Frazier v. Commissioner, 109 T. C. 370 (1997)

In foreclosure of property securing recourse debt, the amount realized is the fair
market value of the property, not the lender’s bid-in amount.

Summary

In Frazier v. Commissioner, the Tax Court addressed the tax consequences of a
foreclosure sale involving recourse debt. The key issue was whether the amount
realized by the taxpayers should be the lender’s bid-in amount or the property’s fair
market value. The court held that for recourse debt, the amount realized is the fair
market value, supported by clear and convincing evidence of the property’s value at
the time of foreclosure. The court also bifurcated the transaction into a capital loss
and discharge of indebtedness income, which was excluded due to the taxpayers’
insolvency. This ruling impacts how similar foreclosure cases should be analyzed
and reported for tax purposes.

Facts

Richard D. Frazier and his wife owned the Dime Circle property in Austin, Texas,
which was not used in any trade or business. The property was subject to a recourse
mortgage, and due to a significant drop in real estate prices in Texas, the property
was foreclosed upon on August 1, 1989, when the Fraziers were insolvent. The
lender bid $571,179 at the foreclosure sale, which exceeded the property’s fair
market value of $375,000 as determined by an appraisal. The outstanding principal
balance of the debt was $585,943, and the lender did not pursue the deficiency. The
Fraziers’ adjusted basis in the property was $495,544.

Procedural History

The Commissioner determined deficiencies in the Fraziers’ federal income tax for
1988 and 1989, asserting that they realized $571,179 from the foreclosure sale and
were liable for an accuracy-related penalty. The Fraziers contested these
determinations in the U. S. Tax Court, which held that the amount realized should
be the fair market value of the property and that the Fraziers were not liable for the
penalty.

Issue(s)

1. Whether for 1989 petitioners realized $571,179 on the foreclosure sale of the
Dime Circle property or a lower amount representing the property’s fair market
value.

2. Whether for 1989 petitioners are liable for the accuracy-related penalty under
section 6662(a).

Holding
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1. No, because the amount realized on the disposition of property securing recourse
debt is the property’s fair market value, not the lender’s bid-in amount.

2. No, because there was no underpayment of tax due to the characterization of the
disposition of the property.

Court’s Reasoning

The court applied the rule that for recourse debt, the amount realized from the
transfer of property is its fair market value, not the amount of the discharged debt.
The court relied on clear and convincing evidence, including an appraisal, to
determine the fair market value of the Dime Circle property at $375,000. The court
rejected the Commissioner’s argument that the bid-in amount must be used,
emphasizing that courts can look beyond the transaction to determine the economic
realities. The court also bifurcated the transaction into a taxable transfer of property
and a taxable discharge of indebtedness, applying Revenue Ruling 90-16. The
discharge of indebtedness income was excluded from gross income because the
Fraziers were insolvent. The court distinguished this case from Aizawa v.
Commissioner, where the bid-in amount equaled the fair market value. Regarding
the penalty, the court found no underpayment of tax, thus no penalty under section
6662(a).

Practical Implications

This decision establishes that in foreclosure sales of property securing recourse
debt, taxpayers can use the fair market value as the amount realized for tax
purposes, provided they have clear and convincing evidence. This ruling may lead to
increased reliance on appraisals in foreclosure situations and could impact how
lenders bid at foreclosure sales, knowing the bid-in amount may not be used for tax
purposes. The bifurcation approach for recourse debt transactions should guide tax
professionals in similar cases, potentially affecting how taxpayers report gains,
losses, and discharge of indebtedness income. The exclusion of discharge of
indebtedness income for insolvent taxpayers remains an important consideration.
Subsequent cases, such as those involving the application of Revenue Ruling 90-16,
should consider this precedent when analyzing foreclosure transactions.
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