
© 2025 SCOTUSreports.com. All rights reserved. | 1

Jelle v. Commissioner, 116 T. C. 63 (U. S. Tax Court 2001)

The U. S. Tax Court ruled that Dennis and Dorinda J. Jelle must recognize $177,772
as income from debt discharge in 1996, stemming from a net recovery buyout with
the Farmers Home Administration (FmHA). The court also upheld that 85% of their
Social Security benefits are taxable and imposed an accuracy-related penalty due to
substantial tax understatement.

Parties

Dennis  and  Dorinda  J.  Jelle,  as  Petitioners,  initiated  proceedings  against  the
Commissioner of Internal Revenue, as Respondent, in the United States Tax Court.

Facts

Dennis and Dorinda J. Jelle owned a farm in Dane County, Wisconsin, which was
subject to two mortgages held by the Farmers Home Administration (FmHA). In
1991, the Jelles were unable to meet their mortgage payments due to a decline in
milk production. After exploring alternatives, they opted for a net recovery buyout in
1996, paying FmHA $92,057, the net recovery value of their property. FmHA then
wrote off the remaining $177,772 of the Jelles’ debt. The Jelles entered into a Net
Recovery Buyout Recapture Agreement, which required them to repay any recapture
amount if they sold or conveyed the property within ten years. The Jelles received a
Form 1099-C reporting the debt cancellation but did not report this income on their
1996 tax return. Additionally, they received $3,420 in Social Security benefits in
1996, which they also did not report.

Procedural History

The Jelles filed a petition in the U. S. Tax Court challenging the Commissioner’s
determination of a $46,993 federal income tax deficiency for 1996 and a $9,399
accuracy-related penalty under section 6662(a) of the Internal Revenue Code. The
case was submitted fully  stipulated under  Rule  122 of  the Tax Court  Rules  of
Practice and Procedure. The Tax Court, presided over by Judge Arthur L. Nims III,
found in favor of the Commissioner.

Issue(s)

1. Whether the Jelles are required to recognize income in 1996 from cancellation of
indebtedness?
2. Whether the Jelles must report as income amounts received in the form of Social
Security benefits?
3. Whether the Jelles are liable for the section 6662(a) accuracy-related penalty on
account of a substantial understatement of income tax?

Rule(s) of Law



© 2025 SCOTUSreports.com. All rights reserved. | 2

Section 61(a) of the Internal Revenue Code defines gross income to include “all
income from whatever source derived,” which encompasses “Income from discharge
of indebtedness” under section 61(a)(12). Exceptions to this rule are provided in
section 108, which excludes certain discharged debts from gross income. Section 86
governs the tax treatment of Social Security benefits, mandating inclusion in gross
income if  certain thresholds are met. Section 6662(a) imposes a 20% accuracy-
related penalty for substantial understatements of income tax, as defined in section
6662(d)(1). Section 6664(c)(1) provides an exception to this penalty if the taxpayer
shows reasonable cause and good faith.

Holding

1. Yes,  because the Jelles’  debt was discharged in 1996 when FmHA wrote off
$177,772 of their outstanding loan obligation, and the recapture agreement was too
contingent to delay income recognition.
2.  Yes,  because  the  Jelles’  adjusted  gross  income,  including  the  discharge  of
indebtedness  income,  exceeded the threshold  for  including 85% of  their  Social
Security benefits in gross income under section 86.
3. Yes, because the Jelles substantially understated their income tax for 1996 and
failed to show reasonable cause and good faith for their underpayment.

Reasoning

The court held that the Jelles’ debt was discharged in 1996 under the principle
articulated in United States v. Kirby Lumber Co. , as the recapture agreement did
not constitute a continuation or refinancing of the original debt. The court reasoned
that the recapture obligation was “highly contingent” since it depended entirely on
the  Jelles’  future  actions,  such  as  selling  the  property  within  ten  years.  This
contingency precluded treating the recapture agreement as a substitute debt under
the rule in Zappo v. Commissioner. The court further found that the Jelles’ adjusted
gross  income,  including  the  discharge  of  indebtedness  income,  triggered  the
inclusion of 85% of their Social Security benefits in gross income under section 86.
Regarding  the  accuracy-related  penalty,  the  court  determined  that  the  Jelles’
understatement exceeded the statutory threshold and they did not provide evidence
of substantial authority or reasonable cause for their underpayment, as required
under sections 6662 and 6664.

Disposition

The court entered a decision in favor of the Commissioner, requiring the Jelles to
recognize  the  discharge  of  indebtedness  income,  include  85%  of  their  Social
Security benefits in gross income, and pay the accuracy-related penalty.

Significance/Impact

Jelle v.  Commissioner reinforces the principle that discharge of  indebtedness is
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taxable income under section 61(a)(12), unless specific exceptions apply. The case
clarifies that  highly contingent future obligations,  such as those in a recapture
agreement,  do  not  delay  income  recognition  from  debt  discharge.  It  also
underscores  the  importance  of  accurately  reporting  income  and  the  potential
penalties for substantial understatements. Subsequent courts have cited Jelle for its
analysis of contingent obligations and the application of section 6662 penalties. The
decision has practical implications for taxpayers engaging in debt restructuring or
buyout arrangements, emphasizing the need to consider the tax implications of such
transactions.


