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P guaranteed the obligation of M his wholly owned
corporation, under Ms contracts with I. Pursuant to
these contracts, | paid advance comm ssions to M and
its agents for insurance policies that they sold, and
M had to repay these comm ssions if the policies |apsed
or were canceled. After | termnated its business
relationship wwth Pand M | sued Mfor repaynent of
advance comm ssions and | oans. P was naned as a
co- def endant because he guaranteed the debt. P and M
countersued for reasons that were essentially unrel ated
to Ps claim In settlenment of the litigation, the
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parties agreed to release all clains related to their
busi ness rel ationship, and P agreed to pay | $25, 000.
When the agreenent was reached, Mowed | $182, 295.

Hel d: P did not realize cancell ati on of debt incone on
account of the rel ease.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

LARO Judge: Janes P. Whitner petitioned the Court to
redeterm ne respondent’s determ nation wth respect to his 1987
and 1988 Federal incone taxes. For 1987, respondent determ ned a
$76, 005 deficiency, a $3,800 addition to tax under section
6653(a)(1)(A), and a $19,001 addition to tax under section
6661(a). Respondent al so determ ned that petitioner was |iable
for an addition to tax under section 6653(a)(1)(B). For 1988,
respondent determ ned a $17, 257 deficiency and a $4, 314 addition
to tax under section 6661(a).

Fol | ow ng concessions, the only issue left for decision is
whet her petitioner realized cancellation of debt (COD) incone in
1987, on account of a settlenment of a judicial proceeding in
which he was a party. W hold he did not. Unless otherw se
stated, section references are to the Internal Revenue Code in
effect for the years in issue. Rule references are to the Tax
Court Rules of Practice and Procedure. Dollar anounts are

rounded to the nearest doll ar.



- 3 -
FI NDI NGS OF FACT!

Petitioner resided in Chicago, Illinois, when he petitioned
the Court. His business is insurance sales, and he has been in
t hi s business since 1969. Petitioner and his wife, Lucia A
VWhitner, filed a 1987 Form 1040, U.S. Individual |Incone Tax
Return, using the status of “Married filing joint return”

Al t hough respondent’s notice of deficiency for the 1987 taxable
year was issued to both petitioner and Lucia A Witner,

Ms. Waitner did not petition the Court with respect thereto,
and, accordingly, she is not a party here.

Petitioner formed a wholly owned corporation, Witnmer
Agency, Inc. (Whitco), on or about Septenber 16, 1974, to issue
life and health insurance policies and annuities. Petitioner was
Whitco’s president, and, in that capacity, he entered into a
“CGeneral Agent’s Contract” (Agent’s Contract) with ITT Life
| nsurance Corp. (ITT) on Cctober 22, 1981. Petitioner personally
guaranteed Wiitco s performance under the Agent’s Contract.
Petitioner, in his capacity as Wiitco' s president, also entered
into an “Advance Conmm ssion and Loan Agreenent for General Agent”
(Agreenment) with ITT on Novenber 19, 1981. Petitioner personally
guaranteed Wihitco' s performance under the Agreenent. The Agent’s

Contract and the Agreement authorized Witco to solicit and

! Sone of the facts have been stipulated and are found
accordingly. The stipulation of facts and the attached exhibits
are incorporated herein.
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procure applications for life and health i nsurance and annuities
on behalf of ITT.

Petitioner subsequently changed Whitco's nanme to M dwest
Agencies, Inc. (Mdwest). On or about July 29, 1982, petitioner,
in his capacity as Mdwest’'s president, entered into a “Ceneral
Agent’s Contract” and an “Advance Conmi ssion and Loan Agreenent
for General Agent” with ITT. This contract and agreenent were
identical to the Agent’s Contract and the Agreenent, and
hereinafter will be referred to as such. Petitioner personally
guaranteed M dwest’s performance under the Agent’s Contract and
t he Agreenent.

Whitco and M dwest engaged agents, including petitioner, to
sell insurance products on a comm ssion basis. |TT' s insurance
products (e.g., life insurance policies) were anong these
products. Under the Agreenent, |TT paid conm ssions to M dwest
(and its predecessor Wiitco) and its agents. Wen an agent sold
a policy, he or she received fromITT a conm ssi on that
approxi mated the total conm ssions that woul d be earned over the
life of the policy (including renewals). The unearned portions
of the comm ssions were considered loans. |If the policy was
| ater renewed, the comm ssion on the renewal that woul d ot herw se
have gone to the agent was applied to reduce the advance (or
unear ned) comm ssions that were previously paid to the agent.

If the policy | apsed or was cancel ed, the portion of the

comm ssions remai ni ng unearned on the policy was treated as a
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liability of Mdwest (or Wiitco).2 |ITT maintained accounts to
docunent the advance conm ssions that it had paid to its agents,
as well as to nonitor the later events that would affect these
comni ssi ons.

| TT, Mdwest, and petitioner term nated their business
relationship in July 1983. On August 3, 1983, ITT filed suit
agai nst petitioner, Mdwest, and Whitco (collectively referred to
as Defendants), for repaynent of advance conm ssions and | oans
(ITT litigation). |ITT alleged, in part, that Mdwest owed ITT:
(1) Approximtely $237,000 in advance conm ssions, derived from
policies which were under inmmnent threat of cancellation by the
pol i cyhol ders, (2) $32,068 with respect to two | oans,?® and
(3) $100,000 in exenplary and punitive damages. Petitioner was
named as a defendant because he guaranteed all of Mdwest’s
obligations to ITT.

In or about Septenber 1983, the Defendants answered the
conpl aint, generally denying each material allegation therein.

On or about July 23, 1984, the Defendants filed a counterclaim

2 Under the Agent's Contract and the Agreenment, |TT could
cancel its policies and refund the correspondi ng prem uns, and
M dwest would be Iiable for repaynent of the unearned comm ssions
on the prem uns.

3 On or about Nov. 11, 1982, M dwest had borrowed $4, 700
fromITT, and on or about Feb. 9, 1983, M dwest had borrowed
$30,000 fromITT. The $4,700 | oan was repayable (with interest)
in 12 monthly paynments of $413.20, the first paynment due on
Jan. 1, 1983. The $30, 000 was repayabl e (wi thout interest) on
demand, but the entire |oan would be forgiven if Mdwest net
certain |life and health i nsurance quot as.
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against |ITT for breach of contract, defanation of business
reputation, and wongful interference w th business
relationships. 1In relevant part, the counterclaimalleged that
t he Def endants had suffered: (1) $18 million in | osses because
they were termi nated as general agent for ITT, (2) $7.5 mllion
of conpensatory danmages and $30 m|lion of punitive damages on
account of defamatory statenents published about them by ITT,
(3) $30,000 of conpensatory damages and $5 mllion of punitive
damages because | TT had decei ved the Defendants into signing the
prom ssory notes underlying the $30, 000 | oan nmenti oned above,
(4) $18 mllion of actual damages and $15 nmillion of punitive
damages because I TT had secretly nmet with many of the Defendants’
enpl oyees and had persuaded the enployees to termnate their
enpl oynent with the Defendants, and (5) $18 nmillion of actual
damages and $15 million of punitive danages because |ITT
mal i ci ously persuaded the Chio Departnent of I|Insurance to
i nvestigate the Defendants and to refuse to transfer the
Def endants’ insurance |licenses to other insurance conpanies.

On or about February 1, 1987, the parties to the ITT
Litigation settled the litigation by signing an agreenent of
settlenment and nutual release (Release). Under the Rel ease, the
parties agreed to release all clainms arising or which could have
arisen in the litigation, and petitioner agreed to pay ITT
$25,000. M dwest had been dissolved in 1983, and petitioner was

the only one of the Defendants from whom col |l ecti on was feasi bl e.
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When the agreenent was reached, M dwest owed I TT $182, 295, which
was attributable to the foll ow ng:

Comm ssi ons on refunded prem uns or
ref undabl e conm ssions on | apsed policies $151, 469

Unear ned advance comm sSi ons 826

Loans 30, 000

Tot al $182, 295
OPI NI ON

1. Prelimnary Matter

At trial, the Court instructed each party’s counsel to file
briefs that adhered to the Tax Court Rules of Practice and
Procedure. Petitioner has filed both an opening brief and an
answering brief, as has respondent. Petitioner’s opening brief
does not conply with Rule 151(e), with respect to his proposed
findings of fact. Wereas Rule 151(e)(3) states that “there
shall be inserted references to the pages of the transcript or
the exhibits or other sources relied upon to support * * * [a
party’s proposed findings of fact]”, petitioner’s brief does not
refer us to the source of his proposed findings. At trial, the
Court rem nded each counsel of the need to file opening briefs
containing references to the record to support proposed findings
of fact, as well as answering briefs referencing objections to

the other party’ s proposed findings.
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In her answering brief, respondent objects to many of
petitioner's proposed findings of fact as not being supported by
evidence in the record. Because petitioner has made it virtually
i npossi ble for the Court to verify any of his proposed findings
that were objected to by respondent, and because he has viol at ed
Rul e 151(e)(3), the Court, in making its findings, has
di sregarded all of petitioner's proposed findings to which

respondent has objected.* See Van Eck v. Conm ssioner,

T.C. Meno. 1995-570. |In the future, we adnonish petitioner’s
counsel to adhere to our Rules of Practice and Procedure in
matters before this Court.

2. Taxability of Proceeds

Respondent determned that |ITT forgave $212, 000 of a
$237, 000 debt that petitioner owed it, in return for a paynment of
$25, 000. Thus, respondent determi ned, petitioner realized
$212, 000 of COD inconme, and he should have recogni zed this anount

in 1987. Petitioner nust prove respondent’s determ nation

4 W note, however, that our review of the record, taking
into account the credibility of the w tnesses, would not
ot herwi se have allowed us to make findings in accordance with any
of petitioner’s proposed findings of fact to which respondent
obj ect ed.
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wong.®> Rule 142(a); Welch v. Helvering, 290 U S. 111, 115

(1933). Petitioner relies mainly on N. Sobel, Inc. V.

Commi ssioner, 40 B.T. A 1263 (1939), and its progeny, and

contends on brief that he had no COD incone in 1987 because the
$237, 000 debt nentioned in the conplaint was: (1) Unenforceable
due to the fraudulent acts of ITT, (2) always subject to a bona
fide dispute, and (3) not liquidated until the settlenent.
Petitioner’s counsel stated in his opening statenment that the
$25, 000 paynment referenced in the Rel ease represented the actual
amount that M dwest owed I TT.

We agree with petitioner that he does not have COD incone,
but we do so for different reasons. It is hornbook |aw that
gross incone includes inconme fromthe discharge of debt, and that
a taxpayer may realize COD i ncone by paying an obligation at |ess

than its face value.® Sec. 61(a)(12); United States v. Kirby

5> Respondent introduced evidence at trial to establish the
anmount of the debt that ITT forgave in the ITT Litigation
Respondent concedes that this evidence shows that the debt
declined from $237,000 on the date of the conplaint to $182, 295
on the date of the Rel ease.

6 A cancell ation of debt generally produces income to the
debtor in an anount equal to the difference between the anount
due on the obligation and the amobunt paid for the discharge. |If
no consideration is paid for the discharge, the entire anount of
the debt is usually considered the amount of incone that nust be
recogni zed by the debtor. Sec. 61(a)(12); Babin v. Comm Ssioner,

(continued. . .)
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Lunber Co., 284 U S. 1 (1931); see also Lehew v. Conm ssi oner,

T.C. Meno. 1987-389 (COD includes the relinquishment of a right
to the repaynent of advance insurance conmi ssions or comm SSions
related to refunded premuns). It does not naturally follow from
this firmy established | aw, however, that a guarantor such as
petitioner will always realize COD inconme on the discharge of a
primary obligor’s debt. W have found no case in which a
guarantor such as petitioner realized COD inconme froma discharge

of debt. In Kirby Lunber, the sem nal case on COD i ncone, the

debtor was primarily liable for the debt.

Respondent relies on Bradford v. Conm ssioner, 233 F.2d 935

(6th Cr. 1956), revg. 22 T.C. 1057 (1954), and Tennessee

Securities, Inc. v. Conm ssioner, 674 F.2d 570 (6th Gr. 1982),

affg. T.C. Meno. 1978-434, to support her determ nation that
petitioner realized COD inconme on the cancellation of Mdwest’s
obligation to ITT. W do not read these cases to support
respondent’ s determ nation, and she has not otherw se convinced

us that the rationale of Kirby Lunber applies to the facts at

hand. M dwest obt ai ned a nontaxable increase in assets on

account of its debt to ITT. Petitioner did not. To be sure,

5(...continued)
23 F.3d 1032, 1034 (6th G r. 1994), affg. T.C. Menp. 1992-673.
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petitioner intended as Mdwest’s sol e shareholder to derive sone
benefit fromthe arrangement with ITT. The hard fact remains,
however, that the comm ssions and the | oan proceeds that were the
subj ect of the debt went to Mdwest, and they did not go into
petitioner’s pocket. |I1TT s forgiveness of its debt to M dwest
al so did not increase petitioner’s net worth. It nerely
prevented petitioner’s net worth from bei ng decreased. Landreth

v. Comm ssioner, 50 T.C. 803, 812-813 (1968).

Under the facts at hand, we hold that petitioner did not
realize COD incone on account of the Release. |In so holding, we
have considered all arguments nmade by respondent for a contrary
hol ding and, to the extent not discussed above, have found them
to be without nerit.’

To reflect the foregoing,

Deci sion will be

entered under Rul e 155.

" As an alternative to her main argunent, respondent argues
that petitioner received taxable danage i ncone paid through a
di scharge of indebtedness in 1987. According to respondent,
petitioner's liability under his guarantee was reduced by
nonexcl udabl e anounts that he was entitled to receive on account
of the Defendants' Counterclaimin the ITT litigation.
Petitioner has noved the Court to place the burden of proof on
respondent, with respect to this argunent. For reasons simlar
to above, we reject respondent’s alternative argunent. W shal
deem petitioner’s notion to be noot.



