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Securities Mortgage Co. v. Commissioner, 58 T. C. 667 (1972)

A mortgagee can deduct a loss on foreclosure in the year of the sale, not when
redemption rights expire, and must prove by clear and convincing evidence that the
bid price does not reflect fair market value.

Summary

In Securities Mortgage Co. v. Commissioner, the Tax Court held that a mortgagee
could  deduct  losses  on  foreclosure  in  the  year  of  the  sheriff’s  sale,  not  when
redemption rights expired. The court also clarified that while a mortgagee must
prove by clear and convincing evidence that the bid price does not reflect  the
property’s  fair  market  value,  only  a  preponderance  of  evidence  is  needed  to
establish  the  actual  fair  market  value.  The  case  involved  two  uncompleted
apartment projects where the mortgagee, after foreclosure, completed and sold the
properties.  The  court  determined  the  fair  market  value  of  these  properties  by
considering the estimated completion costs and a developer’s profit, rejecting the
use of construction costs incurred prior to foreclosure.

Facts

Securities Mortgage Co. (the petitioner) was engaged in the mortgage loan business
and made construction loans secured by mortgages on two uncompleted apartment
projects:  Tacoma Mall  Apartments  and Terri  Ann Apartments.  In  1966,  due  to
default, both properties were foreclosed and sold at sheriff’s sales to the petitioner
or its nominee. The petitioner bid the amount of its claims against the debtors for
both properties. Post-foreclosure, the petitioner completed the construction of both
properties and subsequently sold them. The petitioner claimed bad debt deductions
for the losses on both foreclosures for the tax year 1966, which the Commissioner
challenged, arguing that the deductions should be taken in the year redemption
rights expired and that the petitioner failed to prove the properties’ fair market
values were less than the bid prices.

Procedural History

The petitioner filed a Federal income tax return for the year ending November 30,
1966, and claimed deductions for losses on the foreclosures of Tacoma Mall and
Terri Ann. The Commissioner of Internal Revenue issued a notice of deficiency,
disallowing these deductions. The petitioner then filed a petition with the United
States Tax Court, challenging the deficiency determination. The Tax Court heard the
case and issued a decision allowing the deductions in the year of the foreclosure
sales, 1966, and determining the fair market values of the properties at the time of
the sales.

Issue(s)

1. Whether the petitioner may deduct its loss on the foreclosure of property in the
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year of the foreclosure sale or in the year in which the redemption rights expire.
2.  What  burden is  placed on the mortgagee to  prove the fair  market  value of
property acquired at the foreclosure sale.
3. What formula is to be used to determine the fair market value of an incomplete
apartment project.

Holding

1. Yes, because the petitioner can deduct the loss in the year of the foreclosure sale
under Section 1. 166-6(b)(1) of the Income Tax Regulations, as the sale involved the
exchange of a debt asset for a property asset, and economic reality showed no
likelihood of redemption.
2. The mortgagee must prove by clear and convincing evidence that the bid price
does not represent the fair market value of the property, but only a preponderance
of evidence is required to establish the actual fair market value.
3.  The fair  market  value of  an incomplete  apartment  project  is  determined by
subtracting estimated completion costs and a developer’s profit from the estimated
value of the property when completed.

Court’s Reasoning

The court relied on Section 1. 166-6(b)(1) of the Income Tax Regulations, which
allows a mortgagee to recognize gain or loss at the time of a foreclosure sale. The
court rejected the Commissioner’s argument that deductions should be taken when
redemption rights expire, as this rule applies to mortgagors, not mortgagees. The
court found that the petitioner clearly and convincingly showed that the bid prices
for both properties did not reflect their fair market values, as the bids were set to
protect the petitioner’s interest in completing the projects rather than based on
market value. The court determined fair market values by considering the estimated
value  of  the  completed  projects,  subtracting  estimated  completion  costs,  and
including a developer’s profit to account for risks and incentives. The court rejected
the  use  of  prior  construction  costs  as  a  valuation  method,  emphasizing  the
importance of completion costs and market conditions at the time of the foreclosure
sales.

Practical Implications

This decision clarifies that mortgagees can deduct losses on foreclosure in the year
of the sale, providing certainty in tax planning. It also establishes a clear burden of
proof  for  mortgagees  in  establishing  fair  market  value,  requiring  clear  and
convincing evidence to rebut the presumption that the bid price reflects fair market
value, but only a preponderance of evidence to prove the actual value. For valuing
incomplete projects, the court’s method of subtracting estimated completion costs
and a developer’s profit from the completed value provides a practical approach for
similar cases. This ruling impacts how mortgagees approach foreclosure sales and
subsequent  tax  deductions,  emphasizing  the  need  to  document  the  disparity
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between bid prices and fair market values. Subsequent cases have followed this
precedent in determining the timing of deductions and the valuation of foreclosed
properties.


