Summary

CRANE: BASIS IS VALUE UNDIMINISHED BY MORTGAGE.

Beulah Crane gained by bequest in 1932 a building and lot

subject to a mortgage with a principal of $255,000 and interest in default

of $7,042. The value of the property as appraised for estate tax purposes

was the total amount of the encumbrance, $262,042. Pursuant to an agreement

with the mortgagee, Crane continued to operate the property and was to

remit net rentals to satisfy the loan.

     For the next seven years Crane reported the net rentals as

income and deducted taxes and interest paid on the mortgage, and operating

expenses. The arrearage of interest on the mortgage increased to $15,858.

In 1938, Crane sold the property to a third party for $3,000, subject to

the mortgage, and paid $500 in sale expenses. Crane reported a taxable gain

of $1,250. She alleged that the "property" she acquired in 1932 was the

property's equity, which was zero, that no depreciation could be taken on

zero value, and that half of the net proceeds of the sale were reportable

as income because the entire property was a capital asset.

     The IRS determined that Crane had a taxable gain of $23,767.

Crane's original basis in the property was $262,042, the IRS asserted,

$55,000 of which was allocable to the land and the remainder to the

building. The IRS then subtracted depreciation, leaving a basis of

$178,997. The proceeds of the sale consisted of the $2,500 and the

mortgage, totaling $257,500; $54,471 was allocated to the land and $203,029

to the building. The land was a capital asset and the building was not,

resulting in the net taxable gain indicated above. The Tax Court agreed

with the IRS that the building was not a capital asset but otherwise held

for the taxpayer, agreeing with Crane that the property she received was

the equity. The Second Circuit reversed.

     The Supreme Court ruled that Crane realized $275,500 on the sale

of the property. The basis of property acquired by devise, Chief Justice

Vinson began, is its appraised value at the time of the acquisition,

undiminished by the mortgage. "Property," Justice Vinson continued, is not

merely the equity. The amount realized in a disposition of property, the

Court determined next, is money plus the market value of property received.

A mortgagor not personally liable for the debt who sells property, the

Court concluded, realizes a benefit equivalent to having been paid cash and

released from the obligation. The amount realized in this case, therefore,

was the net cash received ($2,500) plus the amount of the encumbrance

($255,000).

     Justice Jackson, joined by Justices Frankfurter and Douglas,

dissented. They argued that the Tax Court's determination that Crane

received equity and property of no value from the bequest should have been

respected. Because Crane was not personally liable for the debt, she was

not released from the debt upon the sale. Her only interest was in the

equity of the building.

