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16 T.C. 649 (1951)

A taxpayer realizes taxable gain when a mortgaged property is foreclosed, and the
mortgage amount exceeds the adjusted basis, even if the taxpayer is not personally
liable  for  the  mortgage  and  the  property’s  fair  market  value  is  less  than  the
mortgage.

Summary

Woodsam Associates acquired property in a tax-free exchange. The property was
subject to a mortgage. When the mortgage was foreclosed, the mortgage amount
exceeded Woodsam’s adjusted basis in the property. The Tax Court held that the
foreclosure was a disposition of  the property and the amount realized was the
mortgage amount, resulting in a taxable gain for Woodsam. The court reasoned that
the  prior  borrowing created an economic  benefit,  and the  foreclosure  was  the
taxable  event  that  realized this  benefit,  irrespective of  personal  liability  or  the
property’s fair market value.

Facts

Evelyn Wood purchased property in 1922, subject to a mortgage. Over time, she
refinanced and increased the mortgage amount. In 1931, Wood obtained a $400,000
mortgage, ensuring she had no personal liability. Wood transferred the property to a
“dummy” who executed the new mortgage, then reconveyed it  to her.  In 1934,
Woodsam Associates, Inc., was formed and acquired the property from Wood in a
tax-free exchange, subject to the existing mortgage. By 1943, the mortgage principal
was $381,000. East River Savings Bank foreclosed on the property. The bank bought
the property at the foreclosure sale. The original cost of the property was $296,400.
Depreciation deductions had been taken, reducing the basis.

Procedural History

The  Commissioner  of  Internal  Revenue  determined  a  deficiency  in  Woodsam’s
income  taxes  for  1943.  Woodsam  petitioned  the  Tax  Court,  claiming  an
overpayment.  The  Tax  Court  ruled  in  favor  of  the  Commissioner,  holding  that
Woodsam realized a taxable gain upon the foreclosure.

Issue(s)

Whether Woodsam realized a taxable gain upon the foreclosure of a mortgage on
real property in 1943, and if so, in what amount?

Holding

Yes,  because the foreclosure constituted a  disposition of  the property,  and the
amount realized (the mortgage amount) exceeded the adjusted basis, resulting in a
taxable gain.
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Court’s Reasoning

The Tax Court relied on Section 111(a) of the Internal Revenue Code, stating that
“the gain from the sale or other disposition of the property shall be the excess of the
amount realized…over the adjusted basis.” It cited Crane v. Commissioner, which
held that a mortgage debt is included in the “amount realized.” The court rejected
Woodsam’s  argument  that  the  taxable  event  occurred  when  the  property  was
mortgaged  in  excess  of  its  cost.  The  court  emphasized  that  Woodsam  (or  its
predecessors) received an economic benefit from the mortgage proceeds. The court
deemed the fair market value of the property at the time of foreclosure immaterial,
citing Lutz & Schramm Co..  The court  rejected the argument that  a  mortgage
without personal liability is merely a lien. Further, the court dismissed Woodsam’s
reliance  on  footnote  37  in  Crane,  which  suggested  a  different  outcome if  the
property’s  value was less  than the mortgage,  stating it  was dictum.  The court
concluded that the foreclosure was the first “disposition” of the property. The court
emphasized that the indebtedness was a loan, and the market value fluctuation
didn’t  alter  the nature of  the security  or  the outstanding debt.  The court  also
affirmed its  prior decision in Mendham Corp.,  which attributed a predecessor’s
economic benefit to the successor.

Practical Implications

This case clarifies that a taxpayer can realize a taxable gain on foreclosure even
without personal liability on the mortgage and even if the property’s fair market
value  is  less  than  the  mortgage  amount.  It  emphasizes  the  importance  of  the
“amount  realized”  including  the  mortgage  debt.  This  ruling  has  significant
implications  for  real  estate  transactions  where  non-recourse  debt  is  involved.
Attorneys  should  advise  clients  that  increasing  mortgage  debt  (even  without
personal liability) can create a future tax liability if the property is foreclosed. The
case underscores that the foreclosure event is the taxable disposition, triggering
recognition of previously untaxed economic benefits derived from the mortgage. It
informs tax planning by highlighting that the debt relief is considered part of the
sale  proceeds,  contributing  to  the  calculation  of  taxable  gain,  even  if  no  cash
changes hands.


