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In tax law and theory, procedure gets short shrift. Yet
sometimes, procedure makes all the difference. That
seems to me to be particularly true regarding the recent
hoopla over the tax consequences of foreclosures on
taxpayers' principal residences. The House recently
passed a bill that purports to address the alleged problem
with the law. Since the bill is now before the Senate
Finance Committee, I take a break from my normal
columns to examine more closely both the hoopla and the
proposed remedy. My thesis is that H.R. 3648 does little
to help those taxpayers who find themselves in foreclo-
sures because it completely ignores procedure.

ICongress is amending the wrong
statute.

Congress is amending the wrong statute. It should
amend the statutes concerning third-party reporting pro-
cedure because current stahltes force both the IRS and
taxpayers into an inefficient process to find the right
substantive answer. While I will also make a few obser-
vations about its substance, I will focus mostly on the
procedural aspects of the bill - or lack thereof.As is my
habit, I will propose exactly how Congress can fIX what IS
a very real problem for a great many taxpayers
who theoretically owe nothing but as a practical matter
get stuck with a hefty tax bill. Part I will review tl,e
substantive issue. Part II Will explam why the ISsue
presented is really a procedural problem. Part III will
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critique the proposals currently before Congress and
explain how true reform could be accomplIshed through
a sim.pler amendment.

I. Cancellation of Debt Income From Foreclosures
To understand why the tax code taxes cancellation of

debt (COD), it is helpful to start with why the tax code
does not tax loans in the first place. Borrowed money is
not counted as income, for two reasons. First is the
balance sheet idea. If one looks at the taxpayer's entire
financial picture, the accretion of wealth represented by
the cash jingling in his pocket is offset by an obligation to
repay. That obligation burdens the taxpayer's other as-
sets. Take a taxpayer who borrows $100,000. While it may
look like $100,000 in income, the taxpayer is not really
any wealthier after the loan than before the loan. A
taxpayer witl, a $100,000 loan also has $100,000 debt
obligation that must be repaid, and the taxpayer will
have to use his other assets to accomplish that repay-
ment. The taxpayer has just, in effect, converted the value
of some assets into cash. This is a static view of the
matter, focusing on the current effect of the loan at
inception.
The second reason for not taxing loan proceeds is

based on expectancy.l We expect the taxpayer to even-
tually repay the loan principal. Most loans do in fact get
repaid. Therefore, while the taxpayer looks wealthier
now, that is just temporary. If we treated the loan as a true
accretion to wealth, we would just have to correct the
error by allowing a deduction for repayments. Recogniz-
ing the accounting nightmare that ensue, the
better and simpler treatment of loans 1S therefore to
exclude them from income at inception, presuming that
they will be repaid rather than presuming they will not
be repaid. At least, that's how I look at it, although I
confess I am not a substantive tax guru. I am a procedur-
alist.
The key difference between the balance sheet and

expectancy ideas is that the a static vie,:,
looking at current assets and liabllilles; the latter IS
dynamic, looking at the situation over time. That IS, the
former seems to treat the distribution of loan proceeds as
a separate transaction from repayment, while the latter
treats the loan more as a single open transaction, leaving
to the close of the transaction to correct any errors either
about the amount loaned or about the expectation that
the amoWlt would be repaid.

lThis is also often referred to as the "loan proceeds" theory
or "deferred income" theory. For a nice treatment of how those
concepts play out in the context of gambling debts, see Ted
Seto's very readable article, "Inside Zarill," 39 S.M.U. L Rev.
1761 (2006).
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While loans are not treated as income, their forgive-
ness is. Section 61(a)(12) provides that canceled debt is an
item of gross income. It is typically referred to as COD
income. The same two reasons that justify not taxing
loans in the first place justify taxing COD.

The same two reasons that justify not
.. taxing loans in the first place justify
• taxing COD.

First, the burden on the taxpayer's remaining assets
has been relieved, so the taxpayer is truly wealthier. This
insight dates back to Justice Holmes's cranky opinion in
United States v. Kirby Lumber?Assume that our hypotheti-
cal borrower, after repaying $80,000 of the $100,000
borrowed, gets discharged from the remaining debt.
Under this "freeing of assets" theory, the taxpayer has
COD income of $20,000 because the taxpayer now has
$20,000 worth of assets available to use for other pur-
poses that were previously committed (on the balance
sheet) to repaying the loan.
The idea about expectancy also supports a general rule

counting COD as gross income. Now that the loan
transaction has closed, we see that it was erroneous to
expect that the entire $100,000 was going to be repaid.
Instead, we can see that the transaction (viewed as a
single transaction over time) really increased the tax-
payer's wealth by $20,000; when the deal closes, it turns
out to have been an $80,000 loan and an outright transfer
of $20,000. To correct the error, we require the debtor to
take that $20,000 into income in the year the transaction
closes, even though the actual cash flowed in an earlier
year.
Although section 61(a)(12) provides that CODmust be

included in gross income as a general rule, section 108
excludes COD from income under some circumstances.3
Some of the exclusions in section 108 again reflect either
the static balance sheet idea or the dynamic error correc-
tion idea.4
One finds the balance sheet idea reflected in section

108(a), which provides, in part, for COD exclusion when
the debt is discharged through bankruptcy or when the
debtor is insolvent. This exclusion makes sense under the
balance sheet theory: If the COD does not actually free up
any assets of the debtor, the debtor has no real economic
gain from the COD and there is nothing to be taxed.
Similarly, section 108(a)(3) presents the logical corollary:

2284 U.S. 1,2 (1931). Thatwas the year Justice Holmes turned
91, which helps explain (perhaps) the short and irritated opin-
ion, the gist of which was: "Here there was no shrinkage of
assets and the taxpayer made a clear gain. As a result of its
dealings (repurchase of bonds at less than the par value issue
price] it made available $137,521.30 (worth of] assets previously
offset by the obligation of bonds now extinct. We see nothing to
be by the discussion of judicial definitions."

Note that section 102 might also exclude COD income if the
lender cancels the debt as a gift.
4Not all parts of section 108 are theoretically pure. Some are

more in the nature of industry subsidies.

The amount of COD excluded because of insolvency is
limited to the amount of the insolvency.5
Section 108(e)(5) reflects the dynamic idea of correct-

ing what turn out to have been erroneous expectations. It
provides that COD can be excluded from gross income
when it was "the debt of a purchaser of property to the
seller of such property," when the purchaser is not
covered by the section 108(a) exceptions for bankruptcy
or insolvency and not covered by any other exception to
COD,t> That reflects the expectancy theory because the
error later identified (when the transaction closes) is that
we were wrong about the amount of money initially lent.
The error to be corrected relates not to the expectation of
repayment, but rather to the amount loaned.

ISome of the exclusions in section 108.. again reflect either the static balance
" sheet idea or the dynamic error
, correction idea.

For example, suppose our hypothetical taxpayer seeks
to buy a building and agrees with the seller to pay
$100,000, which the seller finances, taking a mortgage.
Now, if after $80,000 of the loan has been repaid the seller
forgives the remaining debt, section 108(e)(S) allows the
parties to treat the cancellation as correcting an error as to
the initial value of the building. It turns out the buyer did
not receive a loan of $100,000 but only received a loan of
$80,000 that has now been fully repaid. Hence, no COD.?
The theory underlying the purchase price exception

does not work as well when there is no question that the
seller has received the stated sales price, such as when the
buyer uses third-party financing. Thus, if our taxpayer
buys a building for the contract price of $100,000 and
borrows the $100,000 from a third-party lender, it is
difficult to say that the taxpayer did not actually receive
$100,000. The IRS has been quite vocal in denying an
exclusion from income for COD of purchase money loans
held by a third-party The IRS rationale is that "an

SFor these purposes, insolvency is determined per section
108(d)(3) as "the excess of liabilities over the fair market villue
of assets ... immediately before the discharge." Note that in
many cases section 108(b) turns the exclusion into a deferral by
requiring the taxpayer to give up certain income-sheltering tax
attributes, such as NOLs.
6That is, the CODmust be "but for this paragraph ... treated

as income to the purchaser from the discharge of indebtedness,"
This language also supports the idea that Congress did not
intend for section 108(e)(5) to trump otherwise applicable
exclusions, including common-law exclusions. While the IRS
takes the position that section 108(e)(5) has displaced common-
law exceptions to COD, it is not clear that courts have uniformly
accepted that position. See, e.g., Preslllr v. Commissioner, 167 F.3d
1323, Doc 1999-6438, 1999 TNT 32-6 (10th Cir. 1999) (analyzing
taxpayer's common-lilw claims without taking a position on
whether section 108(e)(5) was exclusive).
70£ course, in that case the taxpayer would have to adjust

basis in the building to reflect a section 1012 cost basis of
$80,000. Fulton Gold Corp. v. Commissioner, 31 B.T.A. 519 (1934).

HRev Rul. 92·99, 1992-2 C.B. 35, Doc 92-9958, 92 TNT 220-14.
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agreement to reduce a debt between a purchaser and a
third-party lender is not a true adjustment of the pur-
chase price paid for the property because the seller has
Tt'('l'I\'l'O the entire pric(' iwm the purchaser anu
i" nnt a party to debt .1,>?,n:l:'nlCnt.'"

Outside of section 108, the dynamic error correction
theory also underlies the common-law contested debt
exclusion. If a taxpayer has a good-faith argument that
the original amount of the debt was less than it appears
on its face, or that the original purchase price of that
purchased with the loan resulted from fraud or misrep-
resentation, then again the error to be corrected relates to
the amount loaned, not the amount repaid. to Again, this
is a stronger argument when the taxpayer has borrowed
money from the seller of the goods or services than when
the loan comes from a third party. In the latter instance, it
becomes more difficult to say that the tax system was in
error as to the amount of the loan proceeds.
The other problem with the expectancy idea is that it

becomes increasingly difficult over time to distinguish
between a falling price and an erroneous initial price. I
call this the falling market problem. A famous (or infa-
mous, depending on your take) example of this problem
is Allen v. COUl'ts,ll There, the taxpayer had purchased a
seat on the New York Stock Exchange in early 1929, at the
height of the market, when seats were being sold for
$400,000. The taxpayer borrowed money from another
exchange member, named Eaton. Bad timing. By 1934 the
fair market value of exchange seats had fallen to $125,000
and Eaton compromised the debt at $213,000. But the
taxpayer's luck turned when he got before sympathetic
federal courts. The Fifth Circuit rejected the IRS's attempt
to tax the compromised debt as COD. It saw the deal as
a purchase price adjustment, even though the lender was
a third party and even though the Depression pretty
clearly affected the value of the seat after it was pur-
chased. The court explained:

We think the substance of this transaction is that
Courts bought a seat on the Exchange, which he
still has, for which he gave an obligation for
$402,000 nominally, but which fell far short of being
an absolute one, and which had really a much less
exchangeable value. When in 1934 he and Eaton
dealt with the situation, Eaton considered his claim
worth not more than $213,625, and the seat was
worth only $125,000. They settled for $213,625, and
that became the cost to Courts of the seat.U

91d. Although several courts extend the purchase price
reduction exclUsion to third-party financing, the IRS refuses to
follow them. See Commissioner v. Sherman, 135 F.2d (6th Cir. 1943)
(which also involved an infinnity that clearly related back the
original sale so that, under the expectancy theory, the error that
needed correcting was the distribution of funds and not the
repayment); Allen v. Courts, 127 F.2d 127 (5th Cir. 1942); Hirsch v.
Commissioner, 115 F.2d 656 (7th Cir. 1940).
loThis, at least, is how manv courts have read Zarin v.

916 F.2d 110 (3d Cir. 1990). See, e.g., Preslar ri.
Commissioner, 167 F.3d 1323, 1327 (10th Cir. 1999).

llAllen v. Courts, 127 F.2d 127 (5th Cir. 1942).
12127 F.2d at 128
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Thus, the Fifth Circuit viewed the transaction as an
open transaction so that only when it closed could one
tell whether the error to be corrected lay with the amount
thought to have been lent or the amount expected to have
been repaid.
This falling market problem is what has recently

gotten folks worked up about home mortgage foreclo-
sures. The next section explains why.

II. The Procedural Problem
The tax problems created by home mortgage foreclo-

sures in a falling market first gained political traction
from a story in The New York Times on August 20,13 As I
understood the story, a Mr. Stout owned a home with a
mortgage balance of $106,000. Stout transferred the home
to the bank (via auction foreclosure sale at which the
bank paid $1). A few months later the bank sold the
house to a second bank for $106,000. Within a month the
second bank sold the home (which had been appraised
for about $132,000 before foreclosure) for $140,000.

The point is that the problem with
existing law is not substantive. It is
procedural. Foreclosed taxpayers face
tax troubles even if they do not have
any COD.

On those facts, I cannot see how Stout had COD under
current law. To satisfy his outstanding mortgage he gave
the bank the home. The only question is how much was
that home worth at the time he transferred it to the bank.
If the house was worth $106,000 or more, there was no
COD. The issue was the proper valuation of the house. To
discover that, one looks at the relevant market transac-
tions. Of the three potential transactions here (the fore-
closure price of $1, the bank's sale price of $106,000, or
the final sale of $140,000) the most reasonable one is the
final sale. The foreclosure sale price of $1 cannot possibly
be right because (a) it is inherently implausible that a
house worth only $1 suddenly appreciates to $106,000
and then to $140,000 in the short time between the
transactions, and (b) the sale apparently was not an open
market transaction attended by any potential bidders
except the bank. Between the $106,000 private sale and
the $140,000 ultimate open market sale, the best evidence
of value at the time of foreclosure was probably the latter.
Stout had no COD, however, regardless of which of those
values is correct.
But Stout was in a world of hurt. Even though l1e had no

substantive COD liability, he still had a huge procedural
problem. The bank had sent in a Form 1099-C reporting
COD of $105,999. Because Stout had (properly) not
reported that income, the IRS matching system picked it
up as potential underreported income and sent Stout a
notice that it intended to hit him up for some $34,000 in
taxes.

13Available at: http://www.nytimes.com/2007/08/20/bus
inessI20taxes.html?emc=eta1.
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Many taxpayers who lose their homes (or renegotiate
their loans in lieu of foreclosure) actually do have COD
income. However, given that foreclosure tends to occur
when a taxpayer is in some measure of financial extremis,
it is also quite likely that most taxpayers who lose their
homes (or renegotiate their loans) are already sheltered
by the section 108(a) insolvency exception or, if they are
in generous jurisdictions like the Fifth Circuit, they may
be able to claim a purchase-price or contested liability
exclusion even though the loan was issued by a third
party. Empirically, foreclosures are a very good proxy for
inso]vency.14

It would be wrong to suggest that the
IRS could change the operational
presumption of income on its own.

The problem with existing law is not substantive. It is
procedural. Foreclosed taxpayers face tax troubles even
if, like Stout, they do not have any COD or, more
commonly, they qualify for the section 108(a) insolvency
exception. Their pain is procedural because the statutory
system - written by Congress and obeyed by the IRS -
creates an operational presumption of income to match
the substantive presumption of inclusion.
The procedural provisions at issue are sections 6050J

and 60S0P. Section 60S0J requires a lender to send the IRS
an information return (Form 1099-A) reporting the pro-
ceeds resulting from a foreclosure sale. Section 60S0P
requires lenders to send the IRS a different information
return (Form 1099-C) reporting "the amount of the
indebtedness discharged." Because sections 60S0J and
60S0P cover overlapping situations, their reporting re-
quirements are coordinated in reg. section 1.60S0P-
1(e)(3), which basically proVides that lenders can use
Form 1099-C when foreclosing property for less than the
loan amount.
The procedural provisions create an operational pre-

sumption that debt forgiven as a result of foreclosure is
taxable income. Lenders make no independent determi-
nation of whether the discharged debt is excludable from
income under section 108. They just report the discharge
of debt and let the taxpayers duke it out with the IRS.
It would be wrong to suggest that the IRS could

change this operational presumption on its own. Given
that the Service processes more than 225 million tax
returns each year, and some 1.5 billion information re-
turns, it should come as no surprise that IRS employees
cannot review each individual taxpayer's return. 15 The
IRS relies heavily on computers. Through its programs
that match information returns to tax returns, the IRS
uses the third-party information returns to identify po-
tentially unreported income. When significant mis-
matches are found, IRS computers automatically propose

J4Elmer and Seelig, "Insolvency Trigger Events, and Con-
sumer Risk Posture in the Theory of Single-Family Mortgage
Default," FDIC Working Paper 98-3.

I 'The figures come from the IRS Data Book 2006, tables 2 and
14.

adjustments, sending taxpayers a form CP2000 (which
refers to the "Compliance 2000" program established in
the 1990s to deal with underreporting of income). The
important point here is that the IRS presumes, and
indeed must presume, that the information returns are
correct and the taxpayer returns are incorrect. That is the
operational presumption. It reflects the statutory pre-
sumption that inclusion provisions are to be interpreted
broadly and that taxpayers must affirmatively demon-
strate why income they receive should be excluded from
gross income. Indeed, the IRS would be remiss to admin-
ister the tax law any other way.
The operational presumption puts taxpayers behind

the eight ball. As long as this operational presumption
continues, taxpayers facing foreclosure will be in the
same position they are in now, regardless of their sub-
stantive rights under section 108. The lender will still
send in a Form 1099-C (as it must under section 60S0P).
That will then trigger the matching programs that, some
18 to 24 months later, will spit out a proposed notice of
deficiency based on the unreported discharge of indebt-
edness. The taxpayers will then have the burden to prove
that they meet one of the exclusions under section 108.
Stout apparently had the wherewithal to respond

timely to the notice from the IRS proposing an adjust-
ment to his tax liability. According to The New York Times,
he succeeded in convincing the lender to send in a
"corrected" Form 1099-C, and the IRS backed off. But
Stout may not be representative of most foreclosed
taxpayers, who may not have the wherewithal to get back
to the lender or deal with the IRS either on receipt of the
Form 1099-C or 18 to 24 months later when the IRS comes
calling.
Foreclosures typically reflect a taxpayer's personal

and financial crisis. It is unrealistic to expect that taxpay-
ers in crisis will generally (a) know about the substantive
provisions in section 108 at the time the Form 1099-C is
filed, (b) create the necessary records to document the
entitlement to the exclusion, and (c) retain those records
for at least two years so that when the IRS sends a
proposed notice of deficiency the taxpayer can write back
to prove the entitlement. Yet that is the problem created
by the operation presumption in sections 60S0J and
6050P. It is those procedural sections that need amending,
not section 108. House Bill H.R. 3648 will be of no
practical relief to the many taxpayers who find them-
selves in foreclosure situations unless sections 6050J and
60S0P are also changed.

III. True Tax Simplification
With all the talk about simplification, you might think

that Congress is looking for ways to simplify the tax code
or at least is resisting adding layers of compleXity. H.R.
3648 would prove you wrong. It creates a new substan-
tive exclusion within section 108 for discharge of quali-
fied principal residence indebtedness. There are two
problems with H.R. 3648: It does not address the true
problem and it adds unneeded complexity to the code.
First, as I explained above, it does not address the true

problem faced by foreclosed taxpayers. The true problem
is the operational presumption. The House bill would
have been of no use to Stout. He did not need substantive
relief because, on the merits, he had no COD income that
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needed excluding. But he did need procedural relief
because his grief was caused by the reporting require-
ments.
Even taxpayers who stand to benefit in theory from

the substantive changes, moreover, will find little relief
from the bill. Thus, while taxpayers who are foreclosed
on when they are solvent and cannot successfully invoke
the purchase price adjustment or contest debt exclusions
under current law appear to benefit from the bill, it is just
an appearance. Those taxpayers will still have to collect,
create, and retain all the documents necessary to prove
that the discharged debt was for a "qualified principal
residence" as defined in the statute. That means they
have to be prepared to show that they meet the two-in-
five rule in section 121. This burden is not much different
from asking taxpayers to collect, create, and retain docu-
mentation that they were insolvent at the time the debt
was discharged.

!There are two problems with H.R.3648: It does not address the true
problem and it adds unneeded
complexity to the code.

As long as COD is gross income under section 61 (as it
definitely should be!), as long as the taxpayer bears the
burden to show entitlement to the section 108 exclusion
(as should be the case), and as long as that legal burden is
put into operation by the section 6050J and 6050P report-
ing requirement, then you have not solved the problem
first reported by the Times.
The second problem with H.R. 3648 is that it adds

complexity to the tax system, for an uncertain gain. The
gain is uncertain because it is not clear how many
taxpayers who would otherwise not qualify under cur-
rent law would qualify for the new exclusion. More
importantly, however, the gain is uncertain because the
operational presumption still sweeps broad and knocks
taxpayers off their feet (or knees if their financial circum-
stances have already knocked them down once).
H.R. 3648 potentially adds complexity both to sub-

stance and procedure. As to substance, reg. section
1.1001-2 provides that a foreclosure transaction on a
property secured by a recourse loan can result in both
gain on the disposition and COD. One must bifurcate the
COD and the property transaction. However, if the
property is secured by a nonrecourse loan, case law
provides that one does not bifurcate; instead, the entire
mortgage balance becomes part of the amount realized
on the disposition. 16 Some states, such as California, have
strong antideficiency statutes that effectively convert
what purport to be recourse home mortgages into non-
recourse loansY What happens to taxpayers who live in
those states if they have a gain on the foreclosure? That

v. Tufts, 461 U.S. 300 (1983). For a nice
summary of this distinction, see FSA 200135002, Doc 2001-22902,
2001 TNT 171-12 (Aug. 31, 2001).

I7See, e.g., Cal. Code Civ. Proc. section 580d (2007).
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gain would not be COD, and they receive no help from
H.R. 3648, yet they are in the same economic position as
taxpayers who live in states without strong antidefi-
ciency statutes.18
As to procedure, if H.R. 3648 is enacted as written, it

will force the IRS to try and fix the procedural problem
by adding more complexity to the system. For example,
one commentator suggested to me thatthe IRS might add
a check box to the Form 1099-C so that lenders could
identify that the canceled debt being reported was asso-
ciated with a home mortgage loan. The IRS could then
reprogram its computers to take note of the check box. So
lenders would be able to report and then unreport COD
on the same form. Adding another data element to an
information return is facially a good idea, but creates
nontrivial processing and data integrity issues. However,
it certainly could be an administrative work-around
("Please check Box 15 if you wish to 'unreport' the
information you reported in Box 3").
As an aside, I cannot resist raising a query about the

wisdom of the bill. It extends the section 108 exclusion to
solvent debtors. Under the balance sheet theory; that is all
wrong. Further, the proposed changes exacerbate the
falling market problem; they could allow some solvent
taxpayers to effectively avoid all risk of loss when
purchasing their principal residences when other equally
solvent but less savvy taxpayers cannot avoid the loss.
To illustrate, suppose a taxpayer with a positive net

worth purchases a home for $900,000 at the peak of the
market, financed by a $900,000 recourse loan. The tax-
payer pays interest only on the loan. Assume further that
the FMV of the home drops to $800;000. Still having a
positive net worth, the savvy taxpayer renegotiates the
loan with the bank to $800,000. Under the old law, the
taxpayer would have to report $100,000 as COD, assum-
ing solvency. The taxpayer borrowed $900,000 but now
only owes $800,000. Under either theory, that is income.
First, the taxpayer is solvent and relief of the debt frees
up an equivalent amount of assets. Second, the expect-
ancy theory says that the $100,000 we thought was
simply borrowed money requiring repayment turns out
to have been income after all. We were in error to suppose
it would be repaid. To correct the error requires the
taxpayer to include that $100,000 in income.
There is no decent policy reason I can think of why the

taxpayer should not have to pay tax on the COD in the
above example. Because I am not a substantive tax
expert, however, I am sure that there are other views on
the matter. For example, one might invoke Allen v. Courts
because the loan was as closely tied to the purchase of the
home as was the loan of money for the stock exchange
seat. Or one might argue that the restrictions on the use

1IlOne might have an unpaid mortgage balance greater than
one's basis in a residential property if one were permitted to
consolidate one's credit card debt into one's purchase money
mortgage. Apparently more than a few lenders were engaged in
that practice, relying on the market continuing to rise. See Elmer
and Seelig, supra note 14. The point is not that these folks should
or should not pay tax. The point is that because their debt relief
is accounted for under different regimes, the proposed modifi-
cations to section 108 simply add complexity to the code.
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of the borrowed money were such that one cannot say the
taxpayer acceded to any wealth. To me, however, both of
those points just restate the purchase price adjustment
theory, saying that the taxpayer received nothing beyond
the FMV of that which was purchased. It runs into the
same problems I describe above: (1) this was third-party
financing and the seller really did get actual cash - cash
flowed - and (2) there was not so much a dispute about
the initial price as a sharp decline in the market after the
purchase.

The point of this column is that the

.

proposed substantive changes do no
good unless accompanied by

. procedural changes.

Regardless of how one comes out on the substantive
provisions of H.R. 3648, however, the point of this
column is that the proposed substantive changes do no
good unless accompanied by procedural changes. And
those procedural changes have to come from Congress.

Conclusion
The better fix - the simple fix - for the problem

described in the Times and elsewhere is to amend sections
6050J and 60S0P so that lenders are not required to report
COD when the discharged debt results from either a
foreclosure or renegotiation of the acquisition loan. Con-
gress should take the same idea that is in section 108 and
put it in sections 6050J and 6050P. For example, section
6050P could be modified to read as follows:
(a) [unchanged]
(b) Exception. - Subsection (a) shall not apply to

(l) any discharge of less than $600; or

(2) any discharge of qualified residence in-
debtedness.

(c) Definitions and Special Rules. - For purposes
of this section -
* * *
(3) the term "qualified residence indebted-
ness" means a personal loan that was acqui-
sition indebtedness within the meaning of
section 163(h)(3)(B), without regard to clause
(ii) thereof.

This provision creates a minimal burden on lenders to
determine whether the loan they've just eaten is an
acquisition loan especially if taxpayers are required to
certify that the property at issue is their primary resi-
dence. Yet it is a fairly bright-line determination. Most
lenders keep dose track of what loans are personal and
what are business.19 Unlike adding compleXity to existing
forms, this change would eliminate some needless com-
plexity in processing. More importantly, however, this
proposed procedural change allows Congress to keep the
substantive law the same while proViding needed relief
to foreclosed and forlorn taxpayers. Taxpayers who are
not eligible for relief under section 108 must still report
the COD as income. True, compliance will doubtless be
lower than for income items that taxpayers know are
being reported independently to the IRS. But procedure
should reflect substance, and modifying sections 6050J
and 6050P to eliminate the third-party reporting require-
ment for COD resulting from foreclosures brings them
more in alignment with the substantive law, particularly
if Congress ends up modifying section 108 as proposed
by the House bill. That is an acceptable trade-off, in my
book at least.

19See, e.g., reg. section 1.6050J-lT, Q&A-S
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