UNI TED STATES COURT OF APPEALS
For the Fifth Crcuit

No. 97-60850

2925 BRI ARPARK, LTD., JAMES C. MOTLEY,
TAX MATTERS PARTNER

Peti ti oners-Appel | ants,
VERSUS
COWM SSI ONER OF | NTERNAL REVENUE

Respondent - Appel | ee.

Appeal fromthe Decision of the
United States Tax Court

January 6, 1999
Bef ore REYNALDO G GARZA, STEWART, and PARKER, Circuit Judges.
PER CURI AM

| . FACTUAL AND PROCEDURAL BACKGROUND

In 1981, Briarpark was organi zed as a Texas limted
partnership (“the partnership”). Janmes C. Mtley (“Mtley”) was
a general partner. During 1983 and 1984, the partnership
acquired a three-acre parcel of |land at 2925 Bri arpark Road,
Houston, Texas (“the property”) and constructed a 12-story office
building on it. On Septenber 27, 1983, the partnership borrowed
$21, 600, 000 fromInterFirst Bank Houston, N A (“InterFirst”) to
finance the acquisition of the property and the construction of

the building. WMtley personally guaranteed the principal,



interest, penalties and fees on the | oan.

By Decenber 31, 1986, the outstanding principal and accrued
i nterest due on the | oan was $24, 700, 000. On May 28, 1987, the
partnership and InterFirst nodified and extended the original
| oan pursuant to a nodified | oan agreenent. At the tine,
InterFirst estimated that the fair market value of the property
was approxi mately $17,000,000. The original |oan was converted
froma recourse to a nonrecourse obligation, and accrued but
unpaid interest in the amount of $3,100,000 was capitalized.
Mot | ey’ s personal obligation under his guarantee was limted to
$5, 000, 000. Also on May 28, 1987, Briarpark obtained a
$1, 500, 000 I oan for tenant inprovenents (“build-out |loan”) on a
nonr ecour se basi s.

By January 21, 1988, First Republic Bank Houston, N. A
(“First Republic”) becane the successor in interest to
InterFirst. The Federal Deposit |nsurance Corporation, as
recei ver for First Republic, assigned the nodified | oan and the
built-out loan to NCNB Texas National Bank (“NCNB").

During March of 1989, Briarpark submtted an application to
NCNB seeking to nodify the |oans to allow a cash sale of the
building. In the summer of 1988, at the suggestion of the bank,
Mot | ey placed the building on the market, and in March of 1989,
he brought to the bank several simlar proposals for the sale of
the property. At that time, the bank considered as avail abl e
options: (1) liquidation in the event of a default (but at that
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time there was no default); (2) refinancing (which was not an
“easily obtained alternative at the level of the debt”); and (3)
a sale/settlenent, the |loan officer expressing the view that “the
bank will realize the highest value if the building is sold in
1989.” In NCNB' s view, the best proposal was a $12, 700, 000 cash
sale offer.

As of July 1989, Briarpark was in default on the loans. On
July 21, 1989, the partnership signed a sale agreenent to sel
the property to Dan Associates. The gross purchase price for the
property was $12, 200, 000. Dan Associ ates conditioned the
purchase of the property upon the partnership’s arrangi ng the
satisfaction or renoval of the encunbrances for consideration
paid to NCNB not in excess of $11,490,000. On July 31, 1989,
NCNB agreed to release its liens to allow the sale of the
property to Dan Associates for $12,200,000, with the proceeds
bei ng assigned to NCNB

On Cctober 5, 1989, Briarpark and Dan Associ ates anended the
sal e agreenent, reducing the gross sale price to $11, 600, 000.
Under the anmended agreenent, Briarpark was required to arrange
for the satisfaction of the |oans and renoval of the encunbrances
for consideration not exceedi ng $11, 036,000 plus a $175, 000
paynment by Mdtley in settlenent of his guarantee.

On Cctober 11, 1989, Mditley's liabilities exceeded his

assets by $13,497,675. On Cctober 16, 1989, NCNB agreed to all ow



t he cash sale of the property for $11, 600,000 and to settle with
Motl ey on his guarantee for $175, 000.

On Novenber 3, 1989, Briarpark, Mdtley, Dan Associates, and
NCNB entered into a conditional release agreenent. NCNB agreed
to rel ease the property fromall liens and security interests
upon satisfaction of the followi ng conditions: (1) the sale of
the property to Dan Associates for a m ninum gross sales price of
$11, 600, 000; (2) the assignnent of the greater of the net sale
proceeds or $11, 036,000 sal e proceeds to the bank, to be applied
agai nst the partnership’ s cash notes; (3) the transfer of the
partnership’ s cash reserves to the bank; and (4) Mtley’ s paynent
of $175,000 to the bank.

On Decenber 27, 1989, the outstandi ng bal ances of the
nodi fied and the build-out |oan were $24,562, 763 and $1, 019, 418,
respectively. Briarpark sold the property to Dan Associ ates for
$11, 600, 000. Briarpark incurred selling expenses of $554, 901.
Dan Associ ates paid the net sal es proceeds of $10,936,532 to
NCNB. The adjusted basis of the property was $11, 105, 733.

Al so on Decenber 27, 1989, NCNB rel eased the |iens agai nst
the property and rel eased Motley fromhis guarantee of the
nodi fied loan, in return for his paynent of $175,000 in cash.
The partnership transferred its cash reserves of $177,495 to
NCNB. As of Decenber 31, 1989, Briarpark had no assets and
ceased busi ness operations.

On its incone tax return for 1989, Briarpark reported
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cancel | ati on of indebtedness i ncone for $14, 468, 154 as a result
of the Novenber 3, 1989, conditional rel ease agreenent. The

reported anount was cal cul ated as foll ows:

Modi fi ed | oan bal ance $24, 562, 763
Bui | d- out | oan bal ance 1,019, 418
Total | oan Bal ance $25, 582, 181
Less sal e proceed from

Dan Associ at es <10, 936, 532>
Less cash reserves paid to NCNB <177, 495>
Net cancel |l ati on of i ndebtedness

i ncone $14, 468, 154

The partnership also reported a net loss on the sale of the
property in the anmount of $61, 245.

Upon audit, the Conm ssioner determ ned that the property
incorrectly reported di scharge of indebtedness incone under
|. R C 8§ 61(a)(12) on its return. The Conm ssioner asserts that
the partnership realized a gain fromdealings in property under
|. R C. 8§ 61(a)(3) because the amount of the discharged debt that
had encunbered the property was includable in the anount
realized. The Internal Revenue Service nailed to the partnership
a Notice of Final Partnership Adm nistrative Adjustnent (“FPAA")
proposing adjustnents to the partnership’s return to reflect
realized gain fromthe sale of $13,920,936, rather than the
reported | oss of $61,245 and to elim nate the reported

cancel | ati on of indebtedness incone.! Pursuant to the parties’

!Generally, where the taxpayer is insolvent inmediately
after the discharge of a debt, the resulting cancellation of the
i ndebt edness incone, ordinarily taxable under .R C. 8§ 61(a)(12),
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stipul ation,

t he Comm ssioner calculated the partnership’s

capital gain as foll ows:
Original |oan bal ance $24, 562, 763. 35
Bui | d- out | oan bal ance 1,019,417.65
Total | oan bal ance $25, 582, 181. 00
Less cl assing proceeds <10, 936, 531. 90>
Less cash reserves <177,495. 07>
Total amount of debt discharged $14, 468, 154. 03
Selling price $11, 600, 000. 00
Total amount of debt di scharged $14, 468, 154. 03
Total anount realized $26, 068, 154. 03
Total anount realized $26, 068, 154. 03
Adj usted Basi s and selling expenses <11, 660, 633. 31>
Capital @Gin $14, 407, 520. 72

The Tax Court agreed with the Conm ssioner that the
partnership had realized gains fromdealings in property under

|. R C. 8§ 61(a)(3) rather than discharge of indebtedness incone

under 8 61(a)(12). The court noted that, for purposes of 88§

61(a)(3) and 1001(b), “the anpbunt realized froma sale or other

i s excludable under § 108. Gains fromthe disposition of
property under 88 61(a)(3) and 1001, however, are not excludable
under 8§ 108. Cenerally, debt-discharge inconme is recognized at
the partnership level, while the exclusion of such incone under

| . R C. 8 108(a) and the concomitant attribute reduction under 8§
108(b) are applied at the partner level. See Gershkowtz v.
Comm ssioner, 88 T.C. 984 (1987). The tax consequences to an

i nsol vent partner of a partnership’s realizing discharge of

i ndebt edness i ncome woul d therefore becone apparent only on the
application of such a partnership itemto the individual
partner’s circunstances. However, it bears noting that Mtley’'s
distributive share of partnership incone and | oss was 83 percent,
and, while there is no snapshot of the financial standing

i medi ately after the discharge took place in Decenber of 1989,
the record does reflect that he had becone insol vent by Cctober
of 1989, before the sale took place.
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di sposition of property includes the anount of liabilities from
which the transferor is discharged as a result of the sale or

di sposition.” The court found that the sale of the property and
t he assignnent of sale proceeds and transfer of the partnership’ s
cash reserves to NCNB “has the sane practical effect as severa

ot her transactions which have been held to be a ‘sale or

exchange. According to the court, the transaction at issue “is
the functional equivalent of a foreclosure, reconveyance in |lieu
of foreclosure, abandonnent, or repossession” because “the
nmortgagor in each case is relieved of debt encunbering property
and also is relieved of the obligation to pay taxes and
assessnents agai nst the property.”

The court rejected the partnership’s argunent that NCNB
shoul d be regarded as having forgiven, independently of the sale,
t he excess of the $25,582,181 debt over the $11,114,027 in cash
received. Thus, the court disagreed with the partnership’s
assertion that anmount realized on the sale of the property to Dan
Associ ates was only $10, 936,532, or less than the partnership’s
adj usted basis in the property. Far frombeing “two i ndependent
events,” as the partnership argued, the court found the record to
be “replete with evidence” that the sale and the | oan di scharges
were the “result of a single transaction involving the sal e of
encunbered property.” The court reasoned as foll ows:

NCNB condi ti oned the di scharge of the | oans upon the

sale of the property, and Dan Associ ates conditioned
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t he purchase upon that discharge. At the end of the
day, NCNB had proceeds fromthe sale, Dan Associ ates
had the property, and Briarpark was relieved of the
entire balance of the loans. |In the foregoing context,
t he arrangenents anong NCNB, Dan Associ ates, and

Bri arpark enbodi ed a single transaction to sell the
property securing the | oans.

Thi s appeal foll owed.

1. STANDARD OF REVI EW

The Tax Court’s fact findings are reviewed for clear error
because they were based on docunentary evidence presented to the
court. See Pacific Enployers Ins. Co. v. MV Qoria, 767 F.2d
229, 235 (5th CGr. 1985)(citing Anderson v. Bessener Cty, 470
U S 564, 574 (1985)). A finding is clearly erroneous when the
reviewi ng court, upon reviewing all of the evidence, is left with
a firmconviction that a m stake has been commtted. Daniels
Tow ng Service, Inc. v. Nat Harrison Associates, Inc., 432 F.2d
103, 105 (5th G r. 1970)(citing McAIlister v. United States, 348
US 19, 20 (1954)). In reviewng the Tax Court’s
characterization of the transaction, this Court nust determ ne
whet her its decision was based on a reasonable interpretation of
“sal e or exchange.” Yarbro v. Conmm ssioner, 737 F.2d 479, 483,
486 (5th Gr. 1984). Finding that the transaction constitutes a
sal e or exchange woul d support the Tax Court’s concl usion that
the transaction was a gain fromdealing in property under 8§

61(a)(3).



I'11. DI SCUSSI ON

The question on appeal is whether the Tax Court erred by
hol ding that the partnership realized a gain fromdealings in
property in the amount of $14,407,520.72, rather than
cancel | ati on of indebtedness inconme in the anount of $14, 468, 154.

A. Internal Revenue Code Section 61
G oss | nconme

Section 61(a) of the Internal Revenue Code provides that
gross incone includes all incone from whatever source derived,
i ncluding “gains derived fromdealing in property” under
8 61(a)(3) and “incone from di scharge of indebtedness” under
8§ 61(a)(12). Section 1001(a), which governs the conputation of
gains fromdealings in property, provides that “the gain fromthe
sale or other disposition of property shall be the excess of the
anount realized therefromover the adjusted basis provided.”
Section 1001(b) defines “anpbunt realized” as “the sum of any
money received plus the fair market value of the property (other
t han noney) received.” The anount realized on a sale or
di sposition of property includes the amount of the liabilities
fromwhich the transferor is discharged as a result of the sale
or disposition. TReEAs. REG § 1.1001-2(a)(1); Conm ssioner V.

Tufts, 461 U S. 300, 306 (1983); Cox v. Comm ssioner, 68 F.3d

128, 134 (5th Gr. 1984); Yarbro, 737 F.2d at 484.



In the case of a property encunbered by nonrecourse
i ndebt edness, the anount realized on disposition includes the
entire anount of the nortgage on the property. Tufts, 461 U S
at 312; Yarbro, 737 F.2d at 484; See al so TrReas. Rec. 8§ 1.1001-
2(c)Exanple(7). The fact that the fair nmarket val ue of the
security at the tine of sale or disposition is |less than the
anopunt of the liabilities it secures “does not prevent the ful
anount of these liabilities frombeing treated as noney recei ved
fromthe sale or other disposition of the property.” TREAS. REG 8§
1.1001-2(b); Tufts, 461 U. S. at 310.

There is a distinction between what constitutes incone
realized fromthe “di scharge of indebtedness” under 8§ 61(a)(12)
and incone realized from®“gains derived fromdealing in property”
under 8 61(a)(3). Under 8§ 61(a)(12), a debtor nmay realize incone
fromthe discharge of indebtedness where his debt is cancel ed,
forgiven or otherw se discharged for I ess than the full anount of
the debt. The Suprene Court has held that when a nonrecourse
debt is forgiven, the debtor’s basis in the securing property is
reduced by the anount of debt canceled, and realization of incone
is deferred until the sale of the property. United States v.
Kirby Lunber Co., 284 U S. 1, 3 (1931); Fulton Gold Corp. v.

Comm ssioner, 31 B.T. A 519, 520 (1934). This interpretation
attributes incone only when assets are freed, therefore, an

i nsol vent debtor realizes inconme just to the extent his assets

10



exceed his liabilities after the cancellation. Tufts, 461 U S.
at 310 n. 11.

Section 61(a)(3) applies when a taxpayer agrees to surrender
the property in exchange for the cancellation of a debt. Under
this scenario, the transaction nmay be characterized as a sale or
exchange of property giving rise to incone under 8 61(a)(3) with
t he whol e anbunt of the cancel ed nonrecourse indebtedness being
i ncludable in the anmount realized under § 1001. Therefore, 8
61(a)(3) applies if the court determ nes that the transaction:
(1) relieved the tax payer-owner of his obligation to repay the
debt?; and (2) the tax payer is relieved of title of the
property. Yarbro 737 F.2d at 486.

B. Whether Briarpark’s Transaction Constitutes a
Sal e or Exchange for Tax Purposes.

2An essential point to renmenber is that the debt herein is
“nonrecourse debt.” Nonrecourse debt and recourse debt are
treated differently by certain sections of the Code. Case |aw
firmy establishes that when a taxpayer is relieved of
nonrecourse debt, his obligation is canceled and he realizes a
value. Tufts, 461 U. S. at 312. Determ ning whether that val ue
falls under 8 61(a)(3) or 8 61(a)(12) will further determ ne
whet her the insolvent petitioner herein will have to pay taxes on
t hat val ue or be absolved under § 108. Wth a recourse debt, a
debtor remains liable for the unpaid bal ance after a forecl osure
sale. Therefore, the unpaid portion is not used to calculate
“amount realized” under 8§ 1001(b). Furthernore, if the recourse
debt is subsequently forgiven, or the judgenent is permtted to
| apse uncol |l ected, the recourse debt would then fall under 8§
61(a)(12). Therefore, if this Court determ nes that the
transaction constituted a “sale or exchange,” the value fromthe
nonr ecour se debt herein would be governed by §8 61(a)(3) and
i ncluded to cal cul ate “amobunt realized” under § 1001(b).
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The Comm ssioner of Internal Revenue asserts that “Congress
i ntended the words ‘sale or exchange’ to have a broad neani ng,
not to be limted to the standard transfer of property by one
person to another in exchange for a stated consideration in noney
or noney’s worth.” Freeland v. Conm ssioner, 74 T.C. 970, 980
(1980); see Helvering v. Hammel, 311 U S. 504 (1941). For
exanple, it has |ong been established that a foreclosure sale
constitutes a “disposition of property” within the neaning of 8§
1001(b). 1Id. at 506-511; Cox, 68 F.3d at 133. A nonjudici al
foreclosure sale is also a transaction that triggers taxable
gain. Chilingirian v. Conm ssioner, 918 F.2d 1251, 1253 (6th
Cr. 1990). It is also well settled that the transfer of
property by deed in lieu of foreclosure is the functional
equi val ent of a “sale or exchange” for federal incone tax
purposes. Allan v. Conm ssioner, 856 F.2d 1169, 1172 (8th G
1988); see Laport v. Conmm ssioner, 671 F.2d 1028 (7th Cr. 1982);
see MIlar v. Conmm ssioner, 67 T.C. 656 (1977), aff’'d, 577 F.2d
212 (3d Cr.), cert denied, 439 U S. 1046 (1978).

The Conm ssioner asserts that the Tax Court followed the
teaching of Yarbro and simlar cases by considering the
“practical effect” of Briarpark’s transaction. Under the
condi tional release agreenent, the bank agreed to rel ease the
property fromall liens and security interests upon satisfaction

of the follow ng conditions: (1) the sale of the property to Dan
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Associ ates for a mninmum gross sales price of $11, 600, 000; (2)
the assignnent of the sale proceeds to the bank; (3) the transfer
of Briarpark’s cash reserves to the bank; and (4) the paynent of
$175,000 by Motley to the bank. There was no indication that the
bank was willing to forgive any part of the partnership’ s debt
except as a condition of sale to Dan Associates. At the end of
the transaction NCNB rel eased all |iens against the property,
rel eased Motley fromhis guarantee, and Briarpark had no assets
and ceased busi ness operations. Unlike 8 61(a)(12) cases, where
debt forgiveness occurs as a single transaction and the
realization of the property inconme occurs in a |later and separate
transaction, the debt forgiveness in the case herein was cl osely
intertwwned with the terns of the agreenent. Therefore, this was
a single transaction governed by 8§ 61(a)(3). See Fulton, 31
B.T. A at 5109.

The partnership correctly asserts that the determ nati on of
whet her a transaction is governed by 8 61(a)(3) or 8 61(a)(12)
depends on the particular facts of the case. Danenberg v.
Comm ssioner, 73 T.C. 370, 381 (1979). The petitioners assert
that in Gershkowitz v. Conmm ssioner, 88 T.C. 984 (1987), the
t axpayer’s nonrecourse debt settlenent was characterized as 8§
61(a)(12) inconme and that the divestnent of the property, just
three nonths later, was characterized separately as 8§ 61(a)(3)
i ncone. The partnership argues that the fact that Briarpark,
NCNB, and Dan Associ ates acconplished both tasks in a single
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transaction, rather than in two transactions, should not cause
the entire transaction to be categorized as 8 61(a)(3) incone.
The partnership al so argues that because the purchaser did not
assune the debt, the partnership nust be treated as having
recei ved di scharge of indebtedness incone.

The Tax Court properly distinguished Gershkowitz fromthis
case. In Gershkowitz, the debts were not discharged in
connection with the disposition of the property. Since there was
no di sposition of property upon the discharge of the debts, the
Tax Court held that there was no anount realized upon disposition
that could be regarded as flowing fromthe di scharge of
i ndebt edness, and, hence, no gain or |oss on disposition to be
conputed. |d. at 1016. The Tax Court properly found that the
partnership’ s disposition of the property was conditioned upon
the relief of its debt and was therefore the functional
equi valent of a foreclosure sale. See Yarbro, F.2d at 485-86.

The partnership’ s argunent, that the purchaser did not
assume the debt, is also without nmerit. The | anguage of § 1001-
2(a)(1) provides that “the anmobunt realized froma sale or other
di sposition of property includes the anmount of liabilities from
which the transferor is discharged as a result of the sale or
di sposition,” and does not consider for its purposes whether the
purchaser assunes the debt or not. See also § 1001-2(c)

Exanpl e( 7).
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Congress has determned that different tax conseqguences
shall flow fromdifferent nethods by which the sharehol ders of a
closely held corporation nmay di spose of corporate property.
United States v. Cunberland Public Service Co., 338 U S. 451, 456
(1959). Also, it is for the trial court, upon consideration of
an entire transaction, to determne the factual category in which

a particular transaction belongs. Id.

I V. CONCLUSI ON

Upon reviewi ng the factual findings of this case, this Court
agrees with the Tax Court’s characterization of this transaction.

Therefore, we AFFIRM the Tax Court’s deci sion.
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