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This q-pea.1 i s

t’ne Revenue exe! Taxatlo2
Tax BoaTd 0;1 the p;?otest

F I 77 I 0 N--_-_-

zade pu~sue.xt to section 18594  o f
Code Eron the action of the Franchise
of Roger md Harriet Cunnin.gh~

against a Drmosed  assessment of additional personal incomeA -
tax in the mount o f $S,S15i87  for i;?e y e a r  lo,%.

,

Moe1 Singer, Certified P u b l i c
Xccount2L~t

Peter S, Pierson, Associate
Tax Counsel

T-n 12:;r,,n:, I951 2pellmts acquired the Club Del PIar
prc?erty, i.nclu_din~ lad GQd iap rovements s f o? a doT;rfi  p ayixent
equivele2t to ,:,2-i-F-49  5,375 a& the execution of a $1 5 25O,OOO

izote to the seller secured by a trustnonrecou2se prczissory
deed on
club in
$87) 532

The Club 2el Ear itjas a beach nexbe?s’hip
Su_bseawnt cqLG-ta_1 emenditures o f
respect to Vfie propeT_t-y.

0% interest  pey;r,ent was ever alade on
tine note,



0
i.tJneal  of Roqer a._i?d  T+?-y!_nt Cunningham___zL.2

In Karch lc/TQ-, after continued unsuccessful ODeratioLn,,
a_y? ellants trrlsferred the ~)ro~e;“ty by delivery 02 E quit oldie
deed,  to the ori.$_nz,l  seller* &i consepuen~ly were  relieved Of
the total $1 9 500,000 liability.

&zip ell ant s have subnitted  2 s’irtemen’i; of Pinanc~d
condition as of the transfer date in 135&, sho>,$ng assets of
,101  9 7 55. hong the assets listed BT~S  “Land in Coal Creek
Drai’na.ge  2: Levy Dist, Cost $15,0C0.fI  The Coal Creek -oi?operty
was sold in 1356 for ~,101,120. Liabilities listed totaled.
$_23,kCO,  including a item listed as “Delinquent  taxes
claimed $7 8,000. I1

Depreciation of $377,692  was deducted by agellmts.
&ile t’ney had the proDertyo The amount of a?p e l lants  t income
aad deductions ot’ner than depreciation was suc’n that only
$191,091 of the c l aimed dqreciation  resulted in reduction of
taxes.

Respondent concluded that the reconveyance was a
taxable  trmsfer, that tine mou_ut realized was tine camelled
indebtedness of $1, 500,000 aQd that the adjusted cost basis
was  ;;f;1,OO5,215  (51,382,307,  less deDrecia’cion  c lained,

a .

$377,692!,  resulting in a gain of $@+,785.

The issues are whether the reconveyance  \:Tas a taxable
transfer  ar;d i f  so, J:;nethei?  the ammnt coqmted as taxable
gain Vi2.S excessive e

Anpellamts  contend (1) that they t.Jere, in effect,
merely given m o;ptioc to purchase ~?ti?ch gas not exercised;
( 2 )  that, i f t’hey aYe regarded as purchasers, t’hey derived no
gain because their quit clain of t’he D?o-certy ’ constituted an
aba~do~~~e~t azd the cancellation of thei% indebtedness
constituted a reduction.
1;~~s no cc;lsiderztioa for

of the purchase qrice:, (3) thzt t’rlere
the ;j25Pf030  no-cc aad therefore no

t a x a b l e  iizcorze  froi;l its cmcellation; (1;) that even i f  taxable
income should have othemrise resulted, none resulted here
because zQ:3ellailts l:ere imolvent be.fore and after the
ca~cellatibn; md (5) that, ii1 azy event, the basis of the
property Tar the  -i3uqose of cozgutirig
reduced ori__Ly to q-l

gain should have bee:1
t, 2 extent of depyeciation deductions l.M_c’h

resulted in a ta,u bezefi’i.

Xnil e an-r; ellaxts assert they l:ere mrely given an
cgtion to purchase Z;rhich teas not exe7cised, the record in
this a.~” eal does not ” n<-3 , *su;q art -crlL,,i asser il0z-i  0 The facts disclose
a pu-rcmse  -pursuant to a dokz, p eTy5ient zcd the execution of a
pyorcisso;,y n o t e  secu~*e$ by a trust deed. [_?-i,ellantS  trea-tes
the ~zo;: ez.?ty_.
‘il-?_e  bes?s o f

2s t h e i r  0vi-i on  tiqeir  ‘m&s3 aepreci2ted It 03
+$$$_air  cost 2.l2C ze,cotiated a loa secured by the

property. $.A1 these facts clearly stmport the exister;ce  of
a purchase.



‘&ring the yea? i n  q u e s t i o n ,  s e c t i o n  1765!_  (ilO\
18031) of the “nevenue rxd !Faxation Code provided that the gain
from the sale or othe-r disiosition  of property shall be the
excess of the amowirt  -re&ized t’nerefrox  over the adjusted basis.
*,;hether  or not the quit clarim conveyance  back to the or%g;inal
seller was a. sale, it was nevertheless a disposition wi’chin
the ne2M_ng of section 17651, (Pake~ v. Delme-cr, 186 P.2d 455,_--L __-_ .._._rsL.-u-
cert. denied, 3&l U.S. 926 [YS L. Ed. 1357;.) Furti~ernore,
the 2xouz.t redized  fron the disposition included the azlount
of  the encuxbrame fog tne balame of the purc’hase pr i ce ,  a t
least if the prope~ty~s fair market value emalled or exceeded 
that  encu..zbrzme  at the tine of the diqosition. (P arkerv .
jlel2x., sqrz.) ,

Appellants rely upon a nrinciple established in.
H i r s c h  v. Coxxissioner, 11.fFo2d 556._,---_\___ -_ In that case it wasWI____.-
held that $~eYe the ii;arket v2_lue of property fell  below the
2?Jco-m-i;  o f t:?e obligatio~i  for t’ae bal2ace of the purchase price,
the c2Bcellation  of part of the obligation 1~8s a noi:taxable
reduction of the purchase price of the property which ~2s
retained by the pm chaser. This pi?inCiple  ms appliec!  in
Char1 ec I,, I~-titter, 7 T. C. k&I, to 2. situation MIere the debtor?,.-__;r;,-_--”P__.Az-__
conveyed ei>cuzbered  ?ro;oe;?ty  to his creditor in discharge of
‘his obligation seemed by ‘the property, Xthout  raising all
of the gosslblc dlstinetions fron the facts before us, it is
sur”CLcieilt  to note that each of those cases, and ot’ne-rs \L?icTh
h a v e  foiloy;red tlrre sme -,ri.n6iple, is maylred  by t’he fact that
the market value of the pro-aepty had fallen below the
obligation for t’ne purc’l?asc- price ,,

iilthoug’h 2.~~eI!_l~ts maintain that at the tine of
their reco9vev2nce  the Pair uarket  value of the pro;perty m2.s
l e ss than the* bal2.Ece due on the puTchase  nrice,  they have
not established that fact ~ It is true tha’G the relat ively
sz.all down pa-yxent  iends sane credence to their viep!, but on
the otkey ha&, the fact Gnat a’3~ellaIlts were able to Use the
propei?ty as secui?ity  for a substantial 102x is some indication
that the fair mar>;et value exceeded the obligation for the
balance of the purchase 3x5ceo Ze s-c onden b s findingJ- 1 of f,Q-f_
za_rke_i _crapde is eztj_tled to a ~reslxigtion  of correctness aKI
appellants  ‘have not overcome the presumption.



. .

coix3titUted real i zed ga in qon :Lhe recoilveyalce.  irremective
of the fair mar’r;et value of the property. ( Lu-i 2 2: ~Sch-~am!  Co 0 _I_.-_--~
1 T.C.  682; ?loodsm .k3oc:i..dzs_ v .  pxmissioner, 138 F.2dj.tq.)

Citing cases such as DKLYiias  T r a n s f e r  LT< T~rnS.na.1__k-_T-L_----  -
Yarehouse C o  v. ComzT_~sIone-r,  70 $,2d 9 5 ,  qgellm.ts 21~0-______  _____z
conted -&a’~  even i? taxable incozi:le would have othemise
resulted s it d5.21 not result here because agpellazts  ?:‘ere
insolve_n_t before and after the cancellation of indebtedness.
As sming  r) v%t~ho-k.lt deciding 1 that appellants  t solvency or
insolvency is relevmt here 9 the statenent of financial
~oi~G_tior~ submitted  by them does not establish that they were
insolvent D The asset figures subnitted  were apparently  based
on cost, The figure givei? f,or oze asset, for example, was
$15,000s but -the asset was sold two years later for $101,120.
Sine e fair gasket value, not cost, is determinative in
establishiq imolvency, the subiilitted  asset figures camlot
be relied upor,, it is also questiona3le  wIIether a  l iab i l i ty
l isted for ‘:delinqueaC  taxes i3laimed” yepresented  a fixed
liability of a.~p ell itlt s o _:,e m_st conclude that insufficient
evideme has hen presented to show insolvency.

Finally, appellants argue that t’he basis of the
pTo9 erty for t?fie purpose of c0~1~utiz.g  gain on the Teconv-eyame
should inave been reduced only to.the extent of depreciation
deductions that resulted in a tax benefit. -tiring  the period
in ~questio_n_, section 17783 (now 18052) of the Revenue and
Taxation Code provide6 that:

Proper adjustnent in respect of the
property shall i:q all cases be made for
exhaustion, ITear azd teai?, obsolescence,
amortization az.d depletion, to the extent
sustained prior to J’tiluary 1, 1935, and
I"OY peyiOds '~~qe~eaf'~er -LO vrLe ex'ien-k
aliowed (but not less tham the amomt
allowable) under this part .,

There is no contentio-n or evidence that the d e p r e c i a t i o n
&lov;ed ~a.s less  than the amount ailo~~&ble,  T h e  Sasis o f
property zust be reduced by depreciation  alio~rable,  regardless
of ljhether the allolrable  depreciatioz results in a tax benefit.
(Ai-;il].<.ai;: R, CoJ.J_<n.s  18 To C, 9 9  j 142.e  X TOT*MeLZC!A_-.--.t*--_---...  7 ,-L-.31’_- 3 27 2! a C a 99 O )

.  U p o n  the _rec-,crd befor us 9 therefore, appellants’ argument  isA. ’ r7no c, SuppoYze,  0

H a v i n g  care fu l l y  exmined all of appellakts’
‘ccntentions s T::e find no ground for reversing or modifying
resgonde:ztt 1 s action, .
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. .

the board
, therefor,

ORazii
___---

wr SU~-L to t’lle vievs e_ysressed  in the o-pinion  O f

02 y-jle in _Lhj_s  proceediilg, ‘and good cs.use  q?earing


