Estate of Emelil Bankhead, Deceased, W. W. Bankhead, Executor and W. W,
Bankhead, Surviving Spouse, Petitioners v. Commissioner of Internal
Revenue, Respondent, 60 T. C. 535 (1973)

Debt cancellation by operation of law can result in taxable income under IRC §
61(a)(12).

Summary

Estate of Bankhead involved a situation where the decedent, Emelil Bankhead, had
borrowed funds from a family-owned corporation. After her death, the corporation
failed to file a claim against her estate within the statutory period required by
Alabama law, leading to the extinguishment of the debt. The Tax Court held that this
cancellation of debt by operation of law resulted in taxable income to the estate
under IRC § 61(a)(12). The decision was based on the clear economic benefit to the
estate, which was enlarged by the release from the debt obligation. Additionally, the
court found that the statute of limitations for assessment of the resulting tax
deficiency was extended due to the substantial omission of income from the estate’s
tax return.

Facts

Emelil Bankhead, prior to her death, borrowed a total of $45,050 from Bankhead
Broadcasting Co. , Inc. , a corporation she co-owned with her family. She repaid
$4,500 before her death, leaving a balance of $40,550. After her death on February
24, 1965, her husband W. W. Bankhead was appointed executor of her estate. The
corporation did not file a claim against the estate within six months after the grant
of letters testamentary, as required by Alabama law, which resulted in the debts
being barred from payment or allowance.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the petitioners’
federal income tax for 1965 due to the cancellation of indebtedness. The petitioners
challenged this deficiency before the United States Tax Court, which held that the
cancellation of debt resulted in taxable income and upheld the deficiency
assessment.

Issue(s)

1. Whether the petitioners realized income under IRC § 61(a)(12) from the
cancellation of indebtedness owed by Emelil Bankhead to Bankhead Broadcasting
Co., Inc.
2. Whether the deficiency could be assessed for the calendar year 1965 under IRC §
6501(e).

Holding
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1. Yes, because the debts were extinguished by operation of Alabama law, resulting
in an economic benefit to the estate and thus taxable income under IRC § 61(a)(12).
2. Yes, because the omission of the income from the cancellation of indebtedness
exceeded 25% of the gross income stated in the return, extending the assessment
period to six years under IRC § 6501(e).

Court’s Reasoning

The court found that Alabama law (Ala. Code tit. 61, sec. 211) prohibited the estate
from paying the debts after the statutory period elapsed without a claim being filed.
This legal extinguishment of the debt provided an undeniable economic benefit to
the estate, which is considered income under IRC § 61(a)(12). The court rejected the
petitioners’ argument that some of the debts were subject to a shorter statute of
limitations, determining that all debts were subject to the six-year statute and were
extinguished in 1965. The court also held that the deficiency was assessable within
six years under IRC § 6501(e) due to the substantial omission of income. The court
cited cases like Commissioner v. Jacobson and United States v. Kirby Lumber Co. to
support its conclusion that cancellation of debt can result in taxable income.

Practical Implications

This case underscores the importance of timely filing claims against estates to
preserve debt obligations. For estates, it highlights the potential tax consequences
of debt cancellation by operation of law, even when no affirmative action is taken by
the creditor. Legal practitioners must consider state probate laws when advising
clients on estate administration and tax planning. The decision also reaffirms the
broad scope of IRC § 61(a)(12), which can apply to any economic benefit derived
from debt cancellation, regardless of the circumstances leading to the cancellation.
Subsequent cases have applied this ruling to similar situations, emphasizing the
need for careful management of estate debts and timely action by creditors.
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