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(I)

QUESTION PRESENTED

Respondents are shareholders in insolvent Sub-
chapter S corporations that obtained a discharge of
certain indebtedness. That discharge would have been
treated as an item of “[i]ncome from discharge of
indebtedness” (26 U.S.C. 61(a)(12)) except that, because
the discharge occurred when the corporations were
insolvent, the item is expressly “not include[d] *  *  *  in
gross income” under 26 U.S.C. 108(a)(1)(B). The
question presented in this case is whether the amount
thus expressly excluded from “income” is nonetheless
to be treated as if it were an item of “income” which,
under 26 U.S.C. 1366(a)(1)(A), flows through to
respondents as the shareholders of the Subchapter S
corporations, thereby increasing their basis in the stock
of the corporations under 26 U.S.C. 1367(a)(1)(A), and
thereby allowing them to deduct losses they previously
were unable to deduct because they had exhausted
their basis by prior deductions.
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In the Supreme Court of the United States

No.  99-1675

UNITED STATES OF AMERICA, PETITIONER

v.

HAROLD D. FARLEY AND GAIL D. FARLEY

ON PETITION FOR A WRIT OF CERTIORARI
TO THE UNITED STATES COURT OF APPEALS

FOR THE THIRD CIRCUIT

PETITION FOR A WRIT OF CERTIORARI

The Solicitor General, on behalf of the United States,
petitions for a writ of certiorari to review the judgment
of the United States Court of Appeals for the Third
Circuit in this case.

OPINIONS BELOW

The opinion of the court of appeals (App., infra, 1a-
32a) is reported at 202 F.3d 198.  The opinion of the
district court (App., infra, 33a-40a) is unofficially
reported at 99-1 U.S.T.C. 370.

JURISDICTION

The judgment of the court of appeals was entered on
January 27, 2000.  The jurisdiction of this Court is
invoked under 28 U.S.C. 1254(1).
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STATUTORY PROVISIONS INVOLVED

The relevant portions of Sections 108, 1366 and 1367
of the Internal Revenue Code, 26 U.S.C. 108, 1366,
1367, are reproduced at App., infra, 41a-49a.

STATEMENT

1. a.  Respondents are former shareholders in SCI
Acquisition, Inc., and CCI Camping Corporation. Both
of those corporations had elected to be taxed under the
provisions of Subchapter S of the Internal Revenue
Code, 26 U.S.C. 1361-1379.  App., infra, 3a.  As this
Court explained in Bufferd v. Commissioner, 506 U.S.
523, 525 (1993), Subchapter S of the Code implements
“a pass-through system under which corporate income,
losses, deductions, and credits are attributed to individ-
ual shareholders in a manner akin to the tax treatment
of partnerships.”

In 1992, these two Subchapter S corporations became
insolvent and obtained a discharge from certain debts.
App., infra, 4a.  The discharge of these debts would
have represented “[i]ncome from the discharge of
indebtedness” to the corporations (26 U.S.C. 61(a)(12))
except that, at the time of the discharge, the corpora-
tions were insolvent.  Because the corporations were
insolvent, the discharge from indebtedness was ex-
pressly excluded from income under Section 108 of the
Code, which specifies that “[g]ross income does not
include any amount which  *  *  *  would be includible in
gross income by reason of the discharge  *  *  *  of
indebtedness of the taxpayer if  *  *  *  the discharge
occurs when the taxpayer is insolvent.”  26 U.S.C.
108(a)(1)(B).

b. Although Section 108 of the Code thus specifies
that discharge of indebtedness is not an item of income
for an insolvent corporation, respondents claim that it
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should nonetheless be treated as if it were an item of
income for purposes of Sections 1366 and 1367 of the
Code.  Those provisions determine various aspects of
the tax treatment of shareholders of a Subchapter S
corporation. In particular, they specify that “items of
income (including tax-exempt income), loss, deduction,
or credit” pass through to the shareholders (26 U.S.C.
1366(a)(1)(A)), that the “items of income” that pass
through to the shareholders increase the shareholders’
basis in the stock of the Subchapter S corporation (26
U.S.C. 1367(a)(1)(A)), that the losses and deductions
that pass through reduce the shareholders’ stock basis
(26 U.S.C. 1367(a)(2)(B)), and that distributions of earn-
ings or assets of the corporation to the shareholders
reduce their basis in the stock (26 U.S.C. 1367(a)(2)(A)).
The basic concepts reflected in these provisions are:
(i) that the income earned (or loss incurred) at the
corporate level is treated as if it were earned (or lost) at
the individual level; and (ii) that basis adjustments are
made to avoid a double tax on those earnings or a
double benefit from those losses.

A shareholder may deduct losses only to the extent
that he has not previously recovered (through prior
deductions) his basis in the stock.  26 U.S.C. 1366(d)(2).
In this case, respondents had previously deducted
losses representing their entire basis in the corporate
stock.  App., infra, 3a-4a.  At the time the indebtedness
of the Subchapter S corporations was discharged in
1993, petitioners would thus be allowed further
deductions from corporate losses only if their basis
were somehow increased.1

                                                            
1 Petitioners had exhausted their basis in the corporate stock

by deductions taken in prior years.  See App., infra, 3a-4a; 26
U.S.C. 1367(a)(2).  The losses of the corporations incurred prior to
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Respondents assert that the additional basis that
they need in order to take further deductions from
prior and continuing corporate losses can be found in
the discharge of indebtedness “income” of the corpora-
tion in 1993.  They assert that this discharge of indebt-
edness is an “item[] of income” (26 U.S.C. 1366(a)(1)(A))
which increases their basis in the corporate stock
(under 26 U.S.C. 1367(a)(1)(A)) even though, for the
reasons described above, Section 108(a) of the Code
expressly states that this item is “not” an item of
income.  They thus claimed additional deductions in
1992 in an amount equivalent to their allocable share of
the debts discharged in that year.  App., infra, 5a.
Respondents also took the position that, by virtue of
the increased adjusted bases resulting from the debt
discharges, they were now entitled to claim deductions
for the losses that they had been unable to take in
earlier years because their basis had been exhausted by
prior deductions.  Ibid.; see note 1, supra.  Respondents
filed amended returns for the years 1989, 1990, 1992
and 1993 that reflected their position on the treatment
of this discharge of indebtedness, and they filed refund
claims with the Internal Revenue Service for those
years based on the amended returns.  App., infra, 5a.

b. The Service initially allowed the refund claims.
On further review, however, the Service determined
that respondents were not entitled to increase their
stock basis by their reported shares of the discharge of

                                                            
1993, which petitioners had been unable to deduct because they
had exhausted their basis, are described as “suspended” losses and
are carried into future years; they may be deducted in future years
only if the shareholder acquires a basis in the stock to apply
against them.  26 U.S.C. 1366(d)(2).
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indebtedness that was “not” an item of income under
Section 108 of the Code.  App., infra, 6a.  The Service
thereafter filed this suit under 26 U.S.C. 7405(b) to
obtain recovery of the refunds erroneously made to
respondents.  App., infra, 6a.

2. The district court granted the government’s mo-
tion for summary judgment. App., infra, 33a-41a.2  The
court concluded that the amounts of discharged in-
debtedness did not increase respondents’ adjusted
bases in the stock of the insolvent corporations (App.,
infra, 37a-41a).  In reaching that conclusion, the court
primarily relied on the reviewed Tax Court decision in
Nelson v. Commissioner, 110 T.C. 114 (1998), aff ’d, 182
F.3d 1152 (10th Cir. 1999), in which the entire Tax
Court unanimously held that an amount excluded from
an insolvent Subchapter S corporation’s gross income
under Section 108 does not increase a shareholder’s
stock basis in the corporation.  App., infra, 36a-40a.

3. The court of appeals reversed.  App., infra, 1a-
32a.3  The court held that the statutory text compelled
the conclusion that an amount excluded from an insol-
                                                            

2 The district court first rejected respondents’ contention that
the government was required to issue a notice of deficiency before
bringing this action for an erroneous refund under 26 U.S.C.
7405(b).  That statute authorizes a “civil action brought in the
name of the United States” to recover “[a]ny portion of a tax
imposed by this title which has been erroneously refunded  *  *  *.”
Ibid.  The court noted that this statute provides direct authority
for the government’s suit and that, “[i]n addition, the United
States Supreme Court has long recognized that the government
has the right to sue to recover erroneous refunds independent of
statutory authority.”  App., infra, 35a (citing United States v.
Wurts, 303 U.S. 414, 416 (1938)).

3 The court of appeals agreed with the district court that this
suit for the recovery of an erroneous refund is expressly author-
ized by 26 U.S.C. 7405(b).  App., infra, 8a-11a; see note 2, supra.
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vent Subchapter S corporation’s gross income under
Section 108 is an “item[] of income” that flows through
to the shareholders and increases their basis in the
corporate stock, thereby permitting them to deduct
losses they would otherwise be precluded from deduct-
ing because their basis in the stock had been exhausted
by prior deductions.  App., infra, 15a-18a.  In so hold-
ing, the Third Circuit expressly declined to follow the
“[c]ontrary” holding of the Tenth Circuit in Gitlitz v.
Commissioner, 182 F.3d 1143 (1999), petition for cert.
pending, No. 99-1295.  App., infra, 16a-17a n.4.  The
Third Circuit stated that the contrary decision in Gitlitz
is erroneous because it “ignores the plain meaning of
the statute.”  Ibid.  Although the Third Circuit was
apparently unaware of the fact, its decision in this case
also conflicts with the decision entered nine days earlier
by the Seventh Circuit in Witzel v. Commissioner, 200
F.3d 496 (2000).

REASONS FOR GRANTING THE PETITION

This case presents the same question that is pre-
sented in the petition for a writ of certiorari filed in
Gitlitz v. Commissioner, No. 99-1295.  For the reasons
set forth in the government’s brief acquiescing in the
petition filed in that case,4 the petition in this case
should be held and disposed of as appropriate in light of
the Court’s disposition of Gitlitz.

                                                            
4 We have provided herewith to respondents a copy of the brief

filed on behalf of the Commissioner in response to the petition for a
writ of certiorari in the Gitlitz case.
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CONCLUSION

The petition for a writ of certiorari should be held
and disposed of as appropriate in light of the Court’s
disposition of Gitlitz v. Commissioner, No. 99-1295.

Respectfully submitted.

SETH P. WAXMAN
Solicitor General

PAULA M. JUNGHANS
Acting Assistant Attorney

General
LAWRENCE G. WALLACE

Deputy Solicitor General
KENT L. JONES

Assistant to the Solicitor
General

TERESA E. MCLAUGHLIN
EDWARD T. PERELMUTER

Attorneys

APRIL 2000
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APPENDIX A

UNITED STATES COURT OF APPEALS
THIRD CIRCUIT

No.  99-3209

UNITED STATES OF AMERICA

v.

HAROLD D. FARLEY; GAIL D. FARLEY, APPELLANTS

Argued Oct. 28, 1999

Filed Jan. 27, 2000

OPINION

Before: MANSMANN, ROTH, and WEIS, Circuit
Judges

Roth, Circuit Judge:

This case presents a question of statutory inter-
pretation; its facts are not disputed.  The appellants,
Harold and Gail Farley, are taxpayers and owners of
two separate S corporations.  The Farleys obtained
income tax refunds from the Internal Revenue Service
in late 1995 and early 1996 after filing amended tax
returns for the years 1989, 1990, 1992 and 1993.  They
obtained these refunds after adjusting the basis of their
S corporation stock upward to account for discharge of
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indebtedness income excluded from gross income due to
the insolvency of their S corporations.  By increasing
the basis of their S corporation stock, the Farleys were
able to take deductions for losses that had been previ-
ously suspended.  The recognition of these suspended
losses resulted in a reduction of the Farley’s tax liabil-
ity for 1989, 1990, 1992 and 1993.  In addition, through
the same increase in basis, the Farleys were able to
take advantage of losses in 1995 resulting in an addi-
tional reduction of tax liability.  The I.R.S. issued
refunds, reflecting these adjustments, but later decided
that the Farleys could not utilize discharge of indebted-
ness income to increase the basis of their S corporation
stock.  As a consequence, the I.R.S. concluded that the
Farleys were not entitled to deductions for their sus-
pended losses and thus were not entitled to the refunds
issued in late 1995 and early 1996.

The Government subsequently brought suit in Dis-
trict Court to recover these refunds.  Both parties
moved for summary judgment.  The District Court,
relying primarily on Nelson v. Commissioner, 110 T.C.
114, 1998 WL 66131 (1998), granted the Government’s
motion for summary judgment.  The Farleys appeal the
District Court’s grant of summary judgment.

Because we find that the District Court misinter-
preted the relevant statutes in disallowing the refunds
obtained by the Farleys, we will reverse the grant of
summary judgment and remand this case to the District
Court to enter judgment in favor of the Farleys.

I.  FACTS

In 1986, the Farleys invested $200,000 and received
fifty percent of the stock of two S corporations, SCI
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Acquisition, Inc. (“SCI”) and CCI Camping Corporation
(“CCI”) (hereinafter referred to collectively as the
“Farley S Corporations”).  In 1986 and 1987, the Farley
S Corporations incurred losses, which for tax purposes
passed through to the Farleys.  See 26 U.S.C.
§ 1366(a)(1) (“In determining the tax under this chapter
of a shareholder for the shareholder’s taxable year in
which the taxable year of the S corporation ends  .  .  .
there shall be taken into account the shareholder’s pro
rata share of the corporation’s  .  .  .  items of income
(including tax-exempt income), loss, deduction, or credit
the separate treatment of which could affect the liabil-
ity for tax of any shareholder.  .  .  .”).1  As a result of
these losses, by the end of the 1987 tax year, the

                                                  
1 The concept of “pass-through” provides to S corporation

shareholders some of the advantages of a partnership.  It is per-
haps best summarized by the following excerpt from a recent
Tenth Circuit opinion:

Subchapter S of the Internal Revenue Code, 26 U.S.C. §§
1361-1379, permits certain corporations to elect to be taxed in
a similar, but not identical, fashion as partnerships.  See 3
Boris I. Bittker & Lawrence Lokken, Federal Taxation of
Income, Estates and Gifts ¶ 95.6.1 (2d ed. 1991) (highlighting
major distinctions).  A subchapter S corporation generally
does not pay taxes as an entity.  26 U.S.C. § 1363(a).  Instead,
the corporation’s profits and losses pass through directly to its
shareholders on a pro rata basis and are then reported on the
shareholders’ individual tax returns.  26 U.S.C. § 1366(a).  This
conduit approach allows shareholders to avoid double taxation
on corporate earnings.  Tax integrity, meanwhile, is preserved
by requiring shareholders to treat all income and deductions
as if “realized directly from the source from which realized by
the corporation, or incurred in the same manner as incurred
by the corporation.”  26 U.S.C. § 1366(b).

Gitlitz v. Commissioner, 182 F.3d 1143, 1146 (10th Cir.1999).
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Farleys’ S corporation stock had a zero basis.2  From
1987 through 1992, the Farley S Corporations continued
to incur losses.  Because the Farleys’ S corporation
stock had a zero basis, the Farleys reported these
losses as suspended losses on their tax returns (the
“Suspended Losses”).  See 26 U.S.C. § 1366(d)(1)(A)
(“[The] aggregate amount of losses and deductions
taken into account by a shareholder under [§ 1366(a)]
for any taxable year shall not exceed  .  .  .  the adjusted
basis of the shareholder’s stock in the S corporation.”);
26 U.S.C. § 1366(d)(2) ( “Any loss or deduction which
is disallowed for any taxable year by reason of
[§ 1366(d)(1)] shall be treated as incurred by the cor-
poration in the succeeding taxable year with respect to
that shareholder.”).

In 1992, the Farley S Corporations ceased operating
due to their continued losses, and, as a result, the
Farley S Corporations’ secured creditors foreclosed on
the assets of SCI and CCI.  All debt not satisfied by the
sale of these assets was forgiven by the secured
creditors, resulting in discharge of indebtedness income
(also known as cancellation of debt income) to the
Farley S Corporations (the “COD Income”).  From this
point on, the Farley S Corporations were insolvent,

                                                  
2 The tax basis of an asset, in this case the Farleys’ S corpora-

tion stock, is typically the asset’s cost.  To determine the basis of
an S corporation’s stock, a taxpayer starts with the cost of the
stock and increases his or her basis for corporate income and loans
to the corporation.  See 26 U.S.C. § 1367(a)(1).  Similarly, the tax-
payer decreases his or her basis for corporate losses and distri-
butions by the corporation.  See 26 U.S.C. § 1367(a)(2).  It was this
deduction of corporate losses from basis which had reduced the
Farley’s S corporation stock to zero basis.
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and, as such, the COD Income was excluded from gross
income.  See 26 U.S.C. § 108(a)(1)(B).

On or around April 15, 1990, the Farleys filed their
income tax return for the 1989 tax year.  The 1989
Return disclosed a tax liability of $67,507, which the
Farleys paid.  On or around April 15, 1991, the Farleys
filed their income tax return for the 1990 tax year.  The
1990 Return disclosed a tax liability of $112,553, which
the Farleys paid.  On or around April 15, 1993, the
Farleys filed their income tax return for the 1992 tax
year.  The 1992 Return disclosed a tax liability of
$42,936, which the Farleys paid.  On or around April 15,
1994, the Farleys filed their income tax return for the
1993 tax year.  The 1993 Return disclosed a tax liability
of $44,748, which the Farleys paid.  Finally, on or
around October 11, 1996, the Farleys filed their income
tax return for the 1995 tax year.  The 1995 Return
disclosed a tax liability of $0.

On September 1, 1995, and January 12, 1996, the
Farleys filed amended tax returns for tax years 1989,
1990, 1992 and 1993 (together, the “Relevant Tax
Years”).  As a part of the Amended Returns, the
Farleys claimed refunds for the Relevant Tax Years as
follows: 1989—$67,507; 1990—$64,522; 1992—$42,936;
and 1993—$44,748.

The Amended Returns were premised on an increase
in the tax basis of the Farleys’ S corporation stock as a
consequence of COD income.  Through this increase in
tax basis, the Farleys were able to recognize the
Suspended Losses and consequently reduced their tax
liability for each of the Relevant Tax Years.  In addi-
tion, through the same increase in basis, the Farleys
were able to take deductions for losses in the 1995 tax
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year.  The I.R.S. issued refunds in the amounts claimed
by the Farleys (the “Relevant Refunds”).

Shortly thereafter, in two undated letters (the “30
Day Letters”) from Frank P. Nixon, District Director
of the I.R.S., by I.R.S. Agent Robert V. Grosso, the
I.R.S. proposed certain assessments.  Along with the 30
Day Letters, the Farleys were provided with a series of
reports authored by Grosso, which concluded that the
Relevant Refunds were erroneously issued and there-
fore the Refund Claims were disallowed.  According to
the Grosso Reports, pursuant to the controlling stat-
utes, the Farleys could not increase the tax basis of
their S corporation stock even though the Farley S
Corporations had discharge of indebtedness income;
they could not, therefore, recognize the Suspended
Losses; and ultimately they could not claim refunds for
the Relevant Tax Years nor take a deduction for the
losses in 1995.

The 30 Day Letters proposed tax liability as follows:
1989—$67,507; 1990—$64,522; 1992—$42,918; 1993—
$44,748; and 1995—$92,980.  By agreement between
Grosso and the Farleys’ accountant, the parties set July
31, 1997, as the last day to protest the issues raised by
the 30 Day Letters.  The Farleys promptly protested
the assessments in the 30 Day Letters, and shortly
thereafter the Government brought suit in U.S. District
Court for the Western District of Pennsylvania seeking
recovery of the Relevant Refunds.

In District Court, the Farleys moved for summary
judgment, and the Government cross-moved for sum-
mary judgment.  In their initial motion for summary
judgment, the Farleys relied primarily upon Winn v.
Commissioner, 73 T.C.M. (CCH) 3167 (1997) (Winn I).
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Winn I was squarely on point and supported the
Farleys’ position, but the Tax Court chose to re-visit
the issue en banc in a different case, Nelson v. Com-
missioner, that presented the same question.  After re-
visiting the issue, the Tax Court’s opinion in Winn I
was withdrawn and superseded by a subsequent
opinion issued the same day as the Tax Court’s opinion
in Nelson v. Commissioner. See Winn v. Commis-
sioner, 73 T.C.M. (CCH) 3167 (1997) withdrawn and
superseded by Winn v. Commissioner, 75 T.C.M. (CCH)
1840 (1998); Nelson v. Commissioner, 110 T.C. 114, 130,
1998 WL 66131 (1998).  Relying on Nelson [sic], which
was affirmed by the Tenth Circuit Court of Appeals,
the District Court in this case granted the Govern-
ment’s motion for summary judgment. See United
States v. Farley, 99-1 U.S.T.C. P 50,370 (1999); see also
Nelson v. Commissioner, 182 F.3d 1152, 1152-53 (10th
Cir. 1999) (“For the same reasons outlined in our pub-
lished opinion filed today in Gitlitz v. Commissioner      .
.  .  we affirm the decision of the Tax Court.”); Gitlitz v.
Commissioner, 182 F.3d 1143, 1151 (10th Cir. 1999)
(holding that discharge of indebtedness income ex-
cluded from gross income under 26 U.S.C. § 108(a) does
not pass through to the shareholders of an S Corpora-
tion and thus does not increase the shareholder’s basis
in their S corporation stock).  The Farleys appeal the
District Court’s ruling.

II.  JURISDICTION

This action was filed by the Government pursuant to
section 7405(b) of the Internal Revenue Code.  Section
7405(b) of the Internal Revenue Code provides the Gov-
ernment with a civil cause of action to recover taxes
“erroneously refunded.”  26 U.S.C. S 7405(b); see, e.g.,
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Hutchins v. Internal Revenue Service, 67 F.3d 40, 42
(3d Cir. 1995).

The District Court had subject matter jurisdiction
over this case pursuant to 28 U.S.C. § 1331 (1999), and
we have appellate jurisdiction pursuant to 28 U.S.C. §
1291 (1999).  See 28 U.S.C. § 1331 (1999) (“The district
courts shall have original jurisdiction of all civil actions
arising under the Constitution, laws, or treaties of the
United States.”); 28 U.S.C. § 1291 (1999) (“The courts of
appeals  .  .  .  shall have jurisdiction of appeals from all
final decisions of the district courts of the United
States.  .  .  .”).  Our review of the District Court’s grant
of summary judgment is plenary.  See, e.g., Hurley v.
Atlantic City Police Dept., 174 F.3d 95, 128 n. 29 (3d
Cir. 1999).

III.  DISCUSSION

A.  Recovery of Refunds Under Section 7405(b)

Before reaching the merits of the taxpayers’
argument, we address the Farleys’ contention that the
Government cannot sue pursuant to 26 U.S.C. § 7405(b)
to recover the Relevant Refunds.  Section 7405(b)
states in pertinent part that “[a]ny portion of a tax
imposed by this title which has been erroneously
refunded  .  .  .  may be recovered by civil action
brought in the name of the United States.”  26 U.S.C.
§ 7405(b).  Noting that “[t]here has never been any
assertion that [the Relevant Refunds] were mistakenly
issued,” the Farleys argue that the Relevant Refunds
were not “erroneously refunded” within the meaning of
the statute and that the Government therefore cannot
sue to recover the Relevant Refunds pursuant to sec-
tion 7405(b).  Instead, the Farleys contend, the Govern-
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ment must proceed under 26 U.S.C. § 6212 to recover
the Relevant Refunds.  The Farleys argue that “[t]he
facts of this case are squarely on point with the facts of
United States v. Russell Mfg. Co., 349 F.2d 13 (2d Cir.
1965),” and as such the Government is precluded by the
holding in Russell from suing to recover the Relevant
Refunds pursuant to 26 U.S.C. § 7405(b). While the
Farleys’ argument is not entirely without merit, we
conclude that the Government can bring suit pursuant
to section 7405(b) to recover the Relevant Refunds.  In
addition, while we are obviously not bound by Second
Circuit precedent, it is important to note that even if
we were to adopt the reasoning of the Russell court,
the Farleys’ argument still fails because the facts of this
case are not “squarely on point with the facts of ”
Russell.

The controversy that gave rise to United States v.
Russell Mfg. Co. began in 1945 when Russell Manufac-
turing Company took a $47,200 deduction for payments
made to two separate trusts.  Russell, 349 F.2d at 15.
The Commissioner of Internal Revenue disallowed the
deduction, concluding that:

[The] payments were not pursuant to a “qualified”
plan under § 23(p)(1)(A), (B) and (C) of the 1939
Code  .  .  .  and that they did not meet the require-
ment of § 23(p)(1)(D) which permits deductions of
payments under a non-qualified plan “if the employ-
ees’ rights to or derived from such employer’s con-
tribution or such compensation are nonforfeitable at
the time the contribution or compensation is paid.”

Id.  Upon denial of the refund claim, Russell Manufactu-
ring sued in the Court of Claims and ultimately
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prevailed.  See Russell Mfg. Co. v. United States, 146
Ct. Cl. 833, 175 F. Supp. 159, 163 (Ct. Cl. 1959).

After prevailing in the Court of Claims, Russell
Manufacturing continued to claim similar refunds for
many years.  The I.R.S. issued these refunds but de-
cided in 1964 to bring suit in the District Court pur-
suant to section 7405(b) to recover the refunds, alleging
that the refunds had been issued erroneously.  See
United States v. Russell Mfg. Co., 245 F. Supp. 159 (D.
Conn. 1964).  The District Court dismissed the Govern-
ment’s claim, concluding that the Government could not
sue under section 7405(b) because the money claimed
by the Government had not been “erroneously re-
funded.”  See id. at 160.  The Government promptly
appealed the District Court’s ruling, and the Second
Circuit affirmed, concluding that the Government could
not sue pursuant to section 7405(b).  See Russell, 349
F.2d at 19.  The facts of Russell, however, differ dra-
matically from the facts in this case.

Unlike this case, in Russell, the Government “can-
didly” admitted that “[i]ts aim [was] to obtain a decision
by [the Second Circuit Court of Appeals] conflicting
with that of the Court of Claims, as to which Russell
might well obtain certiorari under Supreme Court Rule
19, subd. 1(b), and thus to procure an authoritative con-
struction, hopefully in the Government’s favor.”  Rus-
sell, 349 F.2d at 16.  In addition, unlike this case, the
parties in Russell were the same in the Court of Claims
as in the Court of Appeals.  In arguing that the facts of
this case are “squarely on point with the facts of United
States v. Russell Manufacturing Co., 349 F.2d 13 (2nd
Cir. 1965),” the Farleys analogize the earlier Court of
Claims decision in Russell to the Tax Court’s initial de-
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cision in Winn v. Commissioner.  In Russell, the tax-
payer in the Court of Claims and the Second Circuit
Court of Appeals was the same—Russell Manufactur-
ing Company.  In contrast, the taxpayers in United
States v. Farley (Third Circuit Court of Appeals) and
Winn v. Commissioner (Tax Court) were clearly differ-
ent.  The final and perhaps most important point is that
the court in Russell explicitly limited its holding to the
facts of that case stating, “[w]e limit our decision to the
unusual facts here presented, where the Government
deliberately made what it then considered an erroneous
refund to a taxpayer prevailing in a court decision
whose authority remains unimpaired.”  Russell, 349
F.2d at 17-18 (emphasis added).  The Farleys’ reliance
on Russell is misplaced; Russell is inapposite because
the Government in this case did not change its treat-
ment of tax refunds in order to prompt litigation.

Indeed, this case is more appropriately analogized to
United States v. Ellis, 154 F.Supp. 32 (S.D.N.Y. 1957),
aff ’d. 264 F.2d 325 (2d Cir. 1959), United States v. Heil-
broner, 22 F. Supp. 368 (S.D.N.Y. 1938) aff ’d. 100 F.2d
379 (2d Cir. 1938), or United States v. Tuthill Spring
Co., 55 F.2d 415 (N.D. Ill. 1931) in which the I.R.S.
changed its interpretation of the substantive law.  How-
ever, unlike Russell, in Ellis, Heilbroner, and Tuthill,
the court held that the Government could sue under the
predecessor of § 7405(b) to recover refunds erroneously
issued.  As such, we conclude that the Government can
bring this suit under § 7405(b) of the Internal Revenue
Code in an effort to recover the Relevant Refunds.
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B.  The Pass Through of the Discharge of

Indebtedness Income

Turning to the merits of the Farleys’ appeal, we focus
first on the statutory language of the Internal Revenue
Code. Section 61(a)(12) of the Internal Revenue Code
states in relevant part, “[e]xcept as otherwise provided
in this subtitle, gross income means all income from
whatever source derived, including  .  .  .  [i]ncome from
discharge of indebtedness.”  26 U.S.C. § 61(a)(12).  This
background rule, that discharge of indebtedness income
is income, does not apply to insolvent taxpayers.  Spe-
cifically, section 108(a)(1)(B) of the Internal Revenue
Code states that “gross income does not include any
amount which (but for this subsection) would be
includible in gross income by reason of the discharge (in
whole or in part) of indebtedness of the taxpayer if  .  .  .
the discharge occurs when the taxpayer is insolvent.”
26 U.S.C. § 108(a)(1)(B).

The exclusion of discharge of indebtedness income
from gross income provided for in section 108(a)(1)(B) is
not without a price.  A taxpayer excluding discharge of
indebtedness income from gross income must make
corresponding reductions in certain tax attributes,
attributes that might otherwise yield future tax bene-
fits.  Pursuant to section 108(b)(1) of the Internal Reve-
nue Code, “[t]he amount excluded from gross income
under [§ 108(a)(1)(b)] shall be applied to reduce tax
attributes of the taxpayer as provided in [§ 108(b)(2)].”
26 U.S.C. § 108(b)(1).  Discharge of indebtedness in-
come is thus offset against the various “tax attributes”
listed in section 108(b)(2)—net operating losses, general
business credits, minimum tax credits, capital loss
carryovers, basis (to the extent permitted under Sec-
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tion 1017(b) of the Internal Revenue Code), passive
activity loss and credit carryovers, and foreign tax
credit carryovers.  See 26 U.S.C. § 108(b)(2)(A)-(G).3

In challenging the District Court’s grant of summary
judgment, the Farleys argue that discharge of indebt-
edness income excluded from gross income under 26
U.S.C. § 108(a) passes through to the shareholders of an
S corporation on a pro rata basis pursuant to section
1366 of the Internal Revenue Code.  As support for this
argument, the Farleys cite section 1366(a)(1)(A) of the
Internal Revenue Code, which states that the deter-
mination of an S corporation’s shareholder’s tax liability
for the shareholder’s tax year during which the S cor-
poration’s tax year ends takes into account the share-
holder’s pro rata share of the S corporation’s “items of
income (including tax exempt income), loss, deduction,
or credit, the separate treatment of which could affect
the liability for tax of any shareholder.”  26 U.S.C.
§ 1366(a)(1)(A).  The Farleys also cite section 1366(c) of
the Internal Revenue Code, which states that “in any
case where it is necessary to determine the gross
income of a shareholder for purposes of this title, such
gross income shall include the shareholder’s pro rata
                                                  

3 The parties in this case do not dispute that an S corporation
can have only two of the tax attributes listed in section
108(b)(2)—the basis of the S corporation’s assets and section
1366(d)(1) losses, which are considered net operating losses under
section 108(d)(7)(B) and as such are subject to reduction pursuant
to section 108(b)(2)(A).   See 26 U.S.C. § 108(d)(7)(B) (“In the case
of an S corporation, for purposes of [§ 108(b)(2)(A)], any loss or
deduction which is disallowed for the taxable year of the discharge
under section 1366(d)(1) shall be treated as a net operating loss for
such taxable year.”).  All other “tax attributes” listed in section
108(b)(2)(A)-(G) pass through to S corporation shareholders pur-
suant to section 1366(a)(1).
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share of the gross income of the corporation.”  26 U.S.C.
§ 1366(c).

The Farleys further argue that discharge of indebt-
edness income, after passing through to the
shareholders of the S corporation pursuant to section
1366, increases the basis of the shareholders’ stock pur-
suant to section 1367.  Specifically, under section
1367(a)(1)(A), an S corporation’s shareholder’s basis in
the stock of the corporation is increased for any period
by, inter alia, items of income described in section
1366(a)(1)(A).  See 26 U.S.C. § 1367(a)(1)(A).  As section
1367(a)(1)(A) states, “[t]he basis of each shareholder’s
stock in an S corporation shall be increased for any
period by the sum of the following items determined
with respect to that shareholder for such period:  the
items of income described in subparagraph (A) of sec-
tion 1366(a)(1).  .  .  .”  26 U.S.C. § 1367(a)(1)(A).

As the preceding discussion demonstrates, the key to
unraveling this case is understanding how the relevant
statutory provisions interact.  As discussed above,
section 1366, which describes how and when income,
losses, deductions and credits pass through to S corpo-
ration shareholders, and section 1367, which sets forth
the framework for increasing and decreasing the basis
of S corporation stock, must be read in conjunction with
the section 108.

As mentioned above, section 108(a)(1) provides that
“[g]ross income does not include any amount which (but
for this subsection) would be includible in gross income
by reason of the discharge (in whole or in part) of
indebtedness of the taxpayers if  .  .  .  the discharge
occurs when the taxpayer is insolvent.”  26 U.S.C.
§ 108(a)(1).  It is not disputed that the Farley S Corpo-
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rations were insolvent at the time of the discharge of
indebtedness.  And as discussed above, discharge of
indebtedness income excluded from gross income
pursuant to section 108(b) offsets various tax attributes
listed in section 108(b)(2).  Pursuant to section
108(b)(4)(A), the reduction in tax attributes mandated
by section 108(b)(2) is made after the determination of
the tax imposed on the taxpayer (the S corporation
shareholder) for the year of discharge.  See 26 U.S.C.
 § 108(b)(4)(A) (“The reduction made in [§ 108(b)(2) ]
shall be made after the determination of the tax im-
posed by this chapter for the taxable year of the dis-
charge.”) (emphasis added).  Furthermore, pursuant to
section 108(d)(7)(A), discharge of indebtedness income
exclusions (section 108(a)) and tax attribute reduction
principles (section 108(b)) must be applied at the
corporate level.  See 26 U.S.C. § 108(d)(7)(A) (“In the
case of an S corporation, [§ 108(a) and § 108(b)] shall be
applied at the corporate level.”).

The ultimate disposition of this case hinges on
the interaction of section 108(d)(7)(A) with section
108(b)(4)(A).  Section 108(d)(7)(A), which states that the
discharge of indebtedness income exclusion and tax
attribute reduction principles should be applied at the
corporate level, has two primary effects.  First, section
108(d)(7)(A) requires the solvency determination in
section 108(a)(1)(b) to be made at the corporate level.
That is, when determining whether the “taxpayer is
insolvent,” and thus whether discharge of indebtedness
income is excluded from gross income, one must deter-
mine whether the S corporation itself is insolvent, not
whether a specific individual shareholder is insolvent.
Second, and more importantly, section 108(d)(7)(A)
requires that the tax attribute reduction principles set
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forth in section 108(b) be applied at the corporate level.
That is, when reducing tax attributes as required by
section 108(b), discharge of indebtedness income
excluded from gross income pursuant to section
108(a)(1)(A) shall be applied to reduce the tax attrib-
utes of the corporation, rather than the individual
shareholder.

Section 108(b)(4)(A) states that “[t]he reductions
described in [section 108(b)(2)] shall be made after
the determination of the tax imposed by this chapter
for the taxable year of the discharge.”  26 U.S.C. §
108(b)(4)(A) (emphasis added).  As the Tenth Circuit
observed in Gitlitz:

The outcome of this case is ultimately determined
by the timing of the pass-through.  If the attribute
reduction procedures precede the pass-through, the
corporation’s excluded discharge of indebtedness
income is absorbed before it can pass through to
shareholders and compel basis adjustments.  .  .  .  If,
on the other hand, attribute reduction takes place
after the pass-through, the taxpayers’ theory must
prevail.

Gitlitz v. Commissioner, 182 F.3d 1143, 1148 (10th Cir.
1999).4

                                                  
4 Contrary to our holding today, in Gitlitz, the Tenth Circuit

held that COD income excluded from gross income under section
108 did not pass through to the S corporation’s shareholders and
therefore did not increase the basis of their S corporation stock.
See Gitlitz, 182 F.3d at 1151.  The Tenth Circuit concluded that the
timing of pass-through under section 1366 ultimately determined
the outcome of the appeal.  See id. at 1148.  The court further
concluded that attribute reduction under section 108(b) preceded
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The language in section 108(b)(4)(A) clearly indicates
that tax attributes are reduced on the first day of the
tax year following the year of the discharge of indebt-
edness.  The statutory language is unambiguous, and
the operation of the statutory language is straight-
forward.  Discharge of indebtedness income, considered
income under section 61(a)(12), is excluded from gross
                                                  
the pass-through of excluded COD income and, as such, the S cor-
poration’s COD income was absorbed before it could pass through
to the shareholders and increase the basis of their S corporation
stock.  See id.  According to the Court, this construction avoided
potential windfalls.  See id. at 1148-49.

The court in Gitlitz had difficulty determining the role of section
108(b)(4)(A) in the tax calculation and ultimately concluded that
section 108(b)(4)(A) was simply designed to compute certain tax
applications (such as establishing ceilings for deductions and cred-
its under section 108(b)(2), charitable contribution limits, alterna-
tive minimum tax liability, etc.) before reducing tax attributes.
See id. at 1150.  Thus, the court did not read the statute as mandat-
ing attribute reductions in the tax year following the year of the
discharge.  See id.  However, the Tenth Circuit conceded that if it
read section 108(b)(4) narrowly and in isolation, the taxpayers’
argument was plausible, that is, that Congress intended tax
attributes to be reduced only in the tax year following the taxable
year of the discharge.  See id.  The court refused to do so, however,
finding that it was required to read the Internal Revenue Code as
a whole, so as not to “ ‘defeat the object intended to be
accomplished.’ ”  Id. (citation omitted).  Thus, the court concluded
that the taxpayers’ interpretation of section 108(b)(4)(A) would
negate the effect of the tax attribution scheme and result in an
unwarranted windfall to the taxpayers.  See id.

The Tenth Circuit’s interpretation of section 108(b)(4)(A) in
Gitlitz ignores the plain meaning of the statute.  Because we find
that the language of section 108(b)(4)(A) is clear and unambiguous,
we decline to follow the Tenth Circuit’s holding in Gitlitz and hold
that COD income excluded from gross income under section 108
passes through to the S corporation’s shareholders, increasing the
basis of their S corporation stock.
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income pursuant to section 108(a)(1)(B) if, as in this
case, the S corporation is insolvent.  This solvency
determination is made at the corporate level rather
than the individual shareholder level pursuant to
section 108(d)(7)(A).  Discharge of indebtedness income
excluded from gross income under section 108(a)(1)(B)
then passes through to the S corporation’s shareholders
pursuant to section 1366(a)(1)(A).  Upon passing
through to the S corporation shareholders, the dis-
charge of indebtedness income causes an upward ad-
justment in the basis of the shareholders’ S corporation
stock pursuant to section 1367(a)(1)(A), thus allowing
deductions for losses previously suspended because the
corporation’s stock lacked adequate basis.  Finally, the
tax attribute reduction required by section 108(b) takes
place on the first day of the tax year following the year
of the discharge of indebtedness, as mandated by
section 108(b)(4)(A).

We hold that because the controlling statutes clearly
provide that tax attribute reduction takes place after
income has passed through the S corporation to its
shareholders (pass through being a necessary prerequi-
site to “determin[ing] the tax imposed by this chapter
for the taxable year of discharge”), in the case of an
insolvent S corporation, discharge of indebtedness
income that is excluded from gross income by section
108(a), passes through to the shareholders, increases
the shareholder’s basis in their S corporation stock,
thus allowing the shareholders to take deductions for S
corporation losses suspended under section 1366(d)(1).
As such, the Farleys were entitled not only to increase
the basis of their S corporation stock but also to take
deductions for the Suspended Losses.
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C.  The Government’s Contentions

While we hold that the District Court erred in dis-
allowing the Relevant Refunds, we will address some of
the arguments advanced by the Government in their
brief and at oral argument.  The Government initially
argues that the District Court’s grant of summary
judgment was appropriate because a contrary holding
would provide the Farleys with “unwarranted double
tax benefits,” an unjustified tax “windfall,” or a tax
benefit not “intended” by the statute.  Although one
could argue that the outcome mandated by the statu-
tory language was not the outcome intended by Con-
gress, we have nevertheless found that the statutory
language is clear and unambiguous.5  Moreover, other

                                                  
5 The term “unwarranted” or “unjustified” is used in the sense

that the taxpayers have not borne any economic outlay for the tax
benefit of their basis increase.  Although tax policy generally dic-
tates that a taxpayer is only entitled to an increase in basis for his
investment of after-tax dollars, numerous exceptions to that rule
exist.  See James D. Lockhart and James E. Duffy, Tax Court
Rules in Nelson That S Corporation Excluded COD Income Does
Not Increase Shareholder Stock Basis, 10 J. S Corporation Tax’n
256 (Winter 1999), reprinted in 25 Wm. Mitchell L. Rev. 287, 303
(1999).  For example, under sections 101 and 103 of the Internal
Revenue Code, tax-exempt income derived from certain life insur-
ance contracts and state and local bonds purchased by an S
corporation is passed through to shareholders under sections 1366
and 1367 thus producing an increase in the basis of the S corpora-
tion’s stock without any direct economic outlay by the shareholder.
See James D. Lockhart and James E. Duffy, Tax Court Rules in
Nelson That S Corporation Excluded COD Income Does Not
Increase Shareholder Stock Basis, 25 Wm. Mitchell L. Rev. 287,
303-04 (1999).  Since Congress has seen fit to allow “unwarranted”
tax benefits under sections 101 and 103, and since the statutory
language in section 108 (with respect to COD income excluded
from gross income) is identical to that in sections 101 and 103,
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than Gitlitz, the Government cites no case to support its
assertion that if the Farleys prevail, they will receive
“unwarranted double tax benefits” or an unjustified
tax “windfall.”  In addition, the Government presents
scant evidence that a decision in favor of the taxpayers
would provide them with a tax benefit not intended by
Congress.  With the exception of the legislative history
of the Omnibus Budget Reconciliation Act, which we
discuss infra, the Government’s initial argument finds
little support in the case law or elsewhere.

The Government next argues that the taxpayers’
argument is flawed because “it effectively reads
sections 108(b)(2)(A) and 108(d)(7)(B)—which require
excluded discharge of indebtedness income to reduce S
corporation net operating losses for the taxable year of
discharge—out of the Code.”  In support of this
proposition, the Government cites Gitlitz in which the
court stated that the “[t]axpayers’ interpretation of
§ 108(b)(4)(A) would negate the effect of the tax
attribution scheme and would give taxpayers an unwar-
ranted windfall.”  Gitlitz, 182 F.3d at 1150.  The Govern-
ment’s argument is, however, flawed. Nothing in
                                                  
section 108 cannot be distinguished from sections 101 and 103 on
the basis of economic outlay considerations.  See id. at 306.  None-
theless, to the extent that application of the relevant statutes
results in a “perceived unwarranted windfall, principles of judicial
restraint dictate that the statute be applied as written unless such
application would create an absurd result.”  See id. (citing Exxon
Corp. v. Commissioner, 102 T.C. 721, 727-28, 1994 WL 243435
(1994)).  Even the Tenth Circuit in Gitlitz, which concluded that
Congress did not intend to grant the taxpayers the equivalent of a
double deduction and ultimately held for the Government on facts
virtually identical to those presented here, acknowledged that the
“taxpayer’s argument [wa]s not without merit.”  Gitlitz, 182 F.3d
at 1148.
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section 108(d)(7)(B) “require[s] excluded discharge of
indebtedness income to reduce S corporation net op-
erating losses for the taxable year of discharge;” in fact,
nothing in section 108(d)(7)(B) even suggests such a
conclusion.  Section 108(d)(7)(B) states:

In the case of an S corporation, for purposes of sub-
paragraph (A) of subsection (b)(2), any loss or
deduction which is disallowed for the taxable year of
the discharge under section 1366(d)(1) shall be
treated as a net operating loss for such taxable year.
The preceding sentence shall not apply to any
discharge to the extent that subsection (a)(1)(D)
applies to such discharge.

26 U.S.C. § 108(d)(7)(B).

As we see from this language, section 108(d)(7)(B)
does state that losses or deductions disallowed in the
taxable year of discharge pursuant to section 1366(d)(1)
must be considered net operating losses for the year of
taxable discharge pursuant to section 108(b)(2)(D).
However, nowhere does section 108(d)(7)(B) indicate
that S corporation discharge of indebtedness income
should reduce such net operating losses “for the taxable
year of discharge.”  While this conclusion is an integral
part of the Government’s argument, it finds no support
in the language of the statute.

As a corollary to the above argument, the Gov-
ernment suggests that because S corporations do not
have most of the tax attributes listed in section
108(b)(2) (for example, general business credits, mini-
mum tax credits, or capital loss carryovers), the
Farleys’ interpretation of section 108(b)(4)(A) negates
the effect of the tax attribute reduction scheme detailed
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in section 108(a)-(b).  This argument misses the mark
for two reasons.

First, section 108(a)-(b) is not specific to S corpora-
tions; it applies to partnerships and C corporations as
well.  As such, even if section 108(b)(2) is superfluous in
part with respect to S corporations, it does not imply
that the entire tax attribute scheme set forth in section
108(a)-(b) is negated by the Farleys’ interpretation of
section 108(b)(4)(A).  Even though some parts of section
108(a)-(b) are inapplicable to S corporations, these parts
may be applicable to C corporations or partnerships.

Second, S corporations typically do have at least one
of the tax attributes listed in 108(b)(2), mainly basis in
the S corporation’s assets.  Thus, the tax attribute
reduction scheme set forth in section 108(a)-(b) is not
negated by the Farleys’ interpretation of section
108(b)(4)(A), but rather is implemented by reducing the
basis of an S corporation’s assets.  The Government
counters by noting that under section 1017(b)(2), basis
cannot be reduced below the debt secured by the
assets.  While this is true, and while an insolvent S
corporation may likely have incurred as much secured
debt as possible (thus leaving no basis above the
amount of debt secured by its assets to be reduced), it is
certainly possible for an S corporation to incur enough
unsecured debt to become insolvent, while maintaining
basis in its assets above the amount of debt secured by
those assets. In such a situation, discharge of indebted-
ness income would reduce the basis of the S corpora-
tion’s assets pursuant to sections 108(b)(2) and
108(b)(4)(A) on the first day of the tax year following
the year of the discharge of indebtedness.  Thus, to
quote United States v. Nordic Village, Inc., it is
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possible to construe the statute “in such fashion that
every word has some operative effect.”  United States
v. Nordic Village, Inc., 503 U.S. 30, 36, 112 S. Ct. 1011,
117 L.Ed.2d 181 (1992); cf. Brief for Appellee at 41,
United States v. Farley, No. 99-3209 (citing Nordic
Village as support for the proposition that “a statute
must, if possible, be construed in such fashion that
every word has some operative effect”).

The Government next argues that when section
1366(a)(1)(A) is read in conjunction with section
108(d)(7)(A), it is clear that discharge of indebtedness
income does not pass through to the shareholders of an
S corporation.  The Government contends that “section
108 of the Code bars taxpayers from receiving deduc-
tions for their suspended losses.”  The Government
argues (consistent with the Tenth Circuit’s holding in
Gitlitz) that when discharge of an S corporation’s
indebtedness is excluded from income due to the S
corporation’s insolvency, the shareholder’s pro rata
share of the discharge of indebtedness income does not
pass through to the shareholders but rather is either
completely absorbed by the S corporation’s net operat-
ing losses or, if not completely absorbed, is disregarded.
Specifically, the Government argues that section
1366(b), which requires that “the character of an item
passed through under section 1366(a)(1)(A) is deter-
mined as if realized ‘directly from the source from
which realized by the corporation’  .  .  .  cannot be
applied to an item of income that is excludable at the
corporate level.”  This argument, however, also misses
the mark.  It is not disputed that tax attributes are
reduced at the corporate level; the question is when the
reduction occurs.  If the reduction occurs after the pass
through of discharge of indebtedness income, as the
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Farleys argue and as the language of section
108(b)(4)(A) requires, then the shareholders of an S
corporation can adjust their basis upward and deduct
otherwise undeductible loses.

To bolster its argument, however, the Government
refers to section 1366(b)6 and quotes the Tax Court’s
opinion in Nelson v. Commissioner, in which Judge
Beghe stated:  “Section 1366(b) refutes [the taxpayer’s]
pass through interpretation of section 108(d)(7)(A).
There’s no way, actually or fictively, in which the
equivalence rule of section 1366(b) could apply to a
solvent shareholder of an insolvent S corporation.”
Nelson, 110 T.C. 114, 131-32, 1998 WL 66131 (Beghe, J.,
concurring) (1998).  This statement, made without
elaboration by Judge Beghe, is simply incorrect.  Sec-
tion 1366(b) can and does apply and does so “fictively”
as required by the statute.  See 26 U.S.C. § 1366(b)
(“The character of any item included in a shareholder’s
pro rata share under paragraph (1) of subsection (a)
shall be determined as if such item were realized
directly from the source from which realized by the
corporation, or incurred in the same manner as incurred
by the corporation.”) (emphasis added).

The Government next argues that the “[t]axpayer’s
construction of the Code” places section 108(d)(7)(A) in
conflict with section 1366(b).  According to the Govern-
ment, “[i]n the case of discharge of indebtedness income
realized by an insolvent S corporation with a solvent

                                                  
6 Section 1366(b) provides that the character of each tax “item”

in section 1366(a)(1)(A) is determined as if it were realized directly
from the source from which the S corporation realized it or
incurred in the same manner as incurred by the S corporation.  See
26 U.S.C. § 1366(b).
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shareholder,” a situation that is fairly common and
almost certainly was envisioned by Congress, “section
108(d)(7)(A) would mandate that the income would be
excludable from gross income, while section 1366(b)
would mandate that the income would be taxable.”
Once more, however, the Government’s argument is
flawed.  Section 1366(b) deals with the character of in-
come which has been passed through to the share-
holder, while section 108(d)(7)(A) deals with the
application of the discharge of indebtedness income ex-
clusion requirement and tax attribute reduction scheme
detailed in sections 108(a)-(b).  These two statutory
provisions address different issues at different levels.

The Government goes on to argue that “[t]he double
tax benefit advocated by taxpayers in this case  .  .  .  is
[ ] fundamentally at odds with the structure of Sub-
chapter S.”  The Government argues that no other type
of income (taxable or tax-exempt) realized by an S
corporation results in the double tax benefit argued for
by the Farleys.  As mentioned earlier, sections 101 and
103, in conjunction with sections 1366 and 1367, gener-
ate tax-exempt income that results in an apparent
“double tax benefit” for S corporation shareholders.
See supra note 5.  Even if the Government’s argument
were correct, it does not provide us with the freedom to
ignore the unambiguous statutory language.

Both the taxpayers and the Government argue ex-
tensively about whether, in the case of an insolvent S
corporation, discharge of indebtedness (or COD) income
is tax-exempt income.  It is beyond dispute that dis-
charge of indebtedness income of an insolvent S
corporation is “income” under section 1366.  The tax-
payers argue that discharge of indebtedness income is
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tax-exempt income while the Government argues that
discharge of indebtedness income is not tax-exempt
income but rather tax-deferred income.  The taxpayers
in making their argument rely on the legislative history
of the Subchapter S Revision Act of 1982, which states
with respect to section 1366:

The following examples illustrate the operation of
the bill’s pass-through rules.  .  .  .  Tax exempt
interest will pass through to the shareholders as
such and will increase the shareholders’ basis in
their subchapter S stock. Subsequent distributions
will not result in taxation of the tax-exempt income.

S. Rep. No. 97-640, at 16 (1982).7

However, this disagreement between the Govern-
ment and the Farleys as to the nature of discharge of
indebtedness income has little relevance.  As Judge
Beghe correctly noted in his concurrence in Nelson:

No extended exegesis to determine the character of
COD [Income] of an insolvent S corporation as “tax-
exempt income,” or as “deferred income,” or as an
unrealized “tax nothing” is needed.  .  .  .  The only
relevant inquiry under section 1366 is not whether
COD excluded from gross income of an insolvent S
corporation is “tax-exempt income,” but whether it’s
a pass through item at all.

Nelson v. Commissioner, 110 T.C. 114, 130, 134, 1998
WL 66131 (1998) (Beghe, J., concurring); cf. Gitlitz v.

                                                  
7 It is undisputed that if discharge of indebtedness income is

treated like tax-exempt interest, the taxpayers must prevail.  See
S. Rep. No. 97- 640, at 16 (1982).
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Commissioner, 182 F.3d 1143, 1151 n. 7 (10th Cir. 1999)
(“We assume here that excluded discharge of indebted-
ness is tax-exempt income.”).

The statute is clear—all income, tax-exempt or other-
wise, passes through to the shareholders of an S cor-
poration pursuant to section 1366(a)(1)(A).  In the case
of an insolvent S corporation, discharge of indebtedness
income that is excluded from gross income by section
108(a) increases the shareholder’s basis in their S
corporation stock after it passes through to the share-
holders of the corporation.  This allows shareholders to
take deductions for S corporation losses previously
suspended under section 1366(d)(1).

The Government’s argument, that discharge of in-
debtedness income is not tax-exempt income but rather
tax-deferred income, is not without merit.  However,
beyond citing one Senate Report that suggests Con-
gress intended to defer taxes on discharge of indebted-
ness income, the Government’s argument is not com-
pelling.  See S. Rep. No. 96-1035, 96th Cong. 2d Sess. 2,
1980-2 C.B. 620, at 625 (“[T]he rules of the bill are
intended to carry out the Congressional intent of
deferring, but eventually collecting within a reasonable
period, tax on ordinary income realized from debt dis-
charge.”).  Ultimately, the Government argues that
since discharge of indebtedness income is sometimes
deferred, it should always be considered tax-deferred
income.  This argument suffers from one critical
weakness—as the Government concedes, discharge of
indebtedness income is sometimes tax-exempt.8 If
                                                  

8 Even under the Government’s theory, if discharge of in-
debtedness income for a given taxable year is greater than sus-
pended losses/net operating losses, the amount by which discharge
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discharge of indebtedness income is sometimes tax-
exempt income and sometimes tax-deferred income, it
is hard to see how the Government concludes, without
more support for its position, that discharge of
indebtedness income is simply tax-deferred income.

The parties in this case also devote a substantial
amount of time to analyzing the legislative history of
various statutory provisions.  Delving into the legis-
lative history is unnecessary because the statutes’
language is unambiguous.  Furthermore, the available
legislative history either conflicts with or does not
directly address the question presented in this case.
While the legislative history is as a whole unhelpful, we
briefly address two pieces of legislative history which
do bear on the issue now before us.

The legislative history of the Subchapter S Revision
Act of 1982, in providing examples of pass-through,
states with respect to section 1366 that:

Tax exempt interest will pass through to the share-
holders as such and will increase the shareholder’s
basis in their subchapter S stock.  Subsequent dis-
tributions by a corporation will not result in taxa-
tion of tax-exempt income.

S. Rep. No. 97-640, at 16 (1982).  The legislative his-
tory of the Subchapter S Revision Act goes on to state
that, with respect to section 1367, “both taxable and not
taxable income and deductible and nondeductible ex-
penses will serve, respectively, to increase and de-
crease a subchapter S shareholder’s basis in the stock of

                                                  
of indebtedness income exceeds suspended losses/net operating
losses is disregarded and thus is tax-exempt.
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the corporation.”  Id. at 18.9  Put simply, discharge of
indebtedness income, if treated like tax-exempt inter-
est, passes through to the shareholders of an S cor-
poration and increases the shareholder’s basis in the
stock.  And as the Tenth Circuit in Gitlitz concluded:

The Commissioner’s protestations notwithstanding,
we discern no intent by Congress to treat certain
subchapter S corporation income at the corporate
level while treating other income at the shareholder
level. Such a scheme would fundamentally alter the
manner in which subchapter S corporations are
taxed. Section 1366(a)(1) makes clear that all items
of income are attributed initially to the corporation.
Because the subchapter S corporation is not a tax-
paying entity, however, the items must pass
through to shareholders unless they are absorbed
by tax attribute reductions.

Gitlitz, 182 F.3d at 1148.  As such, the Senate Report
quoted above provides persuasive support for the
Farleys’ argument.

Also relevant is the legislative history of the
Omnibus Budget Reconciliation Act of 1993, in which
Congress extended the section 108 discharge of
indebtedness exclusion to income from the discharge of
“qualified real property business indebtedness.”  26
U.S.C. § 108(a)(1)(D).  The House Report on the
Omnibus Budget Reconciliation Act explains in detail
the effect of qualified real property business indebted-

                                                  
9 Unlike section 1366(a)(1)(A) which references tax-exempt in-

come, the legislative history cited above references taxable and
non-taxable income, thus encompassing both tax-exempt and tax-
deferred income.



30a

ness on a shareholder’s basis in the stock of an S
corporation:

In applying this provision to income from the
discharge of indebtedness of an S corporation  .  .  .
the exclusion and basis reduction are both made at
the S corporation level (sec.108(d)(7)).  The share-
holders’ basis in their stock is not adjusted by the
amount of debt discharge income that is excluded at
the corporate level.  As a result of these rules, if an
amount is excluded from the income of an S cor-
poration under this provision, the income flowing
through to the shareholders will be reduced (com-
pared to what the shareholders’ income would have
been without the exclusion).  Where the reduced
basis in the corporation’s depreciable property later
results in additional income (or a smaller loss) to the
corporation because of reduced depreciation or
additional gain (or smaller loss) on disposition of the
property, the additional income (or smaller loss) will
flow through to the shareholders at that time, and
will then result in a larger increase (or smaller
reduction) in the shareholder’s basis than if this
provision had not previously applied.  Thus, the
provision simply defers income to the shareholders.

H.R. Rep. No. 103-111, at 624-25 (1993) reprinted in
1993 U.S.C.C.A.N. 378, 855-56.

The language in the legislative history could be inter-
preted, as the Government suggests, to mean that
discharge of indebtedness income does not pass through
to shareholders of an S corporation and therefore does
not allow shareholders to increase the basis of their S
corporation stock.  As one commentator has noted,
however, “[w]ere this interpretation applied to all
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discharges of debt (and not just discharges under
Section 108(a)(1)(D)), it could be viewed as a change in
pre-existing law.”  Richard M. Lipton, IRS Challenges
S Corporation Basis Increase for COD Income, 81 J.
Tax’n 340, 344 (Dec. 1994).  When the Internal Revenue
Service first addressed this issue in TAM 9423003 (Feb.
28, 1994), which was issued many months after the
enactment of the 1993 legislation, it made no mention of
the legislative history cited above.  See id.  If the
Internal Revenue Service really viewed the language in
section 108(a)(1)(D) as a change in pre-existing law,
certainly it would have taken that position in TAM
9423003. Its failure to do so is telltale.

Moreover, we find significance in the fact that Con-
gress, in enacting the 1993 legislation, did not make any
changes to sections 1366 and 1367.  Thus, a plausible
interpretation of the legislative history of section
108(a)(1)(D) is that it “applies solely for purposes of an
S corporation’s election to exclude COD income on the
discharge of qualified real property business indebted-
ness—by its terms, it does not apply to discharges of
other types of debt.” Richard M. Lipton, IRS Chal-
lenges S Corporation Basis Increase for COD Income,
81 J. Tax’n 340, 344 (Dec. 1994).  It seems unlikely,
therefore, that Congress, by commenting on the appli-
cation of one section of the Internal Revenue Code
(section 108), intended to determine how basis adjust-
ments are made under another section (Subchapter S),
especially where the language of the legislative history
is inconsistent with the plain meaning of the statute.

Together, these two conflicting pieces of legislative
history are the only ones that directly address the issue
presented in this case.  Ultimately, as the Tenth Circuit
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Court of Appeals observed, the legislative history is
“largely unhelpful.”  Gitlitz, 182 F.3d at 1148.  Although
many other pieces of legislative history are cited by the
Government, the Farleys, and commentators writing on
this subject, the legislative history as a whole conflicts
and provides little insight.  And, as discussed earlier,
the legislative history is unnecessary and irrelevant to
our holding here—the statutory language is clear and
unambiguous.

IV.  Conclusion

Because we conclude that the District Court ignored
the unambiguous language of the controlling statutes in
granting the Government’s motion for summary judg-
ment, we will reverse the District Court’s grant of sum-
mary judgment10 and remand the case to the District
Court to enter judgment in favor of the Farleys.

                                                  
10 We are aware that the result reached today in interpreting

the relevant statutory language may not have been the result
intended by Congress.  However, we are not free to disregard the
clear and unambiguous language of the controlling statutes.  It is
the function of this court to interpret the statutory language as
written.  If policy considerations suggest that the Code should be
amended, Congress can do so.  We may not.
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APPENDIX B

UNITED STATES DISTRICT COURT
W.D. PENNSYLVANIA

NO. CIV. 97-308E

UNITED STATES OF AMERICA, PLAINTIFF

v.

HAROLD D. FARLEY AND GAIL D. FARLEY,
DEFENDANTS

March 12, 1999

OPINION

COHILL, Senior J.

Presently before us are Defendants’ Motion for
Summary Judgment and for Sanctions (Doc. 3) and
Plaintiff ’s Cross-Motion for Summary Judgment (Doc.
7).  The parties agree that there are no disputes over
material issues of fact and that the only question is one
of statutory construction.  Hence, this case is appropri-
ate for summary resolution pursuant to Rule 56 of the
Federal Rules of Civil Procedure.

Sanctions

When the defendants filed their Motion for Summary
Judgment and for Sanctions, they relied primarily on
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Winn v. Commissioner [CCH Dec. 52,112(M)], 73
T.C.M. (CCH) ¶ 3167 (June 24, 1997) (Winn I).  On the
basis of Winn I, which presented a nearly identical
factual scenario, defendants argued that the Govern-
ment’s position was so contrary to settled law that the
imposition of Rule 11 sanctions would be appropriate.
Fed. R. Civ. P. 11.  As will be discussed in more detail
below, the defendants’ position has changed signifi-
cantly since their motion was originally filed.  Several
months after Winn I was decided, the Tax Court issued
a contrary opinion in Nelson v. Commissioner [CCH
Dec. 52,510], 110 T.C. 12 (1998).  One day after the
Nelson opinion was issued, Chief Judge Cohen granted
a pending motion for reconsideration filed by the
Commissioner in the Winn I case, withdrew the
original Winn I opinion and issued a memorandum opin-
ion granting summary judgment in favor of the Com-
missioner on the basis of Nelson. [CCH Dec. 52,582(M)],
75 T.C.M. (CCH) ¶1840 (February 19, 1998).  Without
getting into any further discussion of whether sanctions
would have been appropriate in this case anyway, in
light of Nelson, we will deny defendants’ request for
Rule 11 sanctions.

Jurisdiction

Defendants raise a question of whether the gov-
ernment has followed appropriate procedure in filing
this Complaint for recovery of erroneous refunds of
federal taxes.  Defendants cite no specific authority but
appear to be arguing that the government cannot bring
this action in this Court but rather must send the
defendants a Notice of Deficiency and allow them to
appeal that Notice in Tax Court.  We view this argu-
ment as one raising a question of jurisdiction.
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In its Complaint, the government asserts jurisdiction
in this Court under 28 U.S.C. §§ 1340 and 1345 and 26
U.S.C. §§ 7402 and 7405.  Complaint, at ¶ 1.  In its
Memorandum of Law in Support of its Cross-Motion for
Summary Judgment (“Government Memo”), the gov-
ernment explains that “because the statute of limita-
tions prohibits the IRS from making an additional
assessment for the years 1989, 1990, and 1992, a suit to
recover an erroneous refund  .  .  .  constitutes the gov-
ernment’s only recourse  .  .  .”  Government Memo, at
footnote 1.

While all four jurisdictional statutes cited by the
government apply, we refer specifically to 26 U.S.C.
§ 7405(b) which authorizes a civil action to recover
erroneously refunded taxes and 26 U.S.C. § 7402(a)
which provides jurisdiction in this court for enforce-
ment of internal revenue laws and states specifically
that “the remedies hereby provided are in addition to
and not exclusive of any and all other remedies  .  .  .”
In addition, the United States Supreme Court has long
recognized that the government has the right to sue to
recover erroneous refunds independent of statutory
authority. United States v. Wurts [38-1 USTC ¶ 9183],
303 U.S. 414, 416 (1938).  Defendant cites no authority
to the contrary.  Consequently, we find that this Court
has jurisdiction over this matter.

Factual background

In 1986, the defendants invested $200,000 in ex-
change for 50% of the stock in two S corporations, SCI
Acquisition, Inc. (“SCI”) and CCI Camping Corp.
(“CCI”).  During 1986 and 1987, SCI and CCI (collec-
tively, the “Farley S Corporations”) incurred losses
which, for tax purposes, were passed through to the
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Farleys.  By the end of the 1987 tax year, the Farleys
had claimed these losses on their tax returns to the
extent of their stock basis in the Farley S Corporations,
thereby reducing their stock basis in those S corpora-
tions to zero.

Due to continued losses, the Farley S Corporations
ceased operating in 1992.  All losses incurred after the
Farley’s basis in the Farley S Corporations had been
reduced to zero were suspended.  In 1993, secured
creditors of the Farley S Corporations foreclosed on the
corporate assets.  All debt not satisfied by the sale of
assets was forgiven.  The Farleys treated the debt
forgiveness as cancellation of debt (“COD”) income
exempt from taxation because the Farley S Corpora-
tions were insolvent.  They then increased their basis in
the Farley S Corporation stock as a result of the COD
income, and filed amended tax returns for the years
1989, 1990, 1992, and 1993 claiming the suspended
losses.  They also filed refund claims for each of those
tax years based on the amended returns.

The Internal Revenue Service (“IRS”) issued refunds
for each of those tax years based on the amended
returns filed by the Farleys.  Sometime after the
refunds were issued, the IRS issued a letter which
concluded that the refund claims were inappropriate
because the Farleys has improperly increased their
basis in the Farley S Corporations’ stock on account of
the COD income.  The Farleys filed a protest letter and
the IRS commenced this litigation.

Legal Analysis

As discussed above, the Farleys initially relied
almost exclusively on Winn v. Commissioner [CCH
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Dec. 52,112(M) ], 73 T.C.M. (CCH) ¶3167 (June 24, 1997)
(Winn I ), which held that a shareholder in an S
corporation may increase his stock basis on the basis of
his pro rata share of COD income.  After Winn I was
withdrawn on reconsideration, Winn v. Commissioner
[CCH Dec. 52,582(M) ], 75 T.C.M. (CCH) ¶1840 (Febru-
ary 19, 1998) (Winn II ), in light of the controlling
opinion issued in Nelson v. Commissioner [CCH Dec.
52,510], 110 T.C. 12 (1998), the Farleys were left in the
ironic position of arguing that Nelson had been wrongly
decided by the Tax Court.

In Nelson, the United States Tax Court considered
“whether discharge of indebtedness income realized
and excluded from gross income under section 108(a)
passes through to shareholders of a subchapter S
corporation as an item of income in accordance with
section 1366(a)(1)(A) and, in turn, increases the basis of
the corporate stock under section 1367.”  Id. at 115
(footnotes omitted).1

To start its analysis, the Tax Court discusses the
relevant provisions of the Internal Revenue Code
(“IRC”).  The Tax Court notes that, absent a specific
provision excluding an item from income, all items of
income, including COD income, are included in gross
income.  Id. at 116 (citing 26 I.R.C. § 61(a) and
§ 61(a)(12)).  Exclusions from income are found in 26
I.R.C. §§ 101-135.  COD income may be excluded to the
extent that the taxpayer is insolvent when the dis-
charge of indebtedness occurs (26 I.R.C. § 108(a)(1)(B)),
but only after the taxpayer reduces certain tax attrib-

                                                  
1 All section references are to the Internal Revenue Code for

the relevant years.
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utes by the amount of the debt discharged (26 I.R.C.
§ 108(b)).  The attribute reduction must occur after the
tax liability for the year of the discharge has been
determined (26 I.R.C. § 108(b)(4)(A)) and at the corpo-
rate level for certain provisions, including the reduction
in carryover of disallowed losses and deductions (26
I.R.C. § 108(d)(7)).  Id. at 116-117.

The Nelson decision then focuses on the relevant
provisions of the I.R.C. relating to S corporations.  For
S corporations, generally income, losses, deductions,
and credits pass through pro rata to the individual
shareholders (26 I.R.C. § 1366).  In a given tax year, a
shareholder may not deduct more than his basis in the S
corporation’s stock.  Losses and deductions in excess of
basis are carried forward or suspended indefinitely
(§ 1366(d)).  Id. at 117.

A shareholder’s basis is determined under §1367.
Basis is increased for items of income described in
§1366(a)(1)(A), which specifically includes tax-exempt
income.  The Nelson court holds, however, that while
§ 108(a) exempts from gross income COD income
received when the taxpayer is insolvent, § 108(d)(7)(A)
provides that the exclusion applies at the S corporation
level and never flows through to the shareholder.  Id. at
119.

The Farleys argue that § 108 confers tax-exempt
status on the COD income and that they are required to
take that into account at the shareholder level pursuant
to § 1366(a)(1)(A) and § 1367(a)(1)(A).  As the Nelson
court noted, “the fact that the ‘suspended losses’ are
determined on the shareholder level  .  .  .  without
more, simply does not denote that the conversion and
subsequent reduction are performed on the same level.”
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Id., at 124.  We see no need to get to the issue of
whether the COD income is tax-exempt or tax-
deferred.

Nelson not only applies the standard rule of statu-
tory construction that a specific rule of statutory
construction overrides a general rule, but also confirms
its interpretation of the plain meaning of the language
by reviewing legislative history and examining the
taxpayer’s argument with a view toward the overall
statutory scheme.  Id. at 121, 127 (citing cases).  For
example, the Tax Court notes that prior to amendment
in 1984, § 108(d) provided that § 108 applied to both S
corporations and partnerships at the ownership level as
opposed to the entity level.  Id. at 122 (citing H. Rept.
98-432, at 1019 (1984)).  The amendment separated the
treatment of COD income exclusions for partnerships
from S corporations and provided that COD income
exclusions apply at the owner level in the case of
partnerships.  The Tax Court also notes that, in the
case of an S corporation, it is the creditors of the corpo-
ration, not the shareholders who bear the economic
cost.  “To permit (the shareholder) to increase basis in
the stock of the corporation on account of such tax-
deferred income would produce a windfall to him.”  Id.
at 128.

We find the Nelson opinion to be both thorough and
persuasive.  It has been followed and expanded upon in
several subsequent Tax Court opinions.  See, e.g.,
Cronin v. Commissioner [CCH Dec. 53,226(M)], T.C.
Memo. 1999-22; Friedman v. Commissioner [CCH
Dec. 52,720(M)], T.C. Memo. 1998-196; Chesapeake Out-
door Enterprises, Inc. v. Commissioner [CCH Dec.
52,582(M)], T.C. Memo. 1998-71.  We see no reason to
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disagree with the Tax Court’s analysis and will defer to
the special expertise of the Tax Court in this com-
plicated matter of construction.  Harbor Bancorp &
Subsidiaries v. C.I.R. [97-2 USTC ¶ 50,532], 115 F.3d
722, 727[,] cert. denied, 118 S. Ct. 1035 (1998) (citing
cases); InverWorld, Ltd. v. C.I.R. [92-2 USTC ¶ 50,594],
979 F.2d 868, 875-76 (D.C. Cir. 1992).  We will grant
summary judgment in favor of the United States.

An appropriate Order will follow.
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APPENDIX C

Internal Revenue Code of 1986 (26 U.S.C.):

§ 108. Income From Discharge Of Indebtedness.

(a)    Exclusion From Gross Income   

(1)   In General    Gross income does not include
any amount which (but for this subsection) would be
includible in gross income by reason of the discharge
(in whole or in part) of indebtedness of the taxpayer
if—

(A) the discharge occurs in a title 11
case, or

(B) the discharge occurs when the tax-
payer is insolvent, or

(C) the indebtedness discharged is
qualified farm indebtedness[.]

*   *   *   *   *

(3)   Insolvency Exclusion Limited To Amount

Of Insolvency     In the case of a discharge to which
paragraph (1)(B) applies, the amount excluded under
paragraph (1)(B) shall not exceed the amount by
which the taxpayer is insolvent

*   *   *   *   *
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(b) Reduction Of Tax Attributes

(1)   In General    The amount excluded from
gross income under subparagraph (A), (B), or (C) of
subsection (a)(1) shall be applied to reduce the tax
attributes of the taxpayer as provided in paragraph
(2).

(2)   Tax Attributes Affected; Order Of

Reduction     Except as provided in paragraph (5), the
reduction referred to in paragraph (1) shall be made
in the following tax attributes in the following order:

(A)    NOL     Any net operating loss for the
taxable year of the discharge, and any net
operating loss carryover to such taxable year.

(B)    General Business Credit    Any carry-
over to or from the taxable year of a discharge
of an amount for purposes of determining the
amount allowable as a credit under section 38
(relating to general business credit).

*   *   *   *   *

(C)    Capital Loss Carryovers    Any net
capital loss for the taxable year of the
discharge, and any  capital loss carryover to
such taxable year under section 1212.

(D)    Basis Reduction   

(i)   In General    The basis of the
property of the taxpayer.
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(ii)    Cross Reference     For provisions

making the reduction described in clause

(i), see section 1017.   

*   *   *   *   *

(F)    Foreign Tax Credit Carry      overs    Any
carryover to or from the taxable year of the
discharge for purposes of determining the
amount of the credit allowable under section
27.

(3)    Amount Of Reduction   

(A)   In General    Except as provided in
subparagraph (B), the reductions described in
paragraph (2) shall be one dollar for each dollar
excluded by subsection (a).

(B)   Credit Carryover Reduc    tion    The
reductions described in subparagraphs (B) and
(E) of paragraph (2) shall be 33 1/3 cents for
each dollar excluded by subsection (a).

(4)    Ordering Rules  

(A)   Reductions Made After Determina-  

tion Of Tax For Year    The reductions described
in paragraph (2) shall be made after the deter-
mination of the tax imposed by this chapter for
the taxable year of the discharge.

(B)    Reductions Under Subpara      graph (A)

Or (C) Of Paragraph (2)    The reductions
described in subparagraphs (B) and (E) of
paragraph (2) (as the case may be) shall be
made first in the loss for the taxable year of the
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discharge and then in the carryovers to such
taxable year in the order of the taxable years
from which such carryover arose.

*   *   *   *   *

(5)   Election To Apply Reduction First

Against Depreciable Property   

(A)   In General    The taxpayer may elect
to apply any portion of the reduction referred
to in paragraph (1) to the reduction under
section 1017 of the basis of the depreciable
property of the taxpayer

*   *   *   *   *

(d)    Meaning Of Terms; Special Rules Relating To

Certain Provisions  

*   *   *   *   *

(3)   Insolvent    For purposes of this section,
the  term “insolvent” means the excess of liabilities
over the fair market value of assets.  With respect
to any discharge, whether or not the taxpayer is
insolvent, and the amount by which the taxpayer is
insolvent, shall be determined on the basis of the
taxpayer’s assets and liabilities immediately before
the discharge.

*   *   *   *   *

(6)   Certain Provisions To Be Applied At

Partner Level    In the case of a partnership, subsec-
tions (a), (b), and (g) shall be applied at the partner
level.
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(7)    Special Rules For S Corpora     ion   

(A)    Certain Provisions To Be Applied At

Corporate Level    In the case of an S cor-
poration, subsections (a), (b), and (g) shall be
applied at the corporate level.

(B)   Reduction In Carryover Of Disal-  

lowed Losses And Deduc    tions    In the case of an
S corporation, for purposes of subparagraph
(A) of subsection (b)(2), any loss or deduction
for the taxable year of the discharge under
section 1366(d)(1) shall be treated as a net
operating loss for such taxable year.  The
preceding sentence shall not apply to any
discharge to the extent that subsection
(a)(1)(D) applies to such discharge.

(C)   Coordination With Basis Ad-  

justments Under Section     1367(B)(2    )   For
purposes of subsection (e)(6), a shareholder’s
adjusted basis in indebtedness of an S
corporation shall be determined without regard
to any adjustments made under section
1367(b)(2).

*   *   *   *   *

(e)   General Rules For Discharge Of In    debtedness

(Including Discharges Not In Title 11 Cases Or

Insolvency)   For purposes of this title—

(1)   No Other Insolvency Exception    Except as
otherwise provided in this section, there shall be no
insolvency exception from the general rule that gross
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income includes income from the discharge of indebted-
ness.

*   *   *   *   *

§ 1366. Pass-Thru Of Items To Shareholders

(a)    Determination Of Shareholder’s Tax Liability   

(1)   In General    In determining the tax under this
chapter of a shareholder for the shareholder’s taxable
year in which the taxable year of the S corporation ends
(or for the final taxable year of a shareholder who dies
before the end of the corporation’s taxable year), there
shall be taken into account the shareholder’s pro rata
share of the corporation’s—

(A) items of income (including tax-
exempt income), loss, deduction, or credit the
separate treatment of which could affect the
liability for tax of any shareholder, and

(B) nonseparately computed income or
loss.

For purposes of the preceding sentence, the items
referred to in subparagraph (A) shall include
amounts  described in paragraph (4) or (6) of section
702(a).

*   *   *   *   *

(b)    Character Passed Thru     The character of any item
included in a shareholder’s pro rata share under
paragraph (1) of subsection (a) shall be determined as if
such item were realized directly from the source from
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which realized by the corporation, or incurred in the
same manner as incurred by the corporation.

(c)    Gross Income Of A Shareholder    In any case
where it is necessary to determine the gross income of a
shareholder for purposes of this title, such gross income
shall include the shareholder’s pro rata share of the
gross income of the corporation.

(d)    Special Rules For Losses And Deduc    tions  

(1)   Cannot Exceed Shareholder’s Basis In Stock

And Debt    The aggregate amount of losses and
deductions taken into account by a shareholder under
subsection (a) for any taxable year shall not exceed the
sum of—

(A) the adjusted basis of the share-
holder’s stock in the S corporation (determined
with regard to paragraph (1) of section 1367(a)
for the taxable year), and

(B) the shareholder’s adjusted basis of
any indebtedness of the S corporation to the
shareholder (determined without regard to any
adjustment under paragraph (2) of section
1367(b) for the taxable year).

(2)   Indefinite Carryover Of Disallowed Losses And

Deductions    Any loss or deduction which is disallowed
for any taxable year by reason of paragraph (1) shall be
treated as incurred by the corporation in the succeeding
taxable year with respect to that shareholder.
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§ 1367. Adjustments To Basis Of Stock Of Share-

holders, Etc.

(a)    General Rule   

(1)   Increases In Basis    The basis of each
shareholder’s stock in an S corporation shall be
increased for any period by the sum of the following
items determined with respect to that shareholder for
such period:

(A) the items of income described in sub-
paragraph (A) of section 1366(a)(1),

(B) any nonseparately computed income de-
termined under subparagraph (B) of section
1366(a)(1), and

(C) the excess of the deductions for
depletion over the basis of the property subject to
depletion.

(2)   Decreases In Basis    The basis of each
shareholder’s stock in an S corporation shall be
decreased for any period (but not below zero) by the
sum of the following items determined with respect to
the shareholder for such period:

(A) distributions by the corporation which
were not includible in the income of the share-
holder by reason of section 1368,

(B) the items of loss and deduction de-
scribed in subparagraph (A) of section 1366(a)(1),
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(C) any nonseparately computed loss deter-
mined under subparagraph (B) of section
1366(a)(1)  *  *  *


