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I. INTRODUCTION 
During 2006, in the calm before the storm most Americans know 

now as the “Great Recession,” Mr. and Mrs. Duffy decided to purchase 
a second property in Gearheart, Oregon, hereinafter referred to as the 
“Gearheart” property.1  In retrospect, it is clear that 2006 was the worst 
time in recent history to purchase a second home in the United States.2  
From the mid-1990s to the mid-2000s, the average price of housing rose 
rapidly, peaking in 2007 when the average price of a house in the United 
States reached $314,000.3  Along with the rising home prices, increases 
in subprime mortgages also played a major role in the growth of the 
housing bubble,4 which “burst” in 2007, leaving many without jobs and 
spurring the housing market to quickly plummet in value.5  

Unlike the extremely savvy characters in the movie, The Big Short6, 
who foresaw the impending housing crisis, Mr. and Mrs. Duffy were 
unaware of the coming housing market crash.7  When the Duffys 
purchased the Gearheart property, they paid the sellers $430,500.8  The 
remaining $1.4 million was borrowed through a mortgage from 
JPMorgan Chase Bank, N.A. (hereinafter “JPMC”).9  

The mortgage, importantly, was on a “recourse” basis with JPMC10, 
meaning that in the event of default, if the foreclosed property sold for 
an amount less than the outstanding mortgage balance, the lender could 
pursue the borrowers for the remaining deficiency.11  Alternatively, had 
the mortgage been nonrecourse, then the only option for the lenders 
would be to seize the property and sell it at foreclosure.12  Had the sale 
price been less than the outstanding mortgage balance, then the lender 

 
1 Duffy v. Comm’r, 120 T.C.M (CCH) 39, 2020 WL 3960116, at *1 (T.C. July 

13, 2020). 
2 Brooklee Han, Homebuyers say this is the worst time ever to buy a house, 

HOUSINGWIRE (Feb. 8, 2022, 10:14 AM), https://www.housingwire.com/articles 
/homebuyers-say-this-is-the-worst-time-ever-to-buy-a-house/. 

3 Ryan Boykin, The Great Recession’s Impact on Housing Market, Investopedia 
(Mar. 2, 2022), https://www.investopedia.com/investing/great-recessions-impact-
housing-market/. 

4 Id. 
5 Id.  
6 THE BIG SHORT (Paramount Pictures 2015). 
7 See id. 
8 Duffy v. Comm’r, 120 T.C.M (CCH) 39, 2020 WL 3960116, at *1 (T.C. July 

13, 2020). 
9 Id. 
10 Id. at 8. 
11 Tax Law’s Most Important Cases, Volume 4: Aizawa and its Impact on 

Foreclosures, WITHUM (Aug. 7, 2012), https://www.withum.com/resources/tax-laws-
most-important-cases-volume-4-aizawa-and-its-impact-on-foreclosures/.  

12 Id. 
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would bear the loss.13 
It was too late when the Duffys realized how quickly the Gearheart 

property was bleeding money.  After a somewhat haphazard attempt at 
renting the property between 2007 and 2011 (to make the eventual loss 
on the property’s sale somewhat deductible), the Duffys sold the 
Gearheart property for $800,000, over a million dollars less than they 
paid four years prior.14  JPMC accepted $750,841 in full satisfaction of 
the mortgage, leaving $734,707 ($626,046 of unpaid principal and 
$108,661 of unpaid mortgage interest) of the Duffys’ indebtedness 
essentially nullified.15 

Ultimately, the U.S. Tax Court’s (the “Tax Court”) determination of 
how to tax the property sale hinged upon an unexpected element: state 
law.16  Besides state and local taxes, income taxation is largely a 
creature of federal law.  The Tax Court turned to Oregon state law to 
decide whether or not the mortgage was on a nonrecourse or a recourse 
basis.17  Although the Tax Court found the agreement between JPMC 
and the Duffys was recourse, it further held that Oregon law barred a 
lender from pursuing a borrower for a deficiency after an administrative 
foreclosure of property.18  After determining that the foreclosure was 
administrative, the Tax Court reasoned that the JPMC loan was 
nonrecourse debt since Oregon’s anti-deficiency statute prevented 
JPMC from pursuing the Duffys’ assets after the sale.19 

The Tax Court’s deference to Oregon law is not the first time a tax 
court has looked to local anti-deficiency remedies to determine whether 
a loan is recourse or non-recourse.20  The current landscape of case law 
has established a clear division regarding the tax consequences of a 
nonrecourse mortgaged property sale and a recourse mortgaged 
property sale.21  In a scenario where the value of the outstanding 
mortgage is greater than the sale proceeds from the property (such as 
the Duffys’ Gearheart property), a recourse mortgage taxpayer will have 
many more exclusions and deductions at their disposal in comparison 

 
13 Id. 
14 Duffy, 2020 WL 3960116, at *2. 
15 Id. at 8. 
16 Id. 
17 Bruce A. McGovern et al., Recent Developments in Federal Income Taxation: 

The Year 2020, 74 TAX LAW 691, 743 (2021). 
18 Id.  
19 Id. 
20 Id. at 744. 
21 William J. Rohrbach, Jr., The Disposition of Properties Secured by Recourse 

and Nonrecourse Debt, 41 BAYLOR L. REV. 231, 231-32 (1989). 
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to a nonrecourse mortgage taxpayer.22  The lack of exclusions and 
deductions available for a nonrecourse mortgage lendee causes 
homeowners like the Duffys to recognize a gain (that subsequently 
increases their tax liability) on a property from which they clearly 
suffered an economic loss.  

Thus, this comment proposes that such a disparity between almost 
identical taxpayers who sell their devalued property on a recourse 
versus a nonrecourse basis should not exist.  Moreover, the recent 
development in the Tax Court regarding the importance of state anti-
deficiency in determining which of the two unequally beneficial 
treatments will apply will ultimately lead legislators to adjust their state 
laws to position their residents to recover as much tax benefit as possible 
on the sale of a devalued property.  By doing so, taxpayers as unlucky 
as the Duffys will at least be able to recognize a loss and take advantage 
of certain exclusions, rather than unfairly having to recognize a gain and 
thus pay more income tax on a clear economic loss. 

Section II of this comment provides the case law which developed 
the dichotomy in treatment between the sale of a nonrecourse 
mortgaged property and the sale of a recourse mortgaged property.  
Section II will also provide the facts and holdings of the recent Duffy 
case, highlighting how a state’s anti-deficiency statute can exacerbate 
the disadvantages of nonrecourse treatment.  

Section III.A will use hypothetical taxpayers to analyze the tax 
calculations that create the vast disparity in tax consequences.  Then, 
Section III.B will argue for the eradication of the current dichotomy in 
favor of bifurcating every transaction.  Finally, Section III.C will 
examine the role state anti-deficiency laws play in this determination 
and what advantages legislators can potentially provide their citizens. 

 
 
 
 
 
 
 

 
22 Betty J. Boyd, To Prevent Adverse Tax Consequences, Make No Bones About 

the Classification of Your Loans, BUSINESS LAW TODAY (Nov. 15, 2015), 
https://www.americanbar.org/groups/business_law/publications/blt/2015/11/07_boy
d/. 
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II. BACKGROUND 

A. Recourse Mortgages under Aizawa 

The first case necessary to understand the current dichotomy of 
mortgaged property tax treatment is Aizawa v. Commissioner of Internal 
Revenue (“Aizawa”).23  The Aizawas purchased a rental property for 
$120,000 plus $433 in closing costs in Hawaii in 1981.24  At the time of 
purchase, the Aizawas gave the sellers a recourse mortgage note worth 
$90,000.25  After the Aizawas missed multiple mortgage interest 
payments and failed to make any payment toward the principal, the 
sellers obtained a judgment of $133,506.91 against the petitioners in a 
foreclosure action (consisting of $90,000 in principal, $18,000 in unpaid 
interest, $25,000 in attorney’s fees, $500 in court costs and $6.91 of 
“unexplained difference”26).27  Subsequently, the property was sold at a 
foreclosure sale for $72,700, leaving a deficiency of $60,806.91 for 
which the Aizawas were still responsible because of the loan’s recourse 
nature.28 

The sole issue before the Tax Court was the proper amount of loss 
resulting from the foreclosure sale.29  Specifically, the dispute was with 
respect to the calculation of the “amount realized” on the foreclosure 
sale of the property under section 1001(a) of the Internal Revenue 
Code.30  Gain (and inversely, loss) upon the sale of a property is 
calculated pursuant to § 1001(a), which states that gain shall be the 
“excess of the amount realized therefrom over the adjusted basis.”31  
Inversely, if there is an excess of adjusted basis over amount realized, 
then there is a loss.32  Amount realized is defined as “the sum of any 
money received plus the fair market value of the property (other than 
money) received.”33  Adjusted basis is generally the cost of the property 
plus any depreciation taken and improvements made.34  Since a gain 
upon the sale of a property is taxable income to the taxpayer,35 and 

 
23 Aizawa v. Comm’r, 99 T.C. 197 (1992), aff’d, 29 F.3d 630 (Table)  
(9th Cir. 1994). 
24 Id. at 197. 
25 Id. at 197-98. 
26 Id. at 198, n.1. 
27 Id. at 198. 
28 Id. 
29 Aizawa, 99 T.C. at 197-98. 
30 Id. at 198. 
31 I.R.C. § 1001(a). 
32 Id. 
33 Id. § 1001(b). 
34 Id. §§ 1012(a), 1016(a)(1). 
35 Id. § 61(a)(3). 
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investment losses are typically deductible,36 the determination of the 
amount realized in the Aizawa case had a great weight on the Aizawas’ 
tax consequences. 

When analyzing the treatment of the sale proceed and outstanding 
mortgage balance, the court stated that “[t]he key to the resolution of 
the issue . . . lies in the recognition that . . . there is a clear separation 
between the foreclosure sale and the unpaid recourse liability for 
mortgage principal which survives as part of a deficiency judgment.”37  
Rather than adding the amount of outstanding debt to the foreclosure 
sale price, the court decided to bifurcate the transaction into two: (1) the 
sale of property with the foreclosure sale as the amount received is 
determined under § 1001 of the Code, and (2) the discharge of 
outstanding mortgage indebtedness is treated as § 61(a)(12) 
“cancellation of debt income,” which can be excluded under the 
circumstances detailed in § 108.38 

The Tax Court recognized that this treatment was different from 
nonrecourse treatment and led to a higher amount of deductible loss for 
the Aizawas in direct comparison.39  The Tax Court still decided, 
however, that bifurcating the transaction into the sale of property and 
the eventual discharge of the recourse debt made the most sense in light 
of the relevant tax consequences.40  This decision was in direct 
opposition to a case the United States Supreme Court decided only a 
few years earlier: Commissioner of Internal Revenue v. Tufts 
(“Tufts”).41 

B. Nonrecourse Mortgages under Tufts 
 

The real turning point and clear establishment of the two differing 
tax treatments was decided in Commissioner of Internal Revenue v. 
Tufts.  The respondents in this case were each members of a general 
partnership formed on August 1, 1970.42  The purpose of the partnership 
was to construct a 120-unit apartment complex.43  To achieve this, the 
partnership entered into a mortgage loan agreement in the amount of 
$1,851,500 with Farm & Home Savings Association.44  The Court 
immediately noted that this loan was on a “nonrecourse basis,” meaning 

 
36 Id. § 165(c)(2). 
37 Aizawa, 99 T.C. at 200. 
38 Id. at 200-02. 
39 Id. at 201. 
40 Id. at 202. 
41 Comm’r v. Tufts, 461 U.S. 300 (1983). 
42 Id. at 302. 
43 Id. 
44 Id. 
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“neither the partnership nor its partners assumed personal liability for 
repayment of the loan.”45  

In the years that followed, major employers in the area laid off a 
significant numbers of workers, causing less rental income for the 
partnership.46  As a result, the partnership was unable to make the 
payments due on their mortgage.47  When the partners sold their share 
of the partnership in 1972, they each reported a partnership loss.48  The 
Commissioner of Internal Revenue argued that the sale actually resulted 
in $400,000 of partnership capital gain, stating that the partnership had 
realized the full amount of the mortgage obligation since they were no 
longer on the hook for the nonrecourse deficiency.49 

Tufts provided an important example of the disposition of property 
that is encumbered by a mortgage more valuable than the property’s fair 
market value, much like the facts of Duffy.50  The Court essentially had 
two options: it could either (a) agree with the Commissioner’s 
interpretation and collapse the income derived from the cancellation of 
the outstanding mortgage into the sale proceeds of the property (a.k.a. 
the “collapsed” approach), thereby treating nonrecourse encumbered 
property differently than recourse encumbered property.  Or (b) 
bifurcate the transaction into the sale of property and the discharge of 
the mortgage obligation (a.k.a. the “bifurcated” approach), thereby 
adopting the same treatment for both nonrecourse and recourse 
encumbered property.  

In its analysis, the Court looked to Crane v. Commissioner, a prior 
Supreme Court case discussing the sale of a nonrecourse mortgage 
encumbered property.51  Mainly, the Court used policy considerations 
established in Crane to construe the Internal Revenue Code to produce 
what they thought the most logical tax result would be.52  

The Court did not want a taxpayer to receive untaxed income in the 
form of a nonrecourse loan and also receive an unwarranted increase in 
their basis in the property.53  “When the obligation is canceled [upon 

 
45 Id.  
46 Id. at 303. 
47 Id. 
48 Id. 
49 Id. at 303-04 (noting that the fact that this was the sale of a partnership interest 

does not affect their overall analysis under § 1001 because, under § 752(d), liabilities 
incurred in the sale or exchange of a partnership interest are to “be treated in the same 
manner as liabilities in connection with the sale or exchange of property not associated 
with partnerships.”). 

50 Id. at 304. 
51 Id. 
52 Id. at 313 (“Such a result would be to construe ‘one section of the Act . . . so as 

. . . to defeat the intention of another or to frustrate the Act as a whole.’”). 
53 Id. at 310. 
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sale], the mortgagor is relieved of his responsibility to repay the sum he 
originally received and thus realizes value to that extent within the 
meaning of § 1001(b).”54  The Court ultimately determined that when a 
taxpayer sells property encumbered by a nonrecourse obligation, they 
are required to include the outstanding amount of the obligation in their 
amount realized for purposes of calculating gain or loss.55  This 
essentially “collapses” the income derived from the cancellation of the 
outstanding mortgage into the sale proceeds of the property. 

The opinion, however, essentially formalized the Commissioner’s 
prior interpretation of nonrecourse treatment—that it should differ from 
recourse treatment.56  Furthermore, the Commissioner promulgated 
Treasury regulations containing his split approach while Tufts was 
before the 5th Circuit, just two years before it was accepted by the 
Supreme Court.57  

Justice O’Connor’s concurrence importantly adds some context to 
the majority opinion, noting the Court was in a restricted position 
between the Commissioner’s view, the recent treasury regulations, and 
the prior caselaw of Crane.58  She then argues that had the Court 
considered this issue without the influence of the Commissioner or stare 
decisis, nonrecourse encumbered property should receive the same 
bifurcated treatment as recourse encumbered property.59  

However, the Court was not deciding the best approach for 
nonrecourse debt; they were deciding whether the Commissioner’s 
interpretation was reasonable and within his discretion.60  Since the 
Commissioner’s position could not be said to be an unreasonable 
interpretation, Justice O’Connor’s hands were essentially tied.61  The 
Commissioner’s collapsed approach to nonrecourse mortgaged 
property was adopted and has been applied through current tax cases 
such as Duffy.62 

 
 
 
 

 
54 Id. at 312. 
55 Id. at 317. 
56 Id. at 310 n.9. 
57 Deborah A. Geier, Tufts and the Evolution of Debt-Discharge Theory, 1 FLA. 

TAX REV. 115, 139 (1992). 
58 Tufts, 461 U.S. at 319 (O’Connor, J., concurring). 
59 Id. at 318-19. 
60 Id. at 320. 
61 Id. 
62 Id. 
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C. The Importance of State Law under Duffy 
 

This brings us back to Duffy.  As noted, the Duffys purchased their 
second property, the Gearheart property, using $430,500 of cash and a 
$1.4 million mortgage from JPMC.63  After the property plummeted in 
value, the Duffys subsequently sold the Gearheart property for $1.2 
million less than they bought it for.64  

At that point in time, under both Tufts and Aizawa, the classification 
of the mortgage as recourse or nonrecourse was crucial to determine the 
tax consequences of the sale of property.  The classification of the 
mortgage was also important in determining whether the taxpayer 
would have deductions and exclusions at their disposal to mitigate their 
economic losses.  The Duffys’ mortgage with JPMC seemed to be 
recourse on its face: stating that, had the lender chosen to do so, it could 
have proceeded against the Duffys for any unpaid balance of the loan 
after the sale proceeds were applied to the outstanding balance.65  
However, when addressing the critical determination of recourse or 
nonrecourse, the Tax Court stated, “[r]esolution of that question 
requires an interpretation of Oregon’s ‘anti-deficiency’ statute.”66 

Even though the agreement between the lender and debtor stipulated 
that the lender could pursue the remaining outstanding balance, the Tax 
Court gave deference and priority to the Oregon law.67  Under Oregon 
anti-deficiency statutes, when property like the Gearheart property is 
foreclosed upon, the lender’s ability to bring a deficiency action against 
the debtor to obtain repayment for any portion not satisfied by the sale 
proceeds turns on the type of property and the foreclosure 
proceedings.68  After interpreting the Oregon law, the Tax Court 
decided that because the foreclosure was administrative, “Oregon’s 
anti-deficiency statute prevented JP Morgan Chase from seeking 
satisfaction from petitioners’ other assets.”69  Thus, the mortgage was 
rendered nonrecourse under Oregon law.70 

Accordingly, the Duffys realized no § 61(a)(12) discharge of 
indebtedness income.71  Rather, following the Tufts collapsed approach, 

 
63 Duffy v. Comm’r, 120 T.C.M (CCH) 39, 2020 WL 3960116, at *1 (T.C. July 

13, 2020). 
64 Id. 
65 Id. at 8. 
66 Id. 
67 Id. 
68 Id.; see Or. Rev. Stat. § 86.770(2) (2011). 
69 See Duffy, 2020 WL 3960116 at *8 (explaining that the foreclosure was 

administrative due to a lack of both judicial filings by JPMC and any reference to 
judicial proceedings in the stipulated mortgage documents). 

70 Id. 
71 Id.  
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the Tax Court included the outstanding balance of the mortgage in the 
amount realized upon the sale of the property, effectively resulting in a 
gain on this nightmare property investment (meaning that their tax 
liability increased, even with their massive economic loss).72  

Had the Gearheart property received the bifurcated approach 
detailed in Aizawa, the Duffys’ property sale would have been split into 
two transactions, the sale of property and the cancellation of 
indebtedness.73  Moreover, the Tax Court went on to conclude that the 
Duffys were insolvent at the time the property was sold.74  This meant 
that their discharge of indebtedness income, had it been bifurcated into 
its own transaction rather than collapsed into the sale proceeds, would 
have been reduced under the § 108 exclusions, thereby reducing the 
Duffys’ income tax due on top of allowing them to recognize a loss. 

As noted in the discussion in Tufts, the two differing methods of 
treatment are detailed within the Treasury regulations.75  Under Treas. 
Reg. § 1.1001-2(a), the general rule is the collapsed approach; “the 
amount realized from a sale . . . of property includes the amount of 
liabilities from which the transferor is discharged as a result of the sale 
or disposition.”76  The regulation then provides, “the amount realized 
on a sale . . . of property that secures a recourse liability does not include 
amounts that are . . . income from the discharge of indebtedness,” 
thereby bifurcating the mortgage discharge from the sale of the 
property.77 

With the two different approaches being clearly established through 
both case law and the applicable regulations, the dichotomy of treatment 
has been applied without question in the Tax Court.  Although easy to 
apply, the question still remains from Justice O’Connor’s concurrence 
in Tufts; is the forked method of tax treatment the most logical tax 
result?78  Further, the Tax Court’s deference to state anti-deficiency law 
in Duffy provides a new conversation regarding the separation in 
treatment: what effects will the nonuniform treatment have on state 
legislation moving forward? 

 
72 Id. While the case text does not state outright that the property sale would result 

in a gain, the taxpayer’s amount realized under the nonrecourse approach would most 
likely be more than the taxpayer’s adjusted basis. 

73 Aizawa v. Comm’r, 99 T.C. at 200-02 (1992), aff’d, 29 F.3d 630 (9th Cir. 1994). 
74 Duffy, 2020 WL 3960116, at *10. 
75 See Treas. Reg. § 1.1001-2(a). 
76 Id. 
77 Id. 
78 Jason B. Freeman, The Taxation of Hard Forks, FREEMAN LAW, 

https://freemanlaw.com/taxation-hard-forks/ (last visited Oct. 8, 2022). 
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III. ANALYSIS 

A. Two Similar Hypothetical Taxpayers Receive Vastly Different 
Treatment 

 
In a mostly uniform system of federal taxation, two similarly 

situated taxpayers should not be receiving vastly different tax results.  
Beyond the different tax consequences between nonrecourse and 
recourse, by deferring to state law, the tax consequences are exacerbated 
by causing even more taxpayers to be given the worse mortgage 
classification under their state’s laws.  The disparity between 
nonrecourse and recourse treatment should not only be resolved across 
state lines but should be erased entirely, as argued in Justice O’Connor’s 
concurrence.79 

While the Duffy decision highlights the detriment to a taxpayer who 
happens to live in the wrong state, the clearest demonstration of the 
disparity for analysis purposes comes from two nearly identical 
taxpayers. 

Taxpayer A and Taxpayer B are hypothetical individuals.  Each 
taxpayer bought the same style house in the same city for $2,000,000.  
Both Taxpayer A and B purchased the property for the sole purpose of 
rental income, not as a personal residence.  Each of the two hypothetical 
taxpayers used $500,000 of their own money to fund the purchase.  The 
remaining $1,500,000 of the purchase price was paid for by a mortgage.  
The key difference between these two taxpayers is that Taxpayer A’s 
mortgage is recourse, and Taxpayer B’s mortgage is nonrecourse.  

After a horrendous market turn, both taxpayers fell late on their 
mortgage payments, and their respective lenders foreclosed on the 
properties five years later.  By then, each property had been depreciated 
by $1,000,000 and still had the full $1,500,000 principal of their 
mortgage outstanding.  Their respective properties were sold at 
foreclosure for $750,000 each.  At the time of sale, each taxpayer was 
insolvent, having total liabilities exceeding their total assets by 
$1,000,000.  Both taxpayers had their $750,000 outstanding mortgage 
balance forgiven upon sale; taxpayer A’s lender consented to the 
cancellation of $750,000 due to their insolvency, and taxpayer B’s 
lender had no options beyond foreclosure. 

 
 

 
79 See Comm’r v. Tufts, 461 U.S. 300, 319 (1983) (O’Connor, J., concurring). 
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1. Taxpayer A: Recourse Treatment 

Consider first the tax consequences for Taxpayer A: under Aizawa, 
the sale of the property would receive the “bifurcated” approach, 
splitting the sale of a property into two transactions; the property sale 
and the cancellation of debt.80 

Regarding the sale of the property itself, the loss on the sale of 
property encumbered by recourse debt will be calculated according to § 
1001(a) of the Internal Revenue Code which states that loss will be “the 
excess of adjusted basis . . . over the amount realized.”81  Alternatively, 
if there were an excess of amount realized over adjusted basis, there 
would be a gain upon sale.82  The basis of the property would be 
$1,000,000, representing the cost of the property ($2,000,000)83 less 
depreciation taken on the property ($1,000,000).84  As stated in Aizawa 
and now codified in Treas. Reg. § 1.1001-2(a)(2), the amount realized 
on a sale of property that secured a recourse liability will be the 
$750,000 proceeds from the foreclosure sale.85  Thus, the foreclosure 
sale would result in a loss of $250,000 for Taxpayer A ($1,000,000 
adjusted basis - $750,000 amount realized). 

The $250,000 loss sustained on Taxpayer A’s rental property would 
be deductible under IRC § 165 because Taxpayer A is an individual, 
and the loss on the sale of property was incurred in a transaction entered 
into for profit.86  Thus, the $250,000 loss would benefit Taxpayer A as 
a deduction reducing their overall tax liability.87 

Under the bifurcated approach, now that the tax consequences of the 
property sale have been assessed in isolation, the next step is to analyze 
the tax consequences of Taxpayer A’s cancellation of debt.  As noted, 
Taxpayer A’s lenders could have pursued Taxpayer A for the remaining 
$750,000 of debt following the foreclosure sale.88  Since Taxpayer A 
was insolvent, the lender forgave the remaining $750,000 of the 
mortgage.  The discharge of mortgage indebtedness will be income to 

 
80 Aizawa v. Comm’r, 99 T.C. 197, 200-02 (1992), aff’d 29 F.3d 630 (9th Cir. 

1994).  
81 I.R.C. § 1001(a). 
82 Id. 
83 See id. § 1012; Tufts, 461 U.S. at 310 (stating that basis of mortgaged property 

includes the amount of the loan as well). 
84 I.R.C. § 167(a)(1)– (2). 
85 Aizawa, 99 T.C. at 200-02; Treas. Reg. § 1.1001-2(a)(2). 
86 I.R.C. §§ 165(a), (c)(2). 
87 See id. § 62(a)(3). 
88 Tax Law’s Most Important Cases, Volume 4: Aizawa and its Impact on 

Foreclosures, WITHUM (Aug. 7, 2012), https://www.withum.com/resources/tax-laws-
most-important-cases-volume-4-aizawa-and-its-impact-on-foreclosures/. 
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Taxpayer A under § 61(a)(11).89  
Still, there are many exclusions to income from the cancellation of 

debt.90  In Taxpayer A’s case, for example, the $750,000 of income will 
be excluded from their gross income under § 108 because they are 
insolvent.91  Notably, a taxpayer whose discharge of indebtedness is 
excluded under § 108 will have their discharge excluded only to the 
extent that they are insolvent.92  Since Taxpayer A had $1,000,000 more 
liabilities than assets at the time of the discharge, the full $750,000 of 
cancellation of debt income will be excludable.93 

Overall, Taxpayer A will have a deductible investment loss of 
$250,000 attributed to the sale of property and will recognize $0 of 
discharge of indebtedness income because of it—two very 
advantageous results. 

2. Taxpayer B: Nonrecourse Treatment 

Taxpayer B, alternatively, will not be able to benefit from the same 
tax advantages.  Under Tufts, Taxpayer B will receive the “collapsed” 
approach to their property encumbered by nonrecourse debt, making the 
analysis more straightforward.94 

Again, the gain (or loss) on the sale of property will be calculated 
by taking the excess of amount realized over the adjusted basis (or the 
excess of adjusted basis over amount realized if there is a loss).95  Here, 
per Tufts and Treas. Reg. § 1.1001-2(a)(1), the amount realized will be 
equal to the amount of mortgage outstanding at the time the property 
sold, $1,500,000.96  This amount realized is $750,000 more than 
Taxpayer A’s because it accounts for both the amount of indebtedness 
that was discharged ($750,000) and the sale proceeds from the 
foreclosure ($750,000).  

Taxpayer B will have the same adjusted basis of $1,000,000 as 
Taxpayer A. Whereas Taxpayer A recognized a $250,000 deductible 
loss, Taxpayer B will recognize a $500,000 gain upon the sale of their 
property ($1,500,000 amount realized - $1,000,000 adjusted basis).  
Accordingly, unless Taxpayer B incurred other capital losses during the 
year to offset this $500,000 gain, they will be taxed according to that 
long-term “gain” (most likely at a rate of 15-20%—that is, another 

 
89 I.R.C. § 61(a)(11). 
90 See id. § 108. 
91 Id. § 108(a)(1)(B). 
92 Id. § 108(a)(3). 
93 Id. § 108(d)(3). 
94 Comm’r v. Tufts, 461 U.S. 300, 318-20 (1983) (O’Connor, J., concurring). 
95 I.R.C. § 1001(a). 
96 Tufts, U.S. 461 at 317; Treas. Reg. § 1.1001-2(a)(1). 
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$75,000 - $100,000 of taxes due on top of their already substantial 
economic losses).97  

Tufts not only requires Taxpayer B to recognize a gain upon the sale 
of the identical piece of property just because of the mortgage’s recourse 
nature, but Taxpayer B will not have the same exclusions available to 
Taxpayer A under this approach.  Unlike the bifurcated cancellation of 
debt income that Taxpayer A had excluded because of their insolvency, 
Taxpayer B, although equally as insolvent, cannot exclude the 
cancellation of their debt because it never occurred.  Moreover, due to 
the nature of nonrecourse debt, by definition, there can be no 
cancellation of debt.98  The remaining excess debt of $750,000 
following the foreclosure sale was not discharged, because it was never 
the lender’s to collect in the first place; they had no other remedies 
following the foreclosure sale, and therefore the loss was theirs to 
recognize. 

Thus, the remaining outstanding balance following the foreclosure 
sale is unable to receive the § 108 insolvency exclusion and is collapsed 
into the amount realized as a capital gain.  Unlike Taxpayer A, Taxpayer 
B will not be able to recognize a deductible loss or exclude the income 
they realized from the extinguishment of their mortgage.  Instead, they 
have to recognize a capital gain. 

B. Ditching the Dichotomy 

Although the hypothetical created above assumes many key aspects 
among the two taxpayers (i.e., insolvency, the property being a rental, a 
recourse lender forgiving the outstanding balance), the purpose is to 
illustrate just how large the disparity can become.  It holds true that 
recourse mortgaged taxpayers have more opportunities to diminish their 
tax consequences than nonrecourse.  Even in situations where the 
nonrecourse lendee has the more advantageous tax treatment, the 
argument stands that the collapsed approach does not make sense 
conceptually.99  For example, in the case of personal residences (where 
losses are only deductible in the case of a casualty loss)100, the collapsed 
approach will cause a nonrecourse encumbered taxpayer to have a 
“backdoor” deduction for their personal consumption.101  

When the collapsed approach was officially adopted by the Supreme 

 
97 See I.R.C. § 1(h); see also I.R.C. § 1222(11). 
98 Withum, supra note 88. 
99 See Geier, supra note 57, at 172-74. 
100 See I.R.C. § 165(c)(3). 
101 See Geier, supra note 57, at 180-82 (providing that the collapsed approach for 

nonrecourse debt allows a taxpayer to escape taxation for their accession to wealth on 
personal residences). 
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Court in Tufts, Justice O’Connor stated in her concurrence that she 
believes the bifurcated approach is best for both recourse and 
nonrecourse encumbered property.102  Had the standard of review been 
a de novo determination of the best approach rather than assessing 
whether or not the Internal Revenue Commissioner’s dichotomous 
approach was an abuse of discretion, Justice O’Connor’s concurrence 
would have been a dissent.  Moreover, Justice O’Connor states that, had 
the Court been writing on a clean slate, she would “take a quite different 
approach urged upon us by Professor Barnett as amicus.”103 

Professor Wayne G. Barnett, hailing from Justice O’Connor’s alma 
mater, advocated for the bifurcated approach to be uniformly applied to 
both nonrecourse and recourse encumbered property.104  Importantly, 
Professor Barnett stressed that while treating nonrecourse encumbered 
property differently than recourse causes the same “net” effect, the 
character of the income will lead to an inexplicable difference in tax 
treatment.105 

Proponents of utilizing a differing approach for nonrecourse debt 
have advanced many theories to defend the dichotomy during the 
development of Tufts and its progeny.106  While each theory can be 
discredited individually,107 the dysfunctional nature of the dichotomy 
can be seen from a bird’s eye view–similarly situated taxpayers should 
not be treated vastly differently.  Specifically, even though a taxpayer 
on either side of the split will receive the same “net” effect108 (in our 
hypothetical, Taxpayer A had a $250,000 loss, $750,000 income, and 
$500,000 net gain).  the disparate tax consequences resulting from the 
characterization of these figures (i.e., exclusions and deductions) should 
not exist when they both experience the same character of wealth 
increase.  

Both nonrecourse and recourse encumbered properties are 
bifurcated in their nature of foreclosure.109  “The evolution of debt-
discharge theory has increasingly recognized its tax-benefit 
underpinnings and has increasingly recognized that the liability should 
be analyzed for tax purposes separately from the ownership interest in 
the securing property.”110  Since the character of cancellation of debt 
income and capital gains from the sale of property income are so 

 
102 Comm’r v. Tufts, 461 U.S. 300, 318-20 (1983) (O’Connor, J., concurring). 
103 Id. at 317. 
104 Geier, supra note 57, at 126. 
105 Id. at 127. 
106 See e.g., Geier, supra note 57, at 144-62, 178-82. 
107 Geier, supra note 57, at 141-89. 
108 Id. at 180. 
109 Id. at 121. 
110 Id. at 190. 
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different under the Code, they cannot logically be “collapsed” into one 
transaction anymore.  Both Taxpayer A and Taxpayer B should have 
their income from the discharge of their mortgage indebtedness 
bifurcated into a separate taxable exchange to analyze the true accession 
of wealth they realized. 

In the case where the foreclosure proceeds are less than the 
outstanding mortgage indebtedness, every penny from the foreclosure 
sale will be immediately siphoned to the lender in partial satisfaction of 
their debt.111  Thus, the taxpayer, who sees none of the sale proceeds, 
has no accession to their wealth.112  Rather, the accession to both 
Taxpayer A and Taxpayer B’s wealth stems from the cancellation of 
their mortgage indebtedness.  Since the taxpayers received the mortgage 
loan principal five years earlier, and they no longer have to pay back the 
$750,000 outstanding to the lender, the taxpayers have had an accession 
to their wealth (both clearly realized and in the taxpayers’ control)113 
which must be taxed as income.114 

While the cancellation of debt was necessarily related to the 
underlying property and its basis, the economic benefit that the taxpayer 
receives is clearly distinguishable.  Therefore, the true accession to 
wealth that both taxpayers experienced should not be considered in 
conjunction with the sale of property, but rather it should be bifurcated 
and isolated to provide a more accurate tax determination of the 
resulting transaction.  

One possible policy explanation behind providing disparate tax 
treatment to recourse lendees is that they will most likely still be on the 
hook for the outstanding mortgage balance following the foreclosure 
sale.  Still, the fact remains that the dichotomy of treatment among the 
two mortgages does not cause the same “net” effect, but rather very 
different tax results.  The divide and lack of uniformity become even 
more important in light of Duffy’s deferral to state law in determining 

 
111 Id. at 120-1. 
112 Bowers v. Kerbaugh-Empire Co., 271 U.S. 170, 175 (1926) (explaining 

“borrowed money was lost, and that the excess of such loss over income was more 
than the amount borrowed. When the loans were made and notes given, the assets and 
liabilities of defendant in error were increased alike. The loss of the money borrowed 
wiped out the increase of assets, but the liability remained. The assets were further 
diminished by payment of the debt. The loss was less than it would have been if marks 
had not declined in value; but the mere diminution of loss is not gain, profit or 
income.”). 

113 See Comm’r v. Glenshaw Glass Co., 348 U.S. 426 (1955) (stating that gross 
income needs to be an accession to wealth, clearly realized and in the taxpayer’s 
control in order to be taxed). 

114 See U.S. v. Kirby Lumber Co., 284 U.S. 1, 3 (1931) (holding that cancellation 
of debt is an accession to wealth because the taxpayer the assets which they set aside 
to pay off their liability were now freed up, thus creating taxable income). 
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which of these volatile treatments a taxpayer will receive. 

C. Uniformity across States 
 

Uniform tax treatment is important not only in the nonrecourse 
versus recourse setting but also on a state-by-state basis.  While the 
current federal policy is to treat the two kinds of mortgages differently, 
Duffy made clear that the current policy also leads to deferral to state 
law regarding the ultimate treatment of their taxpayer’s sales of 
property.115  By making Oregon’s anti-deficiency statute the key 
determinant as to which of the divisive tax treatments the taxpayer 
would receive, the Tax Court opened the door for states to legislate their 
laws to provide tax benefits - ultimately creating differing tax treatments 
among similarly situated taxpayers across state lines.  

Duffy is not the only time the Tax Court decided to defer to state 
anti-deficiency law regarding the treatment of a taxpayer’s sale of 
mortgaged property; the Tax Court deferred to California anti-
deficiency statute to determine the character of the mortgage in 
Simonson v. Comm’r, as well.116  Like Oregon and California, many 
states have some form of anti-deficiency legislation,117 typically 
enacted in response to the exploitive creditor practices of the Great 
Depression.118  

There are, however, differing levels of anti-deficiency protection 
among states.  Some states, such as Arizona, have more expansive 
protection for homeowners.119  Others, such as North Carolina, have 
more narrow anti-deficiency protection.120  With differing levels and 
conditions for residential mortgagee protection, the Tax Courts’ deferral 
will provide various results based on the nuanced differences in the anti-
deficiency law of the state where the property is located.  

If a third-party financed recourse mortgage was foreclosed in North 
Carolina, it would be treated as a recourse mortgage and receive the 
bifurcated treatment detailed in Aizawa.  If the same third-party 
financed recourse mortgage was foreclosed in California, the mortgage 
would be treated as nonrecourse and receive Tuft’s collapsed approach.  

 
115 See Duffy v. Comm’r, 120 T.C.M (CCH) 39, 2020 WL 3960116, (T.C. July 

13, 2020). 
116 See Simonsen v. Comm’r, 150 T.C. No. 8, 150 T.C. 201, 206 (2018) (stating 

that the taxpayers’ mortgage was nonrecourse because California’s anti-deficiency 
statute barred judgment against mortgagees following foreclosure). 

117 Emily Gildar, Arizona’s Anti-Deficiency Statutes: Ensuring Consumer 
Protection in a Foreclosure Crisis, 42 ARIZ. ST. L.J. 1019, 1031.  

118 Id. at 1032, 1034. 
119 Id. at 1038-41. 
120 Id. at 1035 (stating that North Carolina’s residential anti-deficiency statute is 

limited to protection against seller financing, not third-party financing). 
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The disparate tax consequences and clear division that was created by 
the dichotomous approach the Court adopted is exponentially increased 
by the number of nuances in different state anti-deficiency laws.  Thus, 
more and more details will lead to virtually similar taxpayers receiving 
very different tax results across state lines. 

The line drawn in the sand is not only unintuitive, but it stands in 
the face of federal tax policy.  Congress was given the constitutional 
power to lay and collect taxes, but direct taxes have to be apportioned,121 
and indirect taxes “shall be uniform throughout the United States . . . 
.”122  Hence, geographical uniformity among states is one of the central 
policies and aims of our federal income tax system.  By allowing the 
treatment of similarly situated taxpayers to vary state by state, the 
uniform policy of federal income tax is being discarded.  Not only that, 
but the current dichotomous treatment taking priority over the general 
uniform federal tax policy no longer makes sense given the nature of 
the income being recognized, as discussed above. 

While state anti-deficiency statutes vary in levels of protection, the 
deferral to state law leaves the door open for state legislators to use anti-
deficiency legislature to provide their citizens with tax advantages; thus, 
leading to an even greater divide in treatment.  Whether the property 
sold is a personal property or a rental property, residential properties 
provide some of the largest tax breaks to taxpayers: itemizers can enjoy 
the mortgage interest deduction,123 homeowners can take advantage of 
exclusions on the sale of, (likely), the largest asset they own,124 and rents 
are a large source of passive income for many taxpayers.125  Providing 
citizens with yet another tax benefit in regards to such a vital asset and 
piece of a state’s economy will be tantalizing to state legislators.  The 
more income that is excluded from federal taxation, the more income 
citizens will have to put back into the state’s economy. 

While, hypothetically, state legislators can potentially remedy this 
disparity by amending their anti-deficiency statutes in favor of 
nonrecourse tax treatment, the onus ultimately falls on federal 
lawmakers and the Commissioner to provide for interstate uniformity.  
Taxpayers who have identical mortgage agreements with identical 
lenders should not have such differing tax consequences because of 
what state they reside in.  However, the deferral to state anti-deficiency 
law, while causing even more disparity among nonrecourse and 
recourse treatment, is not the root of the problem.  Rather, the issue of 
uniformity across state lines would also be resolved if the dichotomy 

 
121 U.S. CONST. art. I, § 2, cl. 3. 
122 U.S. CONST. art. I, § 8, cl. 1. 
123 See I.R.C. § 163. 
124 See id. § 121. 
125 See id. § 61(a)(5). 



 

2022 DITCHING THE DICHOTOMY 79 

were eliminated. 
Eliminating the “collapsed” approach that Tufts and the Treasury 

provided was applicable to nonrecourse debt would not only provide 
uniformity between different kinds of indebtedness but would also 
nullify the differences between states.  The overall aim of the Treasury 
and Court should be to provide for uniform tax treatment to similarly 
situated taxpayers.  By assessing the sale of property as a bifurcated sale 
and discharge of indebtedness, taxpayers will no longer have to receive 
disadvantageous treatment just because their state’s anti-deficiency 
statute did not provide for the same nuances as a neighboring state. 

IV. CONCLUSION 
 

When the Supreme Court was reviewing the Commissioner’s 
dichotomous approach to nonrecourse encumbered property, Justice 
O’Connor noted that their hands were bound by the abuse of discretion 
standard of review.  Since that decision, the disparate treatment among 
nonrecourse and recourse mortgaged property foreclosures has been 
applied, creating a lack of uniformity in nearly identical transactions 
between similarly situated taxpayers.  The “collapsed” approach 
adopted in Tufts leads to large disparities, such as those highlighted by 
Taxpayer A and Taxpayer B, because the “net” tax result is not 
characterized the same.  Thus, because the most essential taxable event 
regarding the sale of property with a fair market value less than the 
outstanding mortgage balance is the cancellation of indebtedness, that 
taxable event needs to be uniformly bifurcated in both nonrecourse and 
recourse settings to more accurately assess the taxable results of the 
transaction.  

Moreover, the nonuniformity is exponentially increased by Duffy’s 
deference to state anti-deficiency law.  By basing the choice of recourse 
or nonrecourse treatment on a state’s statute, the Tax Court is causing 
similarly situated taxpayers in different states to receive very different 
tax consequences solely based on the reach of their state’s anti-
deficiency statute.  By eliminating the “collapsed approach” and evenly 
bifurcating the sale of mortgage encumbered property, the 
nonuniformity between different mortgages and between different 
states can be solved, and taxpayers will no longer be disparately treated 
on outdated grounds. 




