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16 T.C. 682 (1951)

When a property owner transfers property to a lender in lieu of foreclosure and the
mortgage  debt  exceeds  the  property’s  adjusted  basis  (due  to  depreciation
deductions), the owner recognizes a taxable gain to the extent of that excess, as if
the debt were cancelled.

Summary

Woodsam  Associates,  Inc.  owned  property  subject  to  a  mortgage.  Due  to
depreciation  deductions,  the  adjusted  basis  of  the  property  was  less  than  the
outstanding mortgage. Woodsam transferred the property to the mortgagee, which
effectively cancelled the debt. The Tax Court held that Woodsam realized a taxable
gain to the extent the mortgage exceeded the adjusted basis. The court reasoned
that the transaction was economically equivalent to a sale where the consideration
was the cancellation of indebtedness, and prior depreciation deductions must be
accounted for.

Facts

Woodsam Associates, Inc. owned real property subject to a mortgage. Over time,
Woodsam took depreciation deductions on the property, reducing its adjusted basis.
The outstanding mortgage balance exceeded the property’s adjusted basis. Facing
potential  foreclosure,  Woodsam transferred  the  property  to  the  mortgagee.  No
attempt was made to collect any deficiency from Woodsam.

Procedural History

The Commissioner of Internal Revenue determined that Woodsam realized a taxable
gain  as  a  result  of  the  transfer.  Woodsam  petitioned  the  Tax  Court  for  a
redetermination. The Tax Court upheld the Commissioner’s determination, finding
that Woodsam realized a taxable gain.

Issue(s)

Whether a transfer of property to a mortgagee, in lieu of foreclosure, results in a
taxable gain to the extent that the mortgage debt exceeds the adjusted basis of the
property, when the adjusted basis has been reduced by depreciation deductions.

Holding

Yes, because the transfer of the property is treated as a sale or exchange where the
consideration is the cancellation of indebtedness. The court considers the benefits
received from prior depreciation deductions in determining tax liability.

Court’s Reasoning
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The Tax Court analogized the situation to a sale where the consideration is the
release  of  the  transferor’s  indebtedness.  It  cited  precedent  such  as  Crane  v.
Commissioner,  331  U.S.  1  (1947),  noting  that  eliminating  the  mortgage
indebtedness and accounting for prior depreciation deductions requires a review of
the entire transaction. The court emphasized that the distinction between forced and
voluntary sales had been eliminated by Helvering v. Hammel, 311 U.S. 504 (1941).
The court stated that since no deficiency was pursued, the transfer was, “for all
practical purposes as that of an owner who voluntarily transfers mortgaged property
in exchange for cancellation of its obligation, and requires treatment as taxable gain
of the excess over its basis of what it received from the lender.”

Practical Implications

This case clarifies that transferring property to a lender in lieu of foreclosure can
trigger a taxable event, especially when depreciation deductions have reduced the
property’s basis below the outstanding mortgage. Legal professionals should advise
clients to consider the tax implications of such transactions, including the potential
for  recognizing  a  gain.  This  ruling  underscores  the  importance  of  tracking
depreciation deductions and their impact on the adjusted basis of assets. Later cases
apply this principle by scrutinizing the economic substance of transactions involving
debt relief and asset transfers to determine whether a taxable event has occurred.


