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Ps, husband and w fe, purchased a fishing vessel
(vessel ). They financed that purchase by borrow ng
nmoney from a bank. As security for the |oan, Ps grant-
ed the bank a nortgage interest in the vessel. Ps
becane delinquent in making paynents to the bank on the
| oan, and the bank foreclosed on the vessel, sold it as
part of that foreclosure, used the proceeds fromthat
sale to reduce the outstanding principal balance of the
| oan, and di scharged the remaining bal ance of the | oan.
As a result, Ps realized capital gain of $28,621 and
di scharge of indebtedness (DA) incone of $42,142.

Ps excluded the DO incone fromtheir gross incone
pursuant to the insolvency exception of sec.
108(a)(1)(B), I.R C., because they determ ned that they
were insolvent within the neaning of sec. 108(d)(3),
. R C. In making the insolvency cal cul ati on prescri bed
by sec. 108(d)(3), I.R C., Ps excluded certain assets
that they claimare exenpt fromthe clains of creditors
under applicable State law. The parties agree that if
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such assets may not be excluded in nmeking that cal cul a-
tion, Ps were not insolvent wthin the neaning of sec.
108(d)(3), I.R C, and may not exclude the DA incone
fromgross inconme pursuant to sec. 108(a)(1)(B), I.R C

Hel d: The word “assets” as used in sec.
108(d)(3), I.R C, includes assets exenpt fromthe
clainms of creditors under applicable State | aw

Hel d, further: Ps are liable for the accuracy-
rel ated penalty under sec. 6662(a), |I.R C, to the
extent stated herein.

Terry P. Draeger, for petitioners.

Kay HiIl, for respondent.

OPI NI ON

CHI ECHI, Judge: Respondent determ ned a deficiency in, and
an accuracy-rel ated penalty under section 6662(a)! on, petition-
ers’ Federal income tax (tax) for 1993 in the anobunts of $14, 449
and $2, 890, respectively.

The issues remaining for decision are:

(1) Are petitioners entitled to exclude from gross incone
under section 108(a)(1)(B) discharge of indebtedness (DA) incone
in the amount of $42,142? W hold that they are not.

(2) Are petitioners liable for the accuracy-related penalty

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code (Code) in effect for the year at issue.
All Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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under section 6662(a)? W hold that they are to the extent
stated herein.

Backgr ound

This case was submtted fully stipulated. The facts that
have been stipul ated are so found.

Petitioners’ mailing address was in Chignik, Alaska, at the
time the petition was fil ed.

In 1988, petitioner Roderick E. Carl son, whose occupation
during the year at issue was commercial fisherman, and petitioner
Jeanette S. Carl son purchased the fishing vessel Yantar
(Yantari), a 44-foot seiner made of fiber glass that was built in
1982. They paid $202,451 for that fishing vessel, which included
the engine. Petitioners financed their purchase of the Yantar
by borrowi ng noney (loan) from Seattle First National Bank (bank
or Seattle First). As security for that |oan, petitioners
granted to the bank a so-called preferred marine nortgage inter-
est (nortgage) in the Yantari.

During 1992, petitioners becane delinquent in making pay-
ments to the bank on the loan. On February 8, 1993, when the
unpai d principal balance of the |oan was $137, 142, the bank
foreclosed on the Yantari, the Yantari was sold for $95,000 as
part of that foreclosure, the proceeds fromthat sale were used
to reduce the outstanding principal balance of the |oan by

$95, 000, and the bank di scharged the remaining $42, 142 of the
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| oan. (For convenience, we shall refer collectively to the
bank’s foreclosure on the Yantari and the concomtant sale of the
Yantari and ot her events that occurred on February 8, 1993, as
the foreclosure sale.) As a result of the foreclosure sale,
petitioners realized capital gain of $28,621 and DO inconme of
$42, 142.

| medi ately preceding the foreclosure sale on February 8,
1993, petitioners had (1) assets located in the States of Al aska
and Washi ngton whi ch had an aggregate fair nmarket val ue of

$875,251 and (2) liabilities which totaled $515,930.2 Incl uded

2Petitioners’ description of petitioners’ liabilities inme-
di ately preceding the foreclosure sale on Feb. 8, 1993, and the
anmounts thereof stipulated by the parties are:

Descri ption of Amount of
Liability Liability
Seattle First $137, 142 (principal)
23,973 (interest)
Washi ngt on Mut ual 96, 280
HFC (2nd Mort gage) 61, 546
Seattle First 9, 575
Seattle First 4,196
Seattle First 11, 456
Seattle First Cr. 4,068
Al aska Airlines 284
Coastal Trans. 5,610
Di scover 1,710
Harti g Rhodes 4, 447
HFC Vi sa 804
Medden 1, 246
Nor dst rom 806
Bon Marche 1, 855
Qui ness Assoc. 35, 100
Security Pacific 4,319
HFC Char ge 6, 941
Househol d Fi nance 2,828

(continued. . .)
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in petitioners’ assets imedi ately preceding the forecl osure sale
on February 8, 1993, was a so-called Alaska limted entry fishing
permt which had a fair market value of $393,400.% Petitioners’
Alaska limted entry fishing permt was a purse seine permt for
the comercial fishing of salnmon in the Chignik, Al aska fishery
(petitioners’ fishing permt).

Petitioners jointly filed Form 1040, U.S. Individual Incone
Tax Return, for 1993 (petitioners’ joint return). In petition-
ers’ joint return, petitioners did not report any gain or |oss or

any DO incone as a result of the foreclosure sale of the

2(...continued)

Washi ngt on Mut ual 1, 039
|. R S. 28, 000

Sea Catch 24, 950

| SA 22,755

Tina Carl son 25, 000

3The remai ning assets included in petitioners’ total assets
i mredi ately preceding the foreclosure sale on Feb. 8, 1993, and
the respective fair nmarket val ues thereof stipulated by the
parties were:

Asset Fair Market Val ue
Cash $ 7,261
Land in Chignik, Al aska 35, 000
F/'V Yantari 95, 000
F/IV Little One 1, 964
Fish Bl dg., Chignik, Al aska 1, 500
Resi dence, Chignik, Al aska 150, 000
Resi dence, Ednonton, Wash. 159, 026
1989 Ford Aerostar 15, 000
1988 Ford F150 Pi ckup 10, 000
Personal prop., Chignik, Al aska 2,100
O fice equip., Chignik, Al aska 2,000

Ar abi an hor se 3, 000
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Yantari. However, petitioners attached to that return Form 1099-
A, Acquisition or Abandonnment of Secured Property (Form 1099-A),
whi ch the bank issued to petitioners and which showed that, on a
date that is not legible,* the outstanding principal bal ance of
the | oan secured by the Yantari was $137,142. The foll ow ng was
witten by hand at the bottom of Form 1099-A that was attached to
petitioners’ joint return: “Taxpayer Was Insolvent - No Tax
Consequence” (witten statenent).

Respondent tinely issued to petitioners a notice of defi-
ciency for 1993 (notice). In the notice, respondent determ ned,
inter alia, to increase petitioners’ inconme by $42, 142 for
“RELI EF OF DEBT” and by $28,629 for “DI SPCSI TI ON OF F/V YANTARNI
[sic]”. Respondent also determned in the notice to inpose an
accuracy-rel ated penalty under section 6662(a).

Di scussi on

Petitioners bear the burden of proving that the determ na-
tions in the notice are erroneous. See Rule 142(a); Wlch v.
Hel vering, 290 U. S. 111, 115 (1933). That this case was submt-
ted fully stipulated does not change that burden or the effect of

a failure of proof. See Rule 122(b); Borchers v. Conm ssioner,

95 T.C. 82, 91 (1990), affd. 943 F.2d 22 (8th Gr. 1991).

“Al t hough the date on Form 1099-A is illegible, the parties
stipulated that the date for determ ning discharge of i ndebted-
ness incone is Feb. 8, 1993.



DA | ncone--Section 108

Section 61(a) defines the term“gross incone” broadly to
mean all incone from whatever source derived, including incone
from di scharge of indebtedness. See sec. 61(a)(12). Section
108(a) provides certain exceptions to section 61(a)(12). See

Gtlitz v. Conm ssioner, 531 US. _ , , 69 US L W 4060, 4062

(Jan. 9, 2001). As pertinent here, section 108(a)(1)(B) (insol-
vency exception) excludes fromgross incone any anount that
ot herwi se woul d be includable in gross incone by reason of the
di scharge in whole or in part of indebtedness of the taxpayer if
t he di scharge occurs when the taxpayer is insolvent. The anopunt
of DA inconme excluded under section 108(a)(1)(B) is not to
exceed the anount by which the taxpayer is insolvent. See sec.
108(a)(3). The term“insolvent” is defined in section 108(d)(3)
as follows:
(3) Insolvent.—-For purposes of this section

[108], the term “insol vent” nmeans the excess of l|iabil-

ities over the fair market value of assets. Wth

respect to any di scharge, whether or not the taxpayer

is insolvent, and the anmount by which the taxpayer is

i nsolvent, shall be determ ned on the basis of the

taxpayer’s assets and liabilities inmmediately before

t he di scharge.

The parties’ general dispute here is whether, pursuant to
section 108(a)(1)(B), petitioners nmay exclude from gross incone
for the year at issue $42,142 of DA incone resulting fromthe

forecl osure sale on February 8, 1993. The parties agree that

resolution of that issue depends on whether, imedi ately before
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that foreclosure sale, petitioners were insolvent within the
meani ng of section 108(d)(3). The parties’ specific dispute here
concerns the neaning of the word “assets” as used in section
108(d) (3).

It is petitioners’ position that the word “assets” as used
in section 108(d)(3) does not include assets that are exenpt from

the clains of creditors under applicable State law. |n support

of that argunent, petitioners rely principally on Cole v. Conm s-

sioner, 42 B.T.A 1110 (1940), and Hunt v. Conm ssioner, T.C.

Meno. 1989-335. According to petitioners, petitioners’ fishing
permt, which had a fair market value of $393,400 i mredi ately
precedi ng the foreclosure sale on February 8, 1993, is an asset
exenpt fromthe clains of creditors under the |law of the State of

Al aska.® Petitioners maintain that, pursuant to Cole and Hunt,

SPetitioners also contend that certain other assets, i.e.,
petitioners’ principal residence, petitioners household goods
and wearing apparel, petitioners’ tools of the trade, and peti -
tioners’ notor vehicle (collectively, petitioners’ other assets),
are assets exenpt fromthe clains of creditors under applicable
State law to the extent of $54,000, $3,000, $2,800, and $3, 000,
respectively. According to petitioners, those assets also are
not to be included in petitioners’ assets in performng the
calculation set forth in sec. 108(d)(3) for determ ning whet her
petitioners are insolvent (insolvency calculation). Assum ng
arguendo that we were to hold that the word “assets” as used in
sec. 108(d)(3) does not include assets that are exenpt fromthe
clains of creditors under applicable State | aw and that petition-
ers’ fishing permt is an asset that is exenpt fromthe clains of
creditors under the law of the State of Al aska, petitioners would
be insolvent within the nmeaning of sec. 108(d)(3) w thout regard
to whether a total of $62,800 of petitioners’ other assets that
petitioners claimare exenpt fromthe clains of creditors under

(continued. . .)
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petitioners’ fishing permt should be excluded in performng the
i nsol vency cal cul ati on under section 108(d)(3). |If the Court
were to sustain petitioners’ position, the parties agree that
petitioners would be insolvent within the neaning of section
108(d)(3) and that the insol vency exception of section
108(a)(1)(B) would exclude fromtheir gross incone for the year
at issue $42,142 of DA income resulting fromthe forecl osure
sal e on February 8, 1993.

Respondent counters that Cole v. Conm ssioner, supra, and

Hunt v. Comm ssioner, supra, on which petitioners rely do not

apply in the instant case. According to respondent, the plain
meani ng of the word “assets”, as well as the legislative history
of section 108(a)(1)(B), rejects the narrow definition of that
word which petitioners proffer. Respondent argues in the alter-

native that even if the Court were to sustain petitioners’

5(...continued)
applicable State |law are to be excluded in the insolvency cal cu-
| ati on under that section. Conversely, assum ng arguendo that we
were to hold that the word “assets” as used in sec. 108(d)(3)
does not include assets that are exenpt fromthe clains of
creditors under applicable State law and that a total of $62, 800
of petitioners’ other assets are exenpt fromthe clains of
creditors under applicable State |aw, petitioners would not be
i nsol vent within the nmeani ng of sec. 108(d)(3) unless petition-
ers’ fishing permt were exenpt fromthe clains of creditors
under applicable State |l aw and were to be excluded in perform ng
t he i nsol vency cal cul ati on under that section. Consequently, we
shal | address petitioners’ argument regarding the neaning of the
word “assets” as used in sec. 108(d)(3) in the context solely of
petitioners’ fishing permt, and not in the context of petition-
ers’ other assets, all of which they claimare exenpt fromthe
clainms of creditors under applicable State | aw
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position as to the neaning of the word “assets” as used in
section 108(d)(3), petitioners have failed to show that petition-
ers’ fishing permt is in all instances exenpt fromthe clains of
creditors under the law of the State of Al aska.
Qur function in interpreting the Code is to construe it in a
way that will give effect to the intent of Congress. See Merkel

v. Comm ssioner, 109 T.C 463, 468 (1997), affd. 192 F.3d 844

(9th GCr. 1999). Qur starting point in resolving the parties’
di spute over the neaning of the word “assets” as used in section
108(d)(3) is the plain neaning of the | anguage used by Congress.

See Anerican Tobacco Co. v. Patterson, 456 U S. 63, 68 (1982);

Merkel v. Conm ssioner, 192 F.3d 844, 848 (9th Gr. 1999), affg.

109 T.C. 463 (1997). \Were, as is the case here, the statute
does not define the word,® we generally interpret it by using its

ordi nary and common neani ng. See Merkel v. Conm ssioner, 192

F.3d at 848 (quoting United States v. lverson, 162 F.3d 1015,
1022 (9th Gr. 1998)). |If the ordinary and comon neani ng of the

statutory | anguage in question supports only one construction,

When Congress defined the term“insolvent” in sec.
108(d)(3) to nmean the excess of liabilities over the fair market
val ue of assets, it did not provide in sec. 108 a definition of
the word “assets” (or the word “liabilities”, see Merkel v.

Comm ssioner, 109 T.C 463, 468 (1997), affd. 192 F.3d 844 (9th
Cir. 1999)). Nor does the Code contain any generally applicable
definition of the word “assets” (or the word “liabilities”, see
id.). The regul ations pronul gated under sec. 108 do not el abo-
rate on the definition of the term“insolvency” in sec. 108(d)(3)
and do not define the word “assets” (or the word “liabilities”,
see id.) used in that definition.
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that statutory |anguage is unanbi guous. See id. (quoting Cali-

fornia v. Montrose Chem Corp., 104 F.3d 1507, 1514 (9th Gr

1997)). However, where the ordinary and comon neani ng of the
statutory | anguage supports nore than one interpretation, the
statutory | anguage i s anbi guous, and we nmay consult | egislative
history to assist us in interpreting the |anguage in question.

See Merkel v. Conmissioner, 109 T.C at 468-469. W are to

construe exclusions fromincone, |like section 108(a)(1)(B)

narromly in favor of taxation. See Merkel v. Conm ssioner, 192

F.3d at 848 (citing United States v. Centennial Sav. Bank FSB,

499 U. S. 573, 583 (1991); Harbor Bancorp & Subsidiaries V.

Comm ssioner, 115 F. 3d 722, 732 (9th Gr. 1997)).

Bearing in mnd the foregoing principles of statutory
construction, we shall consider initially respondent’s contention
that the plain nmeaning of the word “assets” supports only one
construction of that word as used in section 108(d)(3). As
pertinent here, the commopn and ordi nary neaning of the word
“assets” set forth in Merriam Wbster’s Collegiate Dictionary 69
(10th ed. 1996) is:

1 pl a: the property of a deceased person subject by

law to the paynent of his or her debts and | egacies b :

the entire property of a person, association, corpora-

tion, or estate applicable or subject to the paynment of

debts * * * 3 * * * p p|l : the itens on a bal ance sheet

show ng the book val ue of property owned
The first and second dictionary definitions of the word “assets”

quot ed above appear to exclude fromthat definition assets exenpt
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fromthe clains of creditors under applicable State law. That is
because under applicable State | aw such assets generally are not
subject to the paynent of debts. However, the third dictionary
definition of the word “assets” quoted above seens to include
assets exenpt fromthe clains of creditors under applicable State
law. That is because such assets are itens appearing on a
bal ance sheet showi ng the val ue of property owned. See Account-
ing and Fin. Reporting for Personal Fin. Statenments, Statenent of
Position 82-1 (AICPA 1982). W conclude that the common and
ordi nary meaning of the word “assets” as reflected in the dictio-
nary definition of that word does not support only one construc-
tion. We next turn to pertinent |legislative history for guidance
in interpreting what Congress intended by its use of the word
“assets” in the definition of the term®“insolvent” in section
108(d) (3).

Congress enacted section 108(a)(1)(B) and rel ated provisions
(i.e., section 108(a)(3), (d)(3), and (e)(1)) into the Code in
1980 as part of the Bankruptcy Tax Act of 1980, Pub. L. 96-589,
sec. 2(a), 94 Stat. 3389 (1980 Bankruptcy Tax Act). The stated
pur pose of the 1980 Bankruptcy Tax Act was to “acconmopdate
bankruptcy policy and tax policy.” S. Rept. 96-1035 at 9-10
(1980), 1980-2 C.B. 620, 624. Such an accommodati on was neces-
sary after Congress made significant changes to the Federa

bankruptcy laws in 1978 by passing the Bankruptcy Reform Act of
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1978, Pub. L. 95-598, 92 Stat. 2549 (1978 Bankruptcy Reform Act),
whi ch enacted title 11 into the United States Code (title 11).
I n passing the 1980 Bankruptcy Tax Act, Congress “intended to
conpl ete the process of revising and updating Federal bankruptcy
|l aws by providing rules governing the tax aspects of bankruptcy
and rel ated tax issues.” Staff of Joint Comm on Taxation,
Description of H R 5043 (Bankruptcy Tax Act of 1980) as Passed
by the House, at 3 (J. Comm Print 1980). Both the Senate and
House reports acconpanying H R 5043, 96th Cong., 2d Sess. (1980)
(H.R 5043), which becane the 1980 Bankruptcy Tax Act, indicate
that the proposed insolvency exception in section 108(a)(1)(B)
was i ntended to ensure that an insol vent debtor outside of
bankruptcy (like a debtor com ng out of bankruptcy who is ac-
corded a “fresh start” under the Federal bankruptcy |laws) is not
to be burdened with an imrediate tax liability. See S. Rept. 96-
1035, supra, 1980-2 C.B. at 624; H Rept. 96-833, at 9 (1980).

The comm ttee reports acconpanying H R 5043 describe in

pertinent part the tax |law governing DO incone that was extant
at the tinme Congress passed the 1980 Bankruptcy Tax Act, as
fol |l ows:

Under present law, inconme is realized when indebt-
edness is forgiven or in other ways cancelled (sec.
61(a)(12) of the Internal Revenue Code). For exanple,
if a corporation has issued a $1, 000 bond at par which
it later repurchases for only $900, thereby increasing
its net worth by $100, the corporation realizes $100 of

incone in the year of repurchase (United States V.
Kirby Lunmber Co., 284 U.S. 1 (1931)).
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There are several exceptions to the general rule
of incone realization. Under a judicially devel oped
“insol vency exception,” no inconme arises fromdischarge
of indebtedness if the debtor is insolvent both before
and after the transaction;! and if the transaction
| eaves the debtor with assets whose val ue exceeds
remaining liabilities, incone is realized only to the
extent of the excess.? * * *

Treas. Regs. 8§ 1[.]61-12(b)(1); Dallas Transfer &
Term nal Warehouse Co. v. Commir, 70 F.2d 95 (5th Gr
1934).

2l akel and Grocery Co., 36 B.T.A 289 (1937).

S. Rept. 96-1035, supra, 1980-2 C. B. at 623; see H Rept. 96-833,
supra at 7.

We shall discuss in greater detail the three cases referred
to in the foregoing excerpt of the commttee reports acconpanying

H R 5043. In United States v. Kirby Lunber Co., 284 U S. 1

(1931), the Suprenme Court of the United States (Suprene Court)

established the rule that a debtor realizes (and nust recogni ze)

i ncome when di scharged of indebtedness, i.e., when relieved of
i ndebt edness wi thout full paynent of the anobunt owed. In Kirby

Lunber Co., the taxpayer had issued bonds for which it received
par value. 1In the sanme year, the taxpayer repurchased sone of
t hose bonds in the open market for less than their par val ue
issue price. See id. at 2. The Suprene Court held that the

t axpayer nust recognize incone in an amount (i.e., $137,521.30)
equal to the difference between the issue price and the repur-
chase price of the bonds in question. See id. at 2, 3. 1In so

hol di ng, the Suprene Court reasoned: “As a result of its [tax-
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payer’s] dealings it made avail able $137,521. 30 [of] assets
previously offset by the obligation of bonds now extinct.” 1d.
at 3.

Several years after the Suprene Court decided Kirby Lunber

Co., the U S. Court of Appeals for the Fifth Crcuit distin-
gui shed that case and established an insol vency exclusion to the
rule that the Suprenme Court had announced in that case. See

Dal |l as Transfer & Term nal Warehouse Co. v. Comm ssioner, 70 F.2d

95 (5th CGr. 1934), revg. 27 B.T.A 651 (1933). 1In Dallas

Transfer & Term nal Warehouse Co., the taxpayer was relieved of

i ndebt edness as the | essee of certain real property with respect
to unpaid rent and other bills totaling $107,881 when it conveyed
to the I essor of that property certain real property of |esser
value (i.e., $42,507) in which the taxpayer’s equity at the tine
of conveyance was $17,507. See id. The Court of Appeals held
that the taxpayer did not realize income as a result of that
transaction. See id. at 96. In so holding, the Court of Appeals
st at ed:

In effect the transaction was simlar to what occurs in
an i nsol vency or bankruptcy proceedi ng when, upon a
debtor surrendering, for the benefit of his creditors,
property insufficient in value to pay his debts, he is
di scharged fromliability for his debts. This does not
result in the debtor acquiring sonmething of exchange-
able value in addition to what he had before. There is
a reduction or extinguishnment of liabilities wthout
any increase of assets. There is an absence of such a
gain or profit as is required to conme within the ac-
cepted definition of incone. * * * It hardly would be
contended that a discharged insolvent or bankrupt
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receives taxable inconme in the amount by which his
provabl e debts exceed the value of his surrendered
assets. * * *

Id. The Court of Appeals distinguished United States v. Kirby

Lunber Co., supra, as follows:

The instant case is substantially different fromthe
[Kirby Lunber Co.] case * * *. In the |ast-nentioned
case a corporation issued its bonds at par and in the
sane year repurchased sone of themat |ess than par.
The taxpayer’'s [Kirby Lunber Co.’'s] assets having been
i ncreased by the cash received for the bonds, by the
repurchase of sone of those bonds at |ess than par the
t axpayer, to the extent of the difference between what
it received for those bonds and what it paid in repur-
chasing them had an asset which had ceased to be
offset by any liability, with a result that after that
transaction the taxpayer had greater assets than it had
before. The decision [Kirby Lunber Co.] * * * that the
increase in clear assets so brought about constituted
taxabl e incone is not applicable to the facts of the

i nstant case, as the cancellation of the respondent’s
[Dallas Transfer & Term nal Warehouse Co.’'s] past due
debt to its lessor did not have the effect of making
the respondent’s assets greater than they were before
that transaction occurred. * * *

Dal |l as Transfer & Term nal Warehouse Co. v. Commi SSioner, supra

at 96.

In Lakel and Grocery Co. v. Conmi ssioner, 36 B.T.A 289

(1937), the Board of Tax Appeals (Board) considered the insol-

vency excl usion established by Dallas Transfer & Term nal Ware-

house Co. v. Commi SSioner, supra. I n Lakel and Grocery Co., the

t axpayer entered into a so-called conposition settlenent under
whi ch the taxpayer paid its creditors $15,473 in consideration of
being relieved of its indebtedness to those creditors in the

amount of $104,710. Prior to entering into the conposition
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settlenment, the taxpayer was insolvent. After that settlenent,
t he taxpayer had net assets of $39,597, which, as noted by the
Board, “were freed fromthe clains of creditors as a result of

the * * * [discharge of indebtedness].” Lakeland G ocery Co. V.

Commi ssi oner, supra at 291. The Board distingui shed Dall as

Transfer & Ternm nal \WArehouse Co. v. Conmi ssioner, supra, from

the facts before it and concluded that the rationale of United

States v. Kirby Lunber Co., 284 U S. 1 (1931), was applicable to

those facts. See Lakeland G ocery Co. v. Conni ssioner, supra at

291-292. The Board held that the taxpayer realized gain to the
extent of the value of the assets freed fromthe clains of its
creditors, i.e., to the extent it had assets (i.e., $39, 597)

whi ch ceased to be offset by any liability. See id. at 292.

We recently had occasion in Merkel v. Conmm ssioner, 109 T.C

463 (1997), to review the three cases (United States v. Kirby

Lunber Co., supra, Dallas Transfer & Term nal Warehouse Co. V.

Conmi ssi oner, supra, and Lakel and Grocery Co. v. Conmni ssioner,

supra) to which the commttee reports acconpanying H R 5043
refer and which we di scuss above. In Merkel, as here, we had to
determ ne whether a debtor qualified for the insolvency exception
in section 108(a)(1)(B). However, in order to resolve that issue
in Merkel, we had to determ ne the neaning of the word “liabili-
ties” as used in the definition of the term“insolvent” in

section 108(d)(3). See Merkel v. Conm ssioner, supra at 466-467.




W observed in Merkel:

The Board’ s approach to a taxpayer in financial
di stress being discharged of an indebtedness, which
approach was crystallized in Lakeland G ocery Co. v.
Conm ssi oner, supra, has been called, anong ot her
things, the “net assets” test. That test is based on
the so-called freeing-of-assets theory derived fromthe
Suprene Court’s statenent in Kirby Lunber that the
transaction “nade avail abl e $137,521. 30 assets previ -
ously offset by the obligation of bonds now extinct”.
* * * The net assets test is a corollary of the princi-
ple in Dallas Transfer that an insolvent debtor does
not realize incone when di scharged of indebtedness.
Under the net assets test, if the debtor remains insol-
vent (liabilities exceed assets) after being discharged
of 1 ndebtedness, no assets have been freed as a result
of the discharge since the debtor’s assets are still
nmore than offset by his postdischarge liabilities, and,
thus, no gross incone is realized; if the debtor is
sol vent (assets exceed liabilities) after being dis-
charged, then the discharge has freed the debtor’s
assets fromthe offset of his liabilities to that
extent, and, thus, gross incone is realized fromthe
di scharge. In essence, the net assets test is sinply
an exam nation of the debtor’s net worth after he is
di scharged of indebtedness—an increase in net worth
gives rise to income, but a decrease in negative net
wort h does not.

Id. at 472-473; fn. ref. omtted.
We explained in Merkel that Congress

codified the net assets test in section 108(a)(1)(B)
(a)(3), and (d)(3) as a neans of determ ning an excl u-
sion fromgross inconme of an item of incone derived
fromthe discharge of indebtedness. Aside fromthe
paral l el descriptions in the conmttee reports of the
preexi sting | aw and of the proposed insol vency excl u-
sion, * * * that codification is apparent fromthe
statutory insolvency cal culation coupled with the

i nsol vency exclusion limtation provided in section
108(a)(3), which together share the sanme underlying
anal ytical framework as the net assets test. That
framewor k requires an exam nation of the debtor’s
assets and liabilities for the purpose of determ ning
whet her the debtor’s net worth turns positive (assets
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exceed liabilities), i.e., whether assets are freed, as
a result of the debtor’s being discharged of i ndebted-
ness.

* * * * * * *

From our exam nation of the statutory | anguage,
the legislative history, and the rel evant cases cited
in the conmttee reports, we conclude that the anal yti -
cal framework of the insolvency exclusion and its
related provisions [in section 108] is based on the
freei ng-of -assets theory. * * *

A sol vent debtor is capable of neeting his finan-
cial obligations because his assets equal or exceed his
liabilities. That excess (if any) is not increased
when an obligation that offsets assets is paid in ful
because the reduction in liabilities is equal to the
reduction in assets. |If the reduction in liabilities
exceeds the reduction in assets, then, under the
freei ng-of -assets theory, the solvent debtor has real -
ized a gain to the extent of that excess. * * * Pursu-
ant to the freeing-of-assets theory, a debtor does not
realize inconme when discharged of a particul ar indebt-
edness, however, if his postdischarge liabilities equal
or exceed his postdi scharge assets (if any); i.e.,
under the net assets test, the debtor’s liabilities
equal or exceed his assets after the discharge (or, the
statutory insol vency cal cul ati on shows that the debtor
is insolvent by an anobunt greater than or equal to the
di scharge of indebtedness incone * * *

Id. at 473-475; fn. ref. omtted.

ers’

Wth the foregoing in mnd, we shall now consider petition-

argunent that we follow Cole v. Conm ssioner, 42 B.T.A 1110

(1940), in defining the word “assets” as used in the definition

of the term®“insolvent” in section 108(d)(3).” In Cole, the

T. C

"Petitioners also urge us to follow Hunt v. Conm ssi oner,
Meno. 1989-335. Petitioners argue that we previously held

in Hunt that, for purposes of sec. 108(a)(1)(B), the word *as-

sets”

in sec. 108(d)(3) does not include assets exenpt fromthe
(continued. . .)
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Board began its anal ysis by acknow edgi ng that under Lakel and

G ocery Co. v. Comm ssioner, 36 B.T.A 289 (1937), the taxpayer,

a resident of New York, would realize inconme upon the discharge
of his indebtedness “to the extent of the excess of total assets
over total liabilities imediately after * * * [discharge].”

Cole v. Comm ssioner, supra at 1112. In determ ni ng whet her

there was such an excess, the Board stated:

In determning the amount in [sic] which peti-
tioner’s net assets were increased as a result of the
cancel l ation of petitioner’s indebtedness by his credi-
tor, i.e., the amount of petitioner’s assets which
ceased to be offset by clains of creditors, there
shoul d be, and has been, omtted fromthe val ue of
petitioner’s assets the value of his equity in ten life
i nsurance policies. * * *

(...continued)
clains of creditors under applicable State law. W reject that
argunment and petitioners’ characterization of Hunt as a case
deci ded under sec. 108(a)(1)(B). Hunt involved tax year 1980.
The i nsol vency exception in sec. 108(a)(1)(B) that was enacted
into the Code as part of the 1980 Bankruptcy Tax Act becane
effective for transactions occurring after Dec. 31, 1980. See
1980 Bankruptcy Tax Act, Pub. L. 96-589, sec. 7(a)(1l), 94 Stat.
3411. Although in certain circunstances Congress nmade avail abl e
to debtors in bankruptcy cases or simlar judicial proceedings an
el ection to substitute Sept. 30, 1979, as the effective date of
the 1980 Bankruptcy Tax Act, see id. at sec. 7(f)(1l), there is no
indication in Hunt that the taxpayers involved there nade such an
el ection, see Hunt v. Conm ssioner, supra. Qur discussion in
Hunt of sec. 108 as anended by the 1980 Bankruptcy Tax Act
(anmended sec. 108) is dictum and appears in Hunt after we re-
solved the issue presented to us with respect to DA inconme under
the tax |l aw that was extant prior to the passage of the 1980

Bankruptcy Tax Act. See Hunt v. Conmi ssioner, supra. In this
connection, it is noteworthy that we began our discussion of
anmended sec. 108 in Hunt by stating: “Furthernore, the correct-

ness of our result is reinforced by the | anguage of [anended]
section 108.”7 1d.
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Id. at 1113. The Board explained in Cole that it excluded the
val ue of the taxpayer’s equity in certain life insurance policies
fromits determ nation of the value of the taxpayer’ s assets
because “Under the applicable |aw of New York * * * such equity
in insurance was free fromclains of creditors.” 1d.

We reject petitioners’ argunent that we apply Cole in this
case. Wien Congress enacted the insolvency exception into the
Code as section 108(a)(1)(B), one of the related provisions it
al so enacted is section 108(e)(1).8 Section 108(e)(1) provides
that, for purposes of title 26 of the United States Code (i.e.,
the Internal Revenue Code, including section 61(a)(12)), “there
shall be no insolvency exception fromthe general rule that gross
i nconme includes inconme fromthe discharge of indebtedness”

except as provided in section 108(a)(1)(B). As the Suprene Court

8When Congress “codified the net assets test in section
108(a)(1)(B), (a)(3), and (d)(3),” Merkel v. Comm ssioner, 109
T.C. at 473, it codified the net assets test devel oped by Dallas
Transfer & Term nal Warehouse Co. v. Conm ssioner, 70 F.2d 95
(5th Gr. 1934), revg. 27 B.T.A 651 (1933), and Lakel and G ocery
Co. v. Conm ssioner, 36 B.T.A 289 (1937). It did not codify the
application of the net assets test by Cole v. Conm ssioner, 42
B.T.A 1110 (1940). The commttee reports acconpanying H R 5043
make no reference to and do not describe the holding of Cole,
whereas those reports do refer to and describe the hol di ngs of
Dallas Transfer & Term nal WArehouse Co. and Lakel and G ocery Co.
Nor do those conmttee reports refer to the two cases that
applied Cole v. Conm ssioner, supra, which had been deci ded as of
the tinme Congress passed the 1980 Bankruptcy Tax Act, i.e., Davis
v. Conmm ssioner, 69 T.C 814, 833-834 (1978), and Estate of
Marcus v. Conmmi ssioner, T.C Meno. 1975-9. See al so Babin v.
Commi ssioner, T.C Menp. 1992-673, affd. on other grounds 23 F. 3d
1032 (6th Gr. 1994); Hunt v. Conm ssioner, supra, decided after
Congress passed that Act.
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very recently stated, “Section 108(e)[(1)] precludes us from
relying on any understanding of the judicial insolvency exception

that was not codified in 8108.” Gtlitz v. Conmmi ssioner, 531

US at _, 69 US L.W at 4063. Even before Gtlitz was de-

cided, we reached a simlar conclusion in Merkel v. Commi Ssioner,

109 T.C. 463 (1997). We stated in pertinent part:

As Congress enacted the insol vency exclusion
[ section 108(a)(1)(B)], it elimnated the net assets
test as a judicially created exception to the general
rule of inconme fromthe di scharge of indebtedness. See
sec. 108(e)(1). The fundanental difference between the
i nsol vency exclusion [in section 108(a)(1)(B)] and the
[judicially devel oped] net assets test is that the
i nsol vency exclusion is applicable only if there exists
i ncone fromthe discharge of indebtedness, whereas the
net assets test engages in the threshold inquiry.
Therefore, unlike the net assets test, the insol vency
excl usi on does not necessarily invade the province of
section 61(a)(12).

Essentially, the insolvency exclusion defers to
section 61(a)(12) as to the definition of the term
“gross incone”, but represents a policy judgnment that
certain of that incone should not give rise to an
imredi ate tax liability. The relevant commttee re-
ports intimate that the policy judgnment underlying the
i nsol vency excl usion serves a humanitarian purpose—to
avoi d burdening an insol vent debtor outside of bank-
ruptcy with an imediate tax liability. * * *

Merkel v. Commi ssioner, supra at 481-482; fn. ref. omtted.

We concl ude that section 108(e)(1) precludes in this case
(or in any other case involving the insolvency exception in

section 108(a)(1)(B)) the application of Cole v. Conm ssioner,

supra, and any other judicially devel oped insolvency exception to

the general rule of section 61(a)(12) that gross incone includes
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income fromthe discharge of indebtedness. See Gtlitz v.

Commi ssi oner, supra at , 69 U.S.L.W at 4063; Mrkel v.

Conmi ssi oner, supra at 481.

Qur conclusion that Cole v. Commi ssioner, 42 B.T.A 1110

(1940), has no application in the instant case not only carries
out the directive of section 108(e)(1), it also carries out the
intention of Congress in enacting section 108(d)(3) that assets
exenpt fromthe clains of creditors under applicable State | aw
are not to be excluded in determning the fair market value of a
t axpayer’s assets for purposes of ascertaining whether the
taxpayer is insolvent wthin the neaning of section 108(d)(3).
Congress’ intention is disclosed by an exam nati on of section
108(d)(3) together with the 1978 Bankruptcy Reform Act and its
| egi sl ative history and the 1980 Bankruptcy Tax Act and its

| egi slative history. One of the stated policies of the 1978
Bankruptcy Reform Act was “to provide a fresh start”, S. Rept.
95-989, at 6 (1978), for debtors com ng out of bankruptcy. The
princi pal nmechani sm adopted by Congress in the 1978 Bankruptcy
Ref orm Act for providing such a “fresh start” in the Federal
bankruptcy laws is through the discharge of debts.® See id. at

98.

°The di schar ge- of - debt provisions of the 1978 Bankruptcy
Ref orm Act, Pub. L. 95-598, sec. 727, 92 Stat. 2609, are de-
scribed in the acconpanyi ng Senate report as “the heart of the
fresh start provisions of the bankruptcy law. S. Rept. 95-989,
at 7, 98 (1978).
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Congress al so adopted another nmethod in the 1978 Bankruptcy
Ref orm Act for providing a “fresh start” to debtors com ng out of
bankruptcy, nanely, allow ng debtors in bankruptcy to retain
after bankruptcy certain property classified as exenpt property
for purposes of title 11 (title 11 exenpt property), which
i ncl udes property exenpt fromthe clainms of creditors under
applicable State law. See 1978 Bankruptcy Reform Act, Pub. L.
95-598, sec. 522(b)(2)(A), 92 Stat. 2549, 2586, 11 U.S.C. sec.
522(b)(2) (A (Supp. Il, 1978); see also S. Rept. 95-989, supra
at 6. The role of title 11 exenpt property in the Federal
bankruptcy laws is evidenced by, for exanple, the definition of
the term“insolvent” for purposes of title 11 that Congress

adopted in section 101(26) of the 1978 Bankruptcy Reform Act, 92

Al t hough t here have been anendnents to 11 U S.C sec.
522(b) as originally enacted that were in effect for the year at
i ssue, those anendnents are not material to a resolution of the
i ssue presented here under sec. 108. See 11 U S.C sec. 522(b)
(1994).
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Stat. 2553, 11 U S.C. sec. 101(26) (Supp. II, 1978).% In deter

1Sec. 101(26) of the 1978 Bankruptcy Reform Act provides:
(26) “insolvent” means--

(A) with reference to an entity other than a
partnership, financial condition such that the sum of
such entity’'s debts is greater than all of such en-
tity' s property, at a fair valuation, exclusive of -

(1) property transferred, conceal ed, or re-
moved with intent to hinder, delay, or defraud
such entity’'s creditors; and

(1i1) property that may be exenpted from prop-
erty of the [bankruptcy] estate under section 522
of this title; * *

1978 Bankruptcy Reform Act, sec. 101(26), 92 Stat. 2549, 11
US C sec. 101(26) (Supp. 11, 1978). Al though there have been
amendnents to sec. 101(26) of title 11 as originally enacted that
were in effect for the year at issue, those anendnents are not
material to a resolution of the issue presented here under sec.
108. See 11 U. S. C. sec. 101(32) (1994).

Sec. 522(b) of the 1978 Bankruptcy Reform Act, 92 Stat.
2586, 11 U.S.C. sec. 522(b) (Supp. Il, 1978), which allows a
debtor in bankruptcy to exclude exenpt title 11 property from
property of the debtor’s bankruptcy estate, provides:

(b) Notwi thstandi ng section 541 of this title, an
i ndi vi dual debtor may exenpt from property of the
[ bankruptcy] estate either—

(1) property that is specified under subsec-
tion (d) of this section, unless the State | aw
that is applicable to the debtor under paragraph
(2)(A) of this subsection specifically does not so
authorize; or, in the alternative,

(2) (A) any property that is exenpt under
Federal |aw, other than subsection (d) of this
section, or State or local law that is applicable
on the date of the filing of the petition at the
pl ace in which the debtor’s dom cile has been
(continued. . .)
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m ni ng whet her a debtor in bankruptcy is insolvent for purposes
of title 11, the debtor’s title 11 exenpt property, which in-
cludes property exenpt fromthe clains of creditors under appli-
cable State law, is excluded fromthe property he ot herw se owns.
See 1978 Bankruptcy Reform Act, sec. 101(26), 11 U S.C sec.
101(26) (Supp. |1, 1978).

When it passed the 1980 Bankruptcy Tax Act, Congress was
aware of the role that it had decided to give title 11 exenpt
property in the 1978 Bankruptcy Reform Act. In particular, when
Congress enacted into the Code the insolvency exception in
section 108(a)(1)(B) and the definition of “insolvent” in section
108(d)(3), it knew that it had decided to, and did, define the
term“insolvent” in section 101(26) of the 1978 Bankruptcy Reform

Act, 11 U S.C sec. 101(26) (Supp. Il, 1978), to exclude specifi-

(... continued)
| ocated for the 180 days i medi ately preceding the
date of the filing of the petition, or for a |on-
ger portion of such 180-day period than in any
ot her place; and

(B) any interest in property in which the
debtor had, immedi ately before the conmmencenent of
the case, an interest as a tenant by the entirety
or joint tenant to the extent that such interest
as a tenant by the entirety or joint tenant is
exenpt from process under applicabl e nonbankruptcy
I aw.

Sec. 541 of the 1978 Bankruptcy Reform Act, 92 Stat. 2594,
governs the creation and conposition of the bankruptcy estate.
Sec. 522(d) of the 1978 Bankruptcy Reform Act, 92 Stat. 2586,
identifies 11 categories of property, each of which is considered
title 11 exenpt property.



- 27 -
cally title 11 exenpt property of a debtor in bankruptcy, includ-
ing property exenpt fromthe clains of creditors under applicable
State law, in determ ning whether that debtor is insolvent for
pur poses of the Federal bankruptcy laws. See S. Rept. 96-1035 at
24 (1980), 1980-2 C. B. 620, 632.!* However, Congress decided to,
and did, adopt a different definition of the term*“insolvent” in
section 108(d)(3) for purposes of section 108. Unlike the
definition of the term*®insolvent” in section 101(26) of the 1978
Bankruptcy Act, 11 U S. C. sec. 101(26) (Supp. |1, 1978), which
Congress adopted for purposes of the Federal bankruptcy |aws, the
definition of that term which Congress adopted for purposes of
section 108 does not specifically exclude assets of a debtor that
are exenpt fromthe clains of creditors under applicable State
| aw or any other title 11 exenpt property in determ ning whether

the debtor is insolvent. W conclude that the deci sion of

12The Senate report acconpanying the 1980 Bankruptcy Tax Act
states in pertinent part:

Under bankruptcy | aw, the comrencenent of a |iqui-
dation or reorgani zation case involving an individual
debtor creates an “estate” which consists of property
formerly belonging to the debtor. The bankruptcy
estate generally is admnistered by a trustee for the
benefit of creditors, and it may derive its own incone
and incur expenditures. At the sane tinme, the individ-
ual is given a “fresh start”—that is, wages earned by
t he individual after comnmencenent of the case and
after-acquired property do not becone part of the
bankruptcy estate, but belong to the individual, and
certain property may be set aside as exenpt.

S. Rept. 96-1035 at 24 (1980), 1980-2 C B. 620, 632.
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Congress not to define the term“insolvent” in section 108(d)(3)
to exclude specifically such exenpt assets in determ ning whet her
a debtor is insolvent for purposes of section 108 was i nten-
tional .® W further conclude that Congress did not intend to
excl ude assets exenpt fromthe clainms of creditors under applica-
ble State law from a taxpayer’'s assets for purposes of determ n-

i ng whet her the taxpayer is insolvent within the neaning of
section 108(d)(3). |If Congress had intended to exclude such
exenpt assets froma taxpayer’s assets in determ ning whether the
taxpayer is insolvent for purposes of section 108, Congress would
have so stated in section 108(d)(3). It did not.

Qur conclusion that Cole v. Commi ssioner, 42 B.T.A 1110

(1940), has no application in the instant case also leads to a

result that conports with the intention of Congress in enacting

Bl'n this regard, Myron M Sheinfeld (M. Sheinfeld), a
W tness who testified at the Congressional hearings on H R 5043
as passed by the House of Representatives (House), see H R 5043,
96t h Cong., 1st Sess. (1979), pointed out at those hearings that
the definition of “insolvent” in HR 5043 as passed by the House
was different fromthe definition of that termin title 11 and
that “the differing definitions of insolvent will, unless nade
consi stent, cause substantial trouble and litigation.” Hearings
on H R 5043 Before the Subcomm on Sel ect Revenue Measures of
t he House Comnm on Ways and Means (Hearings on H R 5043), 96th
Cong., 1st Sess. 41 (1979) (statement of Myron M Sheinfeld,
Chai rman, Commttee on Tax Matters, National Bankruptcy Confer-
ence). M. Sheinfeld recomended that Congress adopt as the
definition of the term“insolvent” in the final version of HR
5043 the sane definition of the term“insolvent” that Congress
had adopted in sec. 101(26) of the 1978 Bankruptcy Reform Act, 11
US C sec. 101(26) (Supp. |1, 1978). See Hearings on H R 5043,
supra at 43. Congress chose not to do so.
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section 108(a)(1)(B) and related provisions into the Code. As we

explained in Merkel v. Conm ssioner, 109 T.C at 475,

Congress’ indicated purpose of not burdening an insol -
vent debtor outside of bankruptcy with an imedi ate tax
l[tability, * * * together with the operation of the

i nsol vency exclusion [section 108(a)(1)(B)] and its
limtation under section 108(a)(3), in accordance with
the statutory insolvency calculation [section

108(d) (3)], suggest that Congress intended to nake a
debtor’s ability to pay an imediate tax on inconme from
di scharge of indebtedness the controlling factor in
determ ning whether a tax burden is inposed. * * *

Ability to pay an immediate tax (i.e., the statu-
tory notion of insolvency) is a question of fact

* * %

Al t hough an asset of a debtor nay be exenpt fromthe cl ains
of creditors under applicable State law, if that asset and the
debtor’s other assets exceed the debtor’s liabilities, the debtor
has the ability to pay an i medi ate tax on incone from di scharged
i ndebtedness. In the instant case, inmmedi ately preceding the
forecl osure sale on February 8, 1993, the aggregate fair market
val ue of petitioners’ assets was $875, 251, which included peti -
tioners’ fishing permt valued at $393,400 that they claimis
exenpt fromthe clainms of creditors under the |law of the State of
Al aska. At that tine, petitioners’ liabilities totaled $515, 930.
On the record before us, we find that petitioners had the “abil -

ity to pay an imediate tax on”, id., the $42,142 of DA incone

resulting fromthe foreclosure sale in question.! Requiring

Y“Not only did petitioners have the ability to pay an i nme-
(continued. . .)
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petitioners to include that inconme in their gross incone for the
year at issue and pay a tax thereon is a result that is consis-
tent with the intention of Congress in enacting section
108(a)(1)(B) and related provisions into the Code.
We hold that the word “assets” as used in the definition of
the term“insolvent” in section 108(d)(3) includes assets exenpt

fromthe clains of creditors under applicable State |aw. ® The

¥4(...continued)
diate tax on the DO incone at issue, petitioners’ fishing permt
is subject to lien and | evy by respondent to pay that tax. See
secs. 6321, 6331. In this regard, apparently there has been sone
di spute between the State of Al aska and the Internal Revenue
Service as to whether permts like petitioners’ fishing permt
constitute property or a right to property for purposes of secs.
6321 and 6331. See Internal Revenue Service Restructuring and
Ref orm Act of 1998, Pub. L. 105-206, sec. 3445(c)(2), 112 Stat.
763; 144 Cong. Rec. $4518 (daily ed. May 7, 1998) (statenent of
Sen. Stevens) (“The State of Al aska has never conceded that these
permts are property that may be seized by IRS. Yet, the IRS
seizes thenf.). However, in the instant case, the parties
stipulated that petitioners’ fishing permt is an asset (i.e.,

property).

In addition, it is noteworthy that, effective Aug. 1, 2000,
petitioners may obtain a |loan in an anount whi ch does not exceed
$30, 000, see Alaska Stat. sec. 16.10.310 (Lexis 2000), and which
is secured by petitioners’ fishing permt in order “to satisfy
past due federal tax obligations that may result in the execution
on and involuntary transfer of [that permt]”. Alaska Stat. sec.
16. 10.310(a) (1) (A (iii) (Lexis 2000).

SAssum ng arguendo that we had found that the word “assets”
as used in sec. 108(d)(3) does not include assets exenpt fromthe
clains of creditors under applicable State | aw, we nonet hel ess
find on the record before us that petitioners have failed to
establish that petitioners’ fishing permt qualifies in al
i nstances as such an asset. On brief, petitioners rely on Al aska
Stat. sec. 09.38.015(a)(8) (Lexis 2000), and on Al aska Stat. sec.
16.43.150(g) (Lexis 2000), to show that petitioners’ fishing

(continued. . .)
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parties agree that if we were to so hold, petitioners would not
be “insolvent” within the nmeaning of section 108(d)(3), and the
i nsol vency exception of section 108(a)(1)(B) would not apply to
the $42, 142 of DA income resulting fromthe foreclosure sale in
gquestion. Consequently, we sustain respondent’s determnation to
include that DO inconme in petitioners’ gross inconme for the year
at issue.

Accur acy- Rel ated Penal ty--Section 6662

Respondent determ ned that petitioners are liable for the

year at issue for the accuracy-rel ated penalty under section

15, .. conti nued)
permt is exenpt fromcreditors’ clains under the | aws of the
State of Alaska. Petitioners are correct that Al aska Stat. sec.
09. 38.015(a)(8) (Lexis 2000) generally exenpts limted entry
fishing permts like petitioners’ fishing permt fromthe clains
of creditors. See also Al aska Stat. sec. 09.38.500(5) (Lexis
2000). In addition, Al aska Stat. sec. 16.43.150(g)(1) (Lexis
2000) provides that such permts cannot be “pl edged, nortgaged,
| eased, or encunbered in any way”, except as specifically pro-
vided in certain enunerated sections of the Al aska statutes.
However, petitioners fail to indicate that limted entry fishing
permts, |like petitioners’ fishing permt, are not exenpt from
creditors’ clainms under Al aska law for all purposes and that such
permts may be used to secure a |loan for the paynent of past due
Federal tax obligations. For exanple, petitioners do not discuss
the effect of Alaska Stat. sec. 09.38.065 (Lexis 2000), which
al l ows under certain circunstances creditors to make cl ai ns
agai nst certain assets that are generally exenpt fromcreditors
clains under certain provisions of the Al aska statutes. In
addition, petitioners do not nmention that petitioners’ fishing
permt is subject to lien and | evy by respondent. See supra
n.14. Nor do petitioners address the effect of recently enacted
l egislation in Al aska that allows petitioners to obtain a loan in
an anmount not exceedi ng $30, 000, secured by petitioners’ fishing
permt, in order to pay their past due Federal tax liabilities
that may result in the execution on and involuntary transfer of
petitioners’ fishing permt. See supra n.14.
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6662(a). In the notice and on brief, respondent asserted two
alternative grounds for the inposition of that penalty: A
substantial understatenent of incone tax under section 6662(b)(2)
and negl i gence under section 6662(b)(1).

Respondent concedes that if the Court were to hold that
petitioners nmust recognize the DO incone at issue, the accuracy-
related penalty should not be inposed on that portion of the
under paynent of tax attributable to that incone. That is because
respondent takes the position that petitioners nade an adequate
di scl osure under section 6662(d)(2)(B)(ii)(l) and that they had a
reasonabl e basi s under section 6662(d)(2)(B)(ii)(Il) for their
treatment of such inconme in petitioners’ joint return.

Petitioners concede that the accuracy-related penalty should
be i nposed on the remaining portion of the underpaynent of tax
except to the extent it relates to the capital gain that they
concede on brief they realized and nust recogni ze as a result of
the foreclosure sale of the Yantari (petitioners’ capital gain).
Wth respect to the accuracy-related penalty relating to the
portion of the underpaynent of tax attributable to petitioners’
capital gain, petitioners contend that

Petitioners nade the sane disclosure as it applies to

the gain on sale as to the gain on forgiveness of debt.

| f taxpayer, w thout having the ability of hindsight,

had believed the vessel only had a val ue of $60, 000,

the gain fromthe deenmed sal e woul d be $0.00 and the

gain fromthe di scharge of indebtedness woul d have

correspondi ngly increased from $35,000 to $77,000. The
sanme disclosure Petitioners made with respect to the
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di scl osure of indebtedness issue, which was adequate

for that issue, also applies to the capital gain from
t he sane transacti on.

* * * * * * *

The Petitioners adequately disclosed their position by

indicating that the entire debt forgiveness should not

be recogni zed due to Petitioners’ insolvency. In

Petitioners’ calculation, there was no capital gain,

only gain fromthe discharge of indebtedness. * * *

As we understand petitioners’ position with respect to the
accuracy-rel ated penalty relating to the underpaynent of tax
attributable to petitioners’ capital gain, they advance two
separate contentions. First, petitioners nmaintain that they nmade
adequat e di scl osure under section 6662(d)(2)(B)(ii)(l) regarding
that gain by attaching Form 1099-A to petitioners’ joint return
and witing thereon “Taxpayer Was Insolvent — No Tax Conse-
guence”. Second, petitioners maintain that they did not know
that the value of the Yantari when it was sold at the forecl osure
sal e was $95, 000, and consequently they did not know that there
was a gain on that sale. According to petitioners, they there-
fore had a reasonabl e basis for, and were not negligent in,
failing to report petitioners’ capital gain in petitioners’ joint
return.

Section 6662(a) inposes an accuracy-related penalty equal to
20 percent of the underpaynent of tax resulting from inter alia,

a substantial understatenent of incone tax, see section

6662(b)(2), or negligence or disregard of rules or regul ations,
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see section 6662(b)(1). The accuracy-related penalty under
section 6662(a) does not apply to any portion of an underpaynent
if it is shown that there was reasonabl e cause for, and that the
t axpayer acted in good faith wth respect to, such portion. See
sec. 6664(c)(1).

An understatenent is equal to the excess of the anount of
tax required to be shown in the tax return over the anount of tax
shown in the tax return, see sec. 6662(d)(2)(A), and is substan-
tial in the case of an individual if it exceeds the greater of 10
percent of the tax required to be shown or $5, 000, see sec.
6662(d) (1) (A). However, the amount of such understatenent is to
be reduced by that portion of the understatenment which is attrib-
utable to any itemwhere (1) “the relevant facts affecting the
items tax treatnent are adequately disclosed in the return or in
a statement attached to the return,” sec. 6662(d)(2)(B)(ii)(1)
(adequate disclosure), and (2) “there is a reasonable basis for
the tax treatnment of such item by the taxpayer”, sec.

6662(d) (2)(B)(ii)(1l) (reasonabl e basis).

For purposes of section 6662(a), the term “negligence”
includes any failure to nmake a reasonable attenpt to conply with
the Code, and the term “disregard” includes any carel ess, reck-
| ess, or intentional disregard. See sec. 6662(c). Negligence
has al so been defined as a | ack of due care or failure to do what

a reasonabl e person woul d do under the circunstances. See
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Leuhsler v. Conmm ssioner, 963 F.2d 907, 910 (6th Gr. 1992),

affg. T.C. Meno. 1991-179; Antonides v. Conmm ssioner, 91 T.C.

686, 699 (1988), affd. 893 F.2d 656 (4th G r. 1990).

We turn first to petitioners’ position with respect to
respondent’ s determ nation under section 6662(a) and (b)(2). On
the record before us, we find that petitioners have failed to
establish that they adequately disclosed in petitioners’ joint
return or in any statenent attached to that return the rel evant
facts affecting the tax treatnment of petitioners’ capital gain,
as required by section 6662(d)(2)(B)(ii)(l). For exanple, there
are no facts disclosed either in that return or in a statenent
attached to that return regarding the foreclosure sale of the
Yantari, the anount realized on that sale, or petitioners’ basis
in the Yantari .

We further find on the instant record that petitioners have
failed to show that they had a reasonable basis for their failure
to report petitioners’ capital gain in petitioners’ joint return,
as required by section 6662(d)(2)(B)(ii)(lIl). As noted above, as
we understand their position, petitioners contend that they did
not know that the value of the Yantari when it was sold at the
forecl osure sale was $95,000. Apparently, petitioners maintain
that they believed that the value of the Yantari at that tinme was
| ess than $95, 000, although they did not disclose in petitioners’

joint return, and they do not indicate on brief, what they
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determ ned that value to be. Nonetheless, according to petition-
ers, “there was no capital gain” when the Yantari was sold at the
foreclosure sale. W reject petitioners’ position. It is well
established that, absent clear and convincing proof to the
contrary, the sale price of property at a foreclosure sale is
presuned to be its fair market value. See, e.g., Frazier v.

Comm ssioner, 111 T.C 243, 246 (1998); Community Bank v. Conmm s-

sioner, 79 T.C. 789, 792 (1982), affd. 819 F.2d 940 (9th G
1987). Petitioners have presented no evidence, |let alone clear
and convi nci ng evidence, that the $95,000-sale price of the
Yantari at the foreclosure sale was not its fair market val ue.
Furthernore, section 1001(a) provides that gain froma sale
or other disposition of property is the excess of the anount
realized therefromover the adjusted basis provided in section
1011 for determning gain. The regulations under section 1001
provi de gui dance to taxpayers in applying section 1001(a) to
facts that are anal ogous to the facts presented in the instant
case. Exanple (8) of section 1.1001-2(c), Incone Tax Regs.

(Exanple (8)), ' states:

%Exanpl e (8) applies to the discharge of indebtedness that
is recourse in nature. Wile the parties did not expressly
stipulate that petitioners’ loan to finance the purchase of the
Yantari constituted recourse debt, we infer fromcertain other
stipulations of the parties that that | oan was recourse debt.

The parties stipulated that the foreclosure sale resulted in both
DA inconme and capital gain, although petitioners dispute whether
t hey nmust recognize that DO inconme. DA incone and capital gain

(continued. . .)
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In 1980, F transfers to a creditor an asset with a fair

mar ket val ue of $6,000 and the creditor discharges

$7,500 of indebtedness for which F is personally lia-

ble. The anmount realized on the disposition of the

asset is its fair market value ($6,000). In addition,

F has income fromthe discharge of indebtedness of

$1,500 ($7,500 - $6, 000).

Exanple 8 is controlling in the instant case. As a result
of the foreclosure sale, the bank discharged a total of $137,142
of indebtedness for which petitioners were |iable, $95,000 of
which it received on the disposition of the Yantari at that
forecl osure sale. The anount realized on the disposition of the
Yantari is its fair market value which, on the record presented,
we have found to be the sale price of the Yantari at the foreclo-

sure sale. See Frazier v. Conm ssioner, supra at 246; Comunity

Bank v. Comm ssioner, supra at 792. In addition, petitioners

have inconme fromthe di scharge of indebtedness in the anount of
$42, 142 ($137,142, the unpaid principal balance of the |oan at
the time of the foreclosure sale, mnus $95,000, the fair market
val ue of the Yantari at that sale).

On the record before us, we find that, in the event the
conput ati ons under Rule 155 establish that there is an under-
statenent of tax as a result of our holdings and the parties’

concessions in this case that is greater than 10 percent of the

18(, .. conti nued)
woul d result fromthe foreclosure sale only if petitioners’ debt
were recourse debt. See Frazier v. Comm ssioner, 111 T.C. 243,
245, 247 (1998); sec. 1.1001-2(a)(1l) and (2) and 2(c), Exanple
(8), Inconme Tax Regs.
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tax required to be shown in petitioners’ joint return or $5, 000,
see sec. 6662(d)(1)(A), petitioners have failed to establish
there is no substantial understatenent of tax under section
6662(b) (2) and (d).

We turn now to respondent’s determ nati on under section
6662(a) and (b)(1). For the reasons set forth above expl ai ning
why we found that petitioners failed to show that they had a
reasonabl e basis for their position in petitioners’ joint return
regardi ng petitioners’ capital gain, we find on the record before
us that petitioners have failed to show that, in not reporting
that gain, (1) they nade a reasonable attenpt to conply with, and
did not intentionally disregard, section 1001 and the regul ations

t hereunder, including Exanple 8, Frazier v. Comm Ssioner, supra,

and Community Bank v. Conmm ssioner, supra, and (2) they acted

with due care and did what a reasonabl e person would do under the
circunstances. W further find on that record that petitioners
have failed to establish that they were not negligent in failing
to report that gain in that return.

On the instant record, we also find that petitioners have
failed to show that they acted with reasonabl e cause and i n good
faith with respect to the portion of the underpaynment of tax for
1993 that is attributable to petitioners’ capital gain. See sec.
6664(c) .

Based on our exam nation of the entire record before us, we
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find that petitioners have failed to establish any error in
respondent’s determination that they are liable for the year at
i ssue for the accuracy-rel ated penalty under section 6662(a)
insofar as it relates to the underpaynent of tax attributable to
petitioners’ capital gain. Consequently, we sustain that deter-
m nation to that extent.

We have considered all of the contentions and argunments of
petitioners that are not discussed herein, and we find themto be
W thout merit and/or irrelevant.

To reflect the foregoing and the concessions of the parties,

Deci sion will be entered under

Rul e 155.



