19T.C.99 (1952)

When property is involuntarily converted, and the award is used to satisfy a
mortgage for which the owner is not personally liable, the owner is not required to
reinvest the mortgage amount to avoid recognizing gain under Section 112(f) of the
tax code, provided all proceeds received by the owner are reinvested.

Summary

Fortee Properties, Inc. owned property subject to a mortgage for which it was not
personally liable. The property was condemned, and the condemnation award was
used to pay off the mortgage and the remaining amount to Fortee. Fortee reinvested
the amount it received into similar property and sought non-recognition of the gain
under Section 112(f). The Commissioner argued that Fortee should recognize gain
to the extent of the mortgage paid off. The Tax Court held that Fortee was not
required to reinvest the mortgage amount because it was not personally liable for
the debt and had reinvested all proceeds it received, thus complying with Section
112().

Facts

Fortee Properties, Inc. purchased two properties subject to existing mortgages.
Fortee never assumed personal liability for these mortgages.

The Port of New York Authority condemned the properties, agreeing to a total value
of $74,000.

The outstanding mortgage balance was $28,970.

The condemnation award allocated $28,970 directly to the mortgagee and $45,030
to Fortee.

Fortee received $45,030 and reinvested it in similar properties, exceeding the
amount received by $2,226.09.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Fortee’s income
tax, arguing that the $28,970 used to pay off the mortgage should be considered
taxable gain because it wasn’t directly reinvested by Fortee.

Fortee petitioned the Tax Court for review.

Issue(s)

Whether, under Section 112(f) of the tax code, a taxpayer whose property is
involuntarily converted must reinvest the portion of the condemnation award used to
satisfy a mortgage for which the taxpayer was not personally liable, in order to avoid
recognizing gain on the conversion, when the taxpayer reinvests all proceeds
received.

Holding
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No, because the taxpayer was not personally liable for the mortgage and reinvested
all the money it received, thus the taxpayer complied with Section 112(f).

Court’s Reasoning

The court focused on the fact that Fortee was not personally liable for the mortgage.
The court stated, “The question is whether the petitioner has failed to comply with
section 112 (f) by not investing in his new properties the $ 28,970 paid under a
separate award to the mortgagee of the mortgages on his condemned properties for
which debt he was not personally liable. The sensible and just answer to that
question seems clear — he has complied in every way that Congress intended.”

The court distinguished this situation from cases where the taxpayer was personally
liable for the debt or had taken out the mortgage themselves. In those situations, the
payment of the debt would be considered a benefit to the taxpayer, requiring
reinvestment of that amount to avoid recognition of gain.

The court noted that Fortee invested all the money it received, plus additional funds,
into similar property. Requiring Fortee to also reinvest the mortgage amount would
be an unduly harsh result not intended by Congress.

The Court found that Regulations 111, section 29.112 (f) (1), which the
Commissioner relied upon, did not apply where the taxpayer was not personally
liable for the underlying debt. “If his regulation is intended to cover a case like this
one in which the petitioner was not personally liable for the mortgages, then to that
extent the regulation is invalid because it frustrates rather than promotes the
intention of Congress.”

Practical Implications

This case clarifies the application of Section 112(f) in situations involving
involuntary conversions and mortgaged property where the owner is not personally
liable for the mortgage.

It establishes that taxpayers in similar circumstances can avoid recognizing gain by
reinvesting the proceeds they actually receive, without having to account for
mortgage amounts paid directly to the mortgagee, provided there is no personal
liability.

The ruling underscores the importance of examining the nature of the debt and the
taxpayer’s relationship to it when determining whether the proceeds of an
involuntary conversion have been properly reinvested.

This decision provides a basis for taxpayers to challenge the Commissioner’s
attempts to treat mortgage payments as taxable gain in involuntary conversion
scenarios when the taxpayer lacks personal liability.
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