Allan v. Commissioner, 86 T. C. 655 (1986)

The entire amount of outstanding nonrecourse debt, including principal, accrued
interest, and taxes, is included in the amount realized upon transfer of property in
lieu of foreclosure.

Summary

In Allan v. Commissioner, a partnership transferred a mortgaged property to HUD in
lieu of foreclosure. The mortgage, insured by HUD, included advances for unpaid
interest and taxes added to the principal. The key issue was whether the entire
nonrecourse debt, including these advances, should be included in the amount
realized for tax purposes. The Tax Court held that the full amount of the debt, as per
the mortgage agreement, was part of the amount realized. The court rejected the
application of the tax benefit rule to recharacterize the gain from the debt discharge
as ordinary income, emphasizing that the debt’s extinguishment was part of the
property’s disposition. The decision also addressed the allocation of the amount
realized between section 1245 and non-section 1245 property based on their fair
market values.

Facts

In November 1971, a partnership purchased an apartment building subject to a
nonrecourse mortgage insured by HUD. The partnership deducted interest and real
estate taxes on an accrual basis. By July 1974, the property’s income was insufficient
to cover mortgage payments, leading HUD to acquire the mortgage. HUD paid the
taxes and charged the partnership for interest, adding these amounts to the
mortgage principal. In November 1978, the partnership transferred the property to
HUD in lieu of foreclosure. The outstanding debt to HUD, including the original
mortgage, interest, and taxes, exceeded the property’s fair market value at the time
of transfer.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the petitioners’
federal income taxes for 1978, asserting that a portion of the gain from the property
transfer should be treated as ordinary income under the tax benefit rule and section
1245 recapture provisions. The petitioners contested these determinations, leading
to a trial before the United States Tax Court. The court’s decision was issued on
April 14, 1986.

Issue(s)

1. Whether the entire amount of outstanding nonrecourse debt, including the
original mortgage principal and advances made for interest and taxes, is included in
the amount realized upon the partnership’s transfer of the property to HUD in lieu
of foreclosure.
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2. Whether the tax benefit rule requires that relief from the liability for the advances
be separately treated as ordinary income.

3. Whether the amount realized attributable to section 1245 property should be
computed by reference to the fair market values of the section 1245 property and
the non-section 1245 property.

Holding

1. Yes, because the advances for interest and taxes were added to the mortgage
principal under the mortgage agreement, and the entire nonrecourse debt was
extinguished upon the property’s transfer, consistent with Commissioner v. Tufts.

2. No, because the tax benefit rule does not apply to recharacterize the gain as
ordinary income when the debt’s extinguishment is part of the property’s
disposition.

3. Yes, because the amount realized should be allocated between section 1245 and
non-section 1245 property based on their respective fair market values, as per the
regulations.

Court’s Reasoning

The court applied the rule from Commissioner v. Tufts, which states that when a
taxpayer disposes of property encumbered by a nonrecourse obligation, the amount
realized includes the full amount of the obligation, regardless of the property’s fair
market value. The court found that the advances for interest and taxes were part of
the mortgage principal under the terms of the mortgage agreement with HUD, and
thus, the entire debt was included in the amount realized upon the property’s
transfer. The court rejected the Commissioner’s attempt to apply the tax benefit rule
to recharacterize the gain as ordinary income, stating that the rule was not
applicable where the debt’s extinguishment was part of the property’s disposition.
The court also relied on section 1. 1001-2(a) of the Income Tax Regulations, which
includes discharged liabilities in the amount realized. For the section 1245 property,
the court followed the regulation’s method of allocating the amount realized based
on fair market values, determining the value of the personal property at the time of
disposition.

Practical Implications

Allan v. Commissioner clarifies that when property is transferred in lieu of
foreclosure, the entire nonrecourse debt, including any advances added to the
principal, is included in the amount realized for tax purposes. This ruling impacts
how taxpayers should report gains from such transactions, ensuring that the full
debt is considered, even if it exceeds the property’s fair market value. Legal
practitioners must carefully review mortgage agreements to determine what
constitutes the mortgage principal. The decision also reinforces that the tax benefit
rule does not apply to recharacterize gains from debt discharge as ordinary income
in these scenarios. For section 1245 property, the allocation of the amount realized
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based on fair market values remains the standard approach, guiding practitioners in
calculating potential recapture amounts. Subsequent cases, such as Estate of
Delman v. Commissioner, have further supported the inclusion of nonrecourse debt
in the amount realized, emphasizing the importance of this ruling in tax planning
and litigation involving property transfers and debt discharge.
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