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COUVI LLI ON, Special Trial Judge: This case was heard

pursuant to section 7463 in effect when the petition was filed.?
The decision to be entered is not reviewable by any other court,
and this opinion should not be cited as authority.

Respondent determ ned a deficiency of $12,356 in

petitioner’s Federal incone tax for 2001, an addition to tax

1Unl ess ot herw se indicated, section references hereafter
are to the Internal Revenue Code in effect for the year at issue.



under section 6651(a)(1), and an accuracy-rel ated penalty under
section 6662(a).

The issues for decision are whether petitioner realized
di scharge of indebtedness inconme under section 61(a)(12) and, if
so, the extent thereof under section 108(a), and whet her
petitioner is liable for the section 6662(a) accuracy-related
penal ty. 2

Sone of the facts were stipulated. Those facts and the
acconpanyi ng exhibits are so found and are incorporated herein by
reference. Petitioner’s legal residence at the tinme the petition
was filed was Redondo Beach, California.

For approximately 3 years, including the year at issue,
petitioner was enpl oyed as bookkeeper for a conpany that was
engaged in the pronotion and selling of stock or interests in
m ni ng conpani es. For reasons not established at trial, the
activities of petitioner’s enployer ran afoul of the United
States Securities and Exchange Comm ssion (SEC), and, as the
result of a court proceeding, the activity was term nated. Sone
of the principals in the activity were charged crimnally.
Petitioner was not charged with any crimnal activity; however,
she was a defendant in a civil action by the SEC for the actions

of her enployer. Based on the claimthat petitioner had received

2At trial, petitioner conceded she is liable for the sec.
6651(a) (1) addition to tax if the Court sustains the deficiency.
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nmoneys fromthe illegal activity, petitioner was held civilly
liable for $67,820 in what was described by counsel at trial as a
“di sgorgenent”.2 No portion of the $67,820 has ever been paid,
and, during the year at issue, the SEC formally relieved
petitioner fromthe obligation of paying this indebtedness. The
SEC issued to petitioner, for the year at issue, 2001, a Form
1099-C, Cancell ation of Debt, in the amunt of $67,820.45 for
what was descri bed as “Default on paynent of penalty,
di sgorgenent and interest”.

Petitioner filed a Federal income tax return for 2001, which
was received by the Internal Revenue Service on August 22, 2002.
On that return, the only income itemreported was a | oss of
$3,128 froma Schedule C, Profit or Loss From Busi ness.
Petitioner did not include as inconme the forgiveness of the
$67, 820 debt owing to the SEC

In the notice of deficiency, respondent determ ned that the
$67, 820. 45 debt forgiveness by the SEC constituted gross incone.
The principal issue considered at trial is whether petitioner is
absolved fromliability for inconme tax on this forgiveness of
i ndebt edness because she was insolvent at the tinme the
i ndebt edness was forgiven.

G oss incone includes all incone from whatever source

%The word “disgorgenent” is defined generally as giving up
illicit gains.



derived. Sec. 61(a). Discharge of indebtedness is specifically
included as an itemof gross inconme. Sec. 61(a)(12). This neans
that a taxpayer who has incurred a financial obligation that is

| ater discharged or rel eased has realized an accession to incone.

United States v. Kirby Lunber Co., 284 U S 1, 3 (1931); Friednan

v. Conmm ssioner, 216 F.3d 537, 545 (6th G r. 2000), affg. T.C

Meno. 1998-196. The rationale of this principle is that the
di scharge of a debt effects the freeing of assets previously

offset by the liability. Jelle v. Conm ssioner, 116 T.C. 63, 67

(2001) (citing United States v. Kirby Lunber Co., supra).

Petitioner does not challenge the principle that discharge
of i ndebtedness constitutes gross incone. Her sole argunent is
that she was insolvent at the tinme she was relieved of this
l[tability, and, therefore, the discharged indebtedness does not
constitute gross incone. Under section 108(a)(1)(B), gross
i ncone does not include any anmount that would be includable in
gross incone by reason of the discharge of the indebtedness of
the taxpayer if the taxpayer was insolvent at the tine the
i ndebt edness was di schar ged.

On her Federal incone tax return for 2001, the year at
i ssue, petitioner reported no wage or salary incone or any other
i ncone. She reported a business | oss of $3,128 on a Schedul e C.
That activity was identified as The Al Anerican Herbal Health

Clinic. 1In the notice of deficiency, respondent nade no



adjustnents to the i ncone, expenses, or the loss of that activity
as reported by petitioner. Respondent’s sole adjustnent in the
notice of deficiency is that petitioner realized gross incone
fromthe cancellation of indebtedness by the SEC. Petitioner
contends she was insolvent and, therefore, did not realize gross
i ncone fromcancellation of the debt owing to the SEC

Section 108(a)(1)(B) provides that the discharge of
i ndebt edness does not constitute gross incone when the taxpayer
is insolvent. Respondent made no determ nation that petitioner
owned assets or had a net worth. At trial, petitioner’s
testimony was that her only asset consisted of an old autonobile.

It appears to the Court that the vehicle had only m nimal val ue,

if any. It was not established that petitioner owned a hone or
any property, and she testified she virtually “lived out of her
car”. @Gven this testinony, counsel for respondent acknow edged,

in response to the Court’s query, that respondent had “no
affirmati ve know edge” of any assets owned by petitioner, and
this case was brought to trial “to at |east see what she at one
time had and we believe that she could get”. Respondent did not
develop at trial evidence of any assets owned by petitioner. The
Court concludes that petitioner was insolvent and, therefore, is
entitled to relief under section 108(a)(1)(B) by reason of

i nsol vency. Petitioner, therefore, is sustained on the principal

issue. It follows, therefore, that petitioner is not liable for
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the section 6662(a) accuracy-rel ated penalty on underpaynent of
tax, since there was no underpaynent of tax. Even though
petitioner admtted that her income tax return for 2001 was not
filed tinely, she, nonetheless, is not liable for the section
6651(a) (1) addition to tax because the addition to tax is based
on a percentage of the tax “required to be shown on the return”
Since the Court holds that petitioner had no tax liability, it
follows that petitioner is not liable for the section 6651(a)(1)
addition to tax.

Revi ewed and adopted as the report of the Small Tax Case

Di vi si on.

Deci sion will be entered

+ for petitioner.




