Zappo v. Commissioner, 81 T. C. 77 (1983)

A contingent obligation is not considered a true debt that can refinance or substitute
for a discharged true debt for federal income tax purposes.

Summary

Angelo Zappo and Cornelius Murphy formed Nottingham Village Corp. to develop
townhouses. After disputes with new investors, a settlement agreement was reached
where Zappo transferred his shares and assumed a contingent obligation under a
guarantee agreement. The issue was whether this obligation could be treated as a
refinancing of Zappo’s prior debt. The court held that the guarantee agreement’s
contingent nature precluded it from being considered a true debt that could
refinance the discharged obligation. Therefore, Zappo realized income from the
forgiveness of his prior debt.

Facts

Zappo and Murphy formed Nottingham Village Corp. to develop townhouses. New
investors loaned money to Zappo and Murphy and bought shares in the corporation.
Disputes arose over alleged misrepresentations and defaults. A settlement was
reached on October 10, 1974, where Zappo and Murphy transferred their shares to
the new investors, who in turn released Zappo and Murphy from their loan
obligations. On the same day, Nottingham sold its properties to N. V. T. H. , Inc.
Zappo and Murphy signed a guarantee agreement promising to pay the new
investors $53,500 if N. V. T. H. failed to pay Nottingham under a separate
contingent agreement.

Procedural History

The Commissioner of Internal Revenue determined a deficiency and addition to tax
for Zappo’s 1974 income tax return, arguing Zappo realized income from the
forgiveness of his debt. Zappo petitioned the U. S. Tax Court for a redetermination
of the deficiency. The Tax Court ruled in favor of the Commissioner, holding that the
guarantee agreement did not substitute for or refinance Zappo’s discharged debt.

Issue(s)

1. Whether the settlement agreement and the guarantee agreement were
inseparable parts of one transaction.

2. Whether Zappo’s obligation under the guarantee agreement was a true debt that
could refinance or substitute for his discharged debt under the first loan agreement.

Holding

1. Yes, because the settlement and guarantee agreements were executed
simultaneously to resolve the same dispute and were interdependent.

© 2025 SCOTUSreports.com. All rights reserved. | 1



2. No, because the guarantee agreement’s contingent nature precluded it from
being treated as a true debt that could refinance Zappo’s discharged obligation
under the first loan agreement.

Court’s Reasoning

The court found the settlement and guarantee agreements inseparable based on
objective factors such as the language of the agreements, their interdependence,
simultaneous execution, and the resolution of a single dispute. Regarding the
refinancing issue, the court applied the rule from United States v. Kirby Lumber Co.
that discharged indebtedness results in taxable income. The court determined that
Zappo’s obligation under the guarantee agreement was not a true debt because it
was highly contingent on uncertain future events, including payments by N. V. T. H.
to Nottingham and actions by other parties. Citing cases like CRC Corp. v.
Commissioner and Brountas v. Commissioner, the court concluded that such
contingent obligations cannot refinance true debts. Therefore, Zappo realized
income from the forgiveness of his prior debt.

Practical Implications

This decision clarifies that for tax purposes, contingent obligations cannot be
treated as refinancing discharged debts. Practitioners should carefully analyze the
terms of any new obligation assumed in settlement agreements to determine if it
constitutes a true debt or merely a contingent liability. This ruling may affect how
parties structure settlement agreements in disputes involving debt forgiveness, as
contingent obligations will not prevent the realization of income from debt
discharge. Subsequent cases like Saviano v. Commissioner and Graf v.
Commissioner have applied similar reasoning regarding the tax treatment of
contingent liabilities.
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