6 T.C. 488 (1946)

A taxpayer cannot deduct losses or expenses related to property formerly used as a
personal residence unless they demonstrate the property was converted to income-
producing use and the claimed loss or expense is directly attributable to that new
use.

Summary

Warren and May Leslie sought to deduct a loss from the transfer of real estate,
caretaker expenses, a bad debt, and life insurance premiums. The Tax Court
disallowed the loss on the real estate, finding it was not a transaction entered into
for profit after the property, previously a residence, was damaged by a hurricane.
The court also disallowed the caretaker expenses, concluding the property was not
held for the production of income. The bad debt deduction was allowed, but the life
insurance premium deduction was denied because it was not considered an ordinary
and necessary expense for income production. The core issue revolved around
whether the damaged residence was converted to income-producing property to
justify the deductions.

Facts

May Leslie owned a property in Center Moriches, Long Island, which served as her
and her husband Warren’s residence. In September 1938, a hurricane severely
damaged the house, rendering it uninhabitable. The Leslies decided not to repair or
reoccupy the property. A real estate agent was permitted to attempt to sell the
property, but no price was set, and no offers were received. The property was
eventually conveyed to the mortgagee, Riverhead Savings Bank, in 1940, to avoid
foreclosure. The mortgage balance was $11,800. The Leslies claimed a casualty loss
deduction in 1938 due to the hurricane damage.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the Leslies’ 1940
income tax. The Leslies petitioned the Tax Court, contesting the disallowance of
several deductions related to the damaged property and other financial matters. The
Tax Court reviewed the case to determine the validity of the claimed deductions.

Issue(s)

1. Whether the transfer of the damaged residential property to the mortgagee
constituted a deductible loss from a transaction entered into for profit under
Section 23(e)(2) of the Internal Revenue Code.

2. Whether the expenses for a caretaker on the damaged property are deductible
as ordinary and necessary expenses for the conservation of property held for
the production of income under Section 23(a)(2) of the Internal Revenue Code.
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Holding

1. No, because the Leslies did not sufficiently demonstrate that the property was
converted to an income-producing use or that the loss was sustained as a
result of a transaction entered into for profit.

2. No, because the property was not held for income-producing purposes, and the
caretaker expenses were thus not deductible under Section 23(a)(2).

Court’s Reasoning

The court reasoned that a loss on a personal residence is generally not deductible.
While a residence can be converted to a profit-inspired use, the taxpayer must prove
the loss stemmed from the new transaction, not from the prior residential use.
Merely offering the property for sale after deciding not to live there is insufficient to
establish a transaction for profit. The court found that the Leslies failed to provide
an adequate basis for the property’s value after the hurricane, which is necessary to
determine the loss in the alleged new use. The court stated, “Merely permitting the
property to be offered for sale after deciding not to occupy it further is not sufficient
to terminate the loss from residential use and initiate a new transaction for profit
within the meaning of section 23 (e) (2).” Regarding the caretaker expenses, the
court emphasized that such expenses are not deductible unless the property is
rented or otherwise appropriated to income-producing purposes. Since the property
was not rented and the efforts to sell it were insufficient to constitute appropriation
to income-producing purposes, the expenses were deemed non-deductible. The court
distinguished this case from Mary Laughlin Robinson, noting that in Robinson, the
property had been offered for rent and partially rented.

Practical Implications

This case clarifies the standard for deducting losses and expenses on property that
was once a personal residence. Taxpayers must demonstrate a clear intent to
convert the property to an income-producing use, supported by concrete actions
such as renting the property or actively engaging in substantial efforts to sell it as
an investment. The case highlights the importance of documenting the property’s
value at the time of conversion to establish a basis for calculating any potential loss.
It also emphasizes that mere abandonment of a property as a residence and listing it
for sale are insufficient to justify deducting associated expenses. Later cases
applying this ruling would likely focus on the explicitness of the actions taken to
convert the property and the substantiation of its fair market value at the time of
conversion. It remains relevant for determining whether expenses are deductible
under Section 212 of the current Internal Revenue Code.
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