
Part III. Administrative, Procedural, and Miscellaneous

Tax Avoidance Using Inflated
Basis

Notice 2002–21

The Internal Revenue Service and the
Treasury Department have become aware
of a type of transaction, described below,
that is used by taxpayers to generate tax
losses. This Notice alerts taxpayers and
their representatives that the tax benefits
purportedly generated by these transac-
tions are not allowable for federal income
tax purposes. This Notice also alerts tax-
payers, their representatives, and promot-
ers of these transactions of certain respon-
sibilities that may arise from participating
in these transactions.

FACTS

In general, the transaction involves the
use of a loan assumption agreement to
claim an inflated basis in assets acquired
from another party. This inflated basis is
claimed as a result of a transfer of assets
in which a U.S. taxpayer (Taxpayer)
becomes jointly and severally liable on
indebtedness of the transferor of the
assets (Transferor), with the indebtedness
having a stated principal amount substan-
tially in excess of the fair market value of
the assets transferred. Transferor may not
be subject to U.S. tax or otherwise may
be indifferent to the federal income tax
consequences of the transaction.

In one variation of the transaction,
Transferor borrows money from a lender
(Lender) on a long term basis such as 30
years (the “Loan”). The amount borrowed
may be in a foreign currency. Interest is
payable at regular intervals, and principal
is due at maturity. The Loan may permit
prepayment. The Loan is made with full
recourse to Transferor.

Transferor uses the proceeds to pur-
chase assets (the “Assets”), such as short-
term deposits, government bonds, or
high-grade corporate debt, which may be
denominated in a foreign currency. The
Assets serve as collateral for the Loan
pursuant to a loan agreement. As each
interest payment becomes due, the collat-
eral is used to satisfy such payments.
Upon maturity or earlier payment, the
Loan is satisfied, by its terms, first from

the collateral, and only then against
Transferor (or Transferor and any party
that has assumed the liability as a joint
and several obligor) to satisfy any short-
fall.

Pursuant to a separate agreement
between Transferor and Taxpayer, Transf-
eror transfers a portion of the Assets to
Taxpayer in consideration for Taxpayer’s
agreement to pay a portion of the Loan
and become jointly and severally liable to
Lender as a co-obligor on the Loan. The
fair market value of the Assets transferred
to Taxpayer (the “Conveyed Assets”)
equals the present value of the Loan’s
principal payment at maturity, determined
by using a market rate of interest. Thus,
the fair market value of the Conveyed
Assets is substantially less than the
Loan’s stated principal amount. Taxpayer
provides substitute collateral for the
Loan, equal in value to the Conveyed
Assets. The remainder of the Assets
owned by Transferor continue to serve as
collateral for the Loan.

Also pursuant to the agreement
between Transferor and Taxpayer, Transf-
eror agrees to make all interest payments
on the Loan, and Taxpayer agrees to pay
the principal due at maturity. The
co-obligors and Lender anticipate that the
collateral will be substantially (if not
entirely) sufficient to repay the Loan.

Taxpayer subsequently disposes of the
Conveyed Assets for their fair market
value. Taxpayer claims that, as a result of
its assumption of joint and several liabil-
ity on the Loan, the entire principal
amount of the Loan is included in Tax-
payer’s basis in the Conveyed Assets. As
a result, Taxpayer claims a loss for fed-
eral income tax purposes in an amount
equal to the excess of the stated principal
amount of the Loan over the fair market
value of the Conveyed Assets. If the Con-
veyed Assets are nonfunctional currency,
Taxpayer claims an ordinary loss.

ANALYSIS

Section 1012 of the Internal Revenue
Code provides that the basis of property
is equal to the cost of the property. Sec-
tion 1.1012–1(a) of the Income Tax Regu-
lations defines “cost” to mean the
“amount paid” for the property in cash or

other property. Under general tax law
principles, the amount paid for property
generally includes the amount of the sell-
er’s liabilities assumed by the buyer.
Commissioner v. Oxford Paper Co., 194
F.2d 190 (2d. Cir. 1952). The inclusion of
liabilities in basis by a buyer, however, is
predicated on the assumption that the
liabilities will be paid in full by the buyer.
See Commissioner v. Tufts, 461 U.S. 300,
308 (1983), 1983–1 C.B. 120, 123.

In appropriate cases, the courts have
rejected attempts to assign an inflated
basis to property and have limited the
basis of property to its fair market value.
For example, the basis of property
acquired with the issuance or assumption
of recourse indebtedness has been limited
to the acquired property’s fair market
value where “a transaction is not con-
ducted at arm’s-length by two economi-
cally self-interested parties or where a
transaction is based upon ‘peculiar cir-
cumstances’ which influence the pur-
chaser to agree to a price in excess of the
property’s fair market value.” Lemmen v.
Commissioner, 77 T.C. 1326, 1348 (1981)
(citing Bixby v. Commissioner, 58 T.C.
757, 776 (1972)); Webber v. Commis-
sioner, T.C. Memo. 1983–633, aff’d, 790
F.2d 1463 (9th Cir. 1986). See also
Majestic Securities Corp. v. Commis-
sioner, 42 B.T.A. 698, 701 (1940), aff’d,
120 F.2d 12 (8th Cir. 1941) (“The general
rule that the price paid is the basis for
determining gain or loss on future dispo-
sition presupposes a normal business
transaction.”)

Other cases have limited the portion of
an assumed indebtedness that may be
taken into account for federal income tax
purposes. For example, where two or
more persons are liable on the same
indebtedness, or hold separate properties
subject to the same indebtedness, the
amount taken into account for federal
income tax purposes by each person gen-
erally is based on all the facts and cir-
cumstances, including the economic reali-
ties of the situation and the parties’
expectations as to how the liabilities will
be paid. See Maher v. United States, No.
16253–1 (W.D. Mo. 1969) (property was
not in substance “subject to” liability
where lender was not actually relying on
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property as collateral); Maher v. Commis-
sioner, 469 F.2d 225 (8th Cir. 1972) (cor-
poration’s assumption of primary liability
on shareholder’s indebtedness becomes
taxable dividend only as corporation
makes payments as promised); Snowa v.
Commissioner, T.C. Memo 1995–336,
rev’d on other grounds, 123 F.3d 190 (4th
Cir. 1997) (co-obligor’s cost of a new
residence included only her ratable share
of the liability due to state law’s right of
contribution).

Under the facts and circumstances of
the transaction described in this Notice,
as a matter of economic reality, the par-
ties will bear responsibility for repayment
of the Loan in accordance with their rela-
tive ownership of the Assets immediately
after the transfer from Transferor to Tax-
payer. Accordingly, the Service and the
Treasury believe that Taxpayer’s basis in
the Conveyed Assets is equal to the fair
market value of such assets upon their
acquisition by Taxpayer. The losses pur-
portedly resulting from the transaction
described in this Notice (or substantially
similar to the transaction described in this
Notice) are not allowable to the extent
Taxpayer derives a tax benefit that is
attributable to a basis in excess of the fair
market value of the Conveyed Assets.
The purported tax benefits from these
transactions also may be subject to chal-
lenge under other provisions of the Code
and regulations, including but not limited
to § 988 and, in the case of individuals,
§§ 165(c)(2) and 465.

In addition, the Service may impose
penalties on participants in these transac-
tions or, as applicable, on persons who
participate in the promotion or reporting
of these transactions, including the
accuracy-related penalty under § 6662,
the return preparer penalty under § 6694,
the promoter penalty under § 6700, and
the aiding and abetting penalty under
§ 6701.

Transactions that are the same as, or
substantially similar to, the transaction
described in this Notice 2002–21 are
identified as “listed transactions” for the
purposes of §§ 1.6011–4T(b)(2) of the
Temporary Income Tax Regulations and
301.6111–2T(b)(2) of the Temporary Pro-
cedure and Administrative Regulations.
See also § 301.6112–1T, A–4. It should
be noted that, independent of their classi-

fication as “listed transactions” for pur-
poses of §§ 1.6011–4T(b)(2) and
301.6111–2T(b)(2), such transactions
may already be subject to the tax shelter
registration and list maintenance require-
ments of §§ 6111 and 6112 under the
regulations issued in February 2000
(§§ 301.6111–2T and 301.6112–1T, A–4),
as well as the regulations issued in 1984
and amended in 1986 (§§ 301.6111–1T
and 301.6112–1T, A–3). Persons required
to register these tax shelters who have
failed to register the shelters may be sub-
ject to the penalty under § 6707(a), and to
the penalty under § 6708(a) if the require-
ments of § 6112 are not satisfied.

The Service and the Treasury recog-
nize that some taxpayers may have filed
tax returns taking the position that they
were entitled to the purported tax benefits
of the type of transaction described in this
Notice. These taxpayers are advised to
take prompt action to file amended
returns.

The principal author of this Notice is
Christina A. Morrison of the Office of
Associate Chief Counsel (Financial Insti-
tutions and Products). For further infor-
mation regarding this Notice, contact Ms.
Morrison at (202) 622–3950 (not a toll-
free call).

ensure that the agencies’ resources focus
on the guidance items that are most
important to taxpayers and tax adminis-
tration.

As Treasury and the IRS draft guid-
ance and consider suggestions for guid-
ance, we will focus on providing needed
guidance on a timely basis and consider
the following questions:
1. Whether the guidance is consistent
with the letter and the intent of the statu-
tory language.
2. Whether the guidance is easily under-
stood and applied by taxpayers.
3. Whether the guidance is enforceable on
a uniform basis by the IRS.
4. Whether the guidance provides bright-
line rules and resolves issues rather than
raises issues.
5. Whether the guidance reduces contro-
versy and lessens the burden on taxpayer
and IRS resources.

No particular format is required for
comments submitted in response to this
Notice. However, it will be helpful for
comments both to briefly describe the
item that is recommended for inclusion
on the Priority List and to explain why
there is a need for guidance. In addition,
comments may present an analysis of
how the issue should be resolved.

Please submit all comments by April
30, 2002. Written comments should be
sent to:

Internal Revenue Service
Attn: CC:ITA:RU (Notice 2002–22)
Room 5226
P.O. Box 7604
Ben Franklin Station
Washington, D.C. 20044

or hand delivered between the hours of 8
a.m. and 5 p.m. to:

Courier’s Desk
Internal Revenue Service
Attn: CC:ITA:RU (Notice 2002–22)
1111 Constitution Avenue, N.W.
Washington, D.C. 20224

Alternatively, comments may be sub-
mitted electronically via e-mail to the fol-
lowing address: Notice.Comments@irs
counsel.treas.gov. Please include “Notice
2002–22” in the subject line. All com-
ments will be available for public inspec-
tion and copying in their entirety.

April 8, 2002 731 2002–14 I.R.B.


