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Important Changes 
Debt cancellation.  In an effort to focus this
publication on bankruptcy issues, material in-
cluded in previous editions concerning certain
debt cancellations has been relocated. The
exclusion from income resulting from the fol-
lowing debt cancellations is now located as
indicated:

Student loans—Publication 525, Taxable
and Nontaxable Income.

Farm debt—Publication 225, Farmer’s Tax
Guide.

Purchase-money debt—Publication 334,
Tax Guide for Small Business.

Deductible debt—Publication 334.

New provisions concerning the exclusion
from income resulting from the cancellation of
qualified real property business indebtedness
can be found in Publication 334.

Introduction
This publication covers the federal income tax
aspects of bankruptcy. Bankruptcy proceed-
ings begin with the filing of a petition with the
bankruptcy court. The filing of the petition cre-
ates a bankruptcy estate, which generally con-
sists of all the assets of the person filing the
bankruptcy petition. A separate taxable entity
is created if the bankruptcy petition is filed by
an individual under chapter 7 or chapter 11 of
the Bankruptcy Code. These chapters are ex-
plained in the beginning of the publication. The
tax obligations of taxable estates are dis-
cussed later under The Bankruptcy Estate.



The tax obligations of the person filing a (because of bankruptcy) in income on your re- belonging to the separate bankruptcy estate.
bankruptcy petition (the debtor) vary depend- turn. However, you must reduce (to the extent Also do not include as income on your return,
ing on the bankruptcy chapter under which the that you have) certain losses, credits or basis the debts canceled because of bankruptcy.
petition was filed. For individuals, these are in property by the amount of canceled debt. However, the bankruptcy estate must reduce
also explained in the first part of this publica- See Debt Cancellation, later. certain losses, credits, and the basis in prop-
tion. For other entities, see Partnerships and For information about determining the erty (to the extent of these items) by the
Corporations, later. amount of tax due and paying tax, see Tax amount of canceled debt. See Debt Cancella-

Generally, when a debt owed to another is Procedures, later. tion, later.
canceled the amount canceled or forgiven is You have the option of ending your tax year
considered income that is taxed to the person Note: Interest on trust accounts in Chapter on the day before you filed your bankruptcy
owing the debt. If a debt is canceled under a 13 proceedings.  If you are an individual petition. This allows the tax due on that short
bankruptcy proceeding, the amount canceled debtor in a chapter 13 wage earner’s plan, do period return to be a claim against the bank-
is not income. However, the canceled debt not include as income on your return interest ruptcy estate. See Election to End Tax Year,
reduces the amount of other tax benefits the earned on amounts held in trust accounts later.
debtor would otherwise be entitled to. See while awaiting distribution to your creditors. See Tax Procedures, later, for information
Debt Cancellation, later. This interest is not available either to you or to about determining and paying the amount of

This publication is not intended to cover your creditors. It is available only to the trust- tax due.
bankruptcy law in general, or to provide de- ees, and is taxable to the trustee as his or her
tailed discussions of the tax rules for the more individual income. Tax attributes.   Certain deduction and credit
complex corporate bankruptcy reorganiza- carryovers and decisions that you made in ear-
tions or other highly technical transactions. In lier years are taken over by the bankruptcy es-
these cases, you should seek competent pro- tate when you file for bankruptcy. These in-Individuals in Chapter 7fessional advice. clude carryovers of deductions, losses, and

credits, your method of accounting, and theor
basis and holding period of assets. These areUseful Items Chapter 11 Proceedings referred to as tax attributes.You may want to see:

When the estate is terminated, you as-If you are an individual debtor who files for
sume any remaining tax attributes that werePublication bankruptcy under chapter 7 or 11 of the Bank-
taken over by the estate as well as any attrib-ruptcy Code, a separate ‘‘estate’’ is created❏ 536 Net Operating Losses
utes arising during the administration of the es-consisting of property that belonged to you❏ 538 Accounting Periods and Methods tate. See Attribute carryovers, later under Thebefore the filing date. This bankruptcy estate is
Bankruptcy Estate, for a list of attributes.❏ 544 Sales and Other Dispositions of a new taxable entity, completely separate from

Assets you as an individual taxpayer.
Disclosure of return information.  The bank-The estate, under a chapter 7 proceeding,❏ 551 Basis of Assets
ruptcy estate’s income tax returns are open,is represented by a trustee. The trustee is ap-
upon written request, to inspection by or dis-pointed by the bankruptcy court to administerForm (and Instructions)
closure to you the individual debtor. The dis-the estate and liquidate the nonexempt assets❏ SS–4 Application for Employer closure is necessary so that you can properlyof the debtor. In a chapter 11 proceeding, theIdentification Number figure the amount and nature of the tax attrib-debtor remains in control of the assets as a

❏ 982 Reduction of Tax Attributes Due to utes, if any, that you must assume when the‘‘debtor-in-possession.’’ However, sometimes
Discharge of Indebtedness (and Section bankruptcy estate is terminated.the bankruptcy court will appoint a trustee in a
1082 Basis Adjustment) In addition, your income tax returns for thechapter 11 case. In this case, the debtor-in-

year the bankruptcy case begins and for ear-❏ 1041 U.S. Fiduciary Income Tax possession must turn over to the trustee con-
lier years are open to inspection by or disclo-Return trol of the debtor’s assets and operations.
sure to the bankruptcy estate’s trustee. SeeThe estate may produce its own income as❏ 1041–ES Estimated Income Tax for Disclosure of return information, later, underwell as incur its own expenses. See The Bank-Fiduciaries The Bankruptcy Estate.ruptcy Estate, later. The creation of a separate

bankruptcy estate also gives you a ‘‘fresh start
Transfer of assets to the estate.  Bankruptcy’’—with certain exceptions, wages you earnOrdering publications and forms.  To order law determines which of your assets becomeand property you acquire after the bankruptcyfree publications and forms, call our toll-free part of the bankruptcy estate. Generally, all ofcase has begun belong to you and do not be-telephone number, 1–800–TAX–FORM your legal and equitable interests becomecome a part of the bankruptcy estate.(1–800–829–3676). You can also write to the property of the estate. However, you can sub-If your bankruptcy case began but wasInternal Revenue Service Forms Distribution sequently ‘‘exempt’’ certain property from thelater dismissed by the bankruptcy court, theCenter nearest you. Check your income tax estate.estate is not treated as a separate entity, andpackage for the address. A transfer (other than by sale or exchange)you are treated as if the bankruptcy petition
of an asset from you to the bankruptcy estatehad never been filed in the first place. File
is not treated as a ‘‘disposition’’ for income taxamended returns on Form 1040X to replace
purposes. This means that the transfer doesany returns you previously filed. Include onIndividuals in Chapter
not result in gain or loss, recapture of deduc-any amended returns items of income, deduc-12 or tions or credits, or acceleration of income ortions, or credits that were or would have been
deductions. For example, the transfer of an in-reported by the bankruptcy estate on its re-Chapter 13 Proceedings stallment obligation to the estate would not ac-turns and were not reported on returns you
celerate gain under the rules for reporting in-A separate estate, for tax purposes, is not cre- previously filed.
stallment sales.ated for an individual who files a petition under

When the bankruptcy estate is terminated,Chapter 12 or 13 of the Bankruptcy Code. You, Individual Debtor’s you are treated the same as the estate was re-the individual, should continue to file the same
Responsibilities garding any assets transferred back to you.federal income tax return that was filed prior to

the bankruptcy petition. You, as the individual debtor, generally must
On your return, report all income received file income tax returns during the period of the Carrybacks from your activities.  As the indi-

during the entire year and deduct all allowable bankruptcy proceedings. Do not include on vidual debtor, you cannot carry back any net
expenses. Do not include any debt canceled your return, the income, deductions, or credits operating loss or credit carryback from a tax
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year ending after the bankruptcy case has be- joined in your choice, or if you had not made Annualizing taxable income.  If you choose
gun to any tax year ending before the case be- the choice to end your tax year, you can join in to close your tax year, you must annualize
gan. The estate, however, can carry the loss your spouse’s choice. But if you had made an your taxable income for each short tax year the

election and your spouse did not join in theback to offset your pre-bankruptcy income. same way it is done for a change in an annual
election, you cannot join in your spouse’s later accounting period. See Short Tax Year in Pub-
election. This is because you and your spouse, lication 538, Accounting Periods and Methods,Election to End Tax Year  
having different tax years, could not file a joint for information on how to annualize your in-If you are an individual debtor and have assets
return for a year ending on the day before your come and how to figure your tax for the short(other than those you exempt from the bank-
spouse’s filing of bankruptcy. tax year.ruptcy estate), you may choose to end your tax

Example 1.  Paul and Mary Harris are cal-year on the day before the filing of your bank-
Filing requirement.   If you elect to end yourendar-year taxpayers. A voluntary chapter 7ruptcy case. Then your tax year is divided into
tax year on the day before filing the bankruptcybankruptcy case involving only Paul begins on2 ‘‘short’’ tax years of fewer than 12 months
case, you must file the return for the first shortMarch 4.each. The first year ends on the day before the
tax year as explained earlier under Making theIf Paul does not make an election, his taxfiling date, and the second year begins with the
election.year does not end on March 3. If he does makefiling date and ends on the date your tax year

an election, Paul’s first tax year is January 1— If you make this election, you must also filenormally ends. Once you make this choice,
March 3, and his second short tax year begins a separate Form 1040 for the second short taxyou may not change it. Any income tax liability
on March 4. Mary could join in Paul’s election year by the regular due date. You should notefor the first short tax year becomes an allowa-
as long as they file a joint return for the tax year on the return that it is the ‘‘Second Short Yearble claim (as a claim arising before bank-
January 1—March 3. They must make the Return After Section 1398 Election.’’ruptcy) against the bankruptcy estate. If this
election by July 15, the due date for filing thetax liability is not paid in the bankruptcy pro- If the bankruptcy case is later dismissed
joint return.ceeding, the liability is not canceled because you, the debtor, must file an amended return to

of bankruptcy and it can be collected from you replace any full or short year returns that youExample 2.  Fred and Ethel Barnes are
as an individual. filed. Attach a statement to any amended re-calendar-year taxpayers. A voluntary chapter

If you do not choose to end the tax year, turn you file explaining why you are filing an7 bankruptcy case involving only Fred begins
then no part of your tax liability for the year in amended return. In this situation, no bank-on May 6, and a bankruptcy case involving
which bankruptcy proceedings begin can be ruptcy estate is created for tax purposes. In-only Ethel begins on November 1 of the same
collected from the estate. come that was or would be reported by theyear.

bankruptcy estate must be reported on yourEthel could choose to end her tax year on
Making the election.  If you choose to end return.October 31. If Fred had not elected to end his
your tax year, you do so by filing a return on tax year on May 5, or if he had elected to do so
Form 1040 for the first short tax year on or but Ethel had not joined in his election, Ethel The Bankruptcy Estate 
before the 15th day of the fourth full month af- would have 2 tax years in the same calendar

The filing of a bankruptcy petition for an indi-ter the end of that first tax year. year if she decided to close her tax year. Her
vidual debtor under chapter 7 or chapter 11 offirst tax year is January 1—October 31, andExample. John Doe files a bankruptcy pe- the bankruptcy code creates a separate taxa-her second year is November 1—Decembertition on July 10. To have a timely filed election, ble bankruptcy estate. The trustee (for chapter31.he must file Form 1040 (or an extension) for 7 cases) or the debtor-in-possession (forIf Fred had not decided to end his tax yearthe period January 1 through July 9 by Novem-
chapter 11 cases) is generally responsible foras of May 5, he could join in Ethel’s choice tober 15.
preparing and filing the estate’s tax returnsclose her tax year on October 31, but only ifTo avoid delays in processing the return, and paying its taxes. The debtor remains re-they file a joint return for the tax year Januarywrite ‘‘Section 1398 Election’’ at the top of the
sponsible for filing returns and paying taxes on1—October 31. If Fred had elected to end hisreturn. You may also make the election by at-
any income that does not belong to the estate.tax year on May 5, but Ethel had not joined intaching a statement to an application for exten-

If a bankruptcy case begins, but later is dis-Fred’s choice, Fred could not join in Ethel’ssion of time to file a tax return (Form 4868 or
missed by the bankruptcy court, the estate ischoice to end her tax year on October 31, be-other). The statement must say that you
not treated as a separate taxable entity. If taxcause they could not file a joint return for thatchoose under section 1398(d)(2) to close your
returns have been f i led for the estate,short year. They could not file a joint return be-tax year on the day before the filing of the
amended returns must be filed to move in-cause their tax years preceding October 31bankruptcy case. You must file the application
come and deductions from the estate’s returnswere not the same.for extension by the due date of the return for
to the debtor’s returns. If no returns have beenthe first short tax year. If your spouse decides Example 3.  Jack and Karen Thomas are
filed, report all income and deductions on theto also close his or her tax year, see Election calendar-year taxpayers. A voluntary chapter
debtor’s returns.by debtor’s spouse, next. 7 bankruptcy case involving only Karen begins

The following discussions provide tax infor-on April 10, and a voluntary chapter 7 bank-
mation for the bankruptcy estate.ruptcy case involving only Jack begins on Oc-Election by debtor’s spouse.  If you are mar-

tober 3 of the same year. Karen chooses toried, your spouse may also join in the choice to
Treatment of income, deductions, andclose her tax year on April 9 and Jack joins inend the tax year, but only if you and your
credits.   The gross income of the bankruptcyKaren’s choice.spouse file a joint return for the first short tax
estate includes any of the debtor’s gross in-year. You must make these choices by the due Under these facts, Jack would have 3 tax
come to which the estate is entitled under thedate for filing the return for the first short tax years for the same calendar year if he makes
bankruptcy law. The estate’s gross incomeyear. Once you make the choice, it cannot be the election relating to his own bankruptcy
also includes any income the estate is entitledrevoked for the first year; however, the choice case. The first tax year would be January 1—
to and receives or accrues after the beginningdoes not mean that you and your spouse must April 9; the second April 10—October 2; and
of the bankruptcy case. Gross income of thefile a joint return for the second short tax year. the third October 3—December 31.
bankruptcy estate does not include amountsLater bankruptcy of spouse.  If your Karen may (but does not have to) join in
received or accrued by the debtor before thespouse files for bankruptcy later in the same Jack’s election if they file a joint return for the
bankruptcy petition date.year, he or she may also choose to end his or second short tax year (April 10—October 2). If

The bankruptcy estate may deduct or takeher tax year, regardless of whether he or she Karen does join in, she would have the same 3
as a credit any expenses it pays or incurs, thejoined in the choice to end your tax year. Be- short tax years as Jack. Also, if Karen joins in
same way that the debtor would have de-cause each of you has a separate bankruptcy, Jack’s election, they may file a joint return for
ducted or credited them had he or she contin-one or both of you may have 3 short tax years the third tax year (October 3—December 31),
ued in the same trade, business, or activityin the same calendar year. If your spouse had but they are not required to do so.
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and actually paid or accrued the expenses. Al- Certain tax attributes of the estate must be allows the trustee of the estate to close the es-
tate’s tax year early, before the expected ter-lowable expenses include administrative ex- reduced by any excluded income from cancel-
mination of the estate. The trustee can then filepenses, such as attorney fees and court costs. lation of debt occurring in a bankruptcy pro-
a return for the first short tax year to get a quickThese are discussed later under Administra- ceeding. See Debt Cancellation, later.
determination of the estate’s tax liability.tive expenses. Termination of the estate.  If the bank-

The bankruptcy estate figures its taxable ruptcy estate has any tax attributes at the time
Carrybacks from the estate.  If the bank-income the same way as an individual figures it is terminated, they are assumed by the
ruptcy estate itself has a net operating loss,his or her taxable income. The estate can take debtor.
separate from any losses passing to the estateone personal exemption and either individual Passive and at-risk activities.  For bank-
from the debtor under the attribute carryover(itemized) deductions or the basic standard ruptcy cases beginning on or after November
rules, the bankruptcy estate can carry the lossdeduction for a married individual filing a sepa- 9, 1992, treat passive activity carryover losses
back not only to its own earlier tax years butrate return. The estate cannot take the higher and credits and unused at-risk deductions as
also to the debtor’s tax years before the yearstandard deduction allowed for married per- tax attributes that the debtor passes to the
the bankruptcy case began. The estate maysons filing separately who are 65 or older or bankruptcy estate and the estate passes back
also carry back excess credits, such as theblind. The estate uses the rates for a married to the debtor when the estate terminates. Addi-
general business credit, to the pre-bankruptcyindividual filing separately to figure the tax on tionally, transfers to the debtor (other than by
years.its taxable income. sale or exchange) of interests in passive or at-

risk activities are treated as exchanges that
Return RequirementsTransfer of assets between are not taxable. These transfers include the re-

debtor and estate.   Bankruptcy law deter- and Payment of Tax turn of exempt property to the debtor and the
mines which of the debtor’s assets become abandonment of estate property to the debtor. The trustee (or debtor-in-possession) must file
part of the bankruptcy estate. These assets an income tax return on Form 1041, U.S. Fidu-Cases beginning before November 9,
are treated the same in the estate’s hands as ciary Income Tax Return if the estate has1992.  If a bankruptcy case begins before No-
they were in the debtor’s hands. gross income that meets or exceeds thevember 9, 1992, and ends on or after that date,

A transfer (other than by sale or exchange) amount required for filing. This amount is thethe debtor and the trustee for an individual
of an asset from the debtor to the bankruptcy total of the personal exemption amount andchapter 7 case (the debtor-in-possession for
estate is not treated as a ‘‘disposition’’ for in- the basic standard deduction for a married in-an individual chapter 11 case) can elect to
come tax purposes. This means that the trans- dividual filing separately. See the Form 1041have these provisions apply. In a chapter 7
fer does not result in gain or loss, recapture of instructions for the current year’s amount.case, the election is made jointly by the debtor
deductions or credits, or acceleration of in- If a return is required, the trustee (orand the trustee of the bankruptcy estate. In a
come or deductions. For example, the transfer debtor-in-possession) completes only thechapter 11 case, the election is incorporated in
of an installment obligation to the estate would identification area at the top of the Form 1041,the bankruptcy plan. See IRS regulations
not accelerate gain under the rules for report- enters any tax due, and signs and dates it.1.1398–1 and 1.1398–2 for more information
ing installment sales. The estate is treated the Form 1041 is a transmittal for Form 1040, U.S.on how to make this election.
same way the debtor would be regarding the Individual Income Tax Return. Complete Form
transferred asset. 1040 and figure the tax using the tax rate

Administrative expenses.   The bankruptcy schedule for a married person filing sepa-When the bankruptcy estate is terminated,
estate is allowed a deduction for administra- rately. In the top margin of Form 1040, writethat is, dissolved, any resulting transfer (other
tive expenses and any fees or charges as- ‘‘Attachment to Form 1041. DO NOT DE-than by sale or exchange) of the estate’s as-
sessed it. These expenses are generally de- TACH.’’ Attach Form 1040 to the Form 1041.sets back to the debtor is not treated as a dis-
ductible as itemized deductions subject to theposition. This transfer does not result in gain or
2% floor on miscellaneous itemized deduc-loss, recapture of deductions or credits, or ac- Note: The filing of a tax return for the bank-
tions. However, administrative expenses at-celeration of income or deductions to the ruptcy estate does not relieve the individual
tributable to the conduct of a trade or businessestate. debtor of his or her tax filing requirement.
by the bankruptcy estate or the production of
the estate’s rents or royalties are deductible inAttribute carryovers.   The bankruptcy estate Estimated tax.  The trustee or debtor-in-pos-arriving at adjusted gross income.must treat its tax attributes the same way that session must pay estimated tax (if any is due)The expenses are subject to disallowancethe debtor would have treated them. These for the bankruptcy estate. See the Instructionsunder other provisions of the Internal Revenueitems must be determined as of the first day of to Form 1041–ES, Estimated Income Tax forCode, such as disallowing certain capital ex-the debtor’s tax year in which the bankruptcy Fiduciaries, for information regarding the dol-penditures, taxes, or expenses relating to tax-case begins. The bankruptcy estate gets the lar l imits and exceptions to fi l ing Formexempt interest. These expenses can only befollowing tax attributes from the debtor: 1041–ES and paying estimated tax.deducted by the estate, and never by the

1) Net operating loss carryovers, debtor.
Employer Identification Number.  The trus-If the administrative expenses of the bank-2) Carryovers of excess charitable tee (or debtor-in-possession) must obtain anruptcy estate are more than its gross incomecontributions, employer identification number (EIN) for afor the tax year, the excess amount may be
bankruptcy estate if the estate must file any3) Recovery of tax benefit items, carried back 3 years and forward 7 years. The
form, statement, or document with the IRS.

amounts can only be carried back or forward to4) Credit carryovers, The trustee uses this EIN on any tax return
a tax year of the estate and never to the debt- filed for the bankruptcy estate including esti-5) Capital loss carryovers, or’s tax year. The excess amount to be carried mated tax returns. The trustee can obtain an
back or forward is treated like a net operating6) Basis, holding period, and character of EIN for a bankruptcy estate by filing Form
loss and must first be carried back to the earli-assets, SS–4, Application for Employer Identification
est year possible. For a discussion of the net Number. Form SS–4 is available at IRS or So-7) Method of accounting, operating loss, see Publication 536, Net Oper- cial Security Offices. Trustees representing
ating Losses.8) Passive activity loss and credit ten or more bankruptcy estates (other than es-

carryovers, tates that will be filing employment or excise
Change of accounting period.  The bank- tax returns) may file a consolidated application9) Unused at-risk deductions, and
ruptcy estate may change its accounting pe- to obtain blocks of ten or more EINs by follow-

10) Other tax attributes as provided in riod (tax year) once without getting approval ing the procedures set out in Revenue Proce-
regulations. from the Internal Revenue Service. This rule dure 89–37, 1989–1 C.B. 919.
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Note: The social security number of the in- 3) His personal residence with a fair market Schedule A (Form 1040).  During 1993, the
dividual debtor cannot be used as the EIN for value of $200,000. estate paid mortgage interest and real prop-
the bankruptcy estate. erty tax on Mr. Smith’s former residence. It

also paid income tax to the state. John enters
Also, the estate received a $253,000 capital the mortgage interest, real estate tax and in-
loss carryover.Employment taxes.   The trustee (or debtor- come tax on Schedule A. Also, he reports the

Mr. Smith’s bankruptcy case was closed onin-possession) must withhold income and so- estate’s administrative expenses as a miscel-December 31, 1993. During 1993, Mr. Smithcial security taxes and file employment tax re- laneous deduction subject to the 2% floor. Hewas relieved of $70,000 of debt by the court.turns for any wages paid by the trustee (or completes the Schedule A and enters the re-The estate chose a calendar year as its taxdebtor), including wage claims paid as admin- sult on page 2 of Form 1040.year. John, the trustee, reviews the estate’sistrative expenses. Until these employment
transactions and reports the taxable events ontaxes are deposited as required by the Internal
the estate’s final return.Revenue Code, they should be set apart in a

Form 1040, page 2.  John determines the es-separate bank account to ensure that funds
tate’s taxable income and figures its tax usingare available to satisfy the liability. If the em- Schedule B (Form 1040).  The certificate of
the tax rate schedule for married filing sepa-ployment taxes are not paid as required, the deposit earned $5,500 of interest during 1993.
rately. He then enters the estate’s estimatedtrustee may be held personally liable for pay- John reports this interest on Schedule B. He
tax payments and figures the amount the es-ment of the taxes. See Publication 15, Circular completes this schedule and enters the result
tate still owes.E, Employer’s Tax Guide, for details on em- on Form 1040.

ployer tax responsibilities.
The trustee has the duty to prepare and file

Forms W–2, Wage and Tax Statement, in con- Form 4562.  John enters the depreciation al- Form 982.  John completes the Schedule D
nection with wage claims paid by the trustee, lowed on Form 4562. He completes the form worksheet for capital loss carryover. Because
regardless of whether the claims accrued and enters the result on Schedule E. $70,000 of debt was canceled, John must re-
before or during bankruptcy. If the debtor fails

duce the tax attributes of the estate by theto prepare and file Forms W–2 for wages paid
amount of the canceled debt. See Debt Can-Schedule E (Form 1040).  The commercialbefore bankruptcy, the trustee should instruct
cellation, later. In 1994, Thomas Smith (the in-real estate was rented through the date ofthe employees to file an IRS Form 4852, SUB-
dividual) will assume the estate’s tax attrib-sale. John  reports the income and expensesSTITUTE FOR FORM W–2, WAGE AND TAX
utes. Mr. Smith will assume a capital losson Schedule E. He enters the net income onSTATEMENT OR FORM 1099R, DISTRIBU-
carryover of $2,000 ($72,000 carryover minusForm 1040.TIONS FROM PENSIONS, ANNUITIES, RE-
the $70,000 attribute reduction).TIREMENT OR PROFIT-SHARING PLANS,

IRA’S, INSURANCE CONTRACTS, ETC., Form 4797.  The commercial real estate was
with their individual income tax returns. sold on July 1, 1993, for $300,000. The prop-

Form 1041.  John enters the total tax, esti-erty was purchased in 1983 at a cost of
mated tax payments, and tax due from Form$250,000. It was depreciated using straightDisclosure of return information.  The debt-
1040 on Form 1041. He completes the identifi-line depreciation and the total depreciation al-or’s income tax returns for the year the bank-
cation area at the top of Form 1041, then signslowed or allowable as of the date of sale wasruptcy case begins and for earlier years are,
and dates the return.$100,000. Additionally, $25,000 of selling ex-upon written request, open to inspection by or
Form 1041, page 1 for Thomas Smith Bank-penses was incurred. He reports the gain ordisclosure to the trustee. If the bankruptcy
ruptcy Estateloss from the sale on Form 4797. He com-case was not voluntary, disclosure cannot be

pletes the form and enters the gain on Sched- Form 1040, page 1 for Thomas Smithmade before the bankruptcy court has entered
ule D (Form 1040). Banruptcy Estatean order for relief, unless the court rules that

Form 1040, page 2 for Thomas Smith Bank-the disclosure is needed for determining
ruptcy Estatewhether relief should be ordered. Form 2119.  Mr. Smith’s former residence was
Schedule A (Form 1040) for Thomas SmithFor information concerning the disclosure sold on September 30, 1993. The sale price

of the bankruptcy estate’s tax return see Dis- Bankruptcy Estatewas $200,000, the selling expenses were
closure of return information, earlier, under In- Schedule B (Form 1040) for Thomas Smith$20,000 and his adjusted basis was $130,000.
dividual Debtor’s Responsibilities. Bankruptcy EstateJohn enters this information on Form 2119.

Schedule D (Form 1040) for Thomas SmithJohn completes Form 2119 and enters the
Bankruptcy Estategain on Schedule D (Form 1040).Example. Schedule E (Form 1040), page 1 for Thomas
Smith Bankruptcy Estate

On December 15, 1992, Thomas Smith filed a Schedule D (Form 1040).  John completes Form 2119 for Thomas Smith Bankruptcy
bankruptcy petition under chapter 7. John Schedule D, taking into account the $250,000 EstateBlack was appointed trustee to administer the capital loss carryover from 1992 ($253,000 Form 4797, page 1 for Thomas Smith Bank-estate and to distribute the assets. transferred to the estate minus $3,000 used on ruptcy EstateThe estate received the following assets the estate’s 1992 return). He enters the results Form 4797, page 2 for Thomas Smith Bank-from Mr. Smith: on Form 1040. ruptcy Estate

Form 4562 for Thomas Smith Bankruptcy1) A $100,000 certificate of deposit,
EstateForm 1040, page 1.  John completes page 1
Form 982 for Thomas Smith Bankruptcy2) Commercial rental real estate with a fair of the 1040 and enters the adjusted gross in-
Estatemarket value of $300,000, and come on the first line of Form 1040, page 2.
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Capital Loss Carryover Worksheet (keep for your records)

Use this worksheet to figure your capital loss carryovers from 1993 to 1994 if
Schedule D, line 19, is a loss and (a) that loss is a smaller loss
than the loss on Schedule D, line 18, or (b) Form 1040, line 35, is a loss.

1. Enter the amount from Form 1040, line 35. If a loss, enclose the amount in pare
ntheses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1. 18,350
2. Enter the loss from Schedule D, line 19, as a positive amount . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2. 3,000
3. Combine lines 1 and 2. If zero or less, enter –0– . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3. 21,350
4. Enter the smaller of line 2 or line 3 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
 . . . . . . . . . . . . . 4. 3,000

Note: If line 8 of Schedule D is a loss, go to line 5; otherwise, skip lines 5 throug
h 9.
5. Enter the loss from Schedule D, line 8, as a positive amount . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.
6. Enter the gain, if any, from Schedule D, line 17. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.
7. Enter the amount from line 4 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
 . 7.
8. Add lines 6 and 7 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.
9. Short-term capital loss carryover to 1994. Subtract line 8 from line 5. If zero or less, enter –0– . . . . . . . . . . . . . . . . . . . . . . . . . . 9.

Note: If line 17 of Schedule D is a loss, go to line 10; otherwise, skip lines 10 thr
ough 14.
10. Enter the loss from Schedule D, line 17, as a positive amount . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10. 75,000
11. Enter the gain, if any, from Schedule D, line 8 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.
12. Subtract line 5 from line 4. If zero or less, enter –0– . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12. 3,000
13. Add lines 11 and 12 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13. 3,000
14. Long-term capital loss carryover to 1994. Subtract line 13 from line 10. If zero or less, enter –0– . . . . . . . . . . . . . . . . . . . . . . . . 14. 72,000
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that would qualify under section 354 or 355 ex- remedies within the Service have been ex-
cept that other property or money besides the hausted, the tax issue may be litigated either inPartnerships and
permitted stock or securities is received by the the bankruptcy court or in the U.S. Tax Court,

Corporations shareholder, gain is recognized by the share- as explained in the following discussion.
holder only to the extent of the money and theA separate taxable estate is not created when
fair market value of the other property re- Request for prompt determination of tax li-a partnership or corporation files a bankruptcy
ceived. No loss is recognized in this situation. ability by the trustee.  The trustee of thepetition. The court appointed trustee is, how-

bankruptcy estate may request a determina-ever, responsible for filing the regular income
tion of any unpaid liability of the estate for taxFiling Requirements tax returns on Form 1065 or Form 1120.
incurred during the administration of the caseThe filing requirements of a corporation in-
by the filing of a tax return and a request forvolved in bankruptcy proceedings do notPartnerships such a determination with the Internal Reve-change. However, the filing of required returns
nue Service. Unless the return is fraudulent orThe filing requirements for a partnership in becomes the responsibility of an appointed
contains a material misrepresentation, thebankruptcy proceedings do not change. How- trustee, receiver, or a debtor-in-possession,
trustee, the debtor, and any successor to theever, the filing of required returns becomes the rather than a corporate officer.
debtor are discharged from liability for the taxresponsibility of an appointed trustee, re-
upon payment of the tax:ceiver, or a debtor-in-possession rather than a Exemption from tax return filing.  If you are

general partner. a trustee, receiver, or an assignee of a corpo- 1) As determined by the Internal Revenue
A partnership’s debt that is canceled be- ration that is in bankruptcy, receivership, dis- Service,

cause of bankruptcy is not included in the part- solution, or in the hands of an assignee by
2) As determined by the bankruptcy court,nership’s income. It may or may not be in- court order, you may apply to your IRS District

after the completion of the IRS examina-cluded in the individual partners’ income. See Director for relief from filing federal income tax
tion, orPartnerships, later under Debt Cancellation. returns for the corporation. To qualify, the cor-

poration must have ceased business opera- 3) As shown on the return, if the IRS does
tions and must have neither assets nor not:Corporations 
income. a) Notify the trustee within 60 days afterThe following discussion covers only the high- Your request to the District Director must the request for the determination thatlights of the bankruptcy tax rules applying to include the name, address, and employer the return has been selected for exami-corporations. Because the details of corporate identification number of the corporation and a nation, orbankruptcy reorganizations are beyond the statement of the facts (with any supporting

scope of this publication, you may want to b) Complete the examination and notifydocuments) showing why you need relief from
seek the help of a professional tax advisor. the trustee of any tax due within 180the filing requirements. You must also include

See Corporations under Debt Cancellation, days after the request (or any additionala statement that you are making the request
for information about a corporation’s debt can- time permitted by the bankruptcy court).and furnishing the information under penalties
celed because of bankruptcy. of perjury. The District Director will act on your

Making the request for determination.request within 90 days.
Tax-Free Reorganizations To request a prompt determination of any un-

paid tax liability of the estate, the trustee mustThe tax-free reorganization provisions of the Personal Holding
file a written application for the determinationInternal Revenue Code apply to a transfer by a Company Tax  
with the IRS District Director for the district incorporation of all or part of its assets to another A corporation that is subject to the jurisdiction
which the bankruptcy case is pending. The ap-corporation in a title 11 or similar case, but only of the court in a title 11 or similar case is ex-
plication must be submitted in duplicate andif, under the reorganization plan, stock or se- empt from the personal holding company tax,
executed under the penalties of perjury. Thecurities of the corporation to which the assets unless the main reason for beginning or con-
trustee must submit with the application an ex-are transferred are distributed in a transaction tinuing this case is to avoid paying this tax. A
act copy of the return (or returns) filed by thequalifying under IRC section 354, 355, or 356. ‘‘title 11 or similar case’’ is defined earlier
trustee with the IRS for a completed tax period,A ‘‘title 11 or similar case,’’ for this purpose, under Tax-Free Reorganizations.
and a statement of the name and location ofis a bankruptcy case under title 11 of the
the office where the return was filed. On theUnited States Code, or a receivership, foreclo-
envelope write ‘‘Personal Attention of the Spe-sure, or similar proceeding in a federal or state
cial Procedures Function. DO NOT OPEN INcourt, but only if the corporation is under the ju- Tax Procedures  
MAILROOM.’’risdiction of the court in the case and the trans-

The following section discusses the proce- The IRS examination function will notify thefer of assets is under a plan of reorganization
dures for determining the amount of tax due trustee within 60 days from receipt of the appli-approved by the court. In a receivership, fore-
from the debtor or the bankruptcy estate, pay- cation whether the return filed by the trusteeclosure, or similar proceeding before a federal
ing the tax claim, and obtaining a discharge of has been selected for examination or has beenor state agency involving certain financial insti-
the tax liability. accepted as filed. If the return is selected fortutions, the agency is treated as a court.

examination, it will be examined as soon asGenerally, section 354 provides that no
Determination of Tax possible. The examination function will notifygain or loss is recognized if a corporation’s

the trustee of any tax due within 180 days fromstock is exchanged solely for stock or securi- The first step in the determination of the tax
receipt of the application or within any addi-ties in the same or another corporation under a due is filing a return. As an individual bankrupt
tional time permitted by the bankruptcy court.qualifying reorganization plan. In this case, debtor, you file a Form 1040 for the tax year in-

shareholders in the bankrupt corporation volved, and the trustee of your bankruptcy es-
would recognize no gain or loss if they ex- tate files a Form 1041, as explained earlier Bankruptcy court jurisdiction.   Generally,
change their stock solely for stock or securities under Individuals in Chapter 7 or Chapter 11 the bankruptcy court has authority to deter-
of the corporation acquiring the bankrupt’s Proceedings. A bankrupt corporation, or a re- mine the amount or legality of any tax imposed
assets. ceiver, bankruptcy trustee, or assignee having on the debtor or the estate, including any fine,

Section 355 generally provides that no gain possession of, or holding title to, substantially penalty, or addition to tax, whether or not the
or loss is recognized by a shareholder if a cor- all the property or business of the corporation, tax was previously assessed or paid.
poration distributes solely stock or securities of files a Form 1120 for the tax year. The bankruptcy court does not have au-
another corporation that the distributing corpo- After the return is filed, the Internal Reve- thority  to determine the amount or legality of
ration controls immediately before the distribu- nue Service may redetermine the tax liability a tax, fine, penalty, or addition to tax that was
tion. Section 356 provides that in an exchange shown on the return. When the administrative contested before and finally decided by a court
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or administrative tribunal of competent juris- bankruptcy court upon your request, the re- which will be affected by information on the
diction (that became res judicata) before the quest of the IRS, or the request of any other return.
date of filing the bankruptcy petition. party in interest. Because the bankruptcy court

Also, the bankruptcy court does not have has power to lift the stay and allow you to begin Payment of Tax Claim  
authority to decide the right of the bankruptcy or continue a Tax Court case involving your tax

After the filing of a bankruptcy petition and dur-estate to a tax refund until the trustee of the es- liability, the bankruptcy court has, in effect,
ing the period the debtor’s assets or those oftate properly requests the refund from the In- during the pendency of the stay, the sole au-
the bankruptcy estate are under the jurisdic-ternal Revenue Service and either the Service thority to determine whether the tax issue is
tion of the bankruptcy court, these assets aredetermines the refund or 120 days pass after decided in the bankruptcy court itself or in the
not subject to levy. The Internal Revenue Ser-the date of the request. Tax Court.
vice may file a proof of claim in the bankruptcyIf you (the debtor) have already claimed a Suspension of time for filing.  In any
court the same way as other creditors. Thisrefund or credit for an overpayment of tax on a bankruptcy case, the 90–day period for filing a
claim may be presented to the bankruptcyproperly filed return or claim for refund, the Tax Court petition, after the issuance of the
court even though the taxes have not yet beentrustee may rely on that claim. Otherwise, if the statutory notice of deficiency, is suspended for
assessed or are subject to a Tax Courtcredit or refund was not claimed by you, the the time you are prevented from filing the peti-
proceeding.trustee may make the request by filing the ap- tion because of the bankruptcy case, and for

propriate original or amended return or form 60 days thereafter. However, even if the statu-
Seventh priority taxes.  In bankruptcy, thewith the District Director for the district in which tory notice was issued before the bankruptcy
debtor’s debts are assigned priorities for pay-the bankruptcy case is pending. On the return petition was filed, the suspension exists if any
ment. Most of the prepetition tax debts areor claim for refund write ‘‘Personal Attention of part of the 90–day period remained at the date
classified as seventh priority claims. Gener-the Special Procedures Function. DO NOT the bankruptcy petition was filed.
ally, prepetition taxes are certain income andOPEN IN MAILROOM.’’ Trustee may intervene.  The trustee of
other taxes that the debtor is considered toThe appropriate form for the trustee to use your bankruptcy estate in any title 11 bank-
owe before he or she files a bankruptcyin making the claim for refund is as follows: ruptcy case may intervene, on behalf of the es-
petition.tate, in any proceeding in the U.S. Tax Court to1) For income taxes for which an individual The following federal taxes, if unsecured,which you are a party.debtor had filed a Form 1040, Form are prepetition seventh priority taxes of the

1040A, or Form 1040EZ, the trustee government:Assessment of tax.   After the determinationshould use a Form 1040X, Amended U.S.
of a tax by either the bankruptcy court or the 1) Income taxes for tax years ending on orIndividual Income Tax Return.
U.S. Tax Court, the Internal Revenue Service before the date of filing the bankruptcy pe-

2) For income taxes for which a corporate may assess the tax against the estate, or tition, for which a return is due (including
debtor had filed a Form 1120, the trustee against you or your successor, subject to ap- extensions) within 3 years of the filing of
should use a Form 1120X, Amended U.S. plicable law. the bankruptcy petition.
Corporation Income Tax Return.

2) Income taxes assessed within 240 days
Immediate assessments.  In bankruptcy situ-3) For income taxes for which a debtor had before the date of filing the petition. This
ations, the Internal Revenue Service has lim-filed a form other than Form 1040, Form 240–day period is increased by any time,
ited authority to immediately assess tax defi-1040A, Form 1040EZ, or Form 1120, the plus 30 days, during which an offer in
ciencies, without fol lowing the normaltrustee should use the same type of form compromise with respect to these taxes
procedure under which it issues a deficiencythat the debtor had originally filed, and was pending, that was made within 240
notice. In a bankruptcy case, an immediate as-write ‘‘Amended Return’’ at the top of the days after the assessment.
sessment of tax may be made for a tax liabilityform.

3) Income taxes that were not assessedincurred by the debtor’s estate, or on the
4) For taxes other than income taxes for before the petition date, but were assess-debtor, if the liability for the tax has been finally

which the debtor had filed a return, the able as of the petition date, unless thesedecided (has become res judicata) in the
trustee should use a Form 843, Claim for taxes were still assessable solely be-bankruptcy case. No purpose would be served
Refund and Request for Abatement, at- cause no return, a late return (within 2by requiring issuance of a deficiency notice
taching an exact copy of any return that is years of the filing of the bankruptcy peti-prior to assessment of taxes imposed on the
the subject of the claim along with a state- tion), or a fraudulent return was filed.bankruptcy estate, or on the debtor when the
ment of the name and location of the of- liability has been finally determined in the 4) Withholding taxes for which you are liablefice where the return was filed. bankruptcy court, because in neither case can in any capacity.

5) For overpayment of taxes of the bank- the issue be litigated in the Tax Court.
5) Employer’s share of employment taxes onruptcy estate incurred during the adminis-

wages, salaries, or commissions (includ-tration of the case, the trustee may Statute of limitations for assessment.   In a
ing vacation, severance, and sick leavechoose to use a properly executed tax re- title 11 bankruptcy case, the period of limita-
pay) paid as priority claims under 11 USCturn (for income taxes, a Form 1041) as a tions for assessment of tax (generally, 3 years
507(a)(3) or for which a return is dueclaim for refund or credit. after the later of the date the return was due or
within 3 years of the filing of the bank-was filed) is suspended for the period during
ruptcy petition, including a return forThe IRS examination function, if requested which the Internal Revenue Service is prohi-
which an extension of the filing date wasby the trustee or debtor in possession as dis- bited, because of the bankruptcy case, from
obtained.cussed later, will examine the appropriate making the assessment,  plus 60 days

6) Excise taxes on transactions occurringamended return, claim, or original return filed thereafter.
before the date of filing the bankruptcy pe-by the trustee on an expedite basis, and will
tition, for which a return, if required, is duecomplete the examination and notify the trus- Disclosure of return information.   In bank-
(including extensions) within 3 years oftee of its decision within 120 days from the ruptcy cases other than those of individuals fil-
the filing of the bankruptcy petition. If a re-date of filing of the claim. ing under chapter 7 or 11, and in receivership
turn is not required, these excise taxes in-proceedings where substantially all the debt-
clude only those on transactions occur-Tax Court jurisdiction.  The filing of a bank- or’s property is in the hands of the receiver,
ring during the 3 years immediately beforeruptcy petition automatically results in a stay current and earlier returns of the debtor are,
the date of filing the petition.(suspension) of any U.S. Tax Court proceed- upon written request, open to inspection by or

ing to determine your tax liability as the debtor. disclosure to the trustee or receiver, but only if
This stay continues until one of the acts re- the Internal Revenue Service finds that the Priority of payment.  For a chapter 7 case,
moving it occurs. The stay may be lifted by the trustee or receiver has a material interest the preceding seventh priority prepetition
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taxes may be paid out of the assets of the credit may be taken against the federal unem- in Publication 525, Taxable and Nontax-
ployment tax. able Income.bankruptcy estate to the extent there are as-

sets remaining after paying the claims of se- However, for any unemployment tax on 2) The cancellation of debt that would have
cured creditors and other creditors having wages paid by the trustee of a title 11 bank- been deductible if paid. See Canceled
higher priority claims. ruptcy estate, if the failure to pay the state un- debt in Chapter 7 of Publication 334, Tax

employment contributions on time was withoutDifferent rules apply to payment of seventh Guide for Small Business.
fault by the trustee, the full amount of the creditpriority prepetition taxes under chapters 11,

3) The reduction of a debt by the seller ofis allowed.12, and 13:
property if the debt arose from the

1) In chapter 11, the debtor can pay these purchase of the property. See CanceledStatute of limitations for collection.   In a ti-taxes over a period of 6 years from the debt in Chapter 7 of Publication 334.tle 11 bankruptcy case, the period of limita-date of assessment, including interest,
tions for collection of tax (generally, 10 years

2) In chapter 12, the debtor can pay such tax The exclusions are discussed next.after assessment) is suspended for the period
claims in deferred cash payments over during which the Internal Revenue Service is
time, and prohibited from assessing or collecting, plus 6 Exclusions 

months thereafter.3) In chapter 13, the debtor can pay such Do not include a canceled debt in gross in-
taxes over 3 years (or over 5 years with come if any of the following situations apply:

Discharge of Unpaid Tax court approval).
• The cancellation takes place in a bankruptcy

Debts are divided into two categories; dis- case under the U.S. Bankruptcy Code. See
chargeable and nondischargeable. Discharge- Bankruptcy case exclusion, later.Certain taxes are assigned a higher priority able debts are those that the debtor is no

• The cancellation takes place when you arefor payment. Taxes incurred during adminis- longer personally liable to pay after the bank-
insolvent (see Insolvency exclusion, later),tration by the bankruptcy estate are paid first, ruptcy proceedings are concluded. Nondis-
and the amount excluded is not more thanas administrative expenses. Taxes arising in chargeable debts are those that are not can-
the amount by which you are insolvent.celed because of the bankruptcy proceedings.the ordinary course of your business or finan-

The debtor remains personally liable for theircial affairs in an involuntary bankruptcy case, • The canceled debt is qualified farm debt
payment.after the filing of the bankruptcy petition but (debt incurred in operating a farm). See

before the earlier of the appointment of a trus- As a general rule, there is no discharge for Chapter 4 of Publication 225, Farmer’s Tax
tee or the order for relief are included in the you as an individual debtor at the termination Guide.

of a bankruptcy case for the second and sev-second priority of payment. The employee’s
• The canceled debt is qualified real propertyenth priority taxes described earlier, or forportion of the employment taxes on the first

business indebtedness (certain debt con-taxes for which no return, a late return (filed$2,000 described in (5) above is included in
nected with business real property). Seewithin 2 years of the filing of the bankruptcy pe-the third priority.
Chapter 7 of Publication 334.tition), or a fraudulent return was filed. How-

ever, claims against you for other taxes pre-Relief from penalties.   A penalty for failure to
Order of exclusions.  If the cancellation ofdating the bankruptcy petition by more than 3pay tax, including failure to pay estimated tax,
debt occurs in a Title 11 bankruptcy case, theyears may be discharged. However, if the IRSwill not be imposed for any period during which
bankruptcy exclusion takes precedence overhas a lien on the debtor’s property, this prop-a title 11 bankruptcy case is pending, under
the insolvency, qualified farm debt, or qualifiederty may be seized to collect discharged taxthe following conditions. If the tax was incurred

debts. rea l  proper ty  bus iness indebtednessby the bankruptcy estate, the penalty will not
exclusions.be imposed if the failure to pay resulted from

To the extent that the taxpayer is insolvent,Exception for individuals with regular in-an order of the court finding probable insuffi-
the insolvency exclusion takes precedencecome.  If you complete all payments under aciency of funds of the estate to pay administra-
over qualified farm debt or qualified real prop-chapter 13 debt adjustment plan for an individ-tive expenses. If the tax was incurred by you
erty business indebtedness exclusions.ual with regular income, the court may grantas the debtor, the penalty will not be imposed

you a discharge of debts, including a dis-if:
charge of the second and seventh priority Bankruptcy case exclusion.  A bankruptcy1) The tax was incurred before the earlier of prepetition taxes described earlier. However, if case is a case under title 11 of the Unitedthe order for relief or (in an involuntary you fail to complete all payments under the States Code, but only if the debtor is under thecase) the appointment of a trustee, and plan, these taxes are not discharged although jurisdiction of the court and the cancellation of
the court may grant a discharge of other debts2) The bankruptcy petition was filed before the debt is granted by the court or occurs as a
in limited circumstances.the due date for the tax return (including result of a plan approved by the court.

extensions) or the date for imposing the None of the debt canceled in a bankruptcy
penalty occurs on or after the day the case is included in your gross income in the
bankruptcy petition was filed. year canceled. Instead, certain losses, credits,Debt Cancellation and basis of property must be reduced by the

This relief from the failure-to-pay penalty amount of excluded income (but not belowIf a debt is canceled or forgiven, other than as
does not apply to any penalty for failure to pay zero). These losses, credits, and basis in prop-a gift or bequest, the debtor generally must in-
or deposit tax withheld or collected from others erty are called tax attributes and are discussedclude the canceled amount in gross income for

under Reduction of Tax Attributes, later.and required to be paid over to the U.S. gov- tax purposes. A debt includes any indebted-
ernment. Nor does it apply to any penalty for ness for which the debtor is liable or which at-
failure to timely file a return. Insolvency exclusion.  You are insolventtaches to property the debtor holds.

when, and to the extent, your liabilities exceed
the fair market value of your assets. DetermineFUTA credit.  An employer is generally al- Exceptions and Exclusions your liabilities and the fair market value of yourlowed a credit against the federal unemploy-

There are several exceptions and exclusions assets immediately before the cancellation ofment tax (FUTA) for contributions made to a
from the inclusion of canceled debt in income. your debt to determine whether or not you arestate unemployment fund, if the contributions
The exceptions include: insolvent and the amount by which you areare paid by the last day for filing an unemploy-

insolvent.ment tax return for the tax year. If the contribu- 1) The cancellation of a student loan for a
Exclude from your gross income debt can-tions to the state fund are paid after that date, student required to work for certain em-

celed when you are insolvent, but only up togenerally only 90% of the otherwise allowable ployers. See Cancellation of student loan

Page 21



the amount by which you are insolvent. How- or credit carryover from the tax year of the debt under chapter 7 or 11) may choose to reduce
ever, you must use the amount excluded to re- cancellation. This only applies to debt can- the basis of depreciable property before re-
duce certain tax attributes, as explained later celed in tax years beginning after 1993. ducing any other tax attributes. However, this
under Reduction of Tax Attributes. Foreign tax credit.  Last, reduce any car- reduction of the basis of depreciable property

ryover, to or from the tax year of the debt can- cannot be more than the total basis of depre-Example.  $4,000 of the Simpson Corpora-
cellation, of an amount used to determine the ciable property held at the beginning of the taxtion’s liabilities are cancelled outside bank-
foreign tax credit or the Puerto Rico and pos-ruptcy. Immediately before the cancellation, year fol lowing the tax year of the debt
session tax credit.the Simpson Corporation’s liabilities totaled cancellation.

$21,000 and the fair market value of its assets Depreciable property means any property
Amount of reduction.  Except for the creditwas $17,500. Because its liabilities were more subject to depreciation, but only if a reduction
carryovers, reduce the tax attributes listed ear-than its assets, it was insolvent. The amount of of basis will reduce the amount of depreciationlier one dollar for each dollar of canceled debtthe insolvency was $3,500 ($21,000 − or amortization otherwise allowable for the pe-that is excluded from income. Reduce the$17,500). riod immediately following the basis reduction.credit carryovers by 331/3 cents for each dollarThe corporation may exclude only $3,500 You may choose to treat as depreciable prop-of canceled debt that is excluded from income.of the $4,000 debt cancellation from income erty any real property that is stock in trade or is

because that is the amount by which it was in-
held primarily for sale to customers in the ordi-Making the reduction.  Make the required re-solvent. It must also reduce certain tax attrib-
nary course of trade or business. You mustductions in tax attributes after figuring the taxutes by the $3,500 of excluded income. The
generally make this choice on the tax return forfor the tax year of the debt cancellation. In re-remaining $500 of canceled debt must be in-
the tax year of the debt cancellation, and, onceducing net operating losses and capital losses,cluded in income.
made, you can only revoke it with IRS ap-first reduce the loss for the tax year of the debt

cancellation, and then any loss carryovers to proval. However, if you establish reasonableReduction of that year in the order of the tax years from cause, you may make the choice with an
which the carryovers arose, starting with theTax Attributes  amended return or claim for refund or credit.
earliest year. Make the reductions of credit Making elections.  Make the election toIf a debtor excludes canceled debt from in-
carryovers in the order in which the carryoverscome because it is canceled in a bankruptcy reduce the basis of depreciable property
are taken into account for the tax year of thecase or during insolvency, he or she must use before reducing other tax attributes as well as
debt cancellation.the excluded amount to reduce certain ‘‘tax at- the election to treat real property inventory as

tributes.’’ Tax attributes include the basis of depreciable property, on Form 982, Reduction
Individuals under chapter 7 or chapter 11.certain assets and the losses and credits listed of Tax Attributes Due to Discharge of Indebt-
In an individual bankruptcy under chapter 7next. By reducing these tax attributes, tax on edness (and Section 1082 Basis Adjustment).
(liquidation) or chapter 11 (reorganization) ofthe canceled debt is in part postponed instead
title 11 of the United States Code, the requiredof being entirely forgiven. This prevents an ex- Recapture of basis reductions.  If any basisreduction of tax attributes must be made to thecessive tax benefit from the debt cancellation.

in property is reduced under these provisionsattributes of the bankruptcy estate, a separateIf a separate bankruptcy estate was cre-
and is later sold or otherwise disposed of at ataxable entity resulting from the filing of theated, the trustee or debtor-in-possession must
gain, the part of the gain that is attributable tocase. Also, the trustee of the bankruptcy es-reduce the estate’s attributes (but not below 0)
this basis reduction is taxable as ordinary in-tate must make the choice of whether to re-by the canceled debt. See Individuals under
come. Figure the ordinary income part byduce the basis of depreciable property firstchapter 7 or chapter 11, later.

before reducing other tax attributes. See the treating the amount of this basis reduction as a
discussion of The Bankruptcy Estate, earlier. depreciation deduction and by treating anyOrder of reduction.   Generally, use the

such basis-reduced property that is not al-amount of canceled debt to reduce the tax at-
Basis Reduction  ready either section 1245 or section 1250tributes in the order listed below. However, you

property as section 1245 property. In the casemay choose to use all or a part of the amount If any amount of the debt cancellation is used
of canceled debt to first reduce the basis of de- to reduce the basis of assets as discussed of section 1250 property, make the determina-
preciable property before reducing the other under Reduction of Tax Attributes, the follow- tion of what would have been straight line de-
tax attributes. This choice is discussed later. ing rules apply to the extent indicated. preciation as though there had been no basis

Net operating loss.  First, reduce any net reduction for debt cancellation. Sections 1245
operating loss for the tax year in which the When to make the basis reduction.  Make and 1250 and the recapture of gain as ordinary
debt cancellation takes place, and any net op- the reduction in basis at the beginning of the income are explained in Chapter 4, Disposi-
erating loss carryover to that tax year. tax year following the tax year of the debt can- tions of Depreciable Property, in Publication

General business credit carryovers. cellation. The reduction applies to property 544, Sales and Other Dispositions of Assets.
Second, reduce any carryovers, to or from the held at that time.
tax year of the debt cancellation, of amounts

Partnerships  used to determine the general business credit. Bankruptcy and insolvency reduction limit.
Minimum tax credit.  Third, reduce any The reduction in basis because of canceled If a partnership’s debt is canceled because of

minimum tax credit that is available as of the debt in bankruptcy or in insolvency cannot be bankruptcy or insolvency, the rules for the ex-
beginning of the tax year following the tax year more than the total basis of property held im- clusion of the canceled amount from gross in-
of the debt cancellation. This only applies to mediately after the debt cancellation, minus come and for tax attribute reduction are ap-
debt canceled in tax years beginning after the total liabilities immediately after the cancel- plied at the individual partner level. Thus, each
1993. lation. This limit does not apply if an election is

partner’s share of debt cancellation incomeCapital losses.  Fourth, reduce any net made to reduce basis before reducing other at-
must be reported on the partner’s return un-capital loss for the tax year of the debt cancel- tributes. This election is discussed later.
less the partner meets the bankruptcy or insol-lation, and any capital loss carryover to that
vency exclusions explained earlier. Then allyear. Exempt property under title 11.  If debt is
choices, such as the choices to reduce the ba-Basis.  Fifth, reduce the basis of your prop- canceled in a bankruptcy case under title 11 of
sis of depreciable property before reducingerty as described under Basis Reduction, the United States Code, make no reduction in
other tax attributes, to treat real property in-later. This reduction applies to the basis of basis for property that the debtor treats as ex-
ventory as depreciable property, and to endboth depreciable and nondepreciable empt property under section 522 of title 11.
the tax year on the day before filing the bank-property.
ruptcy case, must be made by the individualPassive activity loss and credit carry- Election to reduce basis first.  You (the es-
partners, not the partnership.overs.  Sixth, reduce any passive activity loss tate in the case of an individual bankruptcy
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Depreciable property.  For purposes of re- 2) The value of stock received by the credi- If there is a deficit in the corporation’s earn-
ducing the basis of depreciable property in at- ings and profits and the interest of any share-tor in exchange for cancellation of the
tribute reduction, a partner treats his or her holder of the corporation is terminated or extin-debt is less than half the value of the stock
partnership interest as depreciable property to guished in a title 11 or similar case (definedthat the creditor would receive if all the
the extent of the partner’s proportionate inter- earlier), the deficit must be reduced by ancorporation’s unsecured creditors taking
est in the partnership’s depreciable property. amount equal to the paid-in capital allocable topart in the workout received a pro rata
This applies only if the partnership makes a the shareholder’s terminated or extinguishedamount of stock issued.
corresponding reduction in the partnership’s interest.
basis in its depreciable property with respect to A corporation that is in bankruptcy or to the ex-
the partner. tent that it is insolvent can exclude the debt S Corporations  

cancellation income but it must reduce its tax For S corporations, the rules for excluding in-
Partner’s basis in partnership.  The alloca- attr ibutes (to the extent i t  has any). A come from debt cancellation because of bank-
tion of an amount of debt cancellation income ‘‘workout’’ includes a title 11 bankruptcy case ruptcy or insolvency apply at the corporate
to a partner results in that partner’s basis in the or other transaction or series of transactions level.
partnership being increased by that amount. involving a significant restructuring of the debt
At the same time, the reduction in the partner’s of a corporation in financial difficulty. Net operating losses.  A loss or deduction
share of partnership liabilities caused by the See IRS Regulation 1.108–1 and Revenue that is disallowed for the tax year of the debt
debt cancellation results in a deemed distribu- Procedure 94–26 for rules that can help you cancellation because it exceeds the share-
tion, in turn resulting in a reduction of the part- determine if an exchange of stock for debt holders’ basis in the corporation’s stock and
ner’s basis in the partnership. These basis ad- qualifies for the stock for debt exception. debt is treated as a net operating loss for that
justments are separate from any basis Example 1.  Mr. Smith, a creditor, held tax year in making the required reduction of tax
reduction under the attribute-reduction rules $1,000 of unsecured debt against a debtor cor- attributes for the amount of the canceled debt.
described earlier. poration. In 1993, debtor corporation filed a

chapter 11 bankruptcy proceeding. In 1994, in Example of
accordance with a confirmed plan of reorgani-Corporations  

Tax Attribute Reduction  zation, the corporation fully satisfied $10,000Corporations in a bankruptcy proceeding or in-
of its unsecured debt by the transfer of $6,000 The sample filled-in Form 982, Reduction ofsolvency generally follow the same rules for
(60% of the debt canceled) of its stock to credi- Tax Attributes Due to Discharge of Indebted-debt cancellation and reduction of tax attrib-
tors. Mr. Smith must receive at least $300 ness (and Section 1082 Basis Adjustment),utes as an individual or individual bankruptcy
($1,000 × 60% = $600 × 50%) of stock in satis- shown in this publication is based on the fol-estate would follow. However, a different rule
faction of his claim in order for the debtor cor- lowing situation.may exist when a corporation’s stock is trans-
poration to rely on the rule that it has no debt Tom Smith is in financial difficulty, but heferred in exchange for its own debt. This stock
discharge amount with respect to the cancella- has been able to avoid declaring bankruptcy.for debt exception is repealed for transfers
tion of Mr. Smith’s claim in exchange for stock. In 1993, he reached an agreement with hismade after 1994 unless the corporation filed
If Mr. Smith receives only $100 of stock for his creditors, whereby they agreed to forgivefor bankruptcy (or a similar court proceeding)
$1,000 debt, then the debtor corporation will $10,000 of the total that he owed them, in re-before 1994. The principal difference between
have a debt discharge amount of $900 with re- turn for his setting up a schedule for repay-the stock for debt exception and the general
spect to Mr. Smith.  Because the corporation is ment of the rest of his debts.treatment is that the corporation does not re-
in bankruptcy, it does not include the $900 in Immediately before the debt cancellation,duce its tax attributes under the stock for debt
income. However, it must reduce its tax attrib- Tom’s liabilities totaled $120,000 and the fairexception.
utes, if any, by the $900 amount. market value of his assets was $100,000 (his

total basis in all these assets was $90,000). AtExample 2.  The facts are the same as inStock for Debt Rules  
the time of the debt cancellation, he was con-Example 1, except that the corporation is notIf a corporation transfers its stock in satisfac- sidered insolvent by $20,000. He can excludebankrupt or insolvent. In this case, regardlesstion of indebtedness and the fair market value from income the entire $10,000 debt cancella-of the value of the stock Mr. Smith receives inof its stock is less than the indebtedness it tion because it was not more than the amountsatisfaction of the debt, the corporation real-owes, the corporation has income (to the ex- by which he was insolvent.izes debt cancellation income for Mr. Smith’stent of the difference) from the cancellation of Among Tom’s assets, the only depreciableclaim equal to the difference between theindebtedness. After 1994, a corporation can asset is a rental condominium with an adjusted$1,000 debt and the fair market value of theexclude all or a portion of the income created basis of $50,000. Of this, $10,000 is allocablestock transferred to him.by the stock for debt transfer if it is in a bank- to the land, leaving a depreciable basis ofExample 3.  Assume the same facts as areruptcy proceeding or, if not in a bankruptcy $40,000. During the tax year of the debt can-

in example 1, except that the corporation filedproceeding, it can exclude the income to the cellation, he had a net capital loss of $5,000
for bankruptcy in 1995. As the result of anyextent it is insolvent. However, the corporation resulting from sales of stock at a loss. He also
subsequent workout, the corporation must re-must reduce its tax attributes (to the extent it has a net operating loss carryover to this year

has any) by the amount of excluded income. duce its tax attributes by an amount equal to of $3,000 from a previous tax year.
the difference between the $1,000 debt and

Tom’s adjusted gross income for the year,
the fair market value of the stock transferred toStock for debt exception. Generally, before without considering the debt cancellation, the
him.1995, a corporation does not realize income capital loss, or the net operating loss carry-

because of such stock for debt exchanges if it over, is $20,000. He does not itemize deduc-
is in bankruptcy or to the extent it is insolvent. Earnings and Profits  tions, and he has no general business credit or
Consequently, there is no gross income to ex- The earnings and profits of a corporation do foreign tax credit arising in the year of the debt
clude and no reduction of its tax attributes is not include income from the discharge of in- cancellation or carried to this year.
necessary. This provision applies only to stock debtedness to the extent of the amount ap- Ordinarily, in applying the $10,000 debt
transferred before 1995 in satisfaction of its plied to reduce the basis of the corporation’s cancellation amount to reduce tax attributes,
debt, unless the bankruptcy (or a similar court property as explained earlier. Otherwise, dis- Tom would first eliminate his $3,000 net oper-
procedure) was filed before 1994. charge of indebtedness income, including ating loss carryover, and then his $5,000 net

De minimis exception.  The stock for debt amounts excluded from gross income, in- capital loss. He would then have $2,000 re-
exception does not apply if: creases the earnings and profits of the corpo- maining to apply to basis reduction, but would
1) The corporation issues nominal or token ration (or reduces a deficit in earnings and not have to reduce basis because his total ba-

shares, or sis in assets ($90,000) was less than his totalprofits).
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liabilities, immediately after the debt cancella- to reduce the basis of his depreciable property the basis reduction will be taxable as ordinary
tion ($120,000 − $10,000 = $110,000). before making other tax attribute reductions. income.

However, Tom figures that it is better for Tom elects to reduce basis first. Therefore, Tom must file Form 982, as shown here,
him to preserve his current deductions of he can reduce the depreciable basis of his with his individual return (Form 1040) for the
$3,000 for the net operating loss carryover and rental condominium (his only depreciable as- tax year of the debt discharge. In addition, he
$3,000 for the net capital loss, plus the $2,000 set) by $10,000. The tax effect of doing this will must attach a statement describing the debt
capital loss carryover ($5,000 − $3,000) to the be to reduce his depreciation deductions for cancellation transaction and identifying the
following year. (Only $3,000 of a net capital years following the year of the debt cancella- property to which the basis reduction applies.
loss can be applied to offset other income in tion. However, if he later sells the condomin- This statement is not illustrated.
any one tax year.) He can do this by choosing ium at a gain, the part of the gain attributable to Form 982 for Tom Smith
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