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MVEMORANDUM OPI NI ON

VELLS, Judge: Respondent determ ned a deficiency in

petitioner’s 2000 Federal incone tax of $277,951 and a section

6662 accuracy-rel ated penalty of $55,590.20. The issue to be

deci ded is whether petitioner nust recogni ze di scharge of

i ndebt edness inconme in 2000 with respect to a | oan on which

petitioner defaulted. Unless otherw se indicated, al

section
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references are to the Internal Revenue Code, as anended, and al
Rul e references are to the Tax Court Rules of Practice and
Pr ocedur e.

Backgr ound

The parties submtted the instant case fully stipul ated,
without trial, pursuant to Rule 122. The parties’ stipulations
of fact are hereby incorporated by reference and are found as
facts in the instant case. At the tinme of filing the petition,
petitioner resided in d astonbury, Connecticut.

During 1996, petitioner received stock of PhyMatri x
Corporation (PhyMatrix) and CareMatri x Corporation (CareMatri x)
whi ch had an aggregate val ue of $1,675,000 at the tine of
receipt.! Petitioner incurred a Federal inconme tax liability of
$621,980 related to the recei pt of the stock.2 Petitioner
borrowed from CareMatri x an anmount equal to the Federal incone
tax liability (the loan), pledging 57,248 shares of PhyMatrix
comon stock (the collateral) as security for the loan. The | oan
and the pledge of the collateral are hereinafter collectively

referred to as the | oan transacti on.

The record does not reveal the separate anount or val ue of
the CareMatrix stock or the value of the PhyMatrix stock at the
time of receipt by petitioner.

2Petitioner appears to have taken an aggregate basis in the
stock of both CareMatrix and PhyMatrix equal to the aggregate
$1, 675, 000 val ue of these stocks at the tine of receipt.



- 3 -

On April 15, 1997, to conplete the | oan transaction,
petitioner executed the follow ng three docunents: (1) A
prom ssory note (the prom ssory note), (2) a stock pl edge
agreenent (the stock pledge agreenent), and (3) a stock transfer
power (the stock transfer power). The prom ssory note, stock
pl edge agreenent, and stock transfer power are sonetines
hereinafter referred to as the | oan docunents. The prom ssory
note provided that the principal and interest were due and
payable on the earlier of either April 15, 2000, or the date of
the registration of any shares of PhyMatrix stock received by
petitioner pursuant to an agreenent dated May 3, 1996. The
prom ssory note further provided that petitioner would secure the
l[iability underlying the promssory note with the coll ateral
The stock pl edge agreenent al so provided that petitioner was
required to pledge the collateral as security for the liability
underlying the prom ssory note and set forth the rights and
duties of petitioner and CareMatrix with respect to the
collateral. The stock transfer power provided that petitioner
sol d, assigned, and transferred the collateral for val ue
received. At all relevant tinmes, Abraham D. Gosman (M. Gosnan)
served as Chief Executive Oficer and Chairman of the Board of
CareMatri x and was responsible for the terns of the |oan

docunent s.
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As of April 15, 1997, the collateral had an aggregate market
val ue of approximtely $750, 000, which represented 120 percent of
t he outstandi ng principal due on the prom ssory note.® At the
request of CareMatrix, petitioner delivered the |oan docunents to
CareMatri x’s counsel. On or about May 29, 1997, CareMatrix took
possession of the | oan docunents and the stock certificate for
the collateral fromits counsel

The prom ssory note becane due and payable on April 15,
2000, at which tine the outstanding principal and interest due
was $746, 376.52. CareMatrix subsequently demanded paynent, but
petitioner refused to pay, alleging that the prom ssory note was
nonrecourse and that CareMatrix held the collateral. CareMatrix

made no further collection efforts.

3The parties stipulated the following with respect to the
val ue of the collateral as of Apr. 15, 1997: *“Pursuant to the
Not e, the shares pledged had an aggregate narket val ue of 120% of
t he principal borrowed - approximately $750,000.00.” As noted
above, petitioner appears to have taken a basis in the CareMatri x
and PhyMatri x stock equal to the value of the PhyMatrix and
CareMatri x stock at the time the stock was received by petitioner
during 1996. However, the record provides no evidence that the
val ue of the PhyMatrix stock was the sane on April 15, 1997 (the
date of the |loan transaction) as it was on the date that the
stock was transferred to petitioner during 1996. Because the
val ue of the collateral nmay have fluctuated fromthe date that
petitioner received the PhyMatrix stock until the date that
petitioner pledged the PhyMatrix stock as collateral, the
af orenenti oned stipulation as to the value of collateral on
Apr. 15, 1997, is insufficient to establish petitioner’s basis
inthe collateral on that date. Consequently, we are unable to
determne fromthe record petitioner’s basis in the coll ateral
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On July 14, 2000, PhyMatrix filed a bankruptcy plan of
reorgani zati on, which becanme effective on Septenber 21, 2000.
The plan provided for the conversion of PhyMatrix stock to shares
of the newy reorgani zed entity. However, the plan required that
any PhyMatrix shares be tendered for conversion by March 20,
2001. The collateral was not tinely tendered for conversion.*

Respondent determ ned that petitioner’s default on the
prom ssory note resulted in cancellation of indebtedness incone
in the amount of $750,000 and that petitioner should be subject
to an accuracy-rel ated penalty of $55, 590. 20.

Di scussi on

Section 61(a)(12) provides that gross incone includes incone
from di scharge of indebtedness, which generally equals the anount
due on the obligation |l ess the anbunt of any consideration paid

for the discharge. Babin v. Conmm ssioner, 23 F.3d 1032, 1034

(6th Cr. 1994), affg. T.C. Menpb. 1992-673. Section 61(a)(3)
provi des that gross income includes gains derived from deal i ngs
in property. Section 1001(a) provides that gain fromthe sale or
ot her disposition of property is the excess of the anobunt
realized over the property’s adjusted basis and that |oss from

the sale or other disposition of property is the excess of the

‘W note that sec. 4 of the Stock Pl edge Agreenent appears
to require petitioner to tender the collateral for conversion,
pl edge shares of the newy reorgani zed entity as security on the
| oan, and deliver such pledged shares to CareMatri x.
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property’s adjusted basis over the anmobunt realized. Relying on

Cozzi v. Conmm ssioner, 88 T.C. 435 (1987),° respondent contends

that petitioner’s default on the loan results in discharge of
i ndebt edness inconme to petitioner pursuant to section 61(a)(12).
Petitioner contends that the |loan default is treated as a sale or
ot her disposition of the collateral pursuant to sections 61(a)(3)
and 1001(a), rather than a di scharge of indebtedness.

The facts and circunstances of the instant case denonstrate
t hat petitioner abandoned the collateral in 2000.° CareMatrix
t ook possession of the | oan docunents and the stock certificate
during the loan transaction. CareMatrix denmanded paynment from

petitioner in 2000, but petitioner refused to pay on grounds that

SRespondent also cites Carlins v. Conm ssioner, T.C. Meno.
1988-79, which relied on our holding in Cozzi v. Conmm ssioner, 88
T.C. 435 (1987).

W apply a facts and circunstances analysis to determne if
or when an abandonment occurred. Cozzi v. Conm Ssioner, supra at
446. “The proper test is whether, under the facts and
circunstances, it is clear for all practical purposes that the
taxpayer wll not retain the property; an overt act of
abandonnent by the taxpayer is not necessary.” L&C Springs
Associates v. Conm ssioner, 188 F.3d 866, 868 (7th G r. 1999),
affg. T.C. Meno. 1997-469.

In 2925 Briarpark v. Conm ssioner, 163 F.3d 313, 318 (5th
Cr. 1999), affg. T.C. Meno. 1997-298, the Court of Appeals for
the Fifth Crcuit stated that sec. 61(a)(3) applies if (1) the
debtor is relieved of the obligation to repay the debt and (2)
the debtor is relieved of title to the collateral. However, the
court did not hold that sec. 61(a)(3) cannot apply in absence of
a formal transfer of title. Consequently, the formal passage of
legal title does not necessarily establish the tine of
abandonment. L&C Springs Associates v. Conm ssioner, supra at
870.
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t he | oan was nonrecourse and that CareMatrix held the collateral.
CareMatrix took no further action to collect the outstanding
principal and interest on the loan frompetitioner. 1In an
affidavit stipulated by the parties, M. Gosman stated that
petitioner and CareMatrix “intended that, in the event of a
default, repaynent would be nade only fromthe collateral and no
ot her source.” Consequently, we conclude that petitioner
abandoned the collateral upon his default. Accordingly, we
consi der the Federal incone tax consequences of petitioner’s
default on the | oan and abandonnent of the collateral.

The parties in the instant case dispute whether the loan is
recourse or nonrecourse.’” The regul ations under section 1001
di stingui sh between a debtor’s disposition of collateral in
satisfaction of an underlying nonrecourse liability and a
debtor’s disposition of collateral in satisfaction of an
underlying recourse liability.® Specifically, section 1.1001-

2(a), Inconme Tax Regs.,® provides that the anount realized on the

'Respondent concedes that the | oan constitutes bona fide
i ndebt edness.

8Such a distinction may affect the character of any gain or
| oss on the transaction and the availability of certain
exclusions fromgross incone. See secs. 1221, 108.

°Sec. 1.1001-2, Income Tax Regs. Discharge of liabilities.--

(a) Inclusion in anount realized. (1) In general.--
Except as provided in paragraph (a)(2) and (3) of this
section, the anount realized froma sale or other

(continued. . .)



- 8 -

sal e or other disposition of property generally includes the
anount of liabilities fromwhich the debtor is discharged but
that the anmount realized on the disposition of property securing
a recourse liability does not include discharge of indebtedness
income. Consequently, a debtor’s transfer, or abandonnent, of
property to a creditor in satisfaction of a nonrecourse liability
is treated as a sale or other disposition of the property, and
any resulting inconme constitutes gain on the disposition of
property rather than discharge of indebtedness incone.® L&C

Springs Associates v. Conm ssioner, 188 F.3d 866, 868 (7th Gr

1999), affg. T.C. Meno. 1997-469. |In contrast, a debtor’s
transfer of property to a creditor in satisfaction of a recourse
l[tability results in gain fromthe sale or other disposition of

property to the extent that the fair market value of the property

°C...continued)

di sposition of property includes the anmount of
liabilities fromwhich the transferor is discharged as a
result of the sale or disposition.

(2) Discharge of indebtedness.--The anount realized
on a sale or other disposition of property that secures
a recourse liability does not include anounts that are
(or would be if realized and recogni zed) inconme fromthe
di scharge of indebtedness under section 61(a)(12). * *
*

°1'f the anmpbunt of the nonrecourse liability exceeds the
val ue of the property at the tine of the transfer, the debtor
realizes gain to the extent that the liability exceeds the
debtor’s basis in the property at the tine of transfer.
Commi ssioner v. Tufts, 461 U. S. 300, 313 (1983).
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exceeds its basis and, to the extent that the liability exceeds
the property’s fair market val ue, discharge of indebtedness

income is realized. Frazier v. Conmi ssioner, 111 T.C. 243, 245

(1998); sec. 1.1001-2(c), lInconme Tax Regs.

In the instant case, petitioner contends that the loan is
nonrecourse. As to the recourse nature of the |oan, respondent
is not of one mnd. Respondent’s trial nenorandumrefers to the
liability on the | oan as nonrecourse. Respondent’s opening brief
contends that the Federal inconme tax result in the instant case
does not depend on whether the | oan is recourse or nonrecourse.
Respondent’s reply brief, however, contends that the loan is
recourse. For the reasons discussed bel ow, we concl ude that
petitioner’s abandonnment of the collateral did not result in
di scharge of indebtedness inconme to petitioner during
petitioner’s taxable year 2000, regardless of whether the
l[tability underlying the prom ssory note is recourse or
nonr ecour se. !

As stated above, a debtor’s abandonnent of collateral in
sati sfaction of a nonrecourse liability is treated for Federal
i ncone tax purposes as a sale of the collateral pursuant to

section 1001(a). L&C Springs Associates v. Conm ssioner, supra

at 868. Consequently, in the instant case, assum ng that the

1Consequently, we need not decide whether the loan is
recourse or nonrecourse.
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| oan i s nonrecourse, we conclude that any incone realized by
petitioner on the abandonnent of the collateral in satisfaction
of the loan is properly treated for Federal incone tax purposes
as a gain on the sale or other disposition of the collateral
rat her than di scharge of indebtedness incone. 1d.; see sec.
1.1001-2(a)(1), Incone Tax Regs. Accordingly, we would hold that
petitioner realized no discharge of indebtedness incone in 2000
were we to assune that the underlying liability is nonrecourse.

As noted above, respondent’s trial nmenorandum and openi ng
brief contend that the default resulted in discharge of
i ndebt edness inconme to petitioner in 2000. Respondent’s reply
brief surprisingly contends, for the first time, that petitioner
is alternatively liable for gain in the anmount of $750, 000,
representing an anmount realized of $750,000 and a basis of zero.
However, respondent does not offer any evidence to support
respondent’s contention of a zero basis, and the record contains
no such evidence. Under such circunstances, respondent is
prohi bited fromraising such an issue for the first tinme on

brief. See Smalley v. Conmm ssioner, 116 T.C. 450, 456 (2001).

Petitioner would be prejudiced were we to consider such an issue.
| ndeed, we note that respondent objected to petitioner’s notion
for |l eave to supplenent the evidentiary record with evidence of
the value and basis of the collateral, filed after respondent’s

new argunment in respondent’s reply brief, which notion we denied.
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Petitioner obviously was surprised by respondent’s raising of a
new i ssue on brief that required additional evidence to decide.
Moreover, we find respondent’s reliance on Cozzi v.

Commi ssioner, 88 T.C. 435 (1987), to be m splaced. In Cozzi, the

Commi ssi oner contended that the taxpayers realized di scharge of
i ndebt edness i nconme upon their abandonnment of worthl ess
coll ateral securing a nonrecourse liability. The taxpayers in
Cozzi contended that they did not realize discharge of
i ndebt edness i nconme because they did not abandon the coll ateral
during the year in issue.' 1d. at 446. W held that the facts
and circunstances evi denced an abandonnent of worthl ess
collateral by the taxpayers during the year in issue and that
such an abandonnent of worthless collateral securing a
nonrecourse liability established a discharge of the underlying
liability. 1d. at 445-448. Cozzi did not involve a dispute of
whet her a debtor’s abandonnent of coll ateral should be treated
for Federal inconme tax purposes as generating incone froma sale
or froma discharge of the underlying nonrecourse liability.

W now turn to an analysis of the Federal incone tax
treatment of the | oan default and abandonnent of the coll ateral
based upon the assunption that the | oan was recourse. In

contrast to a nonrecourse liability, a debtor’s abandonnent of

12The taxpayers in Cozzi appear to have conceded t hat
di scharge of indebtedness incone would result from an abandonnent
of the collateral
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collateral securing a recourse liability upon the debtor’s
default on the liability, alone, does not extinguish the

underlying litability. Lockwood v. Conmm ssioner, 94 T.C 252, 260

(1990). Unlike collateral securing a nonrecourse liability, the
collateral securing a recourse liability does not represent the
only source of repaynent.®® |In the instant case, the |oan
docunents provide CareMatrix with the right to enforce
petitioner’s repaynent of the | oan, irrespective of whether

petitioner abandoned the collateral to CareMatrix.

3Bl ack’s Law Dictionary 1086 (7th ed. 1999) provides the
follow ng definitions of a recourse note and a nonrecourse note:

recourse note. A note that may be satisfied upon
default by pursuing the debtor’s other assets in
addition to the collateral securing the note.
nonr ecour se note.

nonrecourse note. A note that may be satisfied upon

default only by neans of the collateral securing the

note, not by the debtor’s other assets. Cf. recourse
not e.

YW recogni ze, and petitioner does not dispute, that the
ternms of the | oan docunents on their face provide for a recourse
l[itability. Petitioner instead contends that the loan is
nonr ecour se based upon two alternative contentions. The first
contention is that the substance rather than the formof the
transacti on shoul d govern and that the underlying facts and
ci rcunst ances support the conclusion that the loan is
nonrecourse. Alternatively, petitioner contends that the parties
intended for the |loan to be nonrecourse, that the parties nade a
mut ual m stake in executing a prom ssory note that did not
accurately reflect their intent, and that the terns of the | oan
docunents should be reforned to accurately reflect such intent.
Petitioner contends that petitioner “transferred” the coll ateral
to CareMatrix in satisfaction of a nonrecourse liability, that
the “transfer” of the collateral is properly treated as the sale

(continued. . .)
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Specifically, the prom ssory note provides that a rel ease of the
collateral by petitioner does not satisfy petitioner’s
obl i gati on.

[ The petitioner’s liability] hereunder * * * shal
remai n uni npaired, notw thstanding * * * the rel ease
* * * of all or any part of security * * *,

The prom ssory note al so does not waive the right of CareMatrix
to pursue | egal renedi es upon nonpaynent.

[ CareMatri x] shall not, by any act, delay, om ssion or
ot herwi se be deened to waive any of its rights or
remedi es hereunder unless such waiver be in witing and
signed by [CareMatrix], and then only to the extent
expressly set forth therein.

The stock pl edge agreenent provides that the pledge is to remain
in effect until the loan is paid in full, at which tine
CareMatrix is to return the collateral to petitioner.

Term nation of Pledge. This Pledge shall remain
in effect until all terns and conditions of the Note
have been satisfied in full and the Indebtedness has
been paid in full whereupon the Lender shall forthwith
assign, transfer and deliver to [petitioner] wthout
representation, warranty or recourse, against the
appropriate receipts, all the Pledged Shares, if any,
then held by it in pledge hereunder.

Additionally, the period of limtations for CareMatrix to
commence an action to enforce petitioner’s repaynent does not

expire until April 15, 2006. See Mass. Gen. Laws ch. 106,

¥4(...continued)
of the collateral during petitioner’s taxable year 2000, and that
such a sale does not result in discharge of indebtedness incone.
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§ 3-118 (1998 & Supp. 2005).% The foregoing denonstrates that
petitioner’s abandonnent of the collateral, assum ng the | oan was
recourse, did not discharge petitioner fromthe | oan during
petitioner’s taxable year 2000. CareMatrix would have until at
| east April 15, 2006, to enforce paynent on the loan if it is
recourse. A taxpayer nust recognize inconme fromthe discharge of
i ndebt edness where (1) a liability exists at the tinme of the
al | eged di scharge and (2) the taxpayer was in fact discharged

fromsuch liability. Babin v. Comm ssioner, 23 F.3d at 1034,

VWAt er house v. Commi ssioner, T.C. Mnp. 1994-467. In the instant

case, the loan default does not result in discharge of

i ndebt edness i nconme, assum ng the | oan was recourse, because
petitioner was never discharged fromliability on the | oan.
Accordingly, we hold that petitioner realized no discharge of
i ndebt edness inconme with respect to the |loan for petitioner’s

t axabl e year 2000.

%I'n the instant case, the pronmissory note provides: “This
Not e shall be governed by and construed in accordance with the
| aws of the Commonweal th of Massachusetts, to the maxi mum extent
the parties may so lawfully agree.” Simlarly, the stock pl edge
agreenent provides: “This Agreenent shall in all respects be
construed and interpreted in accordance with and governed by the
| aws of the Commonweal th of Massachusetts.” Consequently, the
| aws of Massachusetts govern the interests and rights of the
parties with respect to these docunents. See Cook V.
Commi ssioner, 80 T.C 512, 520 (1983). WMass. Gen. Laws ch. 106,
sec. 3-118 (2005), provides that an action to enforce paynent of
a note nust be comenced within 6 years after the due date stated
in the note. As noted above, the prom ssory note provided for a
due date of Apr. 15, 2000.
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On the basis of the foregoing, we hold that petitioner did
not realize discharge of indebtedness incone with respect to the
| oan default and abandonment of the collateral and that
petitioner is not liable for a section 6662 accuracy-rel ated
penalty. W have considered all contentions that the parties
have raised. To the extent not addressed herein, those
contentions are without nerit or unnecessary to reach.

To reflect the foregoing,

Deci sion will be entered for

petitioner.




