17 T.C. 1374

Payments received on a purchased debt of an insolvent corporation are treated as a
return of capital, not taxable income, until the taxpayer has fully recovered their
basis in the debt, especially when the debt’s collectibility is uncertain and
represented by multiple notes for administrative convenience rather than distinct,
marketable interests.

Summary

Webster Atwell and others purchased stock and debt of an insolvent corporation.
The Tax Court addressed two issues: whether a cash transfer from the corporation
to the seller before the sale constituted income to the buyers, and how payments on
the purchased debt should be treated for income tax purposes. The court held that
the cash transfer was not income to the buyers as it was intended to reduce the debt
principal before the sale. Regarding the debt payments, the court ruled that because
the debt’s collectibility was uncertain and the multiple notes issued were for
convenience and did not represent divisible interests, the taxpayers could recover
their full basis in the debt before recognizing taxable income from the payments.

Facts

American Power & Light Company (American) owned stock and a $2,200,000 note of
Texas Public Utilities Corporation (Texas), an insolvent ice business. American
solicited bids to sell these securities, stipulating that $160,000 cash on Texas’s
balance sheet would reduce the note’s principal to $2,040,000. The petitioners
submitted the highest bid of $711,000 and purchased the stock and note. Texas then
transferred $160,000 to American. For administrative convenience, Texas issued
each purchaser 20 notes representing their share of the debt. Texas made payments
on the debt, and as each payment was made, one note from each series of 20 was
canceled.

Procedural History

The Commissioner of Internal Revenue determined deficiencies, arguing that each
payment on the debt was taxable income. The Commissioner later amended their
answer, claiming the $160,000 cash transfer was also income to the petitioners. The
petitioners contested the deficiencies in the Tax Court.

Issue(s)

1. Whether the $160,000 cash payment by Texas to American constituted income
to the petitioners.

2. Whether each payment received on the debt should be treated as income, or as
a return of capital until the petitioners recovered their basis in the debt.

Holding
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1. No, because the $160,000 payment was intended to reduce the principal of the
note before the sale and did not provide any benefit to the petitioners beyond
what they bargained for in the purchase price.

2. No, because under the circumstances of an uncertain debt and the
administrative nature of the 20 notes, the payments were a return of capital
until the full basis of the debt was recovered.

Court’s Reasoning

Regarding the $160,000 payment, the court found the substance of the transaction
was a purchase of stock and a note with a principal of $2,040,000. The change in
payment method was a mere formality, and the petitioners derived no actual benefit
constituting income.

For the debt payments, the court rejected the Commissioner’s argument that each of
the 20 notes represented a divisible interest requiring proportional basis allocation.
The court emphasized the debt’s uncertain collectibility due to Texas’s insolvency. It
reasoned that the 20 notes were for administrative convenience and did not create
distinct, marketable interests. The court stated, “[T]he interest of each participant
remained, for all practical purposes at least, a single undivided interest and did not
become 20 separate divided interests upon the issuance of the series of 20 notes.”
Because there was no way to fairly value each note in the series and no prearranged
payment schedule, treating each payment as income would be artificial. The court
allowed the petitioners to recover their entire basis before recognizing income,
aligning with the principle that return of capital precedes taxable gain, especially in
uncertain debt recovery scenarios.

Practical Implications

Atwell v. Commissioner provides guidance on the tax treatment of debt purchased at
a discount, particularly when collectibility is uncertain. It reinforces that in such
situations, taxpayers can generally recover their cost basis before recognizing
taxable income. The case highlights that the form of debt instruments (like issuing
multiple notes) does not automatically dictate tax treatment if the substance
indicates a single, indivisible interest, especially when done for administrative
convenience. This ruling is relevant for structuring and analyzing transactions
involving distressed debt and clarifies that the “return of capital” principle is
paramount when dealing with uncertain asset recovery, allowing taxpayers to defer
income recognition until their investment is recouped. Later cases considering basis
recovery in debt instruments often cite Atwell for the principle that administrative
convenience should not override the economic substance of a transaction for tax
purposes.
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