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VEMORANDUM OPI NI ON

HALPERN, Judge: Respondent has determ ned a deficiency of
$4,187 in petitioners’ Federal income tax for 2005. After
concessions, the issues remaining for decision are (1) whether
petitioners may exclude fromgross incone $12, 441 of Soci al
Security disability benefits received by Cynthia A Seaver

(petitioner) and (2) whether petitioners may offset $16, 614 of
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di scharge of indebtedness incone with “the |oss that precipitated
t he debt forgiveness.”!?

Sone facts have been stipulated and are so found. The
stipulation of facts, with acconpanying exhibits, is incorporated
herein by this reference. W need find few facts in addition to
those stipul ated and shall not, therefore, separately set forth
our findings of fact. W shall nmake additional findings of fact
as we proceed.

Unl ess otherw se stated, all section references are to the
I nternal Revenue Code in effect for 2005, and all Rule references
are to the Tax Court Rules of Practice and Procedure.

Petitioners bear the burden of proof. See Rule 142(a).?

1 her adjustnments are purely conputational and require no
further discussion by us.

2Sec. 7491(a)(1) provides that, if a taxpayer offers
credi bl e evidence with respect to an issue, the burden of proof
wWith respect to the issue is on the Conm ssioner. See also Rule
142(a)(2). Sec. 7491(a)(1) applies only if the taxpayer conplies
with the rel evant substantiation requirenents in the Internal
Revenue Code, maintains all required records, and cooperates with
t he Comm ssioner with respect to wtnesses, information,
docunents, neetings, and interviews. Sec. 7491(a)(2) (A and (B)
The taxpayer bears the burden of proving conpliance with the
conditions of sec. 7491(a)(2)(A) and (B). E. g., Ruckriegel v.
Comm ssioner, T.C Menp. 2006-78. Petitioners neither propose
facts to support their conpliance wth the conditions of sec.
7491(a)(2) (A and (B) nor persuasively argue that respondent
bears the burden of proof on any issues because of sec.
7491(a)(1). We therefore conclude that sec. 7491(a)(1l) does not
apply in this case.
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Backgr ound

| nt r oducti on

Petitioners, husband and wife, made a joint return of inconme
for 2005. At the tinme they filed the petition, they resided in
Cal i forni a.

Social Security Disability Benefits

In 1996, petitioner was injured at work. The injury was
totally disabling. In April 1997, because of her disability, she
began receiving nonthly benefit paynents fromHartford | nsurance
Co. under her enployer’s long-termdisability insurance plan (LTD
benefits and the LTD plan, respectively). In March 1999, she was
awar ded Soci al Security disability benefits (SSD benefits), which
consisted of a lunp sumfor the period since her injury and
future nonthly paynents. Upon that award of SSD benefits,
Hartford Insurance Co. reduced petitioner’s nonthly LTD benefits
by the anmount of her nonthly SSD benefits and required her to
repay an anmount because of the | unp-sum benefit she had been
awar ded.

Al t hough petitioners reported $14, 637 of taxable SSD
benefits on their 2005 Form 1040, U.S. Individual |nconme Tax
Return, respondent has conceded that they should have reported
only $12,441 (the disputed SSD benefits). Petitioners argue that
t he di sputed SSD benefits should be excluded fromtheir gross

i ncome.



Theft Loss Deduction

In 1999, petitioners purchased a house in California. The
seller failed to disclose that the property did not drain
properly. Because of heavy rain, flooding in the house caused
approxi mately $30,000 i n danages. Petitioners engaged attorney
Stuart Safine (M. Safine) to take action against the seller to
recoup their |losses fromthe flooding. M. Safine prom sed
petitioners that, if they prevailed, they woul d be awarded | egal
f ees.

As a result of arbitration, petitioners incurred |egal fees
to M. Safine of approxi mtely $80, 000, and they charged $16, 614
of those fees to their bank credit cards. Although petitioners
did ultimately prevail in arbitration, the arbitrator did not
award them | egal fees. Petitioners disputed their $16,614 credit
card liability on the ground that M. Safine’ s conduct towards
them had been “fal se and fraudulent”. |In 2005, the banks forgave
the entire $16,614 liability.

Di scussi on

Social Security Disability Benefits

A. Petitioners’ Argunent

Petitioners assert that they should be allowed to exclude
t he di sputed SSD benefits, or, in the alternative, to deduct
them They argue that, because of the award of SSD benefits,

they forwent tax-free LTD benefits. Under the LTD pl an,
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petitioner received nontaxabl e benefits, but she was not entitled
to receive benefits in excess of those the LTD plan provi ded.

Al so under the LTD plan, other benefits petitioner received

(e.g., SSD benefits) reduced her LTD benefits. Petitioners thus
argue that, if petitioner received LTD benefits tax free, and she
recei ved SSD benefits in lieu of LTD benefits, then she should
receive the SSD benefits tax free as well.

In the alternative, petitioners assert that Internal Revenue
Service Publication 915 (2005), Social Security and Equival ent
Rai |l road Retirenment Benefits (Pub. 915), grants themthe right to
deduct an anmount equal to any SSD benefit they had to repay to a
third party. Pub. 915 states at 14: “If you received a | unp-sum
paynent from* * * [the Social Security Adm nistration] and you
had to repay the * * * insurance conpany for the disability
paynments, you can take an item zed deduction for the part of the
paynments you included in gross incone in the earlier year.”

B. Respondent’s Ar gunent

Respondent’s argument is straightforward: “Social Security
disability benefits are taxable. * * * Therefore, in this case,
petitioners are required to report Social Security disability
paynents as taxable inconme.” Respondent relies on section
86(a)(1), which provides that “gross incone for the taxable year

of any taxpayer * * * jincludes social security benefits”.



C. Analysis

Section 86 requires the inclusion of Social Security

benefits in gross incone. In Reinels v. Conm ssioner, 123 T.C

245, 247 (2004), affd. 436 F.3d 344 (2d Cr. 2006), we set forth
the follow ng history and description of section 86:

Before 1983, Social Security benefits were
excluded fromthe recipient’s gross incone. See, e.g.,
Rev. Rul. 70-217, 1970-1 C.B. 13. This | ongstandi ng
practice ended with the enactnent of section 86 as part
of the Social Security Amendnents of 1983, Pub. L
98-21, sec. 121(a), 97 Stat. 80. The legislative
hi story indicates that Congress made this change to
shore up the solvency of the Social Security trust
funds and to treat “nore nearly equally all forns of
retirement and ot her incone that are designed to
replace | ost wages”. S. Rept. 98-23, at 25 (1983),
1983-2 C. B. 326, 328.

Section 86 requires the inclusion in gross incone

of up to 85 percent of Social Security benefits

recei ved, including Social Security disability

i nsurance benefits. * * *

Thus, absent sonme exception, petitioners nust include the
di sputed SSD benefits in their gross incone for 2005.

Petitioners acknow edge that, under the LTD plan, “LTD
benefits * * * are conpared to ‘other benefits’ * * * [including
SSD benefits] with LTD paying the remainder up to 60% of salary
at the time of the injury.” Thus, under the LTD plan, petitioner
was entitled to disability paynents only on top of other benefits
(1 ncluding SSD benefits). In other words, if she had not

recei ved an award of SSD benefits, her LTD plan paynents for 2005

woul d have been greater (up to 60 percent of her salary), and
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(she clains) none of those paynents woul d have been taxabl e
because of section 104(a)(3). Wile that may well be, the LTD
plan entitled her to paynments only to the extent she did not
recei ve (anong ot her benefits) SSD benefits. She was thus
i nsured under the LTD plan against the risk of not receiving SSD
benefits and other benefits up to the anmount of 60 percent of her
salary. That Congress has chosen to allow the tax-free receipt
of benefits such as those paid under the LTD plan and to tax SSD
benefits under section 86 is not a choice we are free to
gquestion. Petitioners’ argunents to the contrary are of no
avail .3

D. Concl usi on

Petitioners may not exclude the disputed SSD benefits from
gross incone and are not entitled to any deduction with respect

to those benefits.

SPetitioners rely on Pub. 915 to support the proposition
that, when the recipient of SSD benefits is required to repay
themto a third party as a result of a contractual agreenent, she
is (or should be) entitled to a deduction. Yet petitioners
overl ook that Pub. 915 allows a deduction only “for the part of
the paynents you included in gross incone in the earlier year.”
Because petitioners argue that LTD benefits were not (and would
not be) taxable because of sec. 104(a)(3), Pub. 915, by its
terms, does not help them Pub. 915 addresses a situation in
whi ch the recipient would be taxed twice on what is, in effect,
one paynent. That is not petitioners’ situation.



1. Theft Loss Deduction

A. Petitioners’ Argunent

Petitioners concede that they have di scharge of indebtedness
i ncone under section 61(a)(12). Petitioners do not contend that
any of the exceptions in section 108(a) applies but argue instead
that they “should be able to offset that income with the |oss
that precipitated the debt forgiveness.” Petitioners assert that
the attorney’s fees they paid to M. Safine are a deductible
theft | oss because he m srepresented the |ikelihood of obtaining
an attorney’s fee award in arbitration.

B. Respondent’s Ar gunent

Respondent asserts that petitioners are not entitled to a
theft | oss deduction to offset their $16,614 of cancellation of
i ndebt edness i nconme. Respondent argues that petitioners have not
established that a theft |oss has occurred. Respondent also
asserts that even if M. Safine’s alleged m srepresentation
caused petitioners to sustain a theft |oss, any such | oss would
not be a loss in 2005, the year at issue.

C. Analysis

Petitioners unconvincingly argue that they are entitled to a
theft | oss deduction under section 165. Section 165(a) and (e)
allows a | oss deduction for theft |osses, which are treated as
sustained in the year discovered by the taxpayer. Respondent

argues that petitioners have failed to show either that they
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sustained a theft loss or that they discovered it in 2005. W
agr ee.

Petitioners presented insufficient evidence to prove that a
theft loss occurred. Petitioners provided only uncorroborated
testinmony as to the reason the banks discharged their
i ndebt edness. Petitioners argue on brief:

Debt was di scharged voluntarily by the banks after we

made that [sic] claimthat we paid for services that

were fraudulent or msrepresented. * * * The credit

agreenents wth the banks included a provision for

reversal of charges for damaged goods, fraud or failure

to perform
Petitioners have failed to provide us with their credit card
agreenents with the banks or with anything beyond their own
testinony as to why the banks di scharged the indebtedness.

Mor eover, petitioners have provided us with letters from an
attorney apparently representing themin an attenpt to recoup
their fees fromM. Safine’s estate. Those letters indicate that
that litigation was not ended adversely to petitioners until
2006. Section 1.165-1(d)(3), Incone Tax Regs., provides with
respect to the year in which a theft |loss is sustained:

[1]f in the year of discovery there exists a claimfor

rei nbursenent with respect to which there is a

reasonabl e prospect of recovery, no portion of the | oss

with respect to which rei nbursenent may be received is

sust ai ned, for purposes of section 165, until the

taxabl e year in which it can be ascertained with

reasonabl e certainty whether or not such rei nmbursenent
w Il be received.
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|f there was a theft under |ocal |aw, of which we are not
convi nced, petitioners have failed to prove 2005 is the proper
year for a correspondi ng deduction. That is a sufficient reason
to deny any deducti on.

D. Concl usi on

Petitioners are not entitled to any theft | oss deduction in

2005.

Deci sion will be entered

under Rul e 155.




