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Magill v. Commissioner, 70 T. C. 465 (1978)

The timely filing of a consent form is required to exclude discharge of indebtedness
income from gross income under sections 108 and 1017.

Summary

In Magill v. Commissioner, the Tax Court ruled that William and Joyce Magill could
not  exclude  income  from  the  discharge  of  their  indebtedness  to  Malag  Tube
Specialties, Inc. from their 1971 gross income under sections 108 and 1017 because
they did not file the required consent form timely. The court also found that certain
travel  and  entertainment  expenses  paid  by  Malag  were  taxable  income to  the
Magills, and upheld negligence penalties for underpayment of taxes. Additionally,
the court ruled that Malag failed to timely file its 1971 corporate income tax return,
resulting in a penalty under section 6651(a).

Facts

William Magill, as a sole proprietor, became indebted to Abbott Tube, Inc. (later
renamed Malag Tube Specialties, Inc. ) for tubing purchases. On January 1, 1970,
Magill liquidated his proprietorship and transferred its assets to Malag for their
book value. By the end of 1971, Magill’s debt to Malag was $87,871. 49, which was
eliminated from Malag’s books during that year. The Magills did not report this
discharge of indebtedness as income in their 1971 tax return. Malag paid for certain
travel and entertainment expenses for William Magill in 1971 and 1972, which the
Magills also did not report as income. Additionally, Malag failed to file its 1971
corporate income tax return on time.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the Magills’ and
Malag’s tax returns for the years in question. The Magills and Malag filed petitions
with the Tax Court contesting these deficiencies. The court consolidated the cases
and held a trial, after which it issued its opinion.

Issue(s)

1. Whether the income from the discharge of indebtedness in 1971 is excludable
from the Magills’ gross income under sections 108 and 1017.
2. Whether the indebtedness was assumed pursuant to a section 351 transaction.
3. Whether travel and entertainment expenses paid by Malag constitute taxable
income to the Magills under section 61(a).
4. Whether any part of the Magills’ underpayment of tax for 1971 and 1972 was due
to  negligence  or  intentional  disregard  of  rules  and  regulations  under  section
6653(a).
5. Whether Malag failed to file its 1971 corporate income tax return and is liable for
the addition to tax under section 6651(a).
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Holding

1. No, because the Magills did not file a timely consent form as required by sections
108 and 1017.
2. No, because the transaction was not structured as a transfer in exchange for
stock and did not meet the requirements of section 351.
3. Yes, because the expenses were not shown to be exempt from inclusion in gross
income under section 61(a).
4. Yes, because the Magills were negligent in the preparation and execution of their
1971 and 1972 returns.
5. Yes, because Malag did not timely file its 1971 corporate income tax return and
did not show reasonable cause for its failure to do so.

Court’s Reasoning

The court  applied the statutory  requirements  of  sections  108 and 1017,  which
mandate that a taxpayer must file a consent form with their  original  return to
exclude  discharge  of  indebtedness  income.  The  court  emphasized  that  the
Commissioner has broad discretion to reject late-filed consents and found that the
Magills’ consent, filed nearly five years late, was not supported by reasonable cause.
The court rejected the argument that the indebtedness was part of a section 351
transaction, noting that the transaction was structured as a sale of assets for cash
and  did  not  meet  the  statutory  requirements.  Regarding  the  travel  and
entertainment expenses, the court applied section 61(a), finding that the expenses
were taxable income to the Magills as they provided an economic benefit. The court
also  upheld  the  negligence  penalties  under  section  6653(a),  citing  the  Magills’
failure to report significant income items and their lack of due care in preparing
their returns. Finally, the court found that Malag failed to file its 1971 return on
time and did not  establish reasonable cause for  its  failure,  thus upholding the
penalty under section 6651(a).

Practical Implications

This decision underscores the importance of timely filing a consent form under
sections 108 and 1017 to exclude discharge of indebtedness income. Taxpayers must
be diligent in reporting all income, including discharge of indebtedness and benefits
received in the form of travel and entertainment expenses. The ruling also highlights
the need for careful record-keeping and timely filing of corporate tax returns to
avoid penalties. Subsequent cases have cited Magill  for its interpretation of the
timely filing requirement under sections 108 and 1017 and the broad discretion
afforded to the Commissioner in rejecting late-filed consents.


