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MVEMORANDUM OPI NI ON

HAMBLEN, Judge: Respondent issued a notice of final
partnership adm ni strative adjustnent (FPAA) to 2925 Bri arpark
Ltd. (Briarpark), and determ ned adjustnments in Briarpark's

ordinary incone, gains derived fromdealings in property, and the
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partners' capital accounts for 1989.! After concessions, the
i ssue for decision is whether the incone realized fromthe
di scharge of nonrecourse | oans should be treated as gain derived
fromdealings in property includable in gross incone under
section 61(a)(3) or as discharge of indebtedness incone within
t he nmeani ng of section 61(a)(12).

This case was submtted without a trial pursuant to Rule
122.2 The stipulation of facts and the attached exhibits are
i ncorporated by this reference, and the facts contained therein
are found accordingly.

Backgr ound

Briarpark is a Texas |imted partnership whose principa
pl ace of business, at the tine of filing the petition, was
Houst on, Texas. Briarpark is subject to TEFRA provisions
contained in sections 6221 through 6233. During 1989, the

partners in Briarpark were:

Nane Type of Partnership |Interest
Janet Stein CGeneral partner
Robert Husmann CGeneral partner
Wlliam C. Mtley CGeneral partner
Billy G Mtley CGeneral partner
Jon D. Motley CGeneral partner
James H Motl ey CGeneral partner

The FPAA was mailed to the tax matters partner and each of
the partners entitled to notice.

2Unl ess ot herwi se indicated, all section references are to
the Internal Revenue Code as in effect for the year at issue, and
Rul e references are to the Tax Court Rules of Practice and
Pr ocedure.



James C. Motl ey CGeneral partner

David D. Livingston, as trustee Limted partner

Janes C. Motley (M. Mtley) was a general partner and the tax
matters partner of Briarpark

During 1983 and 1984, Briarpark acquired a 3-acre parcel of
| and at 2925 Briarpark Road (property) and constructed a 12-story
office building on the property. Around Septenber 27, 19883,

Bri arpark borrowed $21, 600,000 from InterFirst Bank Houston
(InterFirst) to finance the acquisition of the property and the
construction of the building (original loan). M. Mtley
executed a guaranty for principal, interest, penalties, expenses,
and fees due on the original |oan.

On May 28, 1987, Briarpark and InterFirst nodified and
extended the original |oan (nodified |loan) pursuant to a nodified
| oan agreenment. Under the agreenent, M. Mdtley's obligation
under the guaranty was limted to $5 million, the original |oan
was converted fromrecourse to nonrecourse, and the accrued but
unpaid interest in the amount of $3,100,000 was capitalized. At
that tinme, InterFirst estimated that the fair market val ue of the
property was approximately $17 mllion. Al so on May 28, 1987,
Briarpark obtained a |oan in the anmount of $1,500,000 for tenant
i nprovenents (build-out | oan) on a nonrecourse basis.

On April 15, 1988, Briarpark filed its U S. Partnership
Return, Form 1065, for taxable year 1987. Briarpark did not

report any income on its 1987 return with respect to the original
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| oan or the build-out loan. Briarpark was not subject to an
exam nation by the IRS for the taxable year 1987.

First Republic Bank Houston (First Republic) becane the
successor in interest to InterFirst. The Federal Deposit
| nsurance Corporation, as receiver for First Republic, assigned
the nodified | oan and the build-out [oan (the |oans) to NCNB
Texas National Bank (NCNB or bank).

During March 1989, Briarpark submtted an application to
NCNB seeking to nodify the | oans. On March 15, 1989, M. Modtley
submtted several simlar proposals to NCNB regarding the sale of
the property. In NCNB's view, the best proposal was one in which
the property would be sold for $12, 700, 000.

As of July 1989, Briarpark was in default on the |loans. On
July 21, 1989, Briarpark signed a sale agreenent to sell the
property to Dan Associates. Dan Associates conditioned its
purchase of the property upon Briarpark's arranging 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. Under the anended agreenent, Briarpark was
required to arrange the satisfaction of the | oans and renoval of

t he encunbrances for consideration not exceeding $11, 036, 000. On
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Cctober 11, 1989, M. Mtley's liabilities exceeded his assets by
$13,497,675. On Cctober 16, 1989, NCNB agreed to allow the cash
sale of the property for $11, 600,000 and to settle with M.

Motl ey on his guaranty for $175, 000.

On Novenber 3, 1989, Briarpark, M. Mdtley, Dan Associ ates,
and NCNB entered into a conditional rel ease agreenent (Novenber
3, 1989 agreenent).® 1In the Novenber 3, 1989 agreenent, NCNB
agreed to release the property fromall |iens and security
i nterests upon satisfaction of the follow ng conditions: (1) The
sale of the property to Dan Associates for a m ninumsale price
of $11, 600, 000, (2) the assignnent of the sale proceeds to the
bank, (3) the transfer of Briarpark's cash reserves, and (4) the
paynent of $175,000 by M. Mtley to the Bank.

On Decenber 27, 1989, the outstandi ng bal ances of the
nodi fied | oan 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 $10, 936,532 of the proceeds to
NCNB. The adjusted basis of the property was $11, 661, 245. Al so
on Decenber 27, 1989, NCNB rel eased the |iens against the
property and released M. Mtley fromhis guaranty of the

nodi fied loan. M. Mtley paid $175,000 in cash to the bank.

3The conplete terns of the conditional rel ease agreenent
were not avail able, for a page of the agreement was m ssing from
the joint exhibit provided to the Court.
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Briarpark transferred its cash reserves of $177,495 to NCNB. As
of Decenber 31, 1989, Briarpark had no assets and ceased busi ness
oper ati ons.
On its 1989 Federal partnership incone tax return, Briarpark
reported cancell ati on of indebtedness incone (CO incone) of
approxi mately $14, 468, 154 as a result of the Novenber 3, 1989,

agreenent. The reported anount is calculated as foll ows:

Modi fied | 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 proceeds from Dan Associ at es (10, 936, 532)
Less cash reserves paid to NCNB (177,495)
Net CO i ncone 14, 468, 154

Di scussi on

The parties do not dispute that the | oans were nonrecourse
during 1989. The issue before us is whether the incone realized
fromthe discharge of the |oans should be treated as gains
derived fromdealings in property includable in gross incone
under section 61(a)(3) or as cancellation of indebtedness (CO)
inconme within the neaning of section 61(a)(12).

Petitioner contends that the discharge of $14, 468, 154 of
Briarpark's nodified and build-out | oans (loans) by NCNB should
be characterized as CO inconme under section 61(a)(12).
Respondent argues that the entire bal ance of the |oans nust be

included in the anmount realized and that the resulting gain is
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t axabl e under section 61(a)(3). Utimtely, we agree with
respondent.

Petitioner bears the burden of proof on this issue. Rule

142(a); Welch v. Helvering, 290 U. S. 111, 115 (1933); Freytag v.

Comm ssi oner, 904 F.2d 1011, 1017 (5th Gr. 1990), affg. 89 T.C

849 (1987), affd. 501 U.S. 868 (1991). For the first tine on
brief, respondent increased Briarpark's anmount realized by

$485, 973, decreased its adjusted basis by $555,512, and deducted
its selling expenses of $554,901, thereby increasing Briarpark's
gai ns derived fromdealings in property by $486,584.4 These

nmodi fications result in an increased deficiency and are new

matters under Rul e 142. See Cox v. Conmi ssioner, T.C. Meno.

1982-667. Respondent did not assert an increased deficiency in

his answer. Additionally, respondent did not nove to conformthe

“'n the notice of deficiency, respondent cal culated the gain
derived fromdealings in property as foll ows:

Amount realized $25, 582, 181
Less adj usted basis (11, 661, 245)
Gai n 13, 920, 936

On opening brief, respondent cal cul ated the anount realized

and the resulting gain as foll ows:

Cash proceeds from Dan Associ ates $11, 600, 000
Debt discharged as a result of the sale 14,468, 154
Total amount realized 26, 068, 154
Less adjusted basis (11, 105, 733)
Less selling expenses (554,901)

Gai n 14, 407, 520
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pl eadings to the proof. [d. If we were to allow respondent to
claimthe increased deficiency for the first tinme on brief,
petitioner would be deprived of the opportunity to present
evi dence to controvert whatever evidence respondent relies upon
to sustain his burden of proving the new nmatter. Respondent is,
therefore, limted to the determ nation of gain contained in the

notice of deficiency. Comm ssioner v. Transport Mnufacturing &

Equip. Co., 478 F.2d 731 (8th Cr. 1973), affg. R ss v.

Conmm ssioner, 56 T.C. 388 and 57 T.C. 469 (1971); Fox Chevrolet,

Inc. v. Conmmi ssioner, 76 T.C. 708 (1981); Rubin v. Conm ssioner,

56 T.C. 1155, 1163 (1971), affd. 460 F.2d 1216 (2d Cr. 1972).

Gross incone includes discharge of i1ndebtedness, sec.
61(a)(12), and gains derived fromdealings in property, sec.
61(a)(3). Under section 61(a)(12), a taxpayer realizes incone
when a creditor discharges nongratuitously all or a portion of a
taxpayer's debt. Sec. 61(a)(12); sec. 1.61-12(a), Incone Tax
Regs.

For purposes of section 61(a)(3), section 1001 and the
regul ati ons thereunder govern the nethod by which the anmount of
gain or loss realized upon a sale or disposition of property is
cal cul ated. The anount of gain realized is the excess of the
anount realized over the taxpayer's adjusted basis in the
property, and the anmount of loss realized is the excess of the
adj usted basis over the anount realized. Sec. 1001(a). The

"amount realized" is defined by section 1001(b) as the sum of any
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nmoney received plus the fair market value of the property
received. Section 1.1001-2(a)(1), Inconme Tax Regs., further
defines "anount realized":
Except as provided in paragraph (a)(2) and (3) of this
section, the anount realized froma sale or other
di sposition of property includes the anmount of
liabilities fromwhich the transferor is discharged as
a result of the sale or disposition.
Vari ous nethods exi st by which i ndebt edness nay be satisfied,

each nethod producing a different tax consequence. Danenberg v.

Comm ssioner, 73 T.C. 370, 381 (1979). \ether the realized

incone is gain on the disposition of property or CO incone
depends on the particular facts. 1d.

In the instant case, the sale of the property, the transfer
of cash of $177,495, and the assignnent of the sale proceeds to
NCNB has the sane practical effect as several other transactions

whi ch have been held to be a "sale or exchange". Helvering v.

Hanmmel , 311 U. S. 504 (1941) (holding that an involuntary
foreclosure sale of real estate was a sale or exchange); Allan v.

Conm ssi oner, 856 F.2d 1169 (8th Cr. 1988) (treating the

t axpayer's reconveyance of property subject to nonrecourse debt
as a sale or exchange), affg. 86 T.C. 655 (1986); Yarbro v.

Comm ssi oner, 737 F.2d 479, 483-485 (5th G r. 1984) (holding that

an abandonnent of real property subject to a nonrecourse debt was
an exchange; i.e., an act of giving one thing in return for
anot her thing regarded as equivalent), affg. T.C. Meno. 1982-675;

Laport v. Conmi ssioner, 671 F.2d 1028 (7th G r. 1982) (holding
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t he taxpayer's conveyance of property subject to nonrecourse debt
to the nortgagee by quitclaimdeed in lieu of foreclosure was a

sal e or exchange), affg. T.C Meno. 1980-355; Mddleton v.

Comm ssioner, 77 T.C. 310, 321 (1981) (holding the taxpayer's

abandonnent of real property subject to nonrecourse debt was a
sal e or exchange), affd. 693 F.2d 124 (11th Cr. 1982); Freel and

v. Comm ssioner, 74 T.C. 970 (1980) (holding the taxpayer's

conveyance of property encunbered by nonrecourse debt to the

nort gagee was a sale or exchange); Estate of Del nan v.

Comm ssioner, 73 T.C. 15, 28 (1979) (holding repossession of

property subject to a nonrecourse obligation is to be treated as
a sal e or exchange).

The transaction before us is the functional equivalent of a
forecl osure, reconveyance in |lieu of foreclosure, abandonnent, or
repossessi on. The sanme consequences flow fromthe Novenber 3,
1989, agreenent as in the cases cited supra p. 9: the nortgagor
in each case is relieved of debt encunbering property and also is
relieved of the obligation to pay taxes and assessnments agai nst

the property. Yarbro v. Comm ssioner, supra at 483; Laport v.

Conmi ssi oner, supra at 1032-1033; Freel and v. Conm ssi oner,

supra.

Any differences between the above transactions and the
transaction in the instant case are not in substance, but in
form For exanple, the fact that NCNB did not directly take

title to the property is immaterial. See Sands v. Conm Ssioner,




- 11 -
T.C. Meno. 1997-146 (holding that the di scharge of nonrecourse
debt and rel ease of ownership in the property that secured the
debt is a sale or exchange even though the nortgagee did not take
title to the property).

Petitioner argues that the discharge of the | oans by the

nort gagee falls under the purview of Gershkowitz v. Conm Ssioner,

88 T.C. 984 (1987), and Rev. Rul. 91-31, 1991-1 C.B. 19. In

Gershkowi t z, several partnerships were involved in two identical

transactions. Each partnership satisfied $250, 000 of nonrecourse
| oans with a cash paynent of $40,000 but retained the property
securing the | oans. Each partnership obtained the funds to
settle the above | oans by borrow ng the $40, 000 from anot her
| ender on a nonrecourse basis and ultimtely satisfying the
|atter | oan by transferring the encunbered property to the
| ender.

W held that the cancellation of the $250, 000 of nonrecourse
| oans wi thout the surrender of the property securing those |oans
resulted in CO incone under section 61(a)(12) to the extent that

t he cancel ed debt exceeded the cash paynent. Gershkowtz v.

Commi ssi oner, supra at 1014. Wth respect to each nonrecourse

| oan of $40,000, we held that the entire outstandi ng bal ance of
the I oan nust be included in the anount realized in the
cal cul ation of gain under section 1001. |[d. at 1016.

Petitioner maintains that the facts are simlar to those of

Gershkowitz in that NCNB agreed to di scharge $25, 582, 181 of
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nonr ecourse debt in exchange for a cash paynment of $11, 114, 027 of
which only $177,495 was from petitioner's own funds and the
remai ni ng $10, 936, 532 was the proceeds fromthe sale to Dan

Associ ates. W disagree. W recognized in Gershkowitz that the

tax consequences fromthe di scharge of nonrecourse debt depend
upon whet her the nortgagor transfers or retains the property

securing the debt and, accordingly, analyzed the tax consequences

of each debt separately. The taxpayers in Gershkowtz di scharged
the two | oans in independent settlenents, in one of which the
t axpayers retai ned the encunbered property and in the other of
whi ch they did not.

Petitioner would have us treat the cash sale and the
di scharge of the |loans as two i ndependent events. The record
before us, however, is replete with evidence that both | oans were
di scharged as a result of a single transaction involving the sale
of encunbered property. NCNB conditioned the discharge of the
| oans upon the sale of the property, and Dan Associ ates
condi ti oned the purchase upon that discharge. At the end of the
day, NCNB had the proceeds fromthe sale, Dan Associates had the
property, and Briarpark was relieved of the entire bal ance of the
loans. In the foregoing context, the arrangenents anmong NCNB
Dan Associ ates, and Briarpark enbodied a single transaction to
sell the property securing the | oans. Accordingly, we nust

conclude that Gershkowitz is not dispositive in the instant case.
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Petitioner's reliance on Rev. Rul. 91-31, supra, is also
flawed. In Rev. Rul. 91-31, supra, the taxpayer purchased an
office building for $1 million. |In obtaining the purchase funds
froma third-party | ender, the taxpayer executed a nonrecourse
note. Wen the building' s val ue dropped to $800, 000, and the
outstanding principal on the note was still $1 million, the
| ender agreed to nodify the terns of the note's principal anount

to $800, 000. The Comm ssi oner concl uded that Conmi ssioner V.

Tufts, 461 U. S. 300 (1983), and Gershkowitz v. Conm Ssioner,

supra, required CO incone to be recogni zed, pursuant to section
61(a)(12), to the extent the | ender reduced the principal of the
under secured, nonrecourse debt. Rev. Rul. 91-31, supra, is

di sti ngui shabl e because the facts therein did not involve the
sal e or exchange of the encunbered property.

Petitioner maintains that NCNB agreed to the di scharge and
cash sal e because it was in the bank's best interests rather than
as an accommodation to Briarpark. The fact that NCNB, as a
profit-oriented entity, acted for econom c reasons and agreed to
the transaction herein is not a sufficient basis for altering the
character of the gain realized by Briarpark on the transaction.

Petitioner argues that the amount realized includes

nonrecourse debt only if the purchaser assunes that debt. In

support of his position, petitioner relies upon Comm sSioner V.

Tufts, supra; section 1.1001-2(a), Inconme Tax Regs; and section

1.1034-1(b)(4), Income Tax Regs. In Tufts, the Suprene Court
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hel d that when a taxpayer sells or disposes of property subject
to nonrecourse debt in an amount in excess of its fair market
value, it must include in the amount realized the bal ance of the
nonr ecour se debt even if such anobunt exceeds the fair market
val ue of the transferred property. Even assum ng that Dan
Associ ates did not take the property subject to the nodified and
bui | d-out | oans, we do not agree that Tufts was intended to limt
the liabilities included in the anmount realized to only those
assuned by a third-party purchaser. The holding in Tufts focused
on the anmount, not the character, of the gain or |oss. Moreover,
its rationale supports respondent's position in the instant case
to the extent that the concept of "amount realized" for conputing
gain or loss may be equated with the concept of consideration for

"sal e or exchange" purposes. Conmm ssioner v. Tufts, supra;

Yarbro v. Conm ssioner, 737 F.2d at 484.

Moreover, we are not persuaded that the regulations cited by
petitioner include nonrecourse debt in the anount realized only
if the purchaser assunmes such debt. Section 1.1001-2(a), |nconme
Tax Regs., provides that the anount realized includes
"l'tabilities fromwhich the transferor is discharged as a result
of the sale or disposition.” There is no nention of a
requi renent that the purchaser nust assune the debt for the debt
to be discharged as a result of a sale or disposition
Petitioner's argunent under section 1.1034-1(b)(4) Incone Tax

Regs., is equally unpersuasive. Section 1034 requires a taxpayer
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to defer recognition of gain realized on the sale of the

t axpayer's principal residence in certain circunstances. W are
not concerned with a residence in the case before us. Section
1.1034-1(b)(4), Incone Tax Regs., is sinply not relevant to
petitioner in this case.

Additionally, petitioner argues that Liberty Mrror Wrks v.

Comm ssioner, 3 T.C 1018 (1944), supports his contention that a

nort gagor realizes CO incone when a | ender agrees to discharge a
debt encunbering property and to rel ease the acconpanying debt in
exchange for the assignnent of the proceeds fromthe sale of the

property. Petitioner's reliance on Liberty Mrror also is

m splaced. In Liberty Mrror, the bank held a nortgage on the

taxpayer's property to secure a loan. As part of its settlenent
wi th the bank, the taxpayer agreed to forward the proceeds from
the sale of the property to the bank. Because the taxpayer's
debt exceeded the proceeds fromthe sale, the bank agreed to
cancel the taxpayer's remaining indebtedness. This Court held
that the cancellation of the taxpayer's remaining indebtedness
constituted a gift® and that, consequently, the taxpayer realized
no incone. Although the facts there bear sonme simlarity to

those of the instant case, it does not help petitioner because in

°The precedential value of the gift rationale, as
articulated by the Suprene Court in Helvering v. Anerican Dental
Co., 318 U S 322 (1943), and followed by this Court in Liberty
Mrror Wrks v. Conm ssioner, 3 T.C. 1018 (1944), has been
curtailed by subsequent authority, including Conmm ssioner V.
Jacobson, 336 U.S. 28 (1949).
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Li berty Mrror we did not consider the character of the

nonexi stent i ncone. Danenberqg v. Conmi ssioner, 73 T.C. at 383.

Thus, we are satisfied that the discharge of the | oans, the
transfer of the property, and the assignnment of the sale proceeds
constitute a single integrated sale or exchange.

Al ternatively, petitioner argues that Briarpark realized
$9, 200, 000 of CA incone in 1987 when InterFirst and Briarpark
agreed to convert the outstandi ng bal ance of the original |oan,
whi ch exceeded the fair market value of the property, from
recourse to nonrecourse debt.

Whet her a debt has been di scharged i s dependent upon the

substance of the transaction. Cozzi v. Conm ssioner, 88 T.C

435, 445 (1987). A debt is considered to be discharged at the
poi nt when it becones clear that the debt will never have to be
paid. [|d. [In deciding when such a nonent occurs, we nust
consider the actions of the parties together with other facts and
circunstances relating to the likelihood of paynent. [d. Any
identifiable event that fixes with certainty the anmount to be

di scharged nmay be taken into consideration. |d. (citing United

States v. S.S. Wiite Dental Munufacturing Co., 274 U.S. 398

(1927)) .
The existence of a faint possibility that a debt may be
col |l ected does not prevent the recognition of CO incone.

Exchange Sec. Bank v. United States, 492 F.2d 1096, 1099 (5th

Cir. 1974); cf. Fidelity-Phil adelphia Trust Co. v. Conm Sssioner,
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23 T.C. 527, 531 (1954). The fact that a creditor has failed to
renove a debt fromits books does not nean that the debt has not

been cancel ed. Exchange Sec. Bank v. United States, supra.

Based upon the principles set forth above, we nust concl ude
that an identifiable event fixing wwth certainty the di scharge of
part of the original |loan did not occur in 1987. At the sane
time they nodified the original loan, InterFirst agreed to
provide Briarpark the additional build-out loan in the anount of
$1, 500, 000 for tenant inprovenents.

We are not convinced that converting the undersecured
original loan froma recourse to a nonrecourse debt constitutes

an identifiable event. See Zappo v. Commi ssioner, 81 T.C. 77, 87

(1983). Petitioner has not established that the conversion of
the debt made it highly unlikely, or inpossible to estimate,

whet her and when the debt would be repaid. Conm ssioner v.

Tufts, 461 U S. 300 (1983); G bson Prods. Co. v. United States,

637 F.2d 1041, 1047 (5th GCr. 1981). 1In our view, InterFirst's
wi |l lingness to nmake the build-out loan indicates its belief that
the tenant inprovenents would increase the value of the property.
Moreover, InterFirst increased the |ien securing the original

| oan according to the agreed nodifications. Such actions are not
consistent wth discharging the loan. The totality of the
circunstances |l eads us to believe that InterFirst still intended
to enforce its rights in 1987. In addition, petitioner does not

point to any identifiable event indicating Briarpark's
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abandonment of the property in 1987. Accordingly, we are
satisfied that Briarpark did not realize CO income of $9, 200, 000
in 1987.

Havi ng found that Briarpark discharged the |oans as a result
of the sale in 1989, we turn to consider the effect of that
determ nation upon the characterization of Briarpark's incone.
The amount realized on the sale, exchange, or disposition of
property encunbered by nonrecourse debt includes the entire

bal ance of the obligation. Conm ssioner v. Tufts, supra; Crane

v. Comm ssioner, 331 U S. 1 (1947); Lockwod v. Commi ssioner, 94

T.C. 252 (1990). In this case, section 61(a)(12) has no
application to a sale or exchange of property subject to

nonrecourse liabilities. Estate of Delman v. Conmmi ssioner, 73

T.C. 15 (1979).

In sum we hold that the disposition of the property
constitutes a sale or exchange for purposes of section 1001 and
the regul ati ons thereunder and that the inconme Briarpark realized
must be characterized as gain derived fromdealings in property
under section 61(a)(3). W have considered all of the other
argunents and, to the extent we have not addressed them find
themto be without nerit.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




