62 T.C.503 (1974)

In foreclosure proceedings where a creditor buys the property, the bid price is
presumed to be the fair market value for tax purposes, absent clear and convincing
evidence to the contrary from the Commissioner.

Summary

Community Bank foreclosed on several real properties after borrowers defaulted on
loans. The bank bid on these properties at foreclosure sales, setting the bid price as
the fair market value. The Commissioner of Internal Revenue argued that the fair
market value was higher than the bid price, leading to a taxable gain for the bank.
The Tax Court held that the bank correctly used the bid price as the presumptive
fair market value, as per Treasury Regulations, and the Commissioner failed to
provide clear and convincing evidence to rebut this presumption. This case clarifies
the application of the presumption in tax law regarding foreclosure acquisitions by
creditors.

Facts
Community Bank, a California bank, made loans secured by real property.

During 1966 and 1967, due to tight credit conditions, some borrowers defaulted on
their loans.

The bank foreclosed on 19 properties, acquiring six of them in 1966 and 1967
through foreclosure sales conducted under California law.

For each property, the bank determined the fair market value to be the bid price at
the foreclosure sale, plus any prior liens, consistent with its interpretation of
Treasury Regulations.

The bank treated the difference between the loan balance and the bid price as a bad
debt deduction.

The Commissioner challenged the bank’s valuation, asserting that the fair market
value of the properties was higher than the bid prices, resulting in taxable gain for
the bank.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Community
Bank’s income tax for 1966 and 1967.

Community Bank petitioned the Tax Court to contest these deficiencies.

The case was heard by the United States Tax Court.
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Issue(s)

1. Whether, for the purpose of determining gain or loss under Treasury Regulations
Section 1.166-6, the bid price at a foreclosure sale is presumptively the fair market
value of the property acquired by the creditor-mortgagee, in the absence of clear
and convincing proof to the contrary.

Holding

1. Yes. The Tax Court held that the bid price is presumed to be the fair market value
because Treasury Regulations Section 1.166-6(b)(2) explicitly states this
presumption, and the Commissioner did not present clear and convincing evidence
to overcome it.

Court’s Reasoning

The court relied on Treasury Regulations Section 1.166-6(b)(2), which states, “The
fair market value of the property for this purpose shall, in the absence of clear and
convincing proof to the contrary, be presumed to be the amount for which it is bid in
by the taxpayer.”

The court emphasized that these regulations, having been in place since 1926 and
consistently applied, carry the effect of law due to Congressional approval through
statutory reenactment.

The court noted that while the Commissioner can challenge the presumption, the
burden is on the Commissioner to present “clear and convincing proof” that the bid
price is not the fair market value.

The court rejected the Commissioner’s argument that the presumption should not
apply when the “real value” is higher than the bid price, stating the regulation
contains no such limitation.

The court found that the Commissioner failed to provide any evidence to rebut the
presumption, merely asserting a higher fair market value without substantiation.

The court stated, “The Commissioner cannot disregard the presumption established
in the regulations without producing evidence to indicate that the bid price is not
representative of the fair market value.”

The court also addressed the Commissioner’s concern that banks could manipulate
gain or loss by setting arbitrary bid prices, but reiterated that the regulation itself
provides the Commissioner the power to rebut the presumption with sufficient
evidence.

Practical Implications
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This case reinforces the practical application of Treasury Regulations Section
1.166-6(b)(2) in foreclosure scenarios involving creditor acquisitions.

It establishes a clear standard for tax treatment in such situations, providing
certainty for banks and other lending institutions.

For legal practitioners, this case highlights the importance of the bid price as a
presumptive indicator of fair market value in foreclosure-related tax disputes.

It clarifies that the burden of proof to challenge this presumption rests firmly with
the IRS Commissioner, requiring “clear and convincing evidence.”

Subsequent cases would rely on *Community Bank* to uphold the bid price
presumption unless the Commissioner presents compelling evidence to the contrary,
impacting tax planning and litigation strategies in foreclosure contexts.
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