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GOLDBERG, Special Trial Judge: This case was heard pursuant

to the provisions of section 7463 of the Internal Revenue Code in
effect at the tinme the petition was filed. Pursuant to section
7463(b), the decision to be entered is not reviewabl e by any
other court, and this opinion shall not be treated as precedent
for any other case. Unless otherw se indicated, subsequent

section references are to the Internal Revenue Code (hereafter
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Code) in effect for the year in issue, and all Rule references
are to the Tax Court Rules of Practice and Procedure.

Respondent determ ned a $21, 323 deficiency in petitioner’s
Federal incone tax for 2003 and a $4, 264 accuracy-rel ated penalty
under section 6662(a).

The issues for decision are: (1) Wether petitioner failed
to include in income for 2003 incone from di scharge of
i ndebt edness and (2) whether petitioner is |iable for the
accuracy-rel ated penalty under section 6662(a).

Backgr ound

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference.

Petitioner resided in Illinois when he filed his petition.
Sonetinme in either January or February 2002 petitioner and his
former spouse, Sharon Stevens (the Stevenses), purchased real
property | ocated at 5015 Sout h Wabash Avenue, Chicago, Illinois.
The property purchased was a two-story residence in need of
rehabilitation. The Stevenses purchased the property for
i nvest ment purposes and intended to rehabilitate the dwelling and
either rent the property or sell it thereafter. Petitioner and
Sharon Stevens (Ms. Stevens) were nmarried at the tinme the real
property was purchased, and they resided in Evergreen Park,

I[1linois. The purchase price of the property was approximtely
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$256, 000. The Stevenses financed the purchase by borrow ng noney
from Homecom ngs Financial. The Stevenses executed a note and
deed of trust/nortgage with Homecom ngs Financial and held title
to the property as joint tenants. The record does not contain
the note and deed of trust/nortgage.

Sonetinme later in 2002 the Stevenses found thensel ves unabl e
to make the nortgage paynents on the property. 1In order to avoid
a foreclosure, which would have adversely affected their credit
rating, they decided to sell the property in a short sale! with
t he approval of Honecom ngs Fi nanci al .

On January 3, 2003, the Stevenses (sellers) entered into a
purchase agreenent wth Jemal King (buyer) to sell the property
for $200,000. At that time the unpaid bal ance of the nortgage
was greater than the selling price.

On February 14, 2003, the Stevens separated. Petitioner
nmoved fromthe marital residence in Evergreen Park, Illinois, to
Chi cago, Illinois.

The short sale occurred on or about March 20, 2003. The
property was conveyed to Jemal King by warranty deed executed by
the Stevenses and recorded with the Cook County Recorder of Deeds

on April 28, 200S3.

1 A “short sale” in real estate occurs when the outstanding
| oans against a property are greater than what the property is
worth and the | ender agrees to accept less than it is owed to
permt a sale of the property that secures its note.
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Homecom ngs Fi nanci al approved the “short sale” subject to
the followng terns and conditions: (1) Homecom ngs Fi nanci al
was to receive no |less than $181, 461. 31 for satisfaction of the
debt, (2) certified payoff funds were to be received no | ater
than March 24, 2003, (3) Homecom ngs Financial was to receive a
certified copy of the final HUD settl enent statenent show ng al
taxes as paid, (4) the Stevenses were to receive no sale proceeds
in the transaction and any excess funds were to be forwarded to
Honecom ngs Financial, (5) the sale price was to be $200, 000, (6)
real estate conm ssions were not to exceed $10,000, and (7)
closing costs, including taxes and repairs, were not to exceed
$8,538.69. These ternms and conditions extended only to the short
sale of the property to Jemal King by the purchase agreenent
dated January 3, 2003.

Additionally, if the foregoing conditions were not net,
Honmecom ngs Fi nancial reserved the right to return the payoff
funds and require paynment in full in accordance with the original
terms of the note and deed of trust/nortgage. Homeconi ngs
Fi nancial also noted that it m ght report the amount of the
“discount” to the Internal Revenue Service.

Homecom ngs Fi nanci al subsequently mailed a Form 1099-C,
Cancel l ation of Debt, to petitioner at his previous address in
Evergreen Park, Illinois. The Form 1099-C stated that the

nort gage | oan debt of $74,494.96 was cancel ed by Honecom ngs
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Fi nancial on March 27, 2003. A duplicate Form 1099-C was mai |l ed
to Ms. Stevens also at the Evergreen Park, Illinois, address,
reporting the sane information as on the Form 1099-C nmailed to
petitioner. On March 27, 2003, petitioner resided at the Chicago
address and Ms. Stevens resided at the Evergreen Park address.
Ms. Stevens received both copies of the Form 1099-C and notified
petitioner that she was in receipt of his copy.

Nei t her petitioner nor Ms. Stevens included the $74, 494. 96
resulting fromthe cancell ation of nortgage |oan debt in incone
for 2003 when they filed their respective Federal incone tax
returns. Further, neither petitioner nor Ms. Stevens reported
the sale of the property on their respective 2003 i ncone tax
returns.

Di scussi on

In general, the Comm ssioner’s determnation as set forth in
a notice of deficiency is presunmed correct, and the burden of
proof is on the taxpayer to prove otherwi se. Rule 142(a)(1);

Welch v. Helvering, 290 U S 111, 115 (1933). However, under

certain circunstances the burden shifts where a taxpayer

i ntroduces credible evidence with respect to any factual issue
rel evant to ascertaining the incone tax liability of the
taxpayer. Sec. 7491(a)(1). The resolution of whether petitioner
had cancel |l ati on of indebtedness incone does not depend on which

party has the burden of proof. For the reasons di scussed
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infra we conclude that petitioner has failed to prove that he did
not receive incone fromthe relief of indebtedness.

Furt hernore, section 6201(d), as pertinent here, provides
that in any court proceeding, if a taxpayer asserts a reasonable
di spute with respect to any itemof incone reported on an
information return such as a Form 1099 filed by a third party and
t he taxpayer has fully cooperated with the Internal Revenue
Service, the Comm ssioner has the burden of producing reasonable
and probative information concerning the deficiency in addition
to information on the return itself. Petitioner does not dispute
the information contained on the Form 1099-C fil ed by Honecom ngs
Financial. Therefore, there is no burden of production on
respondent.

CGenerally, a taxpayer must include inconme fromthe discharge
of i ndebtedness. See sec. 61(a)(12); sec. 1.61-12(a), |ncone Tax
Regs. However, there are exceptions to this general rule.
Section 108(a) provides that a taxpayer nay exclude inconme from
t he di scharge of indebtedness if the discharge occurs in a
bankruptcy case, or when the taxpayer is insolvent, or if the
i ndebt edness is qualified farmor business real estate debt.

Al t hough the real estate property was held by the Stevenses as
i nvestnent property for the production of income, we cannot, for
| ack of sufficient facts, determ ne whether the exclusion for

qualified real property indebtedness under section 108(a) (1) (D)
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m ght apply. Likew se, the record is devoid of sufficient facts
upon which we may determ ne whet her the exclusion for insolvency
under section 108(a)(1)(B) mght apply. The record is simlarly
devoi d of evidence suggesting that Homecom ngs Fi nancial intended
to make a gift to the Stevenses and to petitioner, specifically.

Where property subject to recourse debt is disposed of in
sati sfaction of the debt, the debt is deened discharged. The
di sposition by the nortgagor of the property for a rel ease of
liability is treated as a sal e or exchange upon which gain or

loss is realized. Frazier v. Conmi ssioner, 111 T.C. 243, 245

(1998). The amount of gain realized is the excess of the anount
realized over the taxpayer’'s adjusted basis in the property, and
correspondi ngly the anmount of |oss realized is the excess of the
adj usted basis over the anount realized. Sec. 1001(a). The
anmount realized is defined by section 1001(b) as the sum of any
nmoney received plus the fair market value of the property

recei ved.

Petitioner’s gain or loss on the short sale of the South
Wabash Avenue property is conputed pursuant to section 1001. As
a general rule, the anount realized includes the full anpbunt of
the remaining debt if the debt is nonrecourse. Sec. 1.1001-
2(a)(1), Inconme Tax Regs. Section 1.1001-2(a)(2), |Incone Tax
Regs., however, provides: “The anount realized on a sale or

ot her disposition of property that secures a recourse liability
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does not include anounts that are (or would be if realized and
recogni zed) incone fromthe discharge of indebtedness under
section 61(a)(12).”

This regulation actually bifurcates a transaction such as
the present one into a taxable sale of property and a taxable

di scharge of indebtedness. Cf. Mchaels v. Conm ssioner, 87 T.C.

1412, 1415 (1986). Accordingly, under this regulation, each part
shoul d be treated as a separate transaction for tax purposes.
1d.

Wil e the Stevenses’ anount realized for the South Wabash
Avenue property woul d be $255,956. 27,2 the application of section
1.1001-2(a)(2), Incone Tax Regs., reduces that sum by the anount
of income received fromdischarge of indebtedness. Although the
note and deed of trust/nortgage is not in evidence, on the basis
of the record we feel confident that the Note was a recourse
l[tability. Therefore, the Stevenses’ amount realized for the
property was $181, 461.31. Accordingly, the Stevenses realized no
capital loss on the sale of the South Wabash Avenue property.

See sec. 1001(a). The Stevenses realized $74,494.96 of ordinary
i ncone from di scharge of indebtedness. See sec. 61(a)(12); sec.

1.61-12(a), Inconme Tax Regs. Since petitioner has not proven

2 This anmount represents the sum of $181, 461.31 (the net
anount to be received at closing and accepted by Homecom ngs
Financial on the short sale) and $74, 494. 96, the anopunt
characterized as incone from cancellation of debt on the Form
1099- C that Homecom ngs Financial issued to the Stevenses.
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that any of the aforenentioned exceptions under section 108(a)
applies to his case, we hold that petitioner’s incone for 2003
i ncl udes the $74,494.96 fromthe di scharge of indebtedness that
was not reported on his 2003 return.?

Section 6662(a) Accuracy-Rel ated Penalty

In the notice of deficiency, respondent determ ned that
petitioner was |liable for the accuracy-related penalty under
section 6662(a) for underpaynent of tax. Section 6662(a) inposes
a 20-percent penalty with respect “to any portion of an
under paynment of tax required to be shown on a return”. This
penal ty applies to underpaynents attributable to any substanti al
understatenent of income tax. Sec. 6662(a) and (b)(2).

An “understatenent” of income tax is defined as the excess
of the tax required to be shown on the return over the tax
actually shown on the return. Sec. 6662(d)(2)(A). An
understatenent is “substantial” if it exceeds the greater of 10
percent of the tax required to be shown on the return or $5, 000.

Sec. 6662(d)(1)(A).

3 Under the applicable Illinois statute, as joint tenants
the Stevenses are jointly and severally liable for all debts and
obligations arising fromtheir ownership of the South Wabash

Avenue property. 765 I1l. Conp. Stat. Ann. 1005/3 (West 2001).
Accordingly, and in light of our decision, petitioner m ght | ook
to a civil remedy against Ms. Stevens (either under Illinois |aw

or pursuant to sec. 6015) for contribution as to the anmount of
tax due as a result of the incone fromcancell ati on of
i ndebt edness for 2003.
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Section 6664 provides a defense to the accuracy-rel ated
penalty if a taxpayer establishes that there was reasonabl e cause
for any portion of the underpaynent and that he or she acted in
good faith wth respect to that portion. Sec. 6664(c)(1l); sec.
1.6664-4(a), Inconme Tax Regs. Although not defined in the Code,
“reasonabl e cause” is determ ned under the regul ations on a case-
by-case basis, taking into account all the pertinent facts and
circunstances. Sec. 1.6664-4(b)(1), Incone Tax Regs. The
t axpayer’s education, experience, and knowl edge are considered in
determ ni ng reasonabl e cause and good faith. 1d. And,
generally, the nost inportant factor is the extent of the
taxpayer’s effort to assess his or her proper tax liability. 1d.

Respondent determ ned an accuracy-rel ated penalty under
section 6662(a) to be applicable because petitioner understated
his income tax by $21,323 on his return. Because petitioner’s
understatenment of tax was greater than 10 percent of the tax
required to be shown on the return or $5,000, the understatenent
was a substantial understatenment of incone tax pursuant to
section 6662(d)(1)(A).

Petitioner argues that he should not be held |iable for the
penal ty because of his reliance on Ms. Stevens to report all of
t he Form 1099-C i ncone fromthe cancell ation of indebtedness on
her inconme tax return since both Forns 1099-C were nmailed to her

addr ess.
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Respondent carries the burden of production under section

7491(c) wth respect to the accuracy-rel ated penalty under

section 6662. To neet that burden, respondent nust cone forward

with sufficient evidence indicating that it is appropriate to

i npose the penalty. The burden of proof to establish reasonable

cause remains with petitioner. See Hi gbee v. Comm ssioner, 116

T.C. 438, 446 (2001).

We conclude that petitioner has failed to show that his
reliance on Ms. Stevens's reporting the full anmount of income and
paying the requisite tax on that incone was reasonabl e.

Petitioner admtted that he knew Ms. Stevens had received both
Fornms 1099-C and that the anount at issue, $74,494.96, should
have been reported--either in full or in part--on one of or both
of the Stevenses’ returns for that year. The record is silent as
to any facts that would have led to a reasonabl e assunption on
the part of petitioner that he was not responsible for reporting
t he amount contai ned on the Form 1099-C in inconme. Petitioner
has, therefore, failed to carry his burden of show ng any
reasonabl e cause for the underpaynent of tax for 2003. See sec.
6664(c) (1) .

On the entire record before us, we hold that petitioner has
failed to carry his burden of proving that he is not liable for

an accuracy-related penalty for 2003 under section 6662(a). W
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accordingly sustain respondent’s determnation with respect to

t hat i ssue.

Deci sion will be entered

for respondent.




