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Debough, (201411421C No.'17142 TC No. l7

The Tax Court has concluded that, where a taxpayer sold his primary residence and excluded gain

under Code Sec. 121, then reacquired the property after the buyers defaulted, the taxpayer had to

recognize long{erm capital on the reacquisition including amounts previously excluded under Code

Sec, 121. The Court found that subjecting the taxpayer to the general gain recognition rules of Code

Sec. 1038 was required under the statute and consistent with the economics of the transaction.

Background. Code Sec. 121 allows electing taxpayers to exclude gain resulting from the sale or

exchange of properly if the property has been owned and used as their principal residence for

periods aggregating two or more years over the S-year period before sale. Unmarried taxpayers may

exclude up to $250,000 in gain from the sale of a qualifying residence (Code Sec. 121(bX2XA),

while married taxpayers meeting certain requirements and fìling a joint return can exclude up to

$500,000. (Code Sec. 121(bX2XA))

Code Sec. '1038 provides rules for computing gain when a seller repossesses real property in

satisfaction of a debt secured by that real property. According to legislative history, Code Sec. 1038

was added to remedy situations where taxpayers were forced under prior law to recognize gain upon

repossession of property by reference to the fair market value at the time of repossession.

Generally, Code Sec. 1038 restores the seller to his position before the sale of the property by

ignoring gain or loss upon repossession. However, if the seller has received "money and... other

property" as payments before the repossession, Code Sec. 1038 taxes the seller on gain attributable

to these payments "to the extent that these amounts have not previously been reported as income."

(Code Sec, 1038(bX1))

Code Sec. 1038(e) provides that, if Code Sec. 1038(a) applies to a reacquisition of real property with

respect to the sale of which gain was not recognized under Code Sec. 121, and within one year after

the reacquisition date, the property is resold, then the repossession is effectively ignored, and the

resale is treated as parl of the transaction constituting the original sale of the property.

Facts. Marvin Debough purchased his personal residence and the surrounding 80 acres of mixed-

use land (property) in '66 for $25,000. On July 11 ,2006, he agreed to sell the propefty to the

Stonehawk Corp. and Catherine Constantine Propefties, lnc. (buyers), on a contract for deed of $1.4

million. The contract stated that the $1.4 million would be payable on an installment basis until July

11 , 2014, at which time the remaining balance would become due and payable.

Debough originally reported an adjusted basis in the property of $742,204 (he and IRS later

stipulatedabasis o1$779,704)andreporledgainonthesaleof thepropertyof $657,796.

Debough received a $250,000 payment related to the sale of the property. He and his wife reported

this income on Form 6252, lnstallment Sale lncome, attached to their Form 1040 forthe 2006 tax

year. Reportable gain was calculated by: (i) excluding $500,000 of gain pursuantto Code Sec. 121



($657,796 - $500,000 = $157,796); (ii) calculating their gross profit percentage by dividing the

$157,796 in remaining gain by the $1,400,000 sale price exclusive of commissions and other costs

of sale; and (iii) multiplying the gross profit percentage by the amount of money received in 2006,

Thus, he reported installment sale gain for 2006 of $28,178 on the basis of these calculations. He

applied the same gross profit percentage to payments received over the next few years and, from

2006 to 2008, reported $56,920 in gain.

Subsequently, the buyers failed to comply with the terms of the contract for deed, and Debough

ultimately reacquired the property on oraround July 29,2009, and treated this reacquisition as a

reacquisition of property in full satisfaction of indebtedness under Code Sec. 1038. Debough

recognized 997,153 in long-term capital gains related to the reacquisition on his 2009 Form 1040.

(He later filed an amended return for that year removing those gains, but the parties have since

stipulated that he was required to reporl at least that amount related to the sale and reacquisition of

the property for the 2009 tax year.)

IRS mailed Debough a notice of deficiency dated June 18,2012, in which it determined that he was

required to recognize$443,644 (later recalculated to be $448,080) in long-term capital gains related

to the sale and reacquisition of the property. IRS calculated the $448,080 in long-term capital gains

by subtracting the $56,920 Debough had reported for tax years 2006 ,2007, and 2008 from the total

$505,000 in cash that he had received over those same years.

Pafties' arguments. Although Debough and IRS agreed that Code Sec. 1038(e) didn't govern this

case because he didn't resell within one year of repossession, they disagreed about the "import" of

that provision. IRS claimed that Code Sec. 1038(e) shows that Congress was aware of interplay

between Code Sec. 1038 and Code Sec. 121but, exceptforthe circumstances described in Code

Sec. 1038(e), intended for taxpayers in situations like Debough's to be subject to the general rules of

Code Sec. 1038. Accordingly, IRS asserted that Debough was required to recognize gain upon

repossession of the property to the extent of money and other property received before

repossession.

Debough, on the other hand, argued that if Congress has intended to "completely nullify" the Code

Sec. 121 exclusion upon reacquisition of ataxpayer's principal residence, itwould havedrafted an

explicit provision to that effect.

Court sides withfhe Court found that, by its terms, Debough's sale of his principal residence and

subsequent reacquisition in satisfaction of indebtedness secured by properly fell squarely within

Code Sec. 1038. Specifically, Debough sold the property to buyers in exchange for the contract for

deed, which evidenced the buyers indebtedness and his security interest in the property, and after

the buyers defaulted, he reacquired his former residence in full satisfaction of the indebtedness

secured by the property.

The Court then turned to whether Debough was required to recognize gain previously excluded

under Code Sec. 121 and concluded that he was. While it wasn't clear to the Couft why Congress

limited the exception in Code Sec. 1038(e)to sellers who resell property within one year of



reacquisition, the language of the statute was nonetheless clear, and Debough was subject to the

general rules of Code Sec. 1038.

The Court also found that recognition of gain conforms with the intent of Code Sec. 1038 and the

economics of the transaction. Legislative history shows that Congress was sympathetic to the fact

lhat, apañ from any payments that the seller may have received , despite fluctuations in value

between the date of the sale and the date of reacquisition, the seller is in no better position than he

was before the sale. So, notably, the nonrecognition of gain was limited only to any change in the

value of the underlying property, and not to cash or other property received by the seller before

reacquisition. ln this case, Debough received $505,000 in cash before the reacquisition of his former

principal residence. This cash exceeded the gain previously returned as income on the sale of the

proeprty during periods before the reacquisition. The Court found that there was "nothing unfair" in

taxing this income since Debough was actually in a better position than he was before the sale,

having both ownership of the property and $505,000.

Finally, the Court found that its interpretation of Code Sec. 1038 was consistent with basic federal

income tax principles. The $505,000 was clearly an accession to wealth of which Code Sec. 1038,

absent statutory exception, mandates inclusion in Debough's gross income,
References: For Code Sec. 1038's ceiling on repossession gain, see FTC 2dlFlN f[G-6865 ; United
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