Grotz v. Commissioner, 99 T. C. 203 (1992)

When calculating loss from a foreclosure sale where the mortgage liability survives
as a deficiency judgment, the amount realized is the foreclosure sale proceeds, not
the unpaid mortgage principal.

Summary

In Grotz v. Commissioner, the Tax Court addressed how to calculate the loss from a
foreclosure sale when the mortgage liability survives as a deficiency judgment. The
petitioners, who were cash basis taxpayers, owned rental property foreclosed in
1987, resulting in a sale price of $72,700 and a deficiency judgment of $60,806. 91.
The key issue was whether the amount realized for calculating the loss should be the
foreclosure sale proceeds or the unpaid mortgage principal. The court held that the
amount realized under Section 1001(a) was the $72,700 proceeds of the foreclosure
sale, resulting in a loss of $27,391. 38, because the mortgage liability was separate
from the foreclosure sale. This decision clarifies the tax treatment of foreclosure
sales where the mortgage obligation persists post-sale.

Facts

The petitioners purchased rental property in 1981 for $120,000 plus closing costs,
financing it with a $90,000 recourse mortgage. They ceased making payments in
1985, leading to a foreclosure action in 1987. The foreclosure resulted in a judgment
of $133,506. 91 against the petitioners, including the mortgage principal, accrued
interest, attorney’s fees, and court costs. The property was sold at a foreclosure sale
for $72,700, leaving a deficiency judgment of $60,806. 91. The petitioners and the
IRS agreed that the foreclosure constituted a sale for tax purposes, and that the
petitioners suffered a loss, but disagreed on the calculation of the amount realized
for determining that loss.

Procedural History

The case was brought before the United States Tax Court to determine the proper
amount of loss from the foreclosure sale. Both parties stipulated to the facts, and the
court’s decision focused solely on the calculation of the loss under Section 1001(a).

Issue(s)

1. Whether the amount realized for calculating the loss from the foreclosure sale
under Section 1001(a) should be the proceeds of the foreclosure sale ($72,700) or
the unpaid mortgage principal ($90,000).

Holding

1. Yes, because the amount realized under Section 1001(a) is the $72,700 proceeds
of the foreclosure sale, resulting in a loss of $27,391. 38 for the petitioners, as the
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mortgage liability survived as a deficiency judgment separate from the foreclosure
sale.

Court’s Reasoning

The court’s reasoning hinged on the separation between the foreclosure sale and the
surviving mortgage liability. The court noted that previous cases treated the
discharge of the mortgage obligation as part of the foreclosure sale, but in this case,
the deficiency judgment persisted, indicating a clear separation. The court applied
Section 1001(a), which defines the amount realized as the proceeds of the sale, to
conclude that the $72,700 foreclosure sale proceeds were the amount realized, not
the unpaid mortgage principal. The court also drew an analogy to a hypothetical sale
where the mortgagee releases the mortgage before the sale, reinforcing that the
sale proceeds should be used to calculate the loss. The court distinguished
Commissioner v. Tufts, which dealt with a situation where the mortgage obligation
was discharged, and noted that the fair market value of the property (represented
by the sale proceeds) is relevant when the mortgage obligation survives the sale.
The court acknowledged that this approach might allow petitioners to increase their
loss temporarily but emphasized that any future discharge of the remaining liability
would require appropriate tax treatment.

Practical Implications

This decision has significant implications for calculating losses from foreclosure
sales where the mortgage liability survives as a deficiency judgment. Practitioners
should use the foreclosure sale proceeds as the amount realized under Section
1001(a), even if it differs from the unpaid mortgage principal. This ruling clarifies
that the timing of tax consequences related to the surviving liability is a separate
issue from the loss calculation at the time of the foreclosure sale. It also highlights
the importance of distinguishing between cases where the mortgage obligation is
discharged at the foreclosure and those where it survives as a personal obligation.
Subsequent cases and IRS guidance should reflect this distinction, ensuring
consistent treatment of foreclosure sales across different jurisdictions. Additionally,
this decision may affect how lenders and borrowers negotiate foreclosure terms, as
the tax implications for the borrower can vary significantly based on whether the
mortgage liability is discharged or survives the sale.
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