
1,000
316,000

-0-0$316,000

Discharge
absorbed
(30,000)
(1,000)
-0-_
$34,000

The $14,000 not absorbed ($48,000 - $34,000) is not included in income.
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*Aggregate basis immediately after discharge
Aggregate liabilities immediately after discharge
Excess of basis over liabilities
Reduction of basis

12/01/2016

$316,000
$334,000
0
0

Solvency portion:
Attributes:
NOL
Capital loss
Basis
Basis of all depreciable property
Solvency portion of discharge
Basis reduction
Taxable income

5.

0
0
0
$80,000
$52,000
$52,000
0

Tax Consequences on the Repossession of Real Property
On repossession, the amount of gain recognized is the lesser of
(1) The amount of cash and the fair market value of other property received prior to the reacquisition
(but only to the extent such money and other property exceeds the amount of gain reported prior to
the reacquisition)
OR
(2) The amount of gain realized on the sale (adjusted sales price less adjusted income tax basis) in excess
of the gain previously recognized before the reacquisition and the money or other property
transferred by the seller in connection with the reacquisition.

EXAMPLE 10

Farmland acquired in 1970 was sold by Fred under installment contract on January 2, 2015, to Jim for $150,000
calling for $15,000 down and payments of $15,000 per year for nine years. The land has had an adjusted income tax
basis at the time of sale of $30,000. The seller received the down payment and the first regular payment for the
following year, with all payments income tax reported, where upon Jim proceeded to forfeit his interest in the
property back to Fred.
Step 1: Calculate the amount of cash and the fair market value of the property received prior to reacquisition
Year of sale
Following year

$15,000
15,000

Step 2: Subtract the gain returned as income for the period prior to acquisition
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Determine gross profit
= $150,000 - $30,000
= $120,000
Determine total contract price
= $150,000
Fraction reported as gain
= Gross profit/Total contract price
= $120,000/$150,000
= 80%
Gain reported
= $30,000 x 80%
= $24,000
Gain before application of second application
Money and other property received

$30,000

Less: gain reported

24,000
6,000

Step 3: Determine the second limitation on amount of gain
Sales price of property
Less: adjusted basis at time of sale
plus gain returned as income before acquisition

$150,000
$30,000
24,000
$54,000

Limitation on amount of gain

$54,000
$96,000

Step 4: Determine the lesser figure from
Step 2 or Step 3 as the amount of
gain resulting from reacquisition

$6,000

The character of the gain from reacquisition is determined by the character of the gain from the original sale.
The adjusted income tax basis for the property is the sum of three amounts:

(1) The adjusted income tax basis to the seller of of the indebtedness, determined as of the date of
repossession
WRITTEN BY: BRYAN MANNY AND MARK WOOD
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(2) The taxable gain resulting from reacquisition
(3) The money and other property (at fair market value) paid by the seller as reacquisition costs
EXAMPLE 11
Assume farmland was sold for $250,000 on January 1, 2013. The seller received a $50,000 down payment plus a
$200,000 mortgage payable at $40,000 annually, commencing January 1, 2014. The adjusted basis in the property
was $200,000. The seller used the installment sale method for reporting the gain. The gross profit percentage is 20
percent ($50,000 gain over $250,000 selling price). In 2013, the seller included $10,000 (20 percent of $50,000 down
payment) in income. In 2013, the seller included $8000 (20 percent of $40,000 payment received) in income. The
purchaser defaulted on January 1, 2015, where upon the seller repossessed the farmland. The costs of repossession
were $5,000. Fair market value at the time of repossession was $300,000. The income tax basis for the farm land in
the hands of the seller would be calculated as follows:
Original contract price

$250,000

Less payments received

(90,000)

Balance

160,000

Less unrealized gain ($160,000 x 20%)

(32,000)

Seller’s adjusted basis in contract given up

$128,000

Plus - Taxable gain on repossession
Repossession costs

$27,000
5,000
32,000

New income tax basis of property

32,000
$160,000

The holding period of the reacquired property, for purposes of subsequent disposition, includes the period during
which the seller held the property prior to the original sale plus the period after reacquisition. However, the holding
period does not include the time between the original sale and the date of reacquisition.

6. Tax Consequences of Repossession of Personal Property
If a seller repossesses personal property, originally sold under the installment method, the seller realizes
gain or loss the same as though the note or other obligation had been sold.
Gain or loss is recognized in the year of repossession.
The gain or loss is determined by the difference between:
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1) The fair market value of the repossessed personal property (determined as of the date of
repossession) and
2) The seller’s income tax basis in the purchaser’s note or other obligation that is satisfied by the
repossession. The seller’s basis in the obligation is the face value of the purchaser’s note (contract
price less the principal payments made under the contract) minus the unrealized profit (the
percentage of profit times the unpaid principal balance). The seller must adjust this basis figure for
any other amounts collected or costs incurred in repossession.

EXAMPLE 12
A farmer sold a tractor for $30,000 installment contract. The seller’s income tax basis was $18,000. The gain
of $12,000 was reported with a 40 percent gross percentage gross profit percentage. The buyer defaulted when
the outstanding balance was $20,000 and the fair market value of the property was $16,000. The seller offered to
cancel the outstanding obligation if the purchaser would return the tractor. The purchaser agreed to return the
tractor in full satisfaction of the obligation. The seller paid $1200 in legal fees on repossession.
FMV of property when repossessed

$16,000

Less seller’s basis in obligation given up –
Original contract price

$30,000

Less payments received

(10,000)

Balance

$20,000

Less deficiency judgment
Balance

0
$20,000

Less unrealized profit
($20,000 x .40)

(8,000)
12,000

Less repossession costs
Recognizable gain

(12,000)
(1,200)
$2,800

The character of the gain or loss is the same as on the original sale.

7. Purchase Price Adjustment
In order to solve one cause of taxpayer disputes with the IRS, Congress added IRS code section 108(e)(5) to
the Code to distinguish between true discharge-of-debt situations and those situations merely involving an
adjustment to the purchase price of an asset.
The seller of property reduces a debt that arose out of the purchaser of that property, the reduction to the purchaser
of the purchase money debt is treated, for both buyer and seller, as an adjustment to purchase price, and the
purchaser does not recognize any debt discharge income.
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The purchase price reduction rule is not elective. A solvent debtor coming within the provision may not choose to
recognize debt-discharge income as a result of the price reduction.

EXAMPLE 13
John purchases farm land for $120,000 a few years ago where he pays $10,000 down and gives a $110,000 purchasemoney mortgage for the balance. If, after $75,000 has been paid on the mortgage, the seller agrees to reduce the
balance of the debt by $15,000, and if the purchaser is solvent at that time, there would be $15,000 in discharge-ofdebt income absent IRS code section 108(e)(5).
Under IRS code section 108(e)(5), instead of recognizing income, the purchaser would reduce his basis in the property
to $105,000. Assuming that the price of the property will increase in the future years, John would be required to
recognize a larger gain upon a subsequent resale.

The rule will apply only if the reduction to the purchaser does not occur in a bankruptcy case or when the purchaser
is insolvent, and only if the amount of the reduction would otherwise be treated as income from the discharge of
indebtedness, but for this rule.
Also, if the debt is transferred to another party by the seller (regardless of whether related to the buyer), the rule will
not apply. Nor will the rule apply where the debt is reduced because of factors not involving direct agreement or
action by the seller. The rule is not contingent upon renegotiation of the initial purchase price by mutual agreement,
however, unilateral reduction by the seller is sufficient to result in nonrecognition treatment. The reduction must be
based solely on direct, arm’s length negotiations between the original buyer and the original seller.

SUMMARY
With production agriculture in a lower income cycle, many farm families are facing net cash flows that are not able to
meet debt obligations. The income tax consequences of asset liquidation and the work-out of debt obligations are
significant in most sections of the economy. For agriculture, with use made of the cash method accounting and
various depreciation recapture possibilities for personal property and appreciated values of real property (debt was
borrowed against FMV collateral), resolution of problems of debtor distress, are even more significant. The focus on
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the income tax consequences of repossession (voluntary or involuntary) of personal and real property, the handling of
discharge of indebtedness for solvent, insolvent and bankrupt farmers/ranchers and the income tax consequences of
bankruptcy are much complex beyond the scope of this article.
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