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PROCEEDI NGS
(10: 00 a.m)

CHI EF JUSTI CE REHNQUI ST: We will hear argunent
first this nmorning on nunber 99-1295 David A Gtlitz
versus the Comm ssioner of Internal Revenue.

M. Hallett.

ORAL ARGUMENT OF DARRELL D. HALLETT
ON BEHALF OF THE PETI TI ONERS

MR. HALLETT: M. Chief Justice, may it please
the Court: As a result of the position taken by the
Commi ssi oner of Internal Revenue on the brief before this
Court, the issue the Court needs to decide is a limted
one. And that issue is whether the anpunt of debt
di scharge or cancellation of debt of an insolvent debtor
which is excluded fromincome under Section 108 is incone,
such that it amounts to an item of inconme which increases
the shareholder's stock basis under Sections 1366 and
1367 of the Internal Revenue Code.

The Conmmi ssioner rests his entire case in his
brief on the argunent that under Section 108 no incone is
realized by the insolvent debtor. Your Honors, that
position is clearly contrary to the statute. And if | may
rat her than paraphrasing initially, read the statute, |
think it's really critical to this issue and resolves this
issue. And that statute is section 108(a)(1) in the
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appendix to the petition, at Page 34.

And it states as follows: G oss inconme does not
i ncl ude any amount which, but for this subsection, would
be includable in gross inconme by reason of the discharge
of indebtedness of the taxpayer if the discharge occurs
when the taxpayer is insolvent.

To paraphrase that, Your Honors, what that
subsection (a) says in hopefully plain English is that an
itemis only excluded under Section 108 if it otherw se
woul d have been included in gross inconme under Section 61

QUESTION:  Well, | think your argunent under the
statute is a strong one. But is there any reason in tax
theory or practical equity why Congress would want to
allowthis result in this particular case? | nean, |
understand that the statute may conpel this, but is there
sonme underlying rationale to support your position?

MR. HALLETT: It may well be consistent with the
restructuring of the Internal Revenue Code in 1954, in
whi ch Congress said very broadly in Section 61 that gross
i ncone includes all income from whatever source derived,
and listed specific itens, sone 15 of those, and one of
themis inconme from subsection 12.

And then consistent with that over in Sections
101 through 138, those itens that are included in incone
are specifically excluded fromgross incone. So --

4
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QUESTI ON: What | am asking is why woul d Congress
all ow you to use incone that you don't pay tax on, to
i ncrease the basis and then which would allow you to
deduct additional unrelated | osses?

MR. HALLETT: Well, first of all, because this
statute clearly says that --

QUESTION: | know that's position nunber one.
|"masking, is there a reason for this?

MR. HALLETT: There's a reason for it is that in
the final analysis, the basis reflects the shareholder's
equity in the corporation, roughly speaking, and the
shar ehol der gets equity in the corporation by contributing
capital. He also gets equity in the corporation when
incone is realized, taxable or nontaxable. And the
Congress recogni zed that if |osses have accumul ated such
that they are not deducti bl e because they exceed the
basis, well when incone is realized, nontaxable income
such as nmuni ci pal bond interest, that income goes down to
increase the basis to reflect the fact that there nowis
an increased equity investnent.

QUESTION: M. Hallett, it seens that the
Subchapter S shareholder is the only solvent entity who
coul d take advantage of this. The peculiar thing about
this provision is that every other taxpayer, say a
Subchapter C corporation, a partner in a partnership, the

5
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i nsol vent woul d have to be that entity, that tax paying
entity. But here you have the peculiarity that the
Subchapter S corporation, which is not itself a taxpayer,
is the insolvent, while the sharehol ders are highly
solvent. And is there any reason why Congress woul d want
to give those solvent taxpayers this advantageous

treat ment ?

MR. HALLETT: | think what -- they clearly did
that in 1984 when the Congress said that in the case of an
S corporation, the amount is excluded if there's
i nsol vency at the corporation level. They certainly
recogni zed that by doing that, the benefit of the
excl usi on woul d cone down to the sharehol der who coul d
wel | be sol vent.

And | think to the extent the legislative
history reflects why they did that, it made it sinpler to
| ook to the insolvency of the corporation rather than up
to 75 shareholders. They may well have recognized that in
any situation, certainly not all, if the S corporation is
in trouble, the shareholder is in trouble as well.

QUESTION: But it wasn't that way up until --
and yet, in 1982 -- well, let me put it this way: Do you
recogni ze that if the 1982 |law was still in place, the
government should w n?

MR HALLETT: Well, it would depend on whet her

6
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or not nmy clients the sharehol ders were insolvent. |If
they were insolvent then they would be entitled to the
result that we are seeking.

QUESTION:  Yes, but in this case where we have
very sol vent sharehol ders and an insol vent Subchapter S
cor porati on.

MR. HALLETT: This particular case, if the |aw
woul d have remained as it was in 1982, then if the
shar ehol der were sol vent he would not be able to exclude
t he amobunt from gross incone.

QUESTION: So it was the change in '84?

MR. HALLETT: It was a change in 1984.

QUESTION: And so we would |l ook to a reason for
that change if we are trying to understand, as Justice
Kennedy asked, whether there m ght be sonething other than
the words of the statute going for the position you are
t aki ng?

MR HALLETT: That is true. W would look to
the change. But | think you would also | ook to the
critical statutes that existed prior to the change in 1984
and the statutes which provide for the basis increase, and
t hose are Sections 1366 and 1367.

Now when Congress made the change in 1984, they
di d not change those provisions.

QUESTION: M. Hallett, is it invariably the
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case that this comes as a windfall to the sol vent
sharehol der? Wbuld the governnent never recapture the

benefit that the sharehol der gets?

MR HALLETT: Well, it's not the case that it's
a wndfall. 1It's certainly not the case that it's a
wi ndf al | .

QUESTI ON: Accept ny characterization of it as
a wndfall. Wuld any events in the future enabl e that

benefit to the sharehol der to be recaptured by the
gover nnent ?

MR. HALLETT: Well, certainly if you view a
benefit excluding the debt discharge anount from gross
income, then if the attribute deduction provisions cone
into play, you could view that as a recapture of the
benefit in the future.

QUESTION: Wl |, suppose the corporation
suddenly becones solvent, its business picks up or in sone
new sort of business. | assunme that at that point the
di stortion woul d even out for years, say one, two, three,
four and five, because the net operating | osses which
m ght ot herwi se have been deducted agai nst the new i ncone
are now di m ni shed by reason of the discharge of
i ndebt edness i ncone.

MR. HALLETT: That's correct.

QUESTION: So there, to answer Justice Scalia's

8



© 00 N oo o B~ wWw N P

N NN N NN R R R R R R R R R R
gag A W N P O © 0o N oo 0o M W N+ O

guestion, there mght be, I think there m ght be sone
instances in which this distortion, if we can call it
that, or windfall, does even itself out?

MR HALLETT: That's correct. And nuch as Your
Honor stated, the increase in basis by the anount of
di scharged debt occurs at the tine of the insolvency and
permts the taking of the | osses. And by taking of the
| osses, the | osses of course go away.

QUESTION: So it isn't always a wi ndfall or
di stortion, accepting those characterizations?

MR. HALLETT: It's not always a w ndfall.

QUESTION:  And | guess this was in Justice
Kennedy's question. The events that deny the w ndfal
character will be in subsequent tax years; is that
correct?

MR HALLETT: That's correct. That's correct.

QUESTI ON:  Going back to your very initial point
about Section 108, if Section 108 had read, itens of
i ncome shall not include , instead of gross incone does
not include , then the governnent would be right; is that
correct?

MR HALLETT: Well, | don't think so because it
-- it would still presuppose that the itemis inconme. In
ot her words --

QUESTION: No. I'msaying if it specifically

9
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said income fromdischarge of a debt shall not be treated
as an item of incone.

MR, HALLETT: Yes.

QUESTI O\ Then your whol e case woul d col | apse.

MR. HALLETT: Yes. |If Congress would have said
specifically that COD is not incone.

QUESTION: So it s the difference between
excluding fromgross incone and specifically stating that
it's not an itemof inconme, as the case turns out.

MR. HALLETT: Exactly. And that's a very
i nportant distinction that was drawn when Section 108 was
enacted in 1980.

|"d al so point out, Your Honor, that if the
Comm ssi oner were correct, that COD is not incone, then
Section 108 woul d never apply to an insolvent debtor. And
if we look at Section 108(b), it only cones into play if
an amount is excluded under Section 108(a). Now if it's
not inconme and it's therefore, doesn't conme within 108(a)
because it otherwi se wouldn't be incone, then the
attribute reduction process which the Comm ssioner places
so nmuch wei ght upon woul d never occur.

QUESTION:  So what's supposed to happen? Sone
di saster must occur in the tax code since the governnent
did at one point push this argunment, but it stopped, |
want to know what disaster occurs if you just take

10
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108(d)(7)(a), in which it says these things will apply at
the corporate level. It says it applies at the corporate
| evel, those three sub -- four subsections, (a), (b), (c)
and (g); (c) and (g) are just special cases, but (a) and
(b) is the main case. It says they apply at the corporate
level. What does that nmean? It nmeans it doesn't flow
through. It's very sinple; nothing flows through. The
attributes don't flow through. Nothing flows through.

Al right. Now once you say that, that cures
what seens an anonaly froma point of view of policy. Wy
don't we interpret it that way?

MR. HALLETT: Because the statute doesn't say
t hat .

QUESTION: Well, let's see what it says. It
says, in the case of an S corporation, subsections (a),
(b), (c) and (g) shall be applied at the corporate |evel.
Now why can | not take those words to nean they shall be
applied at the corporate |evel and only the corporate
| evel, i.e., they do not flow through?

MR HALLETT: Because we have to | ook at what is
applied at the corporate |level. For exanple, subsection
(a), the exclusion fromgross incone is applied at the
corporate level. And that's logically because the
corporation realizes the income and it excludes it.

QUESTION:  Ri ght.

11



© 00 N oo o B~ wWw N P

N NN N NN R R R R R R R R R R
gag A W N P O © 0o N oo 0o M W N+ O

MR. HALLETT: Subsection (b), and this is the
critical part of the statute, an essential part of the
statute as anended in 1984, is that the insolvency is
determ ned at the corporate level. But those two
provi sions do not say anything about the basis pass
t hr ough.

QUESTION: | know they say nothing. They say
nothing. So what |I'mdoing is suggesting that because
t hey say nothing one way or the other, one can interpret
those words shall be applied at the corporate level to
mean everything to do with 108 applies at the corporate
| evel in the case of the Subchapter S corporation, and
does not flow through. So what |'m asking you is why can
| not do that?

MR. HALLETT: Because the statute doesn't say
everything occurs at the corporate level. It says the
gross incone is excluded --

QUESTION: |1've got that point. Your point is
t he | anguage.

MR, HALLETT: Yes.

QUESTION:  Is there anything other than the
| anguage?

MR. HALLETT: The plain | anguage of the
st at ut e.

QUESTI ON: Not hi ng el se.

12
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MR. HALLETT: And the failure to say anything in
either 108 or Sections 1366 and 67 about the general rule
of basis -- pass through to basis not occurring.

QUESTION: So you're --

MR. HALLETT: There's nothing to suggest that.
Not a hint.

QUESTION: Is it an answer to Justice Breyer,
and | may be wong about this, that if that interpretation
prevail ed, there would be sonme instances in which the
sharehol der was really entitled to a double tax. In other
words, if there were basis left and the basis were not
decreased as a result of this interpretation, then the
sharehol der in effect would be paying a double tax in sone
i nstances, or am| wong about that?

MR HALLETT: Well, I"'mnot sure it would result
in a double tax. | think it clearly would read into the
Code | anguage that's sinply not there.

QUESTION: Wl l, that the sharehol der woul d be
taxed in effect for discharge of indebtedness incone even
t hough the corporation was insolvent.

MR, HALLETT: That's true.

QUESTI ON: Because the basis would not be
reduced.

MR HALLETT: That's true. That's true.

QUESTION: M. Hallett, may | go back to an

13
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earlier colloquy, and that is, as | understand it in this
case, the tax attributes, at |east under your theory, they
woul dn't -- that would be an academ c question because the
| osses here were entirely w ped out agai nst the increased
basis. Isn't that right? There were no |osses left.

MR. HALLETT: True. Once we go through the
process of determ ning how nuch the | osses exceeded basis
for the taxable year, as the statute tells us to do, if
the | osses are conpletely absorbed by the COD, if they are
conpl etely absorbed because of the increase in basis, then
assumng there's no other attribute, assum ng there's no
basis in assets that can be reduced, that would be true.

QUESTION: | take that to be the case here, that
the | osses were totally absorbed.

MR. HALLETT: No. Actually, and | have to point
out, this is not in the record, Your Honor, the |osses
were totally absorbed but there was sone $800 thousand
basis in assets and properly applied, even though the
| osses were absorbed, the COD incone is still there and
the COD i ncone woul d be applied in the next taxable year
to reduce the basis in the assets.

QUESTION: But that's not -- we don't have the
next tax return before us, so we don't --

MR. HALLETT: No, no, that's true. That's
correct. And | would just point out, it's a very

14
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i nportant concept of Section 108 that, | think it's -- you
read the legislative history and it does admttedly talk
about a purpose is to pick up the inconme in the future
through the attribute reduction, but Congress allowed a
very very inportant exception to that. And that's the
full ability to use net operating |oss carryovers or basis
in the case of property sold in the year of discharge.
Very very inportant, such that certainly many taxpayers
are going to have excluded COD i ncone but they are not
going to have any attributes to be reduced.

| don't believe the situation we have here is in
any way an anonaly. W have absol ute proof of that in one
of the cases. The Pugh case, there were no attributes at
all. There were no suspended | osses, there was no basis
in assets to reduce. And the Court of Appeals of course
hel d that the COD passed through.

So we know that situation. W know that
situation exists.

QUESTION: Wiy do you say it's no anomaly? |
woul d think with an ordinary corporation the chance of an
i nsol vent corporation ending up with a |Iot of positive
income in the year of insolvency is pretty low Wth an
i ndi vi dual, the chance of an individual ending up with a
| ot of positive incone in the year of insolvency is pretty
| ow.

15
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In the case of an S corporation, the chance that
a sharehol der of the insolvent S corporation could have a
| ot of positive incone in that year is pretty high. And
therefore, if we accept your intention for an S
corporation, your interpretation, we reach as a practi cal
matter quite a different result in terns of tax windfalls
than you do in the other two instances.

MR. HALLETT: Well, | think though in the other
two instances, take a corporation that's in trouble and
has net operating |osses, it could well be the situation
that it doesn't have any basis in its assets in excess of
the liabilities. 1t excludes the anmount fromincone and
it doesn't have any attributes to reduce. That's what |'m
saying; it's not an anonmaly to have a situation such as we
have in this case that whether it's a corporation, a
regul ar corporation or a partnership, that we don't end up
with any attributes to reduce, particularly because they
can be used in the taxable year of the discharge.

QUESTION:  May | ask you a question about --
nobody seens to discuss in the briefs about, 108(2)(e),
whi ch says, it seens to say in so many words, (e)(1), it
says basis reduction , that -- why isn't that rel evant,
that there's a direct reduction to basis under (e)? You
know what |I'mtal king about? 1It's on page 36 of the
appendi Xx.

16
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Reduction -- subsection (b) says reduction of
tax attribute and it lists the things that are reduced.

MR, HALLETT: Yes.

QUESTION: And the last thing listed is the
basis of the property of the taxpayer.

MR, HALLETT: Yes.

QUESTI ON: Wy doesn't that --

MR. HALLETT: Well, that could cone into play if
for exanple, if the taxpayer here had $800 t housand of
basis in property, not the taxpayer, but if the S
corporation had the $800 t housand basis in property, then
t hat would be reduced. That would be reduced. It would
be reduced though specifically, Section 1017 says it would
be reduced after the taxable year of the discharge, as of
t he begi nning of that year.

| would just call the Court's attention as well
to one other section that | think solidifies that incone
is realized as a result of debt discharge and that's
Section 108(e)(1) on page 43. And it specifically says
there is no other insolvency exception to the general rule
that COD is income to be included in gross incone. And
that general rule is provided in Section 61(a)(12).

And finally on this matter, the Comm ssioner
goes back to 1923 and cites court cases particularly in
the depression era, and a Treasury regul ation that was

17
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pronul gated before the substantial 1980 revisions of
Section 108. And | would point out that those court cases
are flawed reasoning. The notion is that --

QUESTION:  They are what, M. Hallett?

MR. HALLETT: They represent flawed reasoning.
The rationale in those cases that if a debtor realizes
debt discharge, that there is no incone if he's insolvent.
O course the Court held in 1931 in Kirby Lunber that as a
general proposition there is incone. And these cases in
t he depression era picked up on sone | anguage in Kirby
Lunber about the forgiveness of the debt frees up
assets . And they said well, if you' re insolvent, it
doesn't add to assets. And so there is no realization of
i ncone.

That was the rationale of those cases. And |
submt that just defies economc reality where a debtor
has $2 mllion in debt, or $1 nmillion in debt, or $100, 000
in debt, and that is discharged. And if he's a few
hundred dollars or a few hundred thousand dollars still
i nsolvent after the discharge, that's a real economc
benefit. He can take the anmount that otherw se woul d be
paid for principal and interest on that debt and apply it
to expenses to keep going. Wen you recognize that the
i nsolvency is determ ned based on the fair market val ue of
the assets, it could well have a situation where the rea

18
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estate operating assets, the value doesn't exceed the
debt s.

But when a mllion dollars of debt is
di scharged, that noney is indeed freed up. It does
indeed free up the liquid assets to either pay down ot her
debts or refinance or pay expenses.

If that rationale applied, if that rationale
applied, that would nmean where a debtor is insolvent and
sells an asset for a mllion dollar gain, that -- but is
still insolvent, and say he takes the mllion dollars and
uses it to pay off debt, if that rationale applied, there
woul d be no incone in that situation. Because after the
transaction, even though he's had gain, he's stil
insolvent. That's not the tax |aw.

And | submt that that transaction cannot be
meani ngful Iy di stingui shed fromthe situation where the
debt is directly discharged.

Let me turn briefly to the specific |anguage of
Sections 1366 and 1367. And | think there's a question
of where do you start here. Do you start with Section 108
or do you start with Sections 1366 and 67? | don't think
it makes a difference. Because if you start with Section
108, you go to 108(d)(7)(b). And that sends you over to
Sections 1366 and Sections 1367. Sends you over to
determ ne the anount of the |osses that are disallowed for

19
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t he taxabl e year of the discharge before you can detern ne
that there is an attribute.

And those, | would just point out that 1366 and
67 are very, very broad. This isn't a narrowy drawn
statute. It says in 1366 that all itens of incone,

i ncludi ng tax exenpt incone, are taken into account in
det erm ni ng shar ehol der basis.

Congr ess described the reason for the basis
increase in sone of the legislative history as insuring
that if an itemis nontaxable, then if there's later a
di stribution, the sharehol der doesn't have to recognize
income as a result of the -- it preserves its
nontaxability. The Conmm ssioner seizes upon this stated
pur pose of a sharehol der basis increase and argues that,
wel |, that neans that you only could increase basis for a
nont axable itemif you get cash, noney in the till that
you can distribute in kind.

Well, the statutes don't require that there be a
distribution in kind. The statutes don't say that you
have to lock the cash up in a safe deposit box and use it
in the future for a distribution. The fact is if you have
muni ci pal bond interest that's collected and used to pay
debt you are in the sanme situation on the bottomline
bal ance sheet situation of the sharehol der and the
cor porati on.

20
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But the critical event here, and this is -- I'm
gl ad t he Comm ssioner brought up this notion of
realization of income, because commentators and sone of
the courts have said that, well, you shouldn't give the
sharehol der the | osses because he hasn't had an econom c
| oss.

Well, the point is, he's had an econonic gain.
It's the econom c gain, the incone, that Congress has
chosen not to tax, that permits the taking of the |osses.

| would finally point out under Section 108 that
-- excuse ne; before | get to that I would point out that
what we are asking for is consistent treatnent here. An S
corporation that gets excludabl e municipal bond interest
is entitled to up the basis and take | osses. And we ask
for the sane thing

The -- all other debtors who exclude COD incone
get to use their attributes in the year of discharge and
we ask for the sane thing. And this 108(d)(7)(b) has
really been a matter of confusion. It hasn't been read
closely. It requires that before you elimnate any | osses
you have to go over to Sections 1366 and 67 and determ ne
if there is an excess of |osses remaining after the COD
incone is taken into account.

| will reserve the renmainder of ny tine for
rebuttal .

21
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QUESTI ON: Thank you, M. Hallett.
M. Jones, we'll hear fromyou.
ORAL ARGUMENT OF KENT L. JONES
ON BEHALF OF THE RESPONDENT

MR. JONES: M. Chief Justice, and may it pl ease
t he Court.

Congress did not provide to Subchapter S
shar ehol ders the uni que doubl e tax benefit that
petitioners seek.

The sinple question presented here is whether
t he di scharge of debt of an insolvent is an item of incone
or tax exenpt incone that flows through to sharehol ders
and increases their basis under 1366.

The plain text of the directly applicable
statutes seens to provide a pretty clear answer to that.

QUESTION: M. Jones, would you clarify whet her
you are indeed wal king away fromthe rationale of the
Tenth Circuit which was not about the characterization of
this as incone, but was a tim ng question, as | understand
it.

MR. JONES: The timng question, we don't think
the timng question ever arises in this case, nor has it
ever properly arisen in any of the other cases.

QUESTI ON: But you did argue the theory that the
Tenth Circuit accepted; you argued it in the Court of
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MR. JONES: Actually, | believe the Tenth G rcuit

devel oped that theory on its own. | believe that in the
Tenth Circuit as in the other cases our argunent has been
twofold: that this item has never been regarded in the 80-

year history of the Internal Revenue Code as incone for an
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i nsol vent taxpayer. Secondly, that 108(d)(7) recognizes
and is an emanation of that fact.

The Tax Court rationale was that 108(d)(7) says
all of this happens at the corporate level. And it isn't
i ncome because it's excluded and it's not tax exenpt
i ncome so not hi ng passes through.

QUESTI ON: To put Justice G nsburg's question
anot her way, if you do not prevail on your argunent that
it's not income, | take it you don't ask us to accept a
backup position that reflects the view of the Crcuit on
timng.

MR JONES: If the Court were to disagree with
our basic contentions, then you would be faced with a
problem-- then as a Court the problemwould be that you
have the clear history of the statute that says this is
not to be treated as incone. It's to be applied agai nst
tax attributes and then to be disregarded. So you woul d
have that clear history. You would also have the
presunptive rule that tax statutes should not be
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interpreted to provide a double benefit.

QUESTION: No, we don't think it's a problem
Let's assunme that we sinply reject that argunent. | want
to know if the backup argunent, if you think that as a
matter of sound, statutory construction, | think this is
what Justice G nsburg was asking, for us to accept the
timng rule adopted by the Circuit.

MR JONES: It is an appropriate resolution of
the problemif you reach it, and the reason that is so, is
that 1336(d)(2)requires the | osses, the suspended | osses
fromthe prior year, to be brought into the corporation in
the year of the discharge. And then --

QUESTI ON: 1336 or 667

MR JONES: 1366(d)(2).

QUESTI ON: Now M. Jones, we've got sone 20 pages
in the appendi x of statutory sections. Wen you cite a
statutory section, could you refer us to the page of the
appendi x on which it is?

MR. JONES: On Page 53 of the petition appendi Xx.
It says, any |oss or deduction which is disallowd for a
t axabl e year by reason of the prior paragraph of that sane
page, shall be treated as incurred by the corporation in
t he succeedi ng taxabl e year.

Now this is the point that the Tenth Circuit
made, that this provision brings back into the year of the
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di scharge the | osses fromthe prior year, the suspended
| osses fromthe prior year. And then --

QUESTION: But M. Jones, isn't that antithetical
tothe -- is it in 1017 the general timng rule that you
take this in the next year, not in the year of the --

MR JONES: It is a different treatnent of
suspended | osses. It is expressly a different treatnent
of suspended | osses and how they are handl ed on the
Subchapter S return. These are rules peculiar to
Subchapter S's. Yes. The answer to your question is yes.
It is a different treatnment for suspended |osses. It
brings theminto the year of the discharge. And then
under 108 we know that the tax attribute reduction is to
apply at the corporate |evel.

QUESTION: If you think that the timng rule is
changed here, it's surprising that you didn't make any
suggestion of that in your brief.

MR JONES: Well, | think that it's -- | wouldn't
call it a fall-back argunent but | would call it not a
correct way to analyze the basic problemthat we have in
this case, which is that the courts have gl ossed over the
guestion of whether this has ever been regarded as an item
of income, and in particular whether Congress intended it
to be treated as such, when the history of the statute
says as clearly as it could that Congress accepted the 80
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year old position of the Treasury and the judicial

i nsol vency exception, did not regard this as an item of
income, said that it was to be applied to reduce tax
attributes and then in the words of both the House and
Senate reports, has no further tax consequences.

QUESTION: Let ne see if | can get you to focus
precisely on the point ["'mtrying to understand. You have
just told us that in the Tenth Circuit brief we will not
have found this unusual approach to the tim ng question.
We woul d not have found that in the governnment's argunent.
We certainly don't find it in our brief in this Court.
|"mjust trying to determ ne whether the governnent at
| east considered it an alternate argunment in the | ower

courts and for sone reason abandoned it here.

MR JONES: | think it -- | wouldn't quite put it
that way. | think that the right way to put it is the way
| have put it, which is that with proper -- we are

presenting this case to you with conplete integrity. W
think this issue need not be reached in this case.

QUESTION: Did you present it the sanme way in the
Tenth Crcuit?

MR. JONES: Actually, | believe in the Tenth
Circuit we didn't address the issue. | believe the Tenth
Circuit developed its analysis on its own.

QUESTION: So if | look at the governnent's
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brief, 1'll find that corroborated?

MR JONES: | think that's correct.

QUESTION: Did you address the issue you are now
addressing in the Tenth Grcuit?

M. JONES: |I'msorry, Justice?

QUESTION: Did you address the issue you're
presenting to us in the Tenth G rcuit other than --

MR JONES: Yes.

QUESTION: -- in footnote 14 of your brief.

MR. JONES: Although in the Tenth Circuit, we
were defending the tax court's ruling.

QUESTI ON:  Yes, but for whatever reason, this
argunment that you now say is so obvious on the face of the
Code, was this referred to in your argunent to the Tenth
Circuit other than in a footnote, footnote 14 of your
brief?

MR. JONES: Well, you are expressing a close
famliarity with that and | don't remenber footnote 14.

QUESTION: | didn't dig this out nyself. It was
stated in your opponent's presentation. |Is it inaccurate?

MR JONES: It is -- | have recently | ooked at
our brief in the Tenth Crcuit and ny recollection of our
brief in the Tenth GCrcuit was that we nmade the sanme point
and we nmade the sane argunent in the context that the tax
court resolved the issue, which is that first they tal ked
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about howit's all done at the corporate level. And then
havi ng reached that concl usi on, enphasi zed that there is

no itemof income and no tax exenpt incone in connection

with this item

QUESTION: This does not constitute income. You
made that explicit argunent?

MR. JONES: Yes. 1In fact, we noted that the
Treasury regul ati ons have provided this for 70 years, |ong
before 61 was enacted, |ong before 108, and that the
courts had adopted the judicial insolvency exception, had
agreed with the Conm ssioner that no inconme arises from
t he di scharge of the debt of the insolvent.

QUESTION: Are there past cases in which the IRS
has argued that sonething is not income, or is this a
first?

MR JONES: Well, it's an unconfortable position
for us. | mean, | would lIove to be able to resolve this
case properly wthout addressing that subject. But we
can't because Congress nade that the fulcrumof its
| egi sl ative determ nation.

QUESTI ON: You know, it seens a little
contradictory to say that under Section 108, the taxpayers
here have to pay sone sort of tax whether you call it a
deferred tax or just a price on sonething that you say
isn't income of any type. It just seens contradictory.
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And |'m concerned, if we say it's not inconme, that there
may be other itens that are currently considered to fal
within section 61 as incone that all of a sudden we find
aren't. And | don't know how far that would take us if we

MR. JONES: | don't know of any other. And of
course | don't know if that provides you with any confort,
but et nme answer the first part of the question you
rai sed which is, are there other situations where
sonet hing that does not constitute incone has an effect on
basis, or doesn't. The closest exanple, and | don't
believe it's quoted in the appendix, is 1368(b). And
1368(b) is a provision that says that if a Subchapter S
corporation has no earnings and profits and nmakes a
distribution to its sharehol der, that won't be treated as
income and under 1367 it will reduce their basis.

Wll, this is a simlar determnation. |If
sonet hi ng has happened here that puts the shareholders in
a position whether they mght --

QUESTI ON: Excuse ne. That neans it won't be
treated as incone to the sharehol der.

MR JONES: Yes.

QUESTI ON: You are not tal king about whether in
the abstract it's an itemof inconme. They have to say
that it's not treated as an item of incone because
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otherwise it normally woul d be.

MR. JONES: Well, actually, if you look at the
cl ose words of the statute, it doesn't say that. Section
61 begins with the phrase "except as ot herw se provided,

di scharge of a debt is not an itemof income”. And that
recogni zes the historical distinction that Justice -- that
this Court had tal ked about in Conmm ssioner versus Tufts,
in Justice Blacknmun's opinion that the whole theory of the
di scharge of indebtedness doctrine is that the discharge
frees up the assets of the debtors and he coul d use them
to --

QUESTI ON: May we go back to the formnulation that
gross incone does not include? Wll, that sanme fornul ation
is also used for tax exenpt bond interest.

MR, JONES: Yes.

QUESTION: For |ife insurance proceeds, and even
t hough it says the sane exact words, does not -- gross
i ncome does not include, we know that those do up the
basi s.

MR. JONES: Not as an item of incone though.

They conme in as tax exenpt inconme. 1366 raises the basis
for itenms of incone including tax exenpt incone. Tax
exenpt income is sonething that really is inconme, and it's
an accretion to wealth. The only exanple that --

QUESTI ON: But the words of the statute are the
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same. Goss inconme does not include.

MR. JONES: Right. But tax exenpt inconme is rea
income. |It's sonething that you receive. |It's an asset.
It is an accretion to wealth within the concept of --

QUESTI ON: And forgiveness of indebtedness --

MR. JONES: Is not. Forgiveness of indebtedness
for an insolvent, as Justice Blacknun pointed out in
footnote 11 of Conm ssioner versus Tufts, doesn't free up
any assets.

QUESTI ON: But that was addressed by your
adversary. He said well, suppose you have a corporation
which is insolvent by a mllion dollars, and part of that
is a $950,000 i ndebtedness. There's a world of
difference. It amazes ne that the governnment says this
isn't income.

QUESTION: O to put it nore sinply, if nmy bank
told me, you know, forget about your nortgage. Boy, |'d
feel alot richer. You are telling me that that is not an
accretion of wealth? That's unbelievable.

MR. JONES: My responsibility to this Court is to
tell you how Congress, what we understand Congress used
these ternms to nean. Congress could not have been nore
clear. They adopted a judicial insolvency exception that
adopted a longstanding regulatory interpretation. It
doesn't matter, this Court doesn't have to resolve the
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br oader question of whether under Commr ssioner versus

A enshaw G ass this m ght be thought to be an accretion of
weal th. You don't have to resolve this question because
what is before the court is how did Congress view that

di fference.

QUESTION: G ven that is before the Court, what
was your answer to Justice G nsburg. | was having exactly
the sane problem | accept its a |oophole, for argunent’'s
sake. If it was a terrible | oophole, this would not be the
first loophole that Congress wote and it won't be the
last. And maybe it would be the | ast, marvel ous. There
are 31 separate -- 29 separate subsections of this statute
that use the words "gross incone does not include". And |
take it in respect to every one of those but one, you wll
say they are itens of inconme. And obviously one thing I
woul d be reluctant to do is to take those sanme words
"gross income does not include", and say that those are
itenms of income in every instance but this one.

O in every instance but three. O create a new
spi der web of rules as to when the words "gross incone
does not include" does nmean it is none the less itens of
i ncome but doesn't in other. That's the problemI|'m
facing. And to say "it's Congress's clear intent"” doesn't
hel p nme sol ve that problem

MR. JONES: But it should help you resolve that
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probl em because what's at issue was what was Congress's
intent when it used the phrase "itens of incone."

QUESTION: And are you saying it's always the
sanme, those words "gross incone does not include" in those
29 subsections whatever they are referring to is never an
itemof income or do you nean sonetines is and soneti nes
isn't?

MR. JONES: | think I'mfocused on your problem
| think the answer to your question is probably that in
all of those instances it wouldn't be an item of incone.

QUESTI ON: Never? What for exanpl e about a
| essor's income? There's a reference here to a paynent by
a lessor of a certain kind of rent which | thought surely
woul d i ncrease basis.

MR. JONES: It wouldn't be incone received in the
year. And what happens is you are supposed to reduce the
basi s and recogni ze as this Court said in Centennial Bank,
recogni ze that deferred incone in future years. And as
that's recogni zed then it becones an item of inconme in
that sense. But in the first year it's not treated as an
itemof inconme for this purpose.

QUESTION: Then it's income when it hurts the
taxpayer in |ater years?

MR JONES: It's income -- if it's incone then
it increases the basis. And if its not incone, it
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doesn't. And if its not inconme and doesn't increase the
basis then it's -- then any incone effect would be
recogni zed i n subsequent peri ods.

QUESTI ON: Coul d you answer one ot her question
which is, -- but it's going to sound as if it's on your
side so be tenpted to agree but don't agree because you
haven't pushed this argunment and I want to know why.

It seened to ne that the strongest point was the
words keeping it at the corporate |evel. Because if you
kept it at the corporate |level no problem| can think of
woul d be caused and it elimnate the | oophole and seens
consistent with the | anguage, but you have not pushed that
argunment. And therefore there nust be sonme disaster in tax
| aw | ur ki ng.

MR. JONES: W do. W put it as our second point.
We don't abandon that argunent. |It's definitely addressed
in our brief. Its sort of an intellectual fussiness that
causes us to address the incone issue first and then the
shar ehol der issue, | nean the corporate |evel issue. And
that is because (d)(7) wasn't enacted, as Justice G nsburg
poi nted out until 1984. But in 1980 Congress al ready went
ahead and said this is not to be treated as an item of
incone; it's to be used to reduce attributes and it is to
have no further tax consequences. So we shouldn't have to
| ook to 1984 legislation in (d)(7) to answer this
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guestion. Now (d)(7) is consistent with our answer and
therefore and it is a sufficient answer. But it seens to
me to be perfectly faithful to what Congress said they did
and to what the text of the these statutes permt us to
understand. W don't have to go to 84. W can go right
to where Congress said. And | want to point out in this
respect that it is solely on the 1980 | egislation that
prof essors Victor and Lokin reviewed the history, reviewed
the provisions and agreed with us that the discharge of
i ndebt edness of an insolvent party does not represent an
itemof income and is to be ignored after it's applied
agai nst the tax attributes. Now what Petitioners' is:
let's not ignore it, let's get a tax benefit fromit.
We'll pass it through as if it were income. W wll get a
basi s adjustnment that allows us to deduct the standard
| osses. And what they have done is used 108 to enhance
their tax attributes when section 108(b) nakes it clear
that the whole point of 108(b) is to reduce tax
attributes.

QUESTI ON: What do you think Congress did then in
"84? | take it that taxpayer is conceding that if the 82
| aw remai ned in place a Subchapter S sharehol der woul d be
just like a partner in partnership and could not get this
benefit?

MR JONES: Well that --
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QUESTI ON: But there was a change in 108, and it
seened to ne that what you were essentially arguing is
that we should undo the change that Congress nade in 108.
And you are telling ne, no, the change in 108 didn't do
anyt hi ng? O what ?

MR. JONES: It didn't change the basic principles
of 108 that the amendnent in 1984 sinply said that the tax
attribute reduction would be applied at the corporate
| evel for Subchapter S corporations. This is in
108(d) (7)(a).

QUESTION: If they applied at the sharehol der
| evel then you have a sol vent sharehol der.

MR JONES: If they applied it at the sharehol der
| evel for solvent sharehol ders they woul d recogni ze the
income and pay it on their own returns. It wouldn't have
any consequence.

QUESTION: Right. But what was the effect of
saying take it at the corporate |level so that the
i nsolvent is the corporation?

MR. JONES: Congress said that they were doing
t hat because they wanted all shareholders to be treated
the sane. That was the explanation that Congress gave.

QUESTION: Well, didn't sonebody point out to
Congress or didn't Congress know that a Subchapter S
corporation is quite different froma Subchapter C
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cor poration?

MR JONES: Well, this is a special rule actually
that applies only for Subchapter S's.

QUESTI ON: But you just ne the rationale was that
all corporations should be treated alike.

MR. JONES: All sharehol ders of this Subchapter S
corporation should be treated the sane. |In other words
they didn't want to -- Congress said they didn't want to
have sharehol der one to be treated differently from
shar ehol der two al t hough as you are aware for partnerships
that kind of different treatnent can result. But Congress
didn't think this had anything to do with - that the
change in 108(d)(7) had anything to do with the issue here
because they had al ready resol ved the issue in 1980 when
t hey expl ai ned how t hese statutes were to work.

And | want to point out that in 1993 when
Congress anmended Section 108 to extend its application to
qualified real property indebtedness, Congress went
t hrough the operation of these sanme provisions and said
t he sane thing

QUESTI ON: But Congress was explicit there in a
way it isn't here.

MR. JONES: | don't know how Congress coul d have
been nore explicit in--

QUESTION: Didn't Congress say that there won't
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be any increase in basis?

MR JONES: That's true.

QUESTI ON: and here we don't have anything that
says it won't be an increase in basis.

MR. JONES: W have awful |y good indication of

that. W have Congress saying it's not inconme. It's only
to be used to reduce tax attri butes. It has no other tax
conseqguences.

QUESTI ON: But you will concede that to say basis
will not be increased is sonething a | ot clearer than what
you are presenting to us?

MR. JONES: Yes, it's perfectly clear. But to ne
it's -

QUESTION: So why didn't they make that sane
statenent with respect to this, know ng that the courts
were all over the lot?

MR JONES: In 1980 the courts were not all over
the lot. 1In 1980 no court had ever suggested that the
di scharge of the debt of an insolvent was incone.

QUESTI ON: What was the year of the real estate
provi si on?

MR JONES: 93.

QUESTI ON: 93.

MR JONES: Yes.
QUESTION: So | am aski ng about when they nmade
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that change in 93 and they said basis will not be
increased. Wy didn't they just say, well, let's do the
same thing for subchapter S corporations?

MR. JONES: | amsorry. They were tal king about
Subchapter S corporations in 1993. They were talking
about exactly the issue we have in this case.

QUESTION: But I'mjust sinply asking you why
didn't they nake that same change to say explicitly basis
wi Il not be increased, since that woul d have cured --

MR. JONES: The statute wasn't anended in any of
its substantive characters in 93. They just added anot her
provision to the sane statute

QUESTI ON:  Yes, but couldn't they have said "now
we are adding this provision. And we are making this
thing explicit. To nmake the statute conpatible we ought
to make that sane provision el sewhere.™

MR. JONES: They were tal king about, -- Wen they
said basis is not adjusted, they were tal king about the
Subchapter S corporation provisions involved in this case.
So they were tal king about previously enacted provisions
of Section 108 in describing how they appli ed.

QUESTION: There are certain words that are used.

MR. JONES: Basis is not increased by --

QUESTION: Yes. And why wasn't it nade clear
then? Basis is not increased, with respect to this
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subchapter S?

MR. JONES: That is exactly what they said at
that the tinme in '93. 1'msorry. W are not
communi cat i ng.

QUESTION: No, we are not. W have a provision
t hat says those words expressly. You are asking them -

MR JONES: It's not a provision. [It's just
| egi sl ative history.

QUESTION: | thought it was in the statute
itself.

MR. JONES: No, | amsorry. Now | understand. It
was in the history of --

QUESTION: Its not in the statute itself in any
case?

MR JONES: It was in the history of the 93
anendnent that Congress in going through how the statute
operates, explained that for subchapter S corporations
this is not an itemof income; it doesn't adjust basis.
That is all | amsaying. | amnot saying that this is
bi ndi ng hi story.

QUESTION: Is there a provision of the Internal
Revenue Code that says basis will not be increased that
was a change that was nade in the statute, not |egislative
hi story?

MR JONES: | amnot famliar with that, but it
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is just the contrary. The statute says only that basis

will be adjusted if there's an itemof inconme. An
Congress said this isn't and itemof inconme. | know that
that's -

QUESTION: Perhaps | will look for it. It's that
real estate -- | amsure that you nust be famliar with it

and | thought that in that statute itself those words
appear ed.

MR JONES: | amnot famliar with that.

The contention that if it is not an item of
income then its tax exenpt incone is also fundanentally
flawed for the sane reason. Its not tax exenpt incone
because its not an accretion to wealth. Its not income in
the first place.

QUESTI ON: Except that Section 61 of Title 26
says that incone includes inconme fromdischarge of
i ndebt edness. | nean that's a germ nal provision.

MR. JONES: It says "Except as otherw se provided

QUESTI ON:  Yes.

MR. JONES: Incone includes incone from di scharge

QUESTION: So that is the nornmal rule.
MR JONES: Well, that's the contingent rule. It
says except as otherw se provided, incone includes incone

41



© 00 N oo o B~ wWw N P

N NN N NN R R R R R R R R R R
gag A W N P O © 0o N oo 0o M W N+ O

from di scharge. 108 says it does not include inconme from
di scharge of an insolvent. And that is the 80 year history
of the Internal Revenue Code.

QUESTION: And it also says it does not include
income froma lot of other things. | mean, as Justice
Breyer was pointing out earlier, there are a |ot of other
things as to which it says the same thing. And all it

means i s that although gross incone would normal ly nean

this, for purposes of subchapter S, it wll not nean that.
But that does not nean -- it is in the abstract, not
i ncome.

| thought the argunent you are making here

MR. JONES: | don't have any objection to what
you just said. | think it is perfection correct. | think
it's a proper concern. But our point is that what you are
supposed to, what we have to resolve here is what did
Congress nean when it said itenms of incone in 1366 because
that's what flows through. Congress said this is not an
itemof income. And | say this, | nean the discharge of
t he debt of an insolvent. My only point about the
congruence of 61 and 108 is that they cannot win on those
provi si on because all those provision say is what we say:
It's not incone.

And what the |egislative history of the
provisions say is exactly - is why we are here today
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,Which is that Congress has always said this isn't incone.
Has never pernmitted it to have any tax consequences ot her
than attribute reduction. And | go back again to Victor
and Loken. | nean, they are a pretty objective neutral
source on this, and they agree with us, that this is not
the way Congress used the termand that after it is used
to reduce attributes, it's to be ignored. The reason.

QUESTION: Was this sone article in a | aw revi ew
you are tal king about.

MR JONES: It's actually in their treati se.

QUESTION: In a treatise?

MR. JONES: Federal Incone Taxation. It is a
pretty reliable guide.

QUESTI ON: How has the Court of Appeals conme out
on this issue?

MR. JONES: The Court of Appeals have been sort
of all over the map. |If you are tal king about the Court
in this case,--

JUSTICE: No, | neant just the Court of Appeals.
The Court or Appeals ruled for the governnent on this
i ssue.

MR JONES: Yes.

JUSTI CE: Have ot her Court of Appeals ruled
agai nst the government on this point?

MR. JONES: Yes, The Third Circuit in the Farley

43



© 00 N oo o B~ wWw N P

N NN N NN R R R R R R R R R R
gag A W N P O © 0o N oo 0o M W N+ O

case rul ed against the United States, saying that the

pl ai n | anguage of 108 makes this an item of income. And I
don't understand their reasoning because the plain

| anguage of 108 says it is not an itemof income. And the
clear history of the statute says it should never be
treated as one. And instead it is to be ignored after you
reduce basis. | nean after you reduce the tax attri butes.

QUESTION: In fact, no Court of Appeals has
agreed with the governnment on this point, has it? Is there
any Court of Appeals that has agreed with this argunment?

MR JONES: | don't think there is a Court of
Appeal s that has gone through these argunents that we have
made the primary focus of our position in this court.

QUESTI ON: The answer i s no.

MR. JONES: They haven't addressed them Justice
Scal i a.

QUESTI ON: Wy didn't the government argue this
in the other courts?

MR. JONES: Again, | believe what we were doi ng
is that we were defending the rationale of the Tax Court.
QUESTI ON: Whi ch you now di sagree with?

MR. JONES: As | explained to Justice Breyer, we
think that the proper way to reach this, to analyze this
is the way Congress did, to start with 108 in 1980. And
then to point out that the anmendnent to (d)(7) in 1984 was
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consistent with that result and pronoted that concl usion.
Now, what the Tax Court did was different. They said, as
Justice Breyer points out that all of this should be done
at the corporate |level and nothing escapes to the

shar ehol ders because it's all handled at the corporate
level. | think that's a correct concl usion.

But | think one of the reasons it's a correct
conclusion is because there is no itemof incone that can
escape to the sharehol ders and add to their basis and give
themthis double tax benefit wind fall. And | do want to
point out that in each of these cases when a basis
adjustnment is allowed there is indeed a windfall there.

QUESTI ON: But that can't be controlling.

There's no reason to sinply distort the tax code to avoid
awnd fall in this particular case.

MR JONES: | don't its controlling but it is a
presunption that Congress doesn't intend to do that. And
so when you | ook at these statutes and you have the clear
history, and if you have any uncertainty about the
application of the plain text of those provisions, that
uncertainty should be resolved to avoid creating -- either
denying the intention of Congress or creating the w ndfal
benefits.

QUESTION: I'msorry. Wat's the presunption you
refer to.
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MR. JONES: The presunption is what this Court
said in Skelly G1l, that tax statutes should not be
interpreted to be provide the practical equivalent of a
doubl e deduction, which is exactly what they have sought.

QUESTION: Could it not end up being a double tax
in the other direction? Let's assunme an insolvent chapter
S corporation that |later recovers. Al right. The
t axpayer woul d never have gotten the increase of his basis
that arises fromthis reduction of indebtedness and
therefore could not offset against any future gain that he
gets fromthe corporation. |Is that fair?

MR. JONES: | think that what you are pointing
out is exactly the opposite of how Congress | ooked this
situation. Wat Congress said was they are getting this
i mredi at e benefit not having this treated as incone in the
year that the debt is discharged. And recognize that they
m ght benefit fromthat in future periods if they have
income from other sources, Congress said | want to reduce
the tax attributes, the favorable tax attributes, |ike
suspended | osses --

QUESTI ON: Than you, M. Jones. M. Hallett, you
have two plus m nutes.

REBUTTAL ARGUVENT OF DARRELL D. HALLETT

ON BEHALF OF THE PETI TI ONERS
MR. HALLETT: Wth respect to Victor and Eustice
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Treatise, what it actually says is that COD i ncone of an
i nsol vent debtor is not gross incone. And it's cited in
the brief. Not one of the authorities cited by the
government say that it is not realized. They say it's
excluded fromgross inconme. Wth respect to -- if the
Comm ssioner were right that because an itemis excl uded
fromgross incone, then none of the itens excluded from
gross incone, |ife insurance proceeds, interest on
muni ci pal bonds, none of those would increase basis
because they are not incone and could not be an item of

i ncone.

Thi s doubl e tax benefit. There is no tax benefit
at all without a basis increase. The itemjust as well
have been taxable. |If it was taxable, the income would
fl ow down to the shareholder. Hi s basis would go up and
he'd be able to his | oss against the inconme. He'd end up
with zero basis and zero i nconme just the sanme position
where the Comm ssioner urges he should end up here.

Finally the Tenth Grcuit did not develop the
timng rule onits owmn. That rule is word for word what
was urged upon it by the Justice Departnent in that case.
This case has been a constant noving target. The only
time the Comm ssioner argued the no realization was the
first tinme this case was deci ded before then Chief Judge
Cohen in Tax Court. She rejected it. It was never raised
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again until it was raised in the petition for certiorari

in this brief.

| submt, Your Honor, a plea on behalf of tax

practitioners in this country. They should be able to read

the Code as witten. They shouldn't have to specul ate as

to whether or not a result that is called for on the
| anguage of the statute is too good to be true or is
wind fall. The tax laws are too conplicated to have
get into that kind of specul ation.

Thank you.

QUESTI ON: Thank you, M. Hallett. The case i

subm tted.
(Wher eupon, at 10:59 a.m, the case in the

above-entitled matter was submtted.)
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