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STATEMENT OF THE CASE

This matter came before the Utah State Tax Conmmni$sr a Formal Hearing on March 23,
2010. The parties also submitted post-hearingnmétion. Based upon the evidence and testimorsgpted
by the parties, the Tax Commission hereby makes its

FINDINGS OF FACT

1. The tax at issue is individual income tax.
2. The tax year at issue is 2003.
3. PETITIONER 1 and PETITIONER 2 (“Petitioners” ‘taxpayers”) are appealing

Auditing Division’s (“Division”) assessment of adidinal Utah individual income tax for the 2003 igear.

On August 22, 2007, the Division issued a NoticBeficiency and Audit Change (“Statutory Noticeshe
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taxpayers. Exhibit R-1. In the Statutory Notites Division imposed additional tax and interesatcalated

through September 21, 2007), as follows:

Year Tax Penalties Interest Total
2003 $3$$$ $3$$$ $3$$$ $3$$
4, An Initial Hearing was held in this matter ongust 11, 2009, and the Commission

issued its Initial Hearing Order on January 14,@20The taxpayers timely requested a Formal Hearing

5. On October 15, 2004, the taxpayers filed a 20@8 return on which they claimed to
be full-year Utah residents for the 2003 tax yean.the return, the taxpayers reported $$$$$ o8 26deral
adjusted gross income (“FAGI").

6. The Division’s assessment is based on the rateRevenue Service (“IRS”)
increasing the taxpayers’ 2003 FAGI from $$$$$$8%5, an increase of $$$$$. Exhibits R-1 and R-3.

7. The Division asserts that the majority of tR&1s change in the taxpayers’ 2003
FAGI is related to a 1099-C on which COMPANY A (“GMPANY A") reported that PETITIONER 1 had
received debt cancellation income in the amou$$$$ for 2003. Exhibit R-4.

8. The taxpayers agree with all portions of theifddn’'s assessment, except for its
imposition of tax on the $$$$$ of debt cancellatidime taxpayers argue that the debt cancellatiwouat is
not subject to taxation for either of two reasdrghat the debt cancellation amount is not taxabtause it is
associated with a nonrecourse loan; and 2) extbe debt cancellation amount is taxable, it isedable from
FAGI because they were insolvent when the debtedktion occurred.

9. The taxpayers explain that the $$$$$ of debteltation is associated with a loan
they obtained on a home they owned in STATE 1 (“SEA home”). The taxpayers have been unable to
locate any documents concerning the purchase &TWIE 1 home, but state that they purchased itrato

2001 for approximately $$$$$. They further explhiat by 2003, they had suffered sufficient finahaind
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professional setbacks so that they were requirbadtk away” from the STATE 1 home. They indicétat
they lost all of their savings and retirement ahat they moved to CITY 1, Utah, where they owned a
condominium.

10. In or around August 2003, the STATE 1 homesuésin a “short sale” to satisfy the
taxpayers’ loan on the property. The taxpayer lfeeen unable to locate any documents concerngrgpib
of the STATE 1 home. The taxpayers assert, howdvat they were told at the time of the sale thate
would be no tax ramifications from the sale of tioene.

11. The taxpayers assert that the loan on theT&EI1L home was a nonrecourse loan
where any debt cancellation associated with ibigaxable under STATE 1 law. COMPANY A, however,
reported the $$$$$ of debt cancellation as taxabteme on a 2003 1099-C, which suggests that drevas
a recourse, not a nonrecourse, loan. The taxpalgns that COMPANY A erroneously issued the 1099-C
The taxpayers claim that they have tried, withaetess, to contact COMPANY A to have it issue aieg
tax information.

12. The taxpayers admit that they have askedRBdd reconsider its determination that
the $$$$$ of debt cancellation is taxable inconu yithout success.

13. The Division asks the Commission to sustaiassessment for several reasons. First,
the Division admits that STATE 1 is a “nonrecourstite and that debt cancellation on a nonrectoasds
not subject to taxation. They also explain thainéial loan obtained to purchase property in SEAT is a
nonrecourse loan, whereas refinancing and equatyslon the same home are recourse loans. Thedbivis
contends that COMPANY A filed tax documents thajgast that the taxpayers’ loan is a recourse loan.
Because the IRS has not accepted the taxpayeusharg that COMPANY A incorrectly filed the 1099-Gda
because the taxpayers have submitted no docunmntatshow that the loan was a nonrecourse loan, th

Division asks the Commission to sustain its assessm
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14. Second, the Division claims that even if tioenhission believes that the taxpayers’
loan was nonrecourse, it is possible that the tgeqgamay have recognized a gain for federal inctare
purposes. The Division further states that any gian may or may not be offset by the residertialusion
available in 2003, depending on whether the taxjsayealified for the exclusion. The Division acterit that
the taxpayers probably did not incur a gain orstile of the home. However, the Division claimg there is
no way to know for certain how the short sale waldact the taxpayers’ 2003 FAGI without them fijian
amended federal return on which they report the @adl, if there is a gain, report whether any portif the
gain is offset by the residential exclusion. Besgailne taxpayers have provided no documentatiorecoimg
the loan or the purchase and sale of the homé)ithgion claims that it cannot be determined whethe
taxpayers owe tax on the sale of the home andtthassessment should be sustained.

15. As an alternative argument, the taxpayersetwhthat even if COMPANY A
correctly reported the $$$$$ of debt cancellat®taaable income, it should, nevertheless, be deddfirom
their 2003 FAGI because they were insolvent. Bix@ayers point out that Internal Revenue Code (")RC
8108(a)(1)(B) provides that “[g]ross income does include any amount which (but for this subsedgtion
would be includible in gross income by reason efdischarge (in whole or in part) of indebtednddb®
taxpayer if . . . . the discharge occurs when @ixpayer is insolvent[.]” The taxpayers claim ttraty were
insolvent when the debt cancellation at issue sedwuand, as a result, assert that the $$$$$ afieceported
by COMPANY A is to be excluded from FAGI.

16. The taxpayers explain that they had professimmd financial setbacks in 2001 and
2002 that necessitated them walking away from T&TE 1 home. They also claim that they had boribae
significant amount of money and were in debt o\&$$$ in 2003 when they sold the STATE 1 home and

moved to CITY 1, Utah, where they owned a condoammi They assert that they lost their down payraedt



Appeal No. 07-1069

all payments made on the STATE 1 home. Given thiesemstances, they assert that they were insblven
when the STATE 1 home was sold and the debt caticelloccurred.

17. The Division contends that the taxpayers mtgroven that they were insolvent
when the debt cancellation occurred. The Divistates that the taxpayers have provided no docatiento
support an insolvency claim and have not filed merded federal return evidencing this assertion thix
basis, the Division asks the Commission to denyetkpayers’ claim that the income is not subjetixation
due to their insolvency.

APPLICABLE LAW

1. Utah Code Ann. 859-10-104(1) (2008jovides that “a tax is imposed on the state
taxable income, as defined in Section 59-10-112yvefy resident individual. . . ."

2. In the case of a resident individual, Utah CAde. §59-10-112 defines “state taxable
income” to mean “federal taxable income (as defibgdSection 59-10-111) with the modifications,
subtractions, and adjustments provided in Sect®a®114.”

3. UCA 859-10-111 defines “federal taxable incon@”mean “taxable income as
currently defined in Section 63, Internal Revenael€of 1986.”

4, UCA 859-1-1417 (2009) provides that the burdieproof is upon the petitioner in
proceedings before the Commission, with limitedegrions as follows:

In a proceeding before the commission, the burdepraof is on the petitioner

excepF fqr determining the following, in which theirden of proof is on the

commission:

(1) whether the petitioner committed fraud witheimtto evade a tax, fee, or
charge;

1 The Utah Individual Income Tax Act has beengediand provisions renumbered subsequent to the
audit period. The Commission cites to and appliegprovisions that were in effect during the 2@03year at
issue, unless otherwise indicated.
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(2) whether the petitioner is obligated as the dfaree of property of the
person that originally owes a liability or a preilcgrtransferee, but not to show
that the person that originally owes a liabilitpidigated for the liability; and
(3) whether the petitioner is liable for an incie@sa deficiency if the increase
is asserted initially after a notice of deficiensymailed in accordance with
Section 59-1-1405 and a petition under Part Sti@edifor Redetermination of
Deficiencies, is filed, unless the increase indiéciency is the result of a
change or correction of federal taxable income;

(a) required to be reported; and

(b) of which the commission has no notice at theetthe commission

mails the notice of deficiency.

CONCLUSIONS OF LAW

1. The taxpayers provided insufficient documentatd show that they did not incur
taxable income from the short sale of their STATRoine. First, they have provided no documentétion
show that the loan on the STATE 1 home was a nonrse loan. COMPANY A has reported the $$$$$ of
debt cancellation as taxable income, which sugglestshe loan was a recourse loan. The IRS hasvieed
that the debt cancellation is taxable, as wellaAesult, the loan that gave rise to the debtatkation income
is not found to be a nonrecourse loan.

2. Second, even if the loan were a nonrecourse thartaxpayers have not provided
documentation to show whether they would be sultjeather taxable income, specifically gains, anghort
sale of the STATE 1 home. In addition, they hastprovided sufficient documentation to show whethe
portion of any such gains would be offset with tasidential exclusion. Without such documentattbe,
taxpayers have not shown that they would have b t#x liability on the short sale of the STATEdnie,
regardless of whether the loan was a nonrecouase lo

3. The taxpayers have not shown that they weredviesbwhen the debt cancellation
occurred. IRC 8108(1)(d)(3) denies “insolventiiiean “the excess of liabilities over the fair maxkadue of
assets. With respect to any discharge, whetheotdhe taxpayer is insolvent, and the amount byctvitie

taxpayer is insolvent, shall be determined on thsishof the taxpayer's assets and liabilities imiatety
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before the discharge.” Although the taxpayers haae had other debts at the time of the debt datioel it
appears that they also owned real estate in CITtdh at this time. They have not provided docutatizon
of their total assets and liabilities at the tinfithe debt cancellation so that it can be deterthimeether they
were insolvent. They have not filed a federalrigarn on which they claimed to be insolvent. RBessathe
taxpayers have not shown that they were insoltkay, have not shown that the debt cancellationmes
excluded from FAGI under IRC §108(a)(1)(B).

It is noted that the taxpayers filed a letter viith Commission on May 28, 2010, in which
they stated their intent to file a 2003 Form 98thwhe IRS to show that they were insolvent whendébt
cancellation occurred. If the IRS approves the+882 and reduces the taxpayers’ 2003 FAGI, ttpatgers
may file an amended Utah return to reflect the tR&nges, which would result in a correspondingre fof
Utah tax.

4. The taxpayers have the burden of proof in ttatien. They have not shown that any
portion of the Division’s assessment should bensaa Accordingly, the Division’s assessment sthdd

sustained in its entirety.

Kerry R. Chapman
Administrative Law Judge

DECISION AND ORDER

Based upon the foregoing, the Commission findsttieecontested debt cancellation income is
subject to Utah taxation. Accordingly, the Comnaiesustains the Division’s assessment in its efytirlt is

so ordered.
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DATED this day of , 2010.
R. Bruce Johnson Marc B. Johnson
Commission Chair Commissioner
D’Arcy Dixon Pignanelli Michael J. Cragun
Commissioner Commissioner

Notice of Appeal Rights. You have twenty (20) days after the date of thider to file a Request for
Reconsideration with the Tax Commission Appeald purisuant to Utah Code Ann. 863G-4-302. A Request
for Reconsideration must allege newly discoverddence or a mistake of law or fact. If you do filet a
Request for Reconsideration with the Commissian,dtder constitutes final agency action. You hizmiy

(30) days after the date of this order to pursdecjal review of this order in accordance with UG@bde Ann.
§859-1-601et seq. and 63G-4-401 et seq.
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