Leech v. Commissioner, 17 T.C. 133 (1951)

The tax treatment of proceeds from mortgage-related assets (participations vs.
certificates) during liquidation depends on whether they qualify as capital assets
and whether their retirement constitutes a “sale or exchange”.

Summary

The petitioner, an insurance agent, acquired mortgage participations and
certificates undergoing liquidation. The Tax Court addressed whether profits from
these assets in 1944 were taxable as ordinary income or capital gains. The court
held that the mortgage participations were capital assets, but their liquidation was
not a “sale or exchange,” thus generating ordinary income. Conversely, the
mortgage certificates, being corporate securities, qualified for capital gains
treatment upon retirement because their retirement was considered an exchange.

Facts

The petitioner, primarily an insurance agent, acquired 43 mortgage participations.
He often granted the assignor an option to repurchase these within a set period.
Between 1935 and 1944, the petitioner made only three sales to third parties.

Only 22 assignors exercised their repurchase options during that entire period; only
one did so in the taxable year 1944.

The petitioner also held mortgage certificates issued in bond form with interest
coupons, guaranteed by Potter Title & Mortgage Guarantee Company, undergoing
liquidation.

Procedural History

The Commissioner of Internal Revenue determined that the proceeds from both the
mortgage participations and certificates were taxable as ordinary income.
The petitioner appealed to the Tax Court, arguing for capital gains treatment.

Issue(s)

Whether the mortgage participations were capital assets held primarily for sale to
customers in the ordinary course of business.

Whether the receipt of proceeds from the mortgage participations constituted a
“sale or exchange” under Section 117(a)(4) of the Internal Revenue Code.

Whether the mortgage certificates qualified as corporate securities under Section
117(f) of the Internal Revenue Code, such that their retirement would be considered
an “exchange”.

Holding

No, because the petitioner’s activities did not constitute those of a dealer in
securities; therefore, the mortgage participations were capital assets.
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No, because the extinguishment of the petitioner’s interest via liquidation was a
settlement or compromise, not a sale or exchange.

Yes, because the mortgage certificates were issued in bond form with interest
coupons and a specific maturity date, thus meeting the definition of corporate
securities under Section 117(f).

Court’s Reasoning

The court reasoned that the petitioner was not a dealer in securities because he
made very few sales, did not solicit sales, and his primary business was insurance.
The court distinguished between a “sale or exchange” and a settlement or
compromise. The interest was extinguished, not sold or exchanged. Citing Hale v.
Helvering, the court emphasized that the essence of a sale or exchange involves a
transfer of property rights for consideration, which did not occur here.

Regarding the mortgage certificates, the court emphasized their form as bonds with
interest coupons and a guaranteed principal and interest. The court cited Rieger v.
Commissioner, noting that the ongoing liquidation did not alter their fundamental
character as corporate securities. Section 117(f) dictates that amounts received
upon the retirement of such securities are considered amounts received in
exchange. The court said the proceeds contributed to the retirement of these
mortgage certificates and are to be considered amounts received in “exchange
therefor”.

Practical Implications

This case clarifies the distinction between ordinary income and capital gains in the
context of liquidating mortgage-related assets.

It highlights the importance of determining whether an asset is a capital asset and
whether its disposition constitutes a “sale or exchange”.

The case emphasizes that the form of the security (e.g., bond with coupons) matters
in determining its character for tax purposes.

It illustrates that settlements or compromises extinguishing a right are not
considered “sales or exchanges” for capital gains purposes.

Later cases will examine both whether the taxpayer is a “dealer” in the particular
type of assets and the exact nature of the transaction disposing of the asset to
determine whether capital gains treatment is appropriate.
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