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The return of securitisation

Back from the dead
A much-maligned financial innovation is in the early stages of a comeback

Jan 11th 2014 | From the print edition

IF YOU asked regulators in 2008 which 

financial instrument they most wished had 

never been invented, odds were that they 

angrily splurted a three-letter acronym linked 

to securitisation. The practice of bundling up 

income streams such as credit-card and car-

loan repayments, repackaging them as 

securities and selling them on in “tranches” 

with varying levels of risk once seemed like enlightened financial management. Not so after 

many a CDO, CLO, ABS, MBS and others (see table) turned out to be infested with worthless 

American subprime mortgages.

Find the same regulator today and he is probably devising a ploy to resuscitate the very 

financial vehicle he was bemoaning five years ago. Enthusiasm for the once-reviled practice 

of transforming a future income stream into a lump sum today—the essence of 

securitisation—is palpable. In Britain Andy Haldane, a cerebral official at the Bank of 

England, recently described it as “a financing vehicle for all seasons” that should no longer be 

thought of as a “bogeyman”. The European Central Bank (ECB) is a fan, as are global 

banking regulators who last month watered down rules that threatened to stifle 

securitisation.

Watchdogs will be pleased that, after once 

looking as if it was heading for extinction, 

securitisation is making a recovery. Issuance 

of ABSs (securities underpinned by car-loan 

receivables, credit-card debt and the like) are 

at double their 2010 nadir. Issuance of paper 

backed by non-residential mortgages is up 

Page 1 of 3The return of securitisation: Back from the dead | The Economist

1/15/2014http://www.economist.com/node/21593424/print
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from just $4 billion in 2009 to more than $100 billion last year. There have even been 

offerings of securities underpinned by more esoteric sources, such as cashflows from solar 

panels or home-rental income—the sort of gimmick once derided as a boomtime 

phenomenon. Excluding residential mortgages, where the American market is skewed by the 

participation of federal agencies, the amount of bundled-up securities globally is showing a 

steady rise (see chart).

The comeback of securitisation is related to the growth in economic activity: in order for car 

loans to be securitised, say, consumers have to be buying cars. Investors desperate for yield 

are also stimulating supply: securitised paper can offer decent returns, particularly at the 

riskier end of the spectrum. More important, though, is the regulators’ enthusiasm.

Why are regulators so keen on the very product that nearly blew up the global economy just 

five years ago? In a nutshell, policymakers want to get more credit flowing to the economy, 

and are happy to rehabilitate once-suspect financial practices to get there. Some plausibly 

argue it was the stuff that was put into the vehicles (ie, dodgy mortgages) that was toxic, not 

securitisation itself. This revisionist strand of financial history emphasises that packaged 

bundles of debt which steered clear of American housing performed well, particularly in 

Europe.

The need to revive slicing and dicing is felt most acutely in Europe. Whereas in America 

capital markets are on hand to finance companies (through bonds), the old continent 

remains far more dependent on bank lending to fuel economic growth. Its banks need more 

capital, and absent that are the weak link in the nascent recovery because they fail to meet 

demand for credit from consumers and small businesses.

This is in large part because regulators want banks to be less risky, by increasing the ratio of 

equity to loans. As banks are reluctant to raise capital, they need to shed assets. This is where 

securitisation helps: by bundling up the loans on their books (which form part of their assets) 

and selling them to outside investors, such as asset managers or insurance firms, banks can 

both slim their balance-sheet and improve capital ratios.

Securitisation “airlifts assets off the balance-sheets of banks, freeing up capital, and drops 

them onto the balance-sheets of real-money investors,” in Mr Haldane’s words. That may not 

seem urgent now, as Europe’s banks are flooded with cheap money from the ECB and have 

years before stricter capital ratios officially kick in. But at some point markets will have to 

take over financing banks. Such airlifts would neatly transform Europe’s inflexible bank-led 

system into something more akin to America’s.

Page 2 of 3The return of securitisation: Back from the dead | The Economist
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Financial watchdogs are also keen on securitisation because they are confident that they can 

steer it along a different path from the one that ultimately wrought havoc in 2008. They 

believe that regulatory tweaks have made the practice safer.

One improvement is that those involved in creating securitised products will have to retain 

some of the risk linked to the original loan, thus keeping “skin in the game”. The idea is to 

nip in the bud any temptation to adopt the slapdash underwriting practices that became a 

feature of America’s mortgage market in the run-up to the financial crisis. Another 

tightening of the rules makes “re-securitisations”, where income from securitised products 

was itself securitised, more difficult to pull off. If regulators have their way, financial 

Frankenstein monsters such as the “CDO-squared”—a security underpinned by a security 

underpinned by a security underpinned by assets—are unlikely to make a comeback.

Perhaps the biggest change, however, is in investors’ attitudes. Before 2008, many fell for the 

sales pitch of the whizzes who hatched CDOs, ABSs and the like. Reassured by somnolent 

credit-rating agencies, which backed the bankers’ vision of handsome returns at virtually no 

risk, investors piled in with no due diligence to speak of. Aware of the reputational risks of 

messing up again, they now spend more time dissecting three-letter assets than just about 

anything else in their portfolio. Regulators will have to make sure that they retain this 

newfound discipline.

From the print edition: Finance and economics

Page 3 of 3The return of securitisation: Back from the dead | The Economist
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This instrument was prepared by 
and should be returned to: 

SUBORDINATION, NON-DISTURBANCE AND ATTORNMENT AGREEMENT 

This Subordination, Non-Disturbance and Attornment Agreement (this “Agreement”) is 
made, executed, and delivered this    day of ________, 20__, by 
___________________________, whose mailing address is ________________________ 
(“Tenant”) and ________________, whose mailing address is _________________ 
(“Landlord”), to _______________, whose mailing address is __________________ (“Lender”).  

Background Information: 

1. Lender has made a loan to Landlord in the total principal amount of $________
(the “Loan”) which Loan is secured, in part, by that certain Commercial Real Estate Mortgage 
given by Landlord dated __________, 20__ and recorded in Official Records Book _____, Page 
___ of the Public Records of _____ County, Florida (the “Mortgage”) upon the real property 
described on the attached Exhibit “A” (the “Property”). 

2. On __________, Landlord and Tenant entered into a Commercial Lease
Agreement (the “Lease”) with respect to certain premises totaling approximately _______ gross 
square feet of leasable space in___________ commonly known as __________, Florida, and 
located on the Property, as more particularly identified in the Lease Agreement (the “Premises”).  

3. Tenant and Lender desire to confirm their understanding with respect to the Lease
and the Mortgage. 

Terms and Conditions: 

NOW THEREFORE, in consideration of the mutual covenants contained herein, and for 
other good and valuable consideration, the receipt and sufficiency of which are hereby 
acknowledged, the parties agree and covenant as follows: 

1. Background Information.  The above Background Information is correct and is
incorporated into the terms and conditions of this Agreement.

2. Representations and Warranties.  Tenant and Landlord represent and warrant as follows:

a. The Lease is in full force and effect.

b. Tenant and Landlord have fully complied with the terms and conditions of the
Lease.

c. Neither Tenant nor Landlord is in default under the Lease, nor are there any
events or conditions which, by the passage of time or giving of notice or both
would constitute a default thereunder by Tenant or Landlord.
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d. Notwithstanding anything to the contrary in the Lease, the Lease shall not be
modified in any way without the written consent of Lender.

e. Tenant is unaware of any dispute, action, suit, condemnation proceeding, claim or
right of setoff pending or threatened with respect to the Lease or the Premises.

f. There are no liens, encumbrances, mortgages, claims, boundary line or other
disputes, demands or security interests in, on or against the Premises or any
goods, furnishings, appliances, fixtures or equipment now installed in or affixed
to the Premises except for such interests held by Lender.

g. Tenant and Landlord have the authority to enter into this Agreement and fully
understand and acknowledge that Lender is relying on this Agreement, including
all terms and conditions thereof, in making the Loan.

3. Subordination.  Tenant hereby subordinates all of its right, title and interest in the
Premises, including all improvements thereto and personal property located thereon, to
Lender.  The Lease, including any future amendments thereto, is hereby made subject to
and subordinate to the Mortgage including all terms and conditions thereof, and all other
instruments securing the Loan and shall also be subject to and subordinate to all
renewals, modifications, consolidations, replacements and extensions of the Mortgage
and all other instruments securing and evidencing the Loan to the full extent of the
secured indebtedness.  The Lease, including any future amendments thereto, shall also be
subject to and subordinate to any future advances made under the Mortgage.

4. Lender’s Option to Cure Landlord’s Default.  Tenant agrees that it will notify Lender if
Landlord is in default under the Lease and will give Lender thirty (30) days after receipt
of such notice in which to cure the default before Tenant invokes any of its remedies
under the Lease.  Lender shall have the right, but not the obligation to cure any default in
Lender’s sole discretion. If the nature of the default is such that more than thirty (30)
days are reasonably required for its cure, then Lender shall be entitled to such additional
time as is needed to cure the default provided Lender diligently prosecutes such cure to
completion.

5. Non-Disturbance.  Lender agrees that, so long as Tenant is not in default under the Lease
or except as required by state law to effectuate Lender’s rights under the Mortgage,
Tenant shall not be named as a party defendant in any action for foreclosure or other
enforcement of the Mortgage, nor shall the Lease be terminated in connection with the
foreclosure or other proceedings for the enforcement of the Mortgage, or by reason of a
transfer of the Landlord’s interest under the Lease by assignment (or similar device) in
lieu of foreclosure, nor shall Tenant’s use or possession of the Premises be interfered
with, and the rights of Tenant under the Lease shall remain in full force and effect, and
Lender shall be bound to Tenant under all of the provisions of the Lease. Nothing
contained herein shall be construed so as to make Lender liable for any breach or liability
arising prior to the foreclosure or other proceeding for the enforcement of the Mortgage.
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6. Continuation of Lease and Attornment.  In the event of a foreclosure of the Mortgage or 

upon a sale or transfer of the Premises by deed in lieu of foreclosure, then provided 
Tenant is not in default under any of the terms, covenants or conditions of the Lease 
beyond any applicable cure period, the Lease shall continue in full force and effect as a 
direct lease and agreement between Lender or any such successor of Lender or Landlord 
and Tenant. Tenant agrees to (i) attorn to and accept Lender or any such successor of 
Lender or Landlord, as a result of foreclosure or deed in lieu thereof, as the landlord 
under the Lease and (ii) be bound by and perform all of the obligations imposed upon the 
Tenant under the Lease. 

 
7. Governing Law.  This Agreement shall be governed by and construed in accordance with 

the laws of the State of Florida.  Venue for any and all litigation involving this 
Agreement shall be in Leon County, Florida. 

 
8. Successors. All of the terms, covenants and conditions of this Agreement shall be binding 

upon and inure to the benefit of the respective successors and assigns of the parties 
hereto, including the future owners of the Property. 

 
9. Attorneys’ Fees.  In the event of litigation involving this Agreement, the prevailing party 

shall be entitled to payment by the non-prevailing party of the court costs and reasonable 
attorneys’ fees incurred by the prevailing party in connection with such litigation, 
including such litigation at the trial and appellate levels. 
 

10. Notice.  Any notice, demand, consent, authorization, request, approval or other 
communication that any party is required, or may desire, to give to or make upon the 
other party pursuant to this Agreement shall be effective and valid only if in writing, 
signed by the party giving notice or its attorney and delivered personally to the other 
parties or sent by express 24-hour guaranteed courier or delivery service or by facsimile 
transmission or by certified mail of the United States Postal Service, postage prepaid and 
return receipt requested, addressed to the other party at the address set forth in the 
introductory paragraph of this Agreement or to such other address as any other party may 
give to the other in writing for such purpose.  All such communications, if personally 
delivered, shall be conclusively deemed to have been received by a party hereto and to be 
effective when so delivered, or if sent by facsimile transmission, on the day of which it is 
transmitted, or if sent by overnight courier service, on the day after deposit thereof with 
such service, or if sent certified mail, on the third business day after the day on which it 
was deposited in the mail. 

 
11. Miscellaneous.  The agreements contained herein shall continue in force until all of 

Landlord’s obligations to Lender are paid and satisfied in full and all financing 
arrangements between the Lender and Landlord have been terminated.  This Agreement 
may only be modified by an instrument in writing signed by all parties to this Agreement.  
This Agreement may be executed by the parties hereto in several counterparts and each 
such counterpart shall be deemed to be an original, but all such counterparts together 
shall constitute one and the same agreement. 
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 IN WITNESS WHEREOF, the parties have executed this Agreement as of the day first 
above written. 
 
WITNESSES:     TENANT: 
 
       ___________________________ 
 
      
Print Name:       By:        
       Print Name:       
       Its:        
Print Name:      
 
 
 
 

[TENANT NOTARY BLOCK ON SEPARATE PAGE] 
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WITNESSES:     LANDLORD: 
 
       __________________________  
 
        
        
Print Name:       By:       
       Print Name:      
       Its:       
Print Name:      
 
 
 
STATE OF __________ 
COUNTY OF _______ 
 
 The foregoing instrument was acknowledged before me this ____ day of _________, 
20__, by _______________, as the Manager of ___________________, on behalf of the 
company. He or She is (__) personally known to me or has (__) produced 
__________________________ as identification. 
 
 

      
NOTARY PUBLIC 
Print Name:      
My Commission Expires: 
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WITNESSES:     LENDER: 
 
       ___________________________ 
        
      
Print Name:       By:        
       Print Name:       
       Its:        
Print Name:      
 
 
 
 
STATE OF     
COUNTY OF     
 
 The foregoing instrument was acknowledged before me this ____ day of _______, 20__, 
by        as        of 
__________________________, on behalf of the association. He or she is (__) personally 
known to me or has (__) produced __________________________ as identification. 
 
 

      
NOTARY PUBLIC 
Print Name:      
My Commission Expires: 
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Introduction to Tax Shelter 

 The following introduction is excerpted from Weidner, Realty Shelters: Nonrecourse 

Financing, Tax Reform, and Profit Purpose, 32 SOUTHWESTERN LAW JOURNAL 711 (1978).  

 

I. INTRODUCTION TO TAX SHELTER 

   The term “tax shelter” is usually used in one of two ways.  One definition of a tax shelter is 

an investment through which an individual pays tax on a smaller amount than the amount of 

cash actually received.  In this sense, a municipal bond is considered a tax shelter because no 

tax need be paid on its interest income.  In an investment in depreciable real estate, a tax 

shelter in this broad sense exists in any year in which the depreciation deduction exceeds the 

amount of cash that is used to retire the principal on outstanding indebtedness.  Stated 

differently, taxable income will be less than the net amount of cash generated by a real estate 

investment whenever the deduction for the noncash expense of depreciation exceeds the 

amount of money applied to repay principal on indebtedness, a cash expense for which there 

is no corresponding deduction.  The essential point is that there is a gap between deductions 

that are available without current cash expenditures and actual cash expenditures that are not 

deductible.
1
  For example, no matter what the other income and expense items in connection 

with a property, if depreciation is $100 and debt amortization is $80, taxable income will be 

$20 less than the net cash produced.  If there is an overall cash loss, the tax loss will be $20 

greater than the cash loss.  

    Investment advisors who specialize in real estate, however, are likely to respond that their 

clients who seek “tax shelter” are using the term in a more restrictive sense.  High bracket 

investors in real estate often want more from their real estate investments than a flow of cash 

that is currently free from tax. They seek tax losses that can be passed through to them and 

used to offset, or “shelter,” their income from other sources.  Current cash flow, indeed, may 

be of little or no immediate interest.  As shall be illustrated more fully below, it is extremely 

common for investments in depreciable real estate to produce a stream of cash flow that is 

currently sheltered from tax and, at the same time, generate tax losses that can be used by the 

investor to offset income from other sources.  In effect, two different commodities are 

produced annually: cash benefits and tax benefits.  

    Tax shelter can perhaps best be demonstrated by deriving a year’s tax consequences from 

the same year’s cash consequences.  The net cash flow for any year is, most basically, cash 

received minus cash spent.  In rental properties, whether they are apartments, offices, or 

retailing concerns, net cash flow (NCF) consists of rent receipts (RR) minus real estate taxes 

(RT), maintenance expenses (ME), principal repaid on indebtedness (P), and interest paid on 

indebtedness (I).  Consider, for example, the following statement of one year’s net cash flow 

from Blackacre Apartments: 

 

NCF   =   RR      –    RT –   ME –   ( P + I) 

          = $10,000  –   500  –  400  –  ( 900 +   8,000) 

           = $200  
                                                           

Copyright 1978 by Donald J. Weidner. 

1
 Thus, it would be more precise to say that there will be tax shelter in the broad sense in any year in which the 

depreciation deduction, available without a cash outlay, exceeds the sum of the nondeductible cash outlays for debt 

amortization and capital improvement. 
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The taxable income or loss of Blackacre Apartments for the year in question can be derived 

by making two adjustments to the net cash flow: add back in principal repayment (P) and 

subtract the appropriate depreciation deduction (D).  The effect of these two adjustments is to 

convert the year’s cash reality into the same year’s tax reality.  Principal repayment was 

subtracted in the computation of net cash flow because it is an actual cash expense.  It must 

be added back to convert net cash flow into taxable income or loss because it is a 

nondeductible expense.  Conversely, depreciation must be subtracted from net cash flow.  

Depreciation did not enter into the computation of net cash flow because it is a deduction 

available without a current cash expense.  If the Blackacre Apartments’ depreciation 

deduction for the year in question is $1,200, the taxable income or loss is computed as 

follows: 

      TI   =   NCF +   P    –  D 

            =  $200  +  900  – 1,200 

            = ($100) 

Thus, for the year in question, Blackacre Apartments has produced a positive cash flow of 

$200 and a tax loss of $100.  

   Stating taxable income or loss in terms of net cash flow makes it clear that tax shelter 

depends solely on the relationship between principal repayment and the depreciation 

deduction.  If principal repayment equals depreciation, the two cancel each other out and 

taxable income, or loss, is the same amount as the amount of positive, or negative, net cash 

flow. In other words, the owner of Blackacre Apartments must pay tax on the same amount 

as the amount of dollars he actually receives.  Whenever the depreciation deduction is greater 

than principal repayment, however, he will only be required to pay tax on a lesser amount 

than the amount of cash actually received.  Indeed, in the above example, he not only is free 

from paying tax currently, he also has a tax loss.  An investment in depreciable real estate is a 

tax shelter in this more narrow sense whenever the depreciation deduction is greater than the 

sum of net cash flow and principal repaid on indebtedness; when, after all the net cash flow 

and debt amortization
2
 are “sheltered” from tax, tax losses remain.  

 

II. THE COLLAPSE OF TAX SHELTER 

           The extent to which a particular investment achieves tax shelter usually changes 

constantly over time.  Typically, tax shelter diminishes, disappears, and the reverse of tax 

shelter becomes the case: the investment becomes one in which the investor must pay tax on 

a greater amount than the amount of cash actually received.  The reason for this collapse of 

tax shelter is that the two determinants of tax shelter, principal repayment and depreciation, 

generally change over time.  Most typically, real estate is financed with level payment 

mortgages that are fully amortized at the end of a regular schedule of payments.  In such 

mortgages early debt service payments consist almost entirely of interest.  As time passes, a 

greater portion of each payment is attributable to the nondeductible expense of principal 

repayment.  Further, if an accelerated method of computing depreciation is used, depreciation 

deductions will at the same time be getting smaller. Thus, as the life of the investment 

progresses, principal repayment (P) will be getting larger and depreciation (D) will be getting 

                                                           
2
 The term “debt amortization” is used herein to refer to the repayment of the outstanding principal on indebtedness.  
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smaller. The tax shelter collapses when D is equal to P.  Indeed, the situation deteriorates 

further as P becomes greater than D.  Consider the above illustration of Blackacre 

Apartments in a year in which net cash flow is still $200. Assume, however, that the loan is 

much later in its life and that $8,000 of the $8,900 debt service payments for the year is 

attributable to principal repayment, and that only $900 is attributable to interest.  Assume, 

further, that the depreciation deduction in this later year is only $700. Even though the cash 

flow remains at $200, the taxable income or loss is now computed as follows:  

 TI = NCF   +     P      –    D 

      = $200   +   8,000  –  700  

 = $7,500 

Thus, although the basic cash reality remains the same, the tax reality has changed 

dramatically; in this subsequent year the owner of Blackacre Apartments must report 

ordinary income at $7,500 even though net cash flow is only $200. 
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47 T.C. 340 
Tax Court of the United States. 

MANUEL D. MAYERSON AND RHODA 
MAYERSON, PETITIONERS 

v. 
COMMISSIONER OF INTERNAL 

REVENUE, RESPONDENT 

Docket No. 2969-64. | Filed December 29, 
1966. 

Some of the facts have been stipulated and 
are found accordingly and adopted as our 
findings. 

Petitioners are husband and wife and are 
residents of Cincinnati, Ohio. Their joint 
returns for the years involved were filed 
with the district director of internal revenue, 
Cincinnati, Ohio. Petitioner, Rhoda 
Mayerson, is a party herein only by reason 
of having filed a joint return with her 
husband, Manuel D. Mayerson, and the 
latter will hereinafter be referred to as the 
petitioner. 

Petitioner has been a licensed real estate 
broker for approximately 20 years. In 
addition to his brokerage activities, he has 
owned many investments in real estate and 
has been instrumental in developing 
several shopping centers and many motel 
and apartment projects, remodeling older 
structures when necessary. 

The property which is the subject of the 
primary controversy here is located at the 
northwest corner of 8th and Walnut Streets, 
Cincinnati, Ohio, and hereinafter will be 
referred to as the 8th and Walnut Building. 
Petitioner first became interested in 
acquiring this commercial property in the 
latter part of 1959. The building was owned 
by the Estate of Edith W. Balch and 
petitioner contacted the coexecutor of the 
estate, Henry W. Hobson, Jr., a Cincinnati 

lawyer, to discuss the possible site of the 
building. At the outset petitioner was 
informed that the estate wanted $275,000 
cash for the property, and that if he was not 
able to pay cash the price would go up to a 
top price of $332,000. 

The history of the building relative to its net 
profits over the years was discussed in 
detail during the sales negotiations. At one 
time the building had produced a relatively 
good income but toward the last years of 
Edith Balch’s life and during the period of 
administration of the Balch Estate the 
building had not been profitable. 

Another concern of petitioner was the 
existence of 72 outstanding building orders 
against the building imposed by municipal 
authorities in order to insure conformance 
with the Cincinnati Building Code. Petitioner 
considered these building orders carefully 
since the exact costs for necessary 
corrective action could not be precisely 
ascertained, and they could have involved 
tens of thousands of dollars. 

Petitioner was only interested in the 
purchase of the 8th and Walnut Building 
and the Balch Estate was only interested in 
selling the building. The Balch Estate was 
not interested in leasing the property to 
petitioner or obtaining a new manager. 

Petitioner was particularly interested in 
remodeling this older property in order to 
enhance its profit potential. Several 
alternative possibilities for the building were 
discussed, including conversion into a *342 
motel or hotel, development into a 
downtown apartment project or a major 
garage installation, or attraction of a single 
user for the entire property. 

Petitioner’s lack of available funds made it 
impossible for him to pay cash for the 
building. Conventional mortgage financing 
was investigated but it was found that such 
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financing was unavailable due to the 
building’s age, condition, and the 
outstanding building orders. After extensive 
negotiations, representatives of the Balch 
Estate agreed to convey the title to the 
building with financing based upon a 
purchase-money note in the face amount of 
$332,500 secured by a long-term mortgage. 
If the purchase-money obligation was paid 
off within the first year, or the 2 succeeding 
years, the price would be reduced to 
$275,000 or $298,750, respectively. 
Thereafter, the price would increase to the 
face amount of the mortgage note, a 
maximum of $332,500. 

A valid warranty deed was executed and 
the property was conveyed to petitioner on 
December 31, 1959. The deed was 
presented to the Hamilton County, Ohio, 
county auditor on December 31, 1959, 
where it was noted for transfer, and the 
formal registration with the recorder of 
Hamilton County, Ohio, was completed on 
January 5, 1960. 

In connection with the transaction, 
petitioner on the same date executed and 
delivered to the sellers documents entitled 
‘Mortgage Note’ and ‘Purchase Money Real 
Estate Mortgage.’ The document entitled 
‘Mortgage Note’ provided as follows: 

FOR VALUE RECEIVED, on or before 
ninety-nine (99) years from date, the 
undersigned, Manuel D. Mayerson, 
Trustee, promises to pay to the order of 
DeWitt W. Balch and Henry W. Hobson, Jr., 
Co-Executors of the Estate of Edith W. 
Balch, deceased, their successors or 
assigns, whose present address is 1232 
Federal Reserve Bank Building, Cincinnati 
2, Ohio, the principal sum of Three Hundred 
Thirty-two Thousand Five Hundred Dollars 
($332,500.00), under the conditions 
contained herein and subject to the limit of 
liability as provided for herein; Five 

Thousand Dollars ($5,000.00) of principal 
shall be payable on December 31, 1959, 
and Five Thousand Dollars ($5,000.00) of 
principal shall be payable on January 4, 
1960. There shall be no obligation on the 
maker to make any further payments of 
principal at any particular time prior to due 
date, but he shall have the privilege of 
making payments, but shall not be 
obligated to, on account of principal at any 
interest payment date as hereinafter 
provided, but any such principal payment 
shall not be in an amount of less than 
Twenty-five Thousand Dollars ($25,000.00). 

Interest shall be the sum of Eighteen 
Thousand Dollars ($18,000.00) per year, 
payable in monthly installments of Fifteen 
Hundred Dollars ($1500.00) each on the 
last day of each month, beginning January 
31, 1960. When and if the principal owing 
on this note shall have been reduced below 
the sum of Three Hundred Thousand 
Dollars ($300,000.00), interest on the 
remaining balance shall be calculated at the 
rate of 6% per annum on the unpaid 
principal, and shall be payable in equal 
monthly installments monthly at the times 
hereinbefore started. 

It is further agreed that if the two payments 
aggregating Ten Thousand Dollars 
($10,000.00), payable on December 31, 
1959 and January 4, 1960, as *343 
aforeprovided, and all interest shall have 
been paid, the principal amount of this note 
may be fully satisfied at any time after 
January 5, 1960, and before December 31, 
1960, by the payment of Two Hundred 
Seventy-five Thousand Dollars 
($275,000.00), the said Two Hundred 
Seventy-five Thousand Dollars 
($275,000.00) to be reduced by any 
payments that may have been made in 
addition to the Ten Thousand Dollars 
($10,000.00) paid on December 31, 1959, 
and January 4, 1960, and upon such 
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payment this note shall be cancelled. 

It is further agreed that if the two payments 
aggregating Ten Thousand Dollars 
($10,000.00), payable on December 31, 
1959 and January 4, 1960, as 
aforeprovided, and all interest shall have 
been paid as herein provided, the principal 
amount of this note may be fully satisfied at 
any time after December 31, 1960, and 
before December 31, 1962, by the payment 
of Two Hundred Ninety-eight Thousand 
Seven Hundred and Fifty Dollars 
($298,750.00), the said Two Hundred 
Ninety-eight Thousand Seven Hundred and 
Fifty Dollars ($298,750.00) to be reduced 
by any payments that may have been made 
in addition to the Ten Thousand Dollars 
($10,000.00) paid on December 31, 1959, 
and January 4, 1960, and upon such 
payment this note shall be cancelled. 

This note is secured by a mortgage of even 
date herewith on real estate situate in 
Cincinnati, Ohio. 

In the event of default in the payment of any 
installment of principal or interest on this 
note when due, or in the event of default in 
the performance of any of the covenants 
contained in the mortgage to be performed 
by the mortgagor, the holder of this note 
may, at his option, without notice, declare 
the principal of this note and the interest 
thereon to be immediately due and payable 
and may proceed to enforce the collection 
thereof by suit to foreclose the mortgage, 
but his sole recourse, except for interest 
then due, shall be to the mortgaged 
property and the maker’s liability for any 
other amounts owing hereunder, shall be 
limited to the loss of the real estate covered 
by the mortgage and there shall be no 
personal liability whatever on his part. The 
holder, by acceptance hereof, waives the 
right to bring an action or suit for personal 
judgment hereon, except for accrued 

interest. 

The pertinent provisions of the document 
entitled ‘Purchase Money Real Estate 
Mortgage’ provided as follows: 

And the said Grantor, for himself and his 
successors in trust and assigns, does 
hereby covenant and agree with the said 
Grantees, their successors and assigns, as 
follows: 

1. To pay the note hereby secured in 
accordance with its terms, but subject 
however, to the limit of liability therein and 
herein provided, and all other amounts 
herein agreed to be paid by the Grantor 
when and as the same shall become due 
under any covenant or stipulation herein 
contained, subject, however, to limit of 
liability herein contained. * * * 

In the event of loss, if permitted by 
Grantees’ mortgagee, the proceeds of the 
foregoing insurance policies shall be 
applied at the option of the Grantor either to 
the reduction of the mortgage indebtedness 
secured hereby or to the repair and 
restoration of the damage. Should it be 
applied to such repair and restoration and 
there be an o verage, the overage shall be 
applied to the reduction of the mortgage 
indebtedness. It is further agreed, if 
permitted by Grantees’ mortgagee, that if 
the damage be of such nature as in the 
opinion of the Grantor shall not warrant the 
application of the proceeds to the 
construction of a building similar to that now 
on the premises, the Grantor may demolish 
whatever is left of the present structure and 
either replace it with a different type of 
structure *344 or none at all, provided, 
however, that such action shall not be taken 
without the consent of the Grantees, which 
consent shall not be unreasonably withheld. 
If such course is taken, proceeds of 
insurance shall be used to place the 
property in proper condition and the 
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balance shall be applied to the reduction of 
the mortgage indebtedness. 

4. To maintain or cause to be maintained 
the buildings and improvements upon said 
premises in good condition and to repair, 
renew and replace the same whenever 
necessary and not to commit or permit any 
waste thereon or thereof. 

5. To improve the mortgaged property by 
complying with all building orders 
outstanding against the property as of the 
date hereof with due diligence and within a 
reasonable time and, thereafter, to keep the 
property free of any building orders by any 
public or other authority authorized to issue 
the same by complying therewith with due 
diligence and within a reasonable time. * * * 

7. That upon failure of Grantor to maintain 
insurance as above stipulated or to deliver 
said renewal policies as aforesaid or to pay 
said premiums, the Grantees may effect 
such insurance and pay the premiums 
therefor, and upon Grantor’s failure to pay 
any taxes, charges, rates and assessments 
as above stipulated or if there shall be at 
any time any prior liens or encumbrances 
on said premises, Grantees may, without 
notice to or demand on Grantor, pay the 
amount of any such taxes, charges, rates or 
assessments or prior liens or 
encumbrances and redeem the property 
from any tax sale with any expenses 
attending the same, including Attorneys’ 
fees. In either of such events, the Grantor 
agrees to repay to the Grantees, with 
interest at the rate of six per cent (6%) per 
annum thereon, upon demand, any amount 
so paid by the Grantees, and the same 
shall be a lien on said premises and be 
secured by these presents. 

8. The Grantor will comply with all laws, 
ordinances and regulations of all public 
authorities relating to the Mortgaged 
Premises and will not remove or demolish 

any buildings thereon or any of the 
mortgaged properties situated therein 
without the consent of the Grantees, which 
consent shall not be unreasonably withheld; 
nor shall Grantor sell or convey any part of 
the premises hereby conveyed without the 
written consent of Grantees, which shall not 
be unreasonably withheld. The foregoing 
limitation of conveyancing shall not be 
applicable to conveyances to any person 
for whom the Grantor is holding title and all 
limitations of liability provided for herein 
shall have like application to the Grantor 
and any persons for whom the Grantor 
holds title. 

9. That the Grantor will pay to the Grantees 
any and all sums, including costs, 
expenses, reasonable Attorneys’ fees, 
which Grantees may incur or expend in any 
proceeding to sustain the lien of this 
mortgage or its priority (except for mortgage 
hereinafter referred to) or to defend against 
the liens or claims of any person or persons 
asserting priority to this mortgage (except 
for mortgage hereinafter referred to) or in 
discharge of any such claim or lien or in 
connection with any suit at law or in equity 
to foreclose this instrument or to recover 
any indebtedness hereby secured or in 
which it may be necessary or proper to 
prove the amount thereof or for any 
extension of title to said premises together 
with interest on said sums at six per cent 
(6%) per annum until paid and any amounts 
so paid by the Grantees shall be a lien on 
said premises and be secured by these 
presents. *** 

Notwithstanding anything in this mortgage 
or in the promissory note contained to the 
contrary, the sole and only personal liability 
of the Grantor shall be the obligation to 
make the two payments on December 31, 
1959, and January 4, 1960, aggregating ten 
thousand dollars ($10,000.00), and the 
payments to Grantees provided for in 
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Paragraphs 7 and 9 above and the interest 
provided *345 for in the promissory note, 
and the Grantees’ only recourse in case of 
any default in any other of Grantor’s 
obligations shall be against the mortgaged 
property only, and to foreclose the 
mortgage and in no event and under no 
circumstances, except as provided in this 
paragraph, shall a money judgment be 
taken against Grantor. It is further agreed 
and understood that Grantor’s obligations 
under Paragraphs 7 and 9 and for interest 
on said note shall terminate, except as to 
amounts then due, upon the first to happen 
of the following: (1) Proceedings being 
commenced to foreclose this mortgage or 
to otherwise regain possession of the 
mortgaged property, or for the application of 
rents for the benefit of the mortgagees; or 
(2) upon proffer of a conveyance thereof to 
the Grantees by the Grantor, except for 
sums for costs, expenses and reasonable 
attorneys’ fees which may accrue thereafter 
by reason of a proceeding described in 
Paragraph 9. Grantees hereby waive the 
right to bring or maintain any action or suit 
for a personal judgment, except as provided 
in this Paragraph. 

Both of the preceding documents will 
hereinafter be referred to jointly as the 
purchase-money mortgage. 

Petitioner paid $5,000 in December of 1959 
and $5,000 in January of 1960 as provided 
for and required by the note. It was 
understood by the parties that petitioner 
would find the best use for the property as 
soon as possible and after finding such use 
seek conventional financing for the purpose 
of liquidating the purchase-money 
mortgage. The time for accomplishing the 
foregoing plan was indefinite, but the 
parties discussed the possibility of 5 to 10 
years or less. 

Petitioner held title to the building as 

trustee. An unrecorded trust agreement 
named his wife as the beneficiary of the 
trust. Under Ohio law, such an arrangement 
is categorized as a dry trust and 
subsequent purchasers are entitled to 
consider the trustee as the sole owner of 
the property. 

Following the transfer of title, petitioner 
contacted architects and had engineering 
surveys made of the property. Costs of 
conversion were explored with several 
independent contracts. Apartment or motel 
conversions were investigated in detail. 
Petitioner spoke to hundreds of people in 
connection with the possible conversion of 
the building. Installation of new elevators 
was considered as well as refacing the 
entire structure. 

The outstanding building orders were 
reduced from 72 to 25 by March 4, 1960, 
and were further reduced to 6 by December 
16, 1964. This was done by petitioner at his 
expense in order to keep the building open 
and also to comply with the requirements of 
the purchase-money mortgage. Boilers 
were purchased by petitioner and installed 
in the 8th and Walnut Building in January of 
1961 at a cost of $13,000. 

In addition to repairs required by the 
building orders and normal maintenance, 
petitioner has made several major 
improvements. Garage entrances were 
widened, the building was rewired, the 
lobbies were reconditioned with the 
installation of new ceilings and fronts. 
Several thousands of dollars were spent to 
create offices on the second *346 floor of 
the building as part of an experiment to test 
the potential for renting office space at 
highly competitive rates. Costs of repairs to 
the building in the amount of $9,847.67 and 
$8,931.11 were deducted on petitioner’s 
income tax returns for 1960 and 1961, 
respectively, and these deductions have not 
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been questioned by respondent or 
disallowed in the deficiency notices issued 
for those years. 

Following the transfer of title in 1959, 
petitioner executed leases with tenants and 
paid utilities, insurance, and real estate tax 
bills. In late December of 1964, petitioner 
learned that the owner of a nearby building 
was contemplating another area for a 
garage. After discussions with the owner of 
this building, petitioner convinced him to 
lease the entire 8th and Walnut Building. By 
using this lease as collateral, petitioner was 
for the first time able to get a conventional 
mortgage loan from a financial institution. 
After securing this loan, petitioner 
negotiated with the Balch Estate and in 
January of 1965 the parties agreed to a 
settlement of the flat sum of $200,000. 
Petitioner made no payment of principal 
with respect to the purchase-money 
mortgage from the time of the initial 
$10,000 downpayments until the negotiated 
settlement resulting in payment of $200,000 
to discharge this lien. 

Petitioner had never dealt with Henry W. 
Hobson, Jr., the co-executor of the Balch 
Estate, prior to the negotiations concerning 
the 8th and Walnut Building. The two men 
were not even acquainted with each other 
prior to these dealings. Neither the Balch 
Estate nor the trust which succeeded to its 
interest claimed a deduction for 
depreciation on the building after December 
1959. 

A deed from petitioner as trustee would be 
necessary to transfer legal title to the 8th 
and Walnut Building to any person or entity. 
A title insurance company was willing in 
December of 1964 to issue a title insurance 
binder in support of such a conveyance in 
any amount desired. 

In the field of mortgage lending, it is a usual 
practice with respect to income-producing 

property that mortgagors have their liability 
limited to the specific security that is 
covered by the mortgage. It is also a 
frequent practice in the field of mortgage 
lending to allow the mortgagee to waive 
payments of principal on income-producing 
properties in distress or incentive situations. 

Petitioner allocated $200,000 of the alleged 
purchase price of the 8th and Walnut 
property to the depreciable building and 
claimed depreciation during the years in 
question based upon this amount. By a 
30-day letter dated September 26, 1963, 
petitioner was advised that the Internal 
Revenue Service was disallowing all 
depreciation on the 8th and Walnut Building 
for the following reason: 

*347 The disallowance of depreciation in 
full on 8th and Walnut was based on the 
fact that the transaction made by the 
taxpayer in obtaining the building was a 
lease and not a purchase. The taxpayer’s 
down payment of $10,000 was determined 
to be cost of obtaining the lease and 
amortizable over the life which is 99 years. 

The statutory notice of deficiency dated 
April 9, 1964, contained the following 
determination for 1960: 

It has been determined that depreciation 
claimed (in) the amount of $18,025.00 is 
excessive, and not an allowable deduction 
in accordance with section 167 of the 
Internal Revenue Code of 1954. See 
Exhibit A for computation of the 
adjustments. 

You are hereby allowed amortization on the 
$10,000.00 cost of obtaining lease on 8th 
and Walnut Building, in accordance with 
section 178 of the Internal Revenue Code 
of 1954. See Exhibit A for computation of 
the adjustment. 

The determinations for 1961 relating to 
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depreciation on the 8th and Walnut Building 
contained in the same notice of deficiency 
were identical in all respects except for the 
amount disallowed. Exhibit A to the notice 
of deficiency showed that no depreciation 
attributable to the 8th and Walnut Building 
was allowable, but allowed an annual 
deduction of $101.01 as amortization over a 
period of 99 years for the $10,000 
downpayment which was classified as the 
cost of obtaining a 99-year lease. The 
notice of deficiency did not alter petitioner’s 
claimed interest deductions for the years 
1960 and 1961 relative to the 
purchase-money mortgage, and did not 
provide for or allow any deductions for 

rental payments under a lease. 

The parties have agreed that if it is 
determined that petitioner is entitled to 
claim depreciation with respect to the 8th 
and Walnut Building, then, for the purpose 
of determining the depreciation deduction 
the following shall apply: 
 
 

 
 
 

* * *

___________________________________________________________________________ 
 

ULTIMATE FINDINGS OF FACTS 

The petitioner acquired the 8th and Walnut 
Building in an arm’s-length transaction 
which constituted a bona fide purchase and 
created a valid debt obligation. Petitioner’s 
gross investment in this property for 
computing depreciation for the years 1960 
and 1961 was $332,500. 

OPINION 

Respondent determined that petitioner’s 
claimed deduction for depreciation of the 
8th and Walnut Building was excessive and 
not allowable under section 167 during the 
years in question. A depreciation deduction 
is allowed for property used in a trade or 
business or held for the production of 
income. Section 167(g) of the Code 
provides that the basis for the depreciation 
deduction is the adjusted basis provided in 
section 1011 for the purpose of determining 
the gain on the sale or other disposition of 
such property. Generally, the adjusted 
basis for determining gain or loss from the 

sale of property is the amount paid for such 
property in cash or other  

property. Sec. 1.1012-1, Income Tax Regs. 
Thus, in a  

situation of outright purchase, the amount 
paid for the property constitutes the 
depreciable basis. Moreover, it is well 
accepted that a purchase-money debt 
obligation for part of the price will be 
included in basis. This is necessary in order 
to equate a purchase-money mortgage 
situation with the situation in which the 
buyer borrows the full amount of the 
purchase price from a third party and pays 
the seller in cash. It is clear that the 
depreciable basis should be the same in 
both instances. 

Respondent’s position is essentially that the 
purchase-money mortgage involved in this 
case was a nullity and that a capital 
investment in the subject property had not 
occurred. The $10,000 cash downpayment 
was treated in Exhibit A to the deficiency 
notice as the cost of obtaining a 99-year 
lease, thus qualifying for amortization 
deductions over the term of the lease. This 
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treatment gives rise to the inference *350 
that respondent determined that the 
transaction actually resulted in the creation 
of a long-term lease. On brief, respondent 
adds the additional contention that in effect 
all petitioner acquired was an option to 
purchase at any time during the alleged 
lease. 

Respondent’s position apparently results 
from his objections to certain features of the 
purchase-money mortgage. Petitioner was 
not personally liable on the mortgage, and 
the only recourse available to the 
mortgagee in case of default was 
foreclosure against the property; the 
property was the only security under the 
mortgage agreement. Respondent argues 
that when there is no enforceable and 
binding personal obligation with respect to 
the purchase price, no debt is created. 

The absence of a debt is also indicated by 
the indefinite amount of the alleged 
obligation, according to respondent. This is 
evidently a reference to the fact that 
petitioner could pay off the mortgage in the 
first or 2 succeeding years with an amount 
stipulated in the purchase-money mortgage 
which was less than the face amount due 
after the expiration of 3 years. Thus, the 
amount due on the mortgage could 
fluctuate between three different sums 
depending upon whether payment occurred 
within the first year, the second, or third 
year, or years thereafter. 

Respondent also emphasizes the fact that 
after two initial payments of $5,000 each, 
no portion of the principal of the 
purchase-money mortgage was due on or 
before 99 years from the date of the 
obligation. Petitioner did have the option, 
however, to make payments of principal at 
any time during the term of the mortgage. 
Petitioner was obligated to pay a fixed sum 
of $18,000 per year, designated as interest, 
in monthly installments. If the principal due 
on the mortgage was reduced below 
$300,000, the interest was payable at the 

rate of 6 percent per year on the unpaid 
balance. 

It is undisputed that petitioner became the 
owner of legal title to the 8th and Walnut 
Building. There is no hint of a sham 
transaction in the transfer of title to the 
building and respondent makes no 
contention that the transaction was a sham 
or rigged to appear to be a sale and 
mortgage back when it was in fact 
something else. We are concerned with an 
arm’s-Length transaction entered into 
between knowledgeable strangers for 
business motives. It is well accepted, 
however, that depreciation is not predicated 
upon ownership of property but rather upon 
an investment in property. Gladding Dry 
Goods Co., 2 B.T.A. 336 (1925). It therefore 
follows that the benefit of the depreciation 
deduction should inure to those who would 
suffer an economic loss caused by wear 
and exhaustion of the business property. 
See Thomas W. Blake, Jr., 20 T.C. 721 
(1953). 

*351 Respondent relies upon the preceding 
cases and general statements in Weiss v. 
Wiener, 279 U.S. 333 (1929), to the effect 
that only a capital investment is 
depreciable, to support his view that the 
petitioner did not have a depreciable 
interest in the 8th and Walnut Building. 

We must first decide whether the absence 
of personal liability with respect to the 
purchase-money mortgage precludes the 
inclusion of any amount attributable to the 
mortgage in the depreciable basis of the 
property. If this is true, depreciation based 
on the purchase-money mortgage should 
be denied regardless of the existence of a 
bona fide debt obligation for the mortgage. 
An analysis of this question must begin with 
the Supreme Court’s landmark decision in 
Crane v. Commissioner, 331 U.S. 1 (1947). 
The Crane case involved the question of 
what the proper basis of inherited property 
was for the purpose of computing the 
taxable gain on the sale of the property. 
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The property was received subject to an 
unassumed mortgage and was sold still so 
encumbered. The Court held that the basis 
of the property was the value at the date of 
death undiminished by the mortgage. The 
inclusion of the indebtedness in basis was 
balanced by a similar inclusion of the 
indebtedness in amount realized upon the 
ultimate sale of the property to a 
nonassuming grantee. 

The relevance of the Crane case to the 
issue of depreciable basis arises due to 
section 167(g) which states that the basis 
for depreciation shall be the same as the 
basis for gain or loss on a sale or exchange 
under section 1011. Thus, the Crane case 
constitutes strong authority for the 
proposition that t e basis used for 
depreciation as well as the computation of 
gain or loss would include the amount of an 
unassumed mortgage on the property. 

This position was expressly adopted by this 
Court in Blackstone Theatre Co., 12 T.C. 
801, 804 (1949), acq. 1949-2 C.B. 1, with 
the following language: 

From Crane we can deduce the following 
applicable principles: (a) the basis for given 
property includes liens thereon, even 
though not personally assumed by the 
taxpayer; and (b) the depreciation 
allowance should be computed on the full 
amount of this basis. * * * 

The respondent argues that the Crane case 
should not apply in a purchase situation 
since the basis in that case started with fair 
market value and not cost, as in the case of 
a purchase. The reasoning of the Crane 
case, however, seems equally applicable to 
a purchase situation and indeed was so 
applied in the Blackstone Theatre Co. case 
and Parker v. Delaney, 186 F.2d 455 (C.A. 
1, 1950). It should also be applied here. 

The element of the lack of personal liability 
has little real significance due to common 
business practices. As we have indicated in 

our findings it is not at all unusual in current 
mortgage financing of income-producing 
properties to limit liability to the property 
involved. *352 Taxpayers who are not 
personally liable for encumbrances on 
property should be allowed depreciation 
deductions affording competitive equality 
with taxpayers who are personally liable for 
encumbrances or taxpayers who own 
unencumbered property. The effect of such 
a policy is to give the taxpayer an advance 
credit for the amount of the mortgage. This 
appears to be reasonable since it can be 
assumed that a capital investment in the 
amount of the mortgage will eventually 
occur despite the absence of personal 
liability. The respondent has not suggested 
any rationale that would reasonably require 
a contrary conclusion. The lien created by 
the purchase-money mortgage, like the tax 
liens in the Blackstone Theatre case, 
should be included in basis for the purpose 
of computing depreciation. 

Having determined that the absence of 
personal liability with respect to a 
purchase-money mortgage does not 
preclude the inclusion of the mortgage in 
the depreciable basis of the property, we 
must decide whether the purchase-money 
mortgage involved in this case should be 
considered a bona fide debt obligation. 
Respondent argues that even if the usual 
purchase-money mortgage should be 
included in depreciable basis, this doctrine 
would be inapplicable in a situation where 
the alleged debt instrument does not create 
any obligation to pay the purchase price. 

The basis for respondent’s contention that 
no debt obligation was created are the 
absence of personal liability on the 
mortgage and the fact that the principal of 
the mortgage was not due for 99 years. We 
have already discussed the relative 
unimportance of personal liability in modern 
business transactions. We hold that this 
does not affect the validity of the mortgage 
debt. Therefore, if we are to conclude that 
there was no debt it must be because of the 
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99-year term for maturity. Although this 
term does seem unusually long, after 
viewing the totality of the circumstances 
and all the evidence of record we have 
found and hold that a valid debt obligation 
was created by the purchase-money 
mortgage in question. 

Contrary to respondent’s asserted position, 
we do not believe that this transaction was 
in reality or substance a lease with an 
option to purchase. The uncontroverted 
testimony of petitioner and a representative 
of the Balch Estate was that a sale was 
intended with an understanding that there 
would be a conversion to institutional 
mortgage financing as soon as possible. 
These witnesses were forthright, 
impressive, and entirely believable. It is 
clear that the 99-year term was never 
expected to run its course, but even absent 
this factor, it should be realized that a 
definite contractual obligation was created 
which would have had to be fulfilled by or 
before a definite date in the future. The 
sales transaction was normal in every other 
way, and the actions of the parties to the 
transaction certainly support our 
conclusions *353 that a bona fide sale 
occurred and a valid debt obligation for 
most of the purchase price was created. 
Petitioner invested in improvements for the 
building and undertook the usual duties of a 
property owner. He worked diligently to find 
the highest and best use for the property so 
that he could obtain conventional financing. 
Within a few years he succeeded and 
retired the mortgage as the parties 
understood and hoped. 

As we view the evidence before us, we do 
not have a substance versus form situation 
here because substance and form coincide. 
Although it can be argued that the 
economic realities of the transaction would 
be the same whether the transaction was 
characterized as a sale with a 
purchase-money mortgage or a long-term 
lease with an option to purchase at any 
time, the evidence is convincing that the 

parties to the transaction intended a sale 
and mortgage and the form was consistent 
with this intent. We therefore hold that the 
transaction was in substance as well as 
form an effective sale and purchase-money 
mortgage for income tax purposes. 

Respondent’s final argument for denial of 
the depreciation deductions on the 8th and 
Walnut Building is based on the proposition 
that even though the purchase-money 
mortgage imposed an obligation on 
petitioner, the obligation cannot be 
considered as part of the depreciable basis 
since the cost of property for the purpose of 
determining basis for depreciation does not 
include any amount with respect to 
obligations which are contingent and 
indefinite in nature. Columbus & Greenville 
Railway Co., 42 T.C. 834 (9163); Albany 
Car Wheel Co., 40 T.C. 831 (1963), 
affirmed per curiam 333 F.2d 653 (C.A. 1, 
1964); Lloyd H. Redford, 28 T.C. 773 
(1957). An example of the type of 
contingency referred to in the preceding 
proposition was present in the Albany Car 
Wheel Co. case. In that case we found that 
the purchase-taxpayer’s obligation under 
the purchase agreement to procure a 
release of the predecessor’s liability under 
a union contract for severance pay was of 
such a contingent nature that it could not be 
considered a part of the cost of the assets 
acquired. Whether it would ever be 
necessary to satisfy any severance pay 
obligations was unknown at the time of the 
sale. 

Similarly, in the Lloyd H. Redford case the 
amount of a note was held not to be 
includable in basis since the note was only 
payable from profits and it was uncertain 
whether there would ever be profits. 

It was held in the Columbus & Greenville 
Railway Co. case that basis did not include 
any amount of a mortgage where there was 
no primary responsibility and no fixed 
indebtedness for which the taxpayer or its 
property was liable. 
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We hold that the doctrine supported by the 
foregoing cases is inapplicable to the 
subject purchase-money mortgage. 
Respondent contends *354 that the amount 
of the obligation was indefinite because of 
the varying amounts due under the terms of 
the instrument and the fact that the 
purchase-money mortgage was eventually 
settled for the negotiated price of $200,000, 
a substantial reduction from the amount 
due under the instrument. 

There were only two variables in the overall 
purchase price of the property, and they 
were specified in dollar amounts. The price 
depended then upon whether the 
purchase-money mortgage was paid within 
the first year, the second year, or years 
thereafter. We would classify such a price 
reduction for early payment as a bonus 
discount. The presence of such optional 
discounts does not make the purchase 
price indefinite. It merely provided an 
incentive for very early retirement of the 
mortgage which did not occur. The cost 
basis at the time of purchase should be the 
nondiscount price; the entire principal of the 
note and mortgage was due unless the 
discounted sums were paid in the first 2 
years. It was not prepaid so as to provide 
for the application of the discount provisions 
and hence no adjustment in basis is 
required during the years before us. It is 
evident from the record that if the lien on 

the property provided by the mortgage were 
to be discharged at any time prior to its due 
date, the then fixed amount would 
necessarily have to be paid. There was 
nothing contingent or indefinite about the 
obligation here. 

The subsequent settlement of the 
purchase-money mortgage for less than the 
amount due under the terms of the 
instrument should not affect the allowable 
depreciation in taxable years prior to the 
settlement. In the Blackstone Theatre Co. 
case, the taxpayer acquired real estate with 
outstanding tax liens exceeding $120,000. 
Although there was no personal liability as 
to these liens and although the liens were 
settled 5 years after the acquisition for 
$50,000, the depreciable basis for the 
intervening years was held to include the 
full $120,000. Here we are concerned with 
an arm’s-length business transaction and 
there is no logical basis for disregarding the 
purchase price provided for in the 
purchase-money mortgage. 

Since we have decided the depreciation 
issue involving the 8th and Walnut Building 
in petitioner’s favor, it is unnecessary to 
decide whether the $10,000 downpayment 
should have been amortized as the cost of 
obtaining a lease over 25 years, the 
estimated life of the building, rather than 99 
years, the period of the alleged lease. 
 

 Footnotes 
1 All references are to the Internal Revenue Code of 1954 unless otherwise stated. 
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Note  
 See Fass and Howard, How to Use the Service Partnership to Picture Tax Shelters, 43 

J.  Tax. 15 (1975). 
 

 Compare also the language in Leonard Marcus, T.C.M. 1971-299: 

In each of the acquisitions in question, the term of the notes given in payment 
was well in excess of the useful life of the assets. * * * [E]ach of the agreements in 
question provided that the purchaser’s liability under the promissory notes or obligations 
given in payment was limited to the security of the property acquired in the given 
transaction; and that in the event of default, the seller’s only recourse was to this 
property.  In these instances, the petitioner and his fellow purchasers could in essence 
turn back the property and be relieved of any further liability. 

*                 *                  * 

In the factual pattern of this case, the contract price in each of the agreements 
did not have any real meaning.  Even taking each of the various contracts on its face, it 
is difficult to conceive of a situation where the petitioner and/or his fellow purchasers 
would continue to make payments under the various contracts where the property in 
question no longer had any useful life and where they would incur no financial liability 
for failure to make such payments.  In fact, the purchaser did default in four of the 
acquisitions and the property reverted to the respective sellers.  Hence, it is clear that, 
with respect to the acquisition of each bowling establishment, the purchaser’s liability 

and the amount of the obligation incurred were contingent and not ascertainable.  The 
contract price in each instance was not an absolute and unconditional price but a 
contingent amount which might never be paid, and said price is therefore not 
determinative for purposes of establishing a basis for depreciation. (emphasis added) 

______________________________________________________________________ 

Rev. Rul. 69-77, *        *        * 
1969-1 C.B. 59:     

                
  

The Service emphasizes that is acquiescence in Mayerson is based on the 
particular facts in the case and will not be relied upon in the disposition of other cases 
except in situations where it is clear that the property has been acquired at its fair 
market value in an arm’s length transaction creating a bona fide purchase and a bona 
fide debt obligation.  

 
The Service will continue to review transactions involving purported purchases of 

depreciable property where, in the light of all the facts and circumstances, it appears 
that the transactions were designed to improperly oreate or inflate depreciation 
deductions. In cases of this type, the Service will disallow unwarranted depreciation 
deductions.  
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59 T.C. 760 
United States Tax Court 

DAVID F. BOLGER AND BARBARA A. BOLGER, PETITIONER V. COMMISSIONER OF INTERNAL REVENUE, 
RESPONDENT 

Docket Nos. 5033-68, 5755-68. | Filed March 8, 1973. 

  

Opinion 

*761 TANNENWALD, Judge: 

 

Respondent determined the following deficiencies in petitioners’ income tax: 
 
 
 Year ......................................................  
  

Deficiency 
  

1963 ........................................................  
  

$13,153.44 
  

1964 ........................................................  
  

$22,596.75 
  

1965 ........................................................  
  

$30,512.00 
  

1966 ........................................................  
  

$90,186.00 
  

Certain concessions having been made, the only 
issue remaining for our consideration is whether 
petitioners are entitled to deductions for 
depreciation on account of certain real and 
personal property under the circumstances set 
forth herein. A decision with respect to this issue 
governs the allowability of rental and interest 
expenses and the investment credits claimed by 
petitioners. 
 

FINDINGS OF FACT 

Some of the facts have been stipulated. The 
stipulation and exhibits attached thereto are 
incorporated herein by this reference. 

David F. Bolger (hereinafter referred to as the 

petitioner) and Barbara A. Bolger are husband and 
wife whose legal residence was Ridgewood, N.J., at 
the time the petitions herein were filed. Joint 
returns for the years in question were filed with 
the district director of internal revenue for the 
Manhattan District, New York. Petitioner Barbara 
A. Bolger is a party herein solely because she filed 
joint returns with her husband for the years in 
question. 

During the years in question, petitioner was 
actively  

engaged in real estate investment and finance. As a 
result of his experience, he became familiar with 
the intricacies of various real estate transactions, 
one form of which is the subject herein. 

Petitioner’s modus operandi was generally the 
same for all 10 transactions challenged by 
respondent. Typically, petitioner would form a 
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financing corporation with an initial capitalization 
of $1,000. The shareholders consisted of those 
individuals who would ultimately receive title to 
the property, as explained infra. 

Petitioner would then arrange to have the 
corporation purchase a building which some other 
manufacturing or commercial concern (hereinafter 
referred to as the user) desired to lease; on 
occasion, the seller was the user itself. Then within 
several days, and, more often, on the same day, all 
of the following transactions would take place: (1) 
The seller would convey the property to the 
financing corporation; (2) the financing corporation 
would enter into a lease with the user; and (3) the 
financing corporation would then sell its own 
negotiable interest-bearing corporate notes in an 
amount equal to the purchase price to an 
institutional lender (or lenders, as the case might 
be) pursuant to a note purchase agreement (as the 
document was usually called), which would provide 
that the notes be secured by *762 a first mortgage 
(which sometimes took the form of a deed of 
trust), and by an assignment of the lease. 

The mortgage notes provided for payment to be 
made over a period equal to or less than the 
primary term of the lease and the financing 
corporation was also obligated to pay for all of the 
lender’s out-of-pocket expenses, including legal 
fees. 

The mortgage was a lengthy, detailed document 
covering almost every conceivable contingency. It 
spelled out in great detail the terms of payment 
and right of prepayment, the rights of the parties in 
case of default, and the responsibilities and 
limitations of the financing corporation under the 
agreement. More specifically, the corporation 
promised to maintain its existence and to refrain 
from any business activity whatsoever except that 
which arose out of the ownership and leasing of 
the property. Payments by the lessee were to be 
made directly to the mortgagee (or trustee) in 
satisfaction of payments on the secured notes. 
Moneys received under the lease were to be first 
applied to payment on the mortgage notes with 
the remainder to be paid over to the financing 

corporation. Provision was made as to the 
circumstances under which the corporation could 
sell or transfer the property, the transferee being 
required to assume all obligations under the 
mortgage and lease except that the transferee 
assumed no personal financial obligation for the 
payment of principal and interest or any other 
monetary judgment, liability on such assumption 
being limited to the property transferred. The 
transferee was also required to compel the 
financing corporation to maintain its existence, 
prevent it from engaging in any business other than 
that arising out of the property and lease thereon, 
cause such corporation to maintain books available 
for inspection by the mortgagee, and prevent any 
merger or consolidation by such corporation with 
any other corporation. 

The lease was for a primary term at least equal to, 
and, on occasion, in excess of, the period of the 
mortgage note. Provision was also made for 
payment by the lessee of all taxes, insurance, 
repairs, etc., and all costs of acquisition save the 
purchase price incurred by the lessor— i.e., it was a 
net lease. The lessee’s right and interest in the 
property, easements, or appurtenances were 
subordinated to the mortgage. Payments under the 
lease were to continue even if the building was 
destroyed; the lessee had the right to purchase the 
property in such event for a price set in accordance 
with a schedule attached to the lease which 
approximated the amount required from the lessor 
to prepay the note. Refusal to accept the offer of 
purchase would result in the termination of the 
lease. The lessee further agreed to indemnify the 
lessor from any liability resulting from any 
occurrence on the premises or because of the work 
being done on the premises by the lessee. The 
lessee was permitted to sublease the premises or 
any portion thereof, and he was permitted to 
assign his interest in the lease, providing *763 the 
sublessee or assignee promised to comply with the 
terms of the mortgage and the lease and further 
providing the lessee remain personally liable for 
the performance of all its obligations under the 
lease. 
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Upon the completion of the foregoing, the 
financing corporation would convey the property 
to its shareholders for ‘One dollar and other 
valuable consideration,‘ subject to the lease and 
the mortgage and without any cash payment or 
promise thereof by the transferee. Concurrently, 
the transferee would execute an assumption 
agreement in favor of the financing corporation, 
promising to assume all of the financing 

corporation’s obligations under the lease and the 
mortgage but limited as aforesaid. 

The particulars of the various transactions, insofar 
as they are material to the within case, are 
summarized in the following chart and the 
qualifications thereafter set forth: 
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*764 In the Colton, Calif., transaction, the transfer 
of the property from Stonbernardino Properties, 
Inc., to petitioner was delayed for 5 months. Also, 
upon receipt of the deed, petitioner conveyed the 
underlying land to a third party for $83,923.91 and 
simultaneously leased the property back for a term 
equal to that of the primary lease on the building. 
Petitioner paid a rental equal to 32 percent of the 
rent received from the lessee of the building less 
32 percent of any expenses incurred by 

Stonbernardino or petitioner in conformity with 
the mortgage and lease. 

In the Kinney Shoe transaction, one of seven 
parcels acquired by Janess Properties, Inc., was not 
actually conveyed to it until July 29, 1964, a month 
and a half after the original transaction was 
executed. All transfers of the parcel to petitioner 
and his associates then proceeded as in the model 
transaction. 

*765 In the San Antonio transaction, the initial 
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amount of financing proved inadequate to cover 
the cost of the facilities built on the property. 
Therefore, on June 15, 1965, about 6 months after 
the initial transactions, an additional $100,000 was 
financed in a manner similar to the initial cost. The 
mortgage and lease agreements were amended to 
absorb this cost and Andrean Properties, Inc., was 
a party to the modification documents. 

In the Etiwanda, Calif., and Rockford, Ill., 
transactions, a separate document was executed 
purporting to designate the financing corporation 
as the nominee of petitioner and his associates. 

In each instance, the fair market value of the 
underlying property was at least equal to the face 
amount of the mortgage, or the unpaid balance 
thereof, at the date the financing transactions were 
completed and at the date of the transfers to 
petitioner and, in some instances, to his associates. 

Petitioner reported in the tax returns for the years 
in question his proportionate share of the income 
and deductions attributable to the properties after 
his acquisitions. 
 

OPINION 

The dispute in this case— whether petitioner is 
entitled to depreciation deductions under section 
1671 with respect to certain properties—arises 
from a single factual pattern repeated several 
times, planned and executed by the petitioner, on 
each occasion using a different property and 
different persons in the supporting roles of lessee 
and mortgagee. In each instance, the petitioner 
acquired legal title to the property, subject to a 
long-term lease of the property and a mortgage 
encumbering the property in respect of which he 
assumed no personal liability. At the time of 
petitioner’s acquisition, the value of each property 
at least equaled the unpaid principal amount of the 
mortgage, and petitioner neither made nor 
obligated himself to make any cash investment in 
the property out of his own pocket. 

The essential facts of the several transactions are 
set forth in our findings and include a recital of 
certain variations in respect of the several 
properties involved. Neither party argues that 
these variations should produce different results 
for a particular piece of property.2 The two issues 
upon which resolution of the basic question 
depends are: (1) Should the corporations from 
which the petitioner acquired his ownership 
interest in the properties be recognized as separate 
viable entities; and (2) if they should be so 
recognized, are they or *766 the petitioner entitled 
to an allowance for depreciation and for other 
related items. 

We consider first the viability of the corporations. 
There is no question that they were organized and 
utilized in the initial stages for business purposes, 
namely, to enable the contemplated transactions 
to produce maximum financing by avoiding State 
law restrictions on loans to individuals rather than 
corporate borrowers, to provide a mechanism for 
limiting personal liability, and to facilitate 
multiple-lender financing. In furtherance of these 
purposes, the corporations purchased the 
properties, entered into the leases, issued their 
corporate obligations, and executed mortgages and 
assignments of the leases as security for the 
payment of those obligations. At that point of time 
the corporations were undoubtedly separate viable 
entities whose separate existence could not be 
ignored for tax purposes. Moline Properties v. 
Commissioner, 319 U.S. 436 (1943). The activities 
of the corporations involved in Jackson v. 
Commissioner, 233 F.2d 289 (C.A. 2, 1956), O’Neill 
v. Commissioner, 170 F.2d 596 (C.A. 2, 1948), and 
Dallas Downtown Development Co., 12 T.C. 114 
(1949), relied upon by petitioner, were far less by 
comparison; those cases are therefore 
distinguishable. Nor do we think the record herein 
can support petitioner’s assertion that, in engaging 
in the aforementioned transactions, the 
corporations were merely acting as agents or 
nominees.3 National Carbide Corp. v. 
Commissioner, 336 U.S. 422 (1949); Taylor v. 
Commissioner, 445 F.2d 455 (C.A. 1, 1971), 
affirming a Memorandum Opinion of this Court; 
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Fort Hamilton Manor, Inc., 51 T.C. 707, 719-720 
(1969), affd. 445 F.2d 879 (C.A. 2, 1971). Compare 
Paymer v. Commissioner, 150 F.2d 334 (C.A. 2, 
1945), reversing in part a Memorandum Opinion of 
this Court on facts distinguishable from those 
involved herein. Indeed, the existence of an agency 
relationship would have been self-defeating in that 
it would have seriously endangered, if not 
prevented, the achievement of those objectives 
which, in large part, gave rise to the use of the 
corporations, namely, the avoidance of restrictions 
under State laws. 

We still must determine however, whether the 
corporations should be recognized as separate 
viable entities after the transfers of the properties 
in question. At that point, they were stripped of 
their assets and, by virtue of their undertakings, 
could not engage in any other business activity. On 
the other hand, the corporations continued to be 
liable on their obligations to the lenders and were 
required, under the *767 terms of those 
obligations, to remain in existence, to abide by 
certain other undertakings, and to preserve their 
full powers under the applicable State laws to own 
property and transact business. Moreover, the 
transferees of the properties agreed to cause the 
corporations to comply with their undertakings, 
albeit that any claim for breach of such agreement 
was limited to the property and could not 
constitute a basis for the assertion of personal 
liability. Finally, we note that, in the case of the San 
Antonio property, the corporation participated in 
refinancing arrangements subsequent to the 
transfer to petitioner. 
Under the foregoing facts and based upon the 
record before us, the circumstances herein do not 
constitute an exception to the following test 
enunciated in Moline Properties, Inc. v. 
Commissioner, 319 U.S. at 438-439, and we hold 
that the corporations continued to be separate 
viable entities for tax purposes:4 

The doctrine of corporate entity fills a useful 
purpose in business life. Whether the purpose be 
to gain an advantage under the law of the state of 
incorporation or to avoid or to comply with the 

demands of creditors or to serve the creator’s 
personal or undisclosed convenience, so long as 
that purpose is the equivalent of business activity 
or is followed by the carrying on of business by the 
corporation, the corporation remains a separate 
taxable entity. * * * (Citations omitted.) 

On the same basis, we conclude that the 
corporations cannot be considered as agents of the 
transferees during the period following the 
transfers. 

Having held that the corporations should be 
treated as separate viable entities at all times 
pertinent herein, we are required to decide the 
second issue raised by the parties— whether 
petitioner as a transferee of the properties in 
question is entitled to the deduction for 
depreciation. Resolution of this issue depends 
upon who has the depreciable interest in the 
properties, the corporations or the petitioner,5 
and, in the event that it is the petitioner, the 
measure of his basis. The key to our decision 
ultimately lies in a determination of the extent to 
which the doctrine of Crane v. Commissioner, 331 
U.S. 1 (1947), applies. 

We turn first to a consideration of the nature of the 
interest which the petitioner acquired. Petitioner 
contends that he and his associates acquired both 
legal title and full beneficial ownership of the 
properties from the corporations. Respondent 
counters with the assertion *768 that, because of 
the long-term leases and the commitments of the 
rentals to the payment of the mortgages by virtue 
of the assignments of the leases which were 
consummated prior to the execution of the deeds, 
the conveyances by each corporation transferred 
only a reversionary interest in the buildings6 and 
that consequently petitioner did not acquire a 
present interest in the properties which may be 
depreciated for income tax purposes. We agree 
with petitioner. 
Implicit in respondent’s position is the concept 
that, by virtue of the leases and financing 
transactions, the corporations divested themselves 
of all but bare legal title to the properties. 
Following this concept to its logical conclusion 
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would require a determination either that the 
corporations thereby deprived themselves of any 
presently depreciable interest or that their right to 
deduct the cost of the buildings should be by way 
of amortization over the lease terms. But both 
possibilities are belied by respondent’s basic 
argument that the corporations retained such an 
interest in the properties as against their 
transferees that they, and not the latter, should be 
held accountable for the income from the 
properties and be entitled to the depreciation 
deduction.7 Compare Harriet M. Bryant Trust, 11 
T.C. 374 (1948). See also sec. 1.167(a)-4, Income 
Tax Regs. (capital expenditures for buildings by a 
lessor are recoverable through depreciation 
allowances over the life of the buildings and not 
the term of the lease). The assignments of the 
leases, like the mortgages, were transfers solely for 
security and did not relieve the corporations from 
being charged with the rents for income tax 
purposes. Ethel S. Amey, 22 T.C. 756 (1954). Each 
lease was part and parcel of the ownership of the 
particular property the legal and beneficial 
ownership of which was vested at the outset in the 
appropriate corporation. Cf. LeBelle Michaelis, 54 
T.C. 1175 (1970). It is this critical factor which 
distinguishes the cases, relied upon by respondent, 
dealing with the right of a lessor to depreciate 
buildings constructed on his land by the lessee. The 
lessee, by virtue of his expenditure, was clearly 
entitled either to depreciation of the building or 
amortization of its costs over the term of the lease. 
The question presented was whether the lessor, as 
the legal owner of the building, could also claim 
depreciation. Thus, unlike the instant situation, 
where both parties agree that only the 
corporations or the transferees, but not both, are 
entitled to depreciation, the courts were faced 
with the possibility of a double deduction. The 
beneficial ownership of the buildings was held to 
be vested in the lessee and the technical vesting of 
legal title in the lessor by virtue of the ownership of 
the land *769 was not deemed sufficient to permit 
the conclusion that the lessor had a depreciable 
interest. See the discussion in World Publishing Co. 
v. Commissioner, 299 F.2d 614 (C.A. 8, 1962), 
reversing 35 T.C. 7 (1960), and in Albert L. Rowan, 

22 T.C. 865 (1954). See also Buzzell v. United 
States, 326 F.2d 825 (C.A. 1, 1964); Catharine B. 
Currier, 51 T.C. 488 (1968). Such lack of depreciable 
interest in the lessor has generally been the 
foundation for denying a depreciation allowance to 
the lessor’s transferee— at least where the 
transfer was by way of inheritance. Albert L. 
Rowan, supra, and cases cited therein.8 

In short, as we see the situation, the real question 
to be decided is what was petitioner’s basis in each 
of the properties. Before proceeding to a 
discussion of this question, we need to dispose of 
certain preliminary contentions on the part of 
respondent. First, he contends that petitioner has 
not proved by what means he acquired his claimed 
interests in the properties—whether as a 
purchaser or as a shareholder in receipt of 
corporate distributions by way of dividends, in 
liquidation, or otherwise. Ancillary to this argument 
and also in an attempt to avoid the impact of Crane 
v. Commissioner, supra, respondent argues that 
petitioner has failed to prove that the fair market 
value of the properties, at the time of his 
acquisition, was equal to or in excess of the face 
amounts of the mortgages. In respect of the latter 
contention, whatever may be the state of the 
record herein as to the value of the properties 
without regard to the leases or at dates 
subsequent to those on which the corporations 
made the transfers, we are satisfied both 
independently on the facts revealed by the record 
and also on the basis of respondent’s stipulation at 
the trial that, at the time of transfer by the 
corporations, the fair market value of each 
property, taking the existing lease into account (cf. 
LeBelle Michaelis, supra), at least equaled the 
remaining principal balance of the unassumed 
mortgage. Such being the case and considering the 
fact that neither party claims any value in excess of 
such unpaid balance, it seems clear to us that if 
that unpaid balance is deemed part of petitioner’s 
basis, that cost and the fair market value of each 
property will be in the same amount and it will be 
immaterial whether petitioner’s basis is 
determined under section 1012 (cost) or under 
section 301(d) or 334(a) (fair market value). It is, 
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therefore, unnecessary for petitioner *770 to 
prove, or for us to decide, whether petitioner took 
title as purchaser or shareholder. 

This brings us to the final question to be 
considered, namely, should the unpaid balance of 
each mortgage be deemed part of petitioner’s 
basis even though petitioner and his associates 
assumed no liability in respect thereto. Had 
petitioner accepted personal liability for the 
mortgage debt, instead of merely taking the leased 
property subject to the lien but without personal 
liability, there would be no legitimate question that 
the debt as assigned was part of the basis of the 
property. Thus, the issue is whether the absence of 
such personal liability should produce a different 
result. In Crane v. Commissioner, supra, the 
Supreme Court held that the amount of a mortgage 
encumbering inherited property should be included 
in the devisee’s basis for such property, whether or 
not the devisee assumes personal liability for the 
mortgage. In Blackstone Theatre Co., 12 T.C. 801 
(1949), we applied the doctrine of Crane to a 
purchase and held that the amount of an 
unassumed lien on acquired property should be 
included in the cost of the property. Cf. Parker v. 
Delaney, 186 F.2d 455 (C.A. 1, 1950). We reiterated 
this conclusion in Manuel D. Mayerson, 47 T.C. 340 
(1966), where a purchase-money mortgage 
without personal liability was included in the 
amount of basis for purposes of depreciation. In so 
doing, we were not deterred by the fact that the 
taxpayer made only a nominal cash investment. 
We explained that the effect of the Crane doctrine 
is: 

to give the taxpayer an advance credit for the 
amount of the mortgage. This appears to be 
reasonable, since it can be assumed that a capital 
investment in the amount of the mortgage will 
eventually occur despite the absence of personal 
liability. * * * (See 47 T.C. at 352. Emphasis added.) 

Respondent argues that such an assumption is 
unreasonable under the facts of the present case. 
He asserts that petitioner has no reason to protect 
his interest in the property involved herein, since 
his cash flow is minimal and the property is 

mortgaged to the full extent of its value. Such 
assertion ignores the fact, however, that 
petitioner’s equity in the property increases as the 
rents under the lease are paid in amortization of 
the mortgage. This increase in equity will benefit 
petitioner either by way of gain in the event of a 
sale or the creation of refinancing potential. 
Moreover, petitioner will seek to protect his 
interest in the property in order to retain the 
benefits of any appreciation in its fair market value. 

To claim, as respondent does, that petitioner will 
be making no investment in the property during 
the term of the lease merely begs the question. 
The rents are includable in his income even though 
they are assigned as security for the payment of 
the mortgage. See Ethel S. Amey, supra. As we 
stated in the Mayerson case, the Crane doctrine 
*771 permits the taxpayer to recover his 
investment in the property before he has actually 
made any cash investment. Every owner of rental 
property hopes to recoup his investment, plus a 
profit, from the receipt of rental income. In the 
normal case, he applies part of this income to the 
amortization of any mortgage encumbering the 
leased property, retaining any excess over the 
mortgage payments as his cash flow. As Mayerson 
makes clear, petitioner’s case should not be 
treated differently merely because his acquisition 
of the property is completely financed and because 
his cash flow is minimal. 

Similar reasoning disposes of respondent’s 
argument that, under the circumstances of this 
case, the likelihood that petitioner will ever be 
called upon to make any payments on the 
mortgages is so speculative as to require that the 
mortgage obligation be characterized as a 
contingent obligation and not included in cost 
under the principle enunciated in Columbus & 
Greenville Railway Co., 42 T.C. 834 (1964), affd. 358 
F.2d 294 (C.A. 5, 1966); Albany Car Wheel Co., 40 
T.C. 831 (1963), affd, 333 F.2d 653 (C.A. 2, 1964); 
and Lloyd H. Redford, 28 T.C. 773 (1957). We dealt 
with those cases in Mayerson and distinguished 
them on the ground that the underlying 
obligations, by their terms, were contingent. See 
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47 T.C. at 353-354. Such is not the situation herein. 

Finally, our finding that the unpaid principal 
balance of each mortgage was equivalent with the 
fair market value of the property at the time of 
transfer by each corporation obviates the need to 
consider whether the Crane doctrine should apply 
where that circumstance does not exist. See Crane 
v. Commissioner, 331 U.S. at 12, fn. 37; Parker v. 
Delaney, 186 F.2d at 458; compare Edna Morris, 59 
T.C. 21 (1972). 
The combination of the benefits of accelerated 
depreciation and the Crane doctrine produces a 
bitter pill for respondent to swallow. We see no 
way of sugar-coating that pill, short of overruling 
Crane v. Commissioner, supra, which we are not at 
liberty to do.9 

Because of the various concessions made by the 
parties and to reflect our conclusions herein, 

Decisions will be entered under Rule 50. 

Reviewed by the Court. 

SCOTT, J., dissenting: I respectfully disagree with 
the conclusion of the majority in this case since in 
my view petitioner and his associates *771 were 
merely owners of an equity or stock interest in the 
various corporations. 

GOFFE, J., agrees with this dissent. 

QUEALY, J., dissenting: If compelled to travel the 
same route taken by the majority, I would 
nevertheless reach a different conclusion. My 
disagreement with the majority, however, goes 
deeper than that. As Appellate Judge Rives aptly 
observed in Davant v. Commissioner, 366 F.2d 874, 
879 (C.A. 5, 1966), our decision should be 
compatible with the statute as a whole. He said: 
 

We stand now at the threshold of our travel 
through the detailed and complex Code provisions 
that must govern our determination. Before we 
embark upon that journey it is well to restate the 

general principle that rules prescribed by Congress 
in the Code are often wholly reasonable and 
appropriate when taken in isolation, but that fact 
alone should not and must not prevent a court 
from harmonizing these apparently divergent 
elements of specific policy so that they may 
continue to cohabit the same body of general law 
which Congress has directed shall be viewed as a 
single plan. As Mr. Justice Frankfurter so aptly 
stated (Universal Camera Corp. v. NLRB, 340 U.S. 
474, 71 S.Ct. 456, 95 L.Ed. 456, 489 (1951)), ‘There 
are no talismanic words that can avoid the process 
of judgment.’ (Fn. omitted.) 

We should not be diverted by ‘mere formalities’ 
designed to make a transaction appear to be other 
than what it was in order to achieve a tax result. 
Commissioner v. Court Holding Co., 324 U.S. 331 
(1945). Rather than be concerned with the 
separate steps in the ‘paper jungle,‘ I would look to 
the position of the parties when the transaction 
has been completed. I would thus be guided by a 
long line of cases following Helvering v. Alabama 
Asphaltic Limestone Co., 315 U.S. 179 (1942), 
holding that a connected series of acts must be 
construed as a single transaction and so judged 
under the internal revenue laws. Applying these 
principles to the facts in this case, it is my opinion 
that when all of the so-called paper work is 
considered, the interests acquired by the petitioner 
and his associates must be deemed to constitute 
an equity or stock interest in a taxable association. 

The transactions which are involved in this 
proceeding followed a common pattern. The 
petitioner would contact a commercial or 
manufacturing corporation which either had or was 
in the process of acquiring a facility. Petitioner 
would thereupon negotiate the terms of an 
agreement whereby the user of the facility would 
sell the property and lease it back under a 
long-term lease at a rental adequate to support the 
financing of the full amount of the purchase price. 
The petitioner would then cause to be organized a 
‘financing corporation’ which would take title to 
the property, enter into the lease with the user, 
and issue its notes to a lending institution, secured 
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by a mortgage on the *773 property and 
assignment of the lease, in order to obtain the 
funds for the purchase. As security for its notes, 
the financing corporation would convey to a 
trustee all its right, title, and interest in and to the 
property, including all rents and income therefrom. 
The financing corporation further covenanted to 
preserve its existence as a corporation and to keep 
in full force and effect its right to own such 
property and to transact business for so long as the 
notes were outstanding. 
As an integral part of the transaction, the 
petitioner simultaneously had the financing 
corporation execute a deed purporting to transfer 
the property to the petitioner and his associates. 
The petitioner and his associates then entered into 
an assumption agreement whereby they agreed to 
be bound by the terms and conditions of the deed 
of trust, the lease and its assignment, together with 
any other obligations imposed on the financing 
corporation except that they assumed no 
obligation for the payment of principal and interest 
on the notes or any monetary judgment resulting 
therefrom.1 

The use of the financing corporation enabled the 
petitioner inter alia (1) to obtain from institutional 
lenders a loan for the full amount of the purchase 
price, (2) to avoid any personal liability on account 
of such financing, (3) to increase the marketability 
of the financing, and (4) to avoid any restrictions 
applicable under State laws in the case of individual 
borrowers. In addition, the holding of title and the 
execution of the lease in the name of the financing 
corporation enabled the petitioner to create 
subordinated fractional interests which could be 
transferred without affecting the continuity of the 
mortgage, deed of trust, lease, and the like. 

In the internal revenue laws, the term ‘corporation’ 
is not limited to what might be considered a 
corporation organized under State law. Sec. 
301.7701-1, Proced.&Admin.Regs. Section 
7701(a)(3) provides: ‘CORPORATION.— The term 
‘Corporation’ includes associations, joint-stock 
companies, and insurance companies.’ 

In his regulations, the respondent has enumerated 

the major characteristics of an entity taxable as a 
corporation under section 7701(a)(3), as follows: 

Sec. 301.7701-2 Associations, including 
organizations labeled ‘corporations.’— (a) 
Characteristics of corporations. (1) The term 
‘association’ refers to an organization whose 
characteristics require it to be classified for 
purposes of taxation as a corporation rather than 
as another type of organization such as a 
partnership or a trust. There are a number of major 
characteristics ordinarily found in a pure 
corporation which, taken together, distinguish it 
from other organizations. These are: (i) Associates, 
(ii) an objective to carry on business and divide 
*774 the gains therefrom, (iii) continuity of life, (iv) 
centralization of management, (v) liability for 
corporate debts limited to corporate property, and 
(vi) free transferability of interests. Whether a 
particular organization is to be classified as an 
association must be determined by taking into 
account the presence or absence of each of these 
corporate characteristics. The presence or absence 
of these characteristics will depend upon the facts 
in each individual case. In addition to the major 
characteristics set forth in this subparagraph, other 
factors may be found in some cases which may be 
significant in classifying an organization as an 
association, a partnership, or a trust. An 
organization will be treated as an association if the 
corporate characteristics are such that the 
organization more nearly resembles a corporation 
than a partnership or trust. See Morrissey et al. v. 
Commissioner (1935) 296 U.S. 344. 

In Morrissey v. Commissioner, 296 U.S. 344 (1935), 
the Supreme Court not only confirmed the 
authority of the respondent to issue such 
regulations, but approved the enumerated 
characteristics as appropriate criteria in 
determining whether a business entity or 
association, whether incorporated or otherwise, is 
to be treated as a taxable entity under section 
7701(a)(3), separate and apart from its 
shareholders or participants. It thus becomes a 
question whether taking the enterprise as a whole, 
and looking to the characteristics enumerated, it 
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more closely resembles a corporation than a 
partnership, trust, or proprietorship. If so, the 
interests acquired by the petitioner and his 
associates would be that of ‘stockholders’ as 
distinguished from owners of the property. 
Morrissey v. Commissioner, supra; Bloomfield 
Ranch v. Commissioner, 167 F.2d 586 (C.A. 9, 
1948). 

The mechanics were such that the petitioner had 
provided continuity in the form of a corporation 
organized to take title to the property, limited 
liability on the part of the participants who held an 
undivided interest in the property, centralized 
management in that as the principal officer of the 
corporation petitioner conducted all negotiations 
and made all decisions; and, transferability of 
interest on the part of participants without 
affecting the obligations with respect to the 
property all of which had been undertaken in the 
name of the corporation. These objectives could 
only be achieved through an entity which would 
provide the continuity of ownership, centralization 
of control, and limitation of liability that are 
characteristic of the corporate form. 

Contrary to the opinion of the majority, fractional 
interests were not necessarily issued upon the 
basis of formal ownership of the stock in the 
financing corporation. Under the opinion of the 
majority, the corporation was immediately stripped 
of all its assets. The stockholders of record owned 
mere pieces of paper. The real equity in the 
financing corporation was represented by the 
deeds transferring fractional interests to the 
petitioner and his associates, not by the shares of 
stock. Thus, when we look to the transaction as a 
whole, there are *775 present all of the 
characteristics enumerated by the respondent in 
section 301.7701-2, Proced.&Admin.Regs. Such 
entity must be recognized under the internal 
revenue laws as a ‘taxpayer’ distinct and apart 
from the petitioner and his associates. Both the 
income and deductions reflected by the petitioner 
in his individual returns were chargeable to that 
‘taxpayer.’ Morrissey v. Commissioner, supra; 
Kurzner v. United States, 413 F.2d 97 (C.A. 5, 1969). 

I must also disagree with the opinion of the 
majority in its application of the law to the 
separate components of the transactions 
presented here. While Crane v. Commissioner, 331 
U.S. 1 (1947), holds that a taxpayer is entitled to 
include in his basis for purposes of depreciation a 
bona fide indebtedness encumbering the property 
at the time acquired, it is axiomatic for the 
application of this rule that the indebtedness is 
discharged by the taxpayer either directly with his 
own funds or out of taxpayer’s interest in the 
income from the property. Where a taxpayer 
neither puts up his own funds nor is chargeable 
with the income used to discharge the 
indebtedness, such taxpayer never acquires a basis 
in the property. 

The identity and continued role of the financing 
corporation as mortgagor and lessor of the 
property was essential. Under the terms of the 
loan agreements, the mortgage notes were 
required to be maintained as the direct obligation 
of the issuing corporation. Any income designated 
to the payment thereof would necessarily be 
chargeable in the first instance, at least, to such 
corporation. 
If the deeds granting the petitioner and his 
associates fractional interests in the properties 
effectively transferred ownership thereof from the 
financing corporations, those corporations would 
be stripped of all of their assets. The financing 
corporation would be an empty shell. While the 
majority thus purports to recognize that such 
corporations were at all times viable entities for tax 
purposes, the ultimate decision of the majority is 
incompatible with that principle. To put the matter 
simply, having transferred its entire interest in the 
leasehold to a trustee to collect the rents and pay 
its indebtedness, I would regard the documents 
purporting to transfer the property to the 
petitioner and his associates as carrying no present 
interest. The petitioner had no present interest in 
the property which was subject to depreciation. M. 
DeMatteo Construction Co. v. United States, 433 
F.2d 1263 (C.A. 1, 1970).2 

The position of the petitioner and his associates 
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was no different than that of an owner of land who 
leases it to another under an agreement *776 
whereby the lessee will cause a building to be 
erected on the land. The lessee goes out and 
obtains a loan secured by a mortgage on his 
leasehold interest, including the building. The 
income or rents from the property are then 
applied, in part, to amortize this loan. When the 
ground lease expires, the owner of the land will get 
back his land, together with the building. Some 
day, the landowner will get it all. The petitioner has 
the same expectations. During the intervening 
period, however, the rents are not taxable to him 
merely because of their application to the 
discharge of an indebtedness which encumbers the 
property. Neither has sustained any depreciation. 
For example, see Schubert v. Commissioner, 286 
F.2d 573 (C.A. 4, 1961), affirming 33 T.C. 1048 
(1960); Reisinger v. Commissioner, 144 F.2d 475 
(C.A. 2, 1944); Albert L. Rowan, 22 T.C. 865 (1954). 

GOFFE, J., agrees with this dissent. 

GOFFE, J., dissenting: As indicated, I agree with the 
views of Judge Quealy expressed in his dissenting 
opinion. I feel, however, that some additional 
comment is warranted as to the substance of the 
steps comprising the pattern utilized by 
petitioners. 
 

In order to make the pattern work from a business 
standpoint, the corporate form had to be adopted; 
it was indispensable. Not only did the corporation 
have to be organized; it had to continue in 
existence until the indebtedness was extinguished. 
After title was transferred to the individuals, the 
corporation continued to own the most valuable 

present right in the property, the right to the 
income which would extinguish the indebtedness. 
Because of this I feel that attention should be 
focused on the transfer of title from the 
corporation to the individuals. The transfer of title 
served no business purpose; it transferred the only 
revenue-producing asset of the corporation but 
was not even supported by action of the board of 
directors in order to give the transfer an aura of 
respectability. It was nothing more than an 
integrated step in the ‘paper work.’ Assuming that 
the parties intended the transfer of title to be a 
dividend, they did not even carry out the necessary 
steps to make it look like a dividend. 

After the transfer of title the corporation continued 
to be liable on the debt and the individuals were 
not monetarily liable. 

I conclude that the transfer of title was for the sole 
purpose of passing on to the individuals a 
deduction for accelerated depreciation in excess of 
the income from the property. Furthermore, I do 
not see how the reporting of income by the 
individuals adds any strength to petitioners’ case. 
In my view both the income and the deductions 
belong to the corporation. 

I conclude that the transfer of title was nothing 
more than a device to secure for the petitioners 
the benefits of subchapter S status which they 
could not otherwise enjoy. *777 Gregory v. 
Helvering, 293 U.S. 465 (1935). I do not believe 
petitioners should be able to accomplish by 
indirect means what they could not do directly. I 
would, therefore, disallow the deduction for 
depreciation to the Individuals. 

Wiles, J., agrees with this dissent. 
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 Footnotes 
1 All statutory references are to the Internal Revenue Code of 1954, as amended. 

 
2 They have simply pointed to these variations as supportive of their arguments in respect of the two indicated issues. 

We will accordingly treat these variations in the same fashion. 
 

3 In the case of the Etiwanda, Calif., and the Rockford, Ill., properties, there is nominee language in the pertinent 
documents, but, in our opinion, such language does not overcome the numerous other elements which have a more 
than counterbalancing effect. See Fort Hamilton Manor, Inc., 51 T.C. 707 (1969), affd. 445 F.2d 879 (C.A. 2, 1971). In 
any event, as we have previously pointed out, neither party has sought separate treatment for particular 
transactions. 
 

4 In so concluding, we have taken into account that, in situations such as are involved herein, the taxpayer may have 
less freedom than the Commissioner v. State-Adams Corporation, 283 F.2d 395, 398-399 (C.A. 2, 1960). Compare 
Higgins v. Smith, 308 U.S. 473 (1940); Aldon Homes, Inc., 33 T.C. 582, 596 (1959). 
 

5 Respondent concedes that the leases involved should be recognized as such and makes no argument that the 
lessees are the ones to whom the benefit of a depreciation deduction should inure. Cf. Helvering v. Lazarus & Co., 
308 U.S. 252 (1939). 
 

6 Respondent does not indicate his position vis-a-vis the land involved, presumably because it is in any event not 
subject to an allowance for depreciation. 
 

7 As previously pointed out, respondent does not attack the validity of the leases. See fn. 5 supra. 
 

8 In this connection, we note that the position of the lessor is sometimes also discussed in terms of his not having any 
basis. What is more, such discussion sometimes confuses the two questions, i.e., existence of a depreciable interest 
and the measure of basis, of which respondent’s briefs herein furnished an excellent example. See also. e.g., M. 
DeMatteo Construction Co. v. United States, 433 F.2d 1263 (C.A. 1, 1970). Where the transfer is by way of sale, the 
authorities are divided. Compare World Publishing Co. v. Commissioner, 299 F.2d 614 (C.A. 8, 1962), reversing 35 
T.C. 7 (1960), with M. DeMatteo Construction Co. v. United States, supra. Since, in our view, the instant case is 
distinguishable, we need not now decide which line of authority to follow. 
 

9 Crane has been the subject of extensive discussion, some of it critical. See Andrews, ‘Personal Deductions in an Ideal 
Income Tax,‘ 86 Harv.L.Rev. 309, 379, fn. 122 (1972); Perry, ‘Limited Partnerships and Tax Shelters: The Crane Rule 
Goes Public,‘ 27 Tax L.Rev. 525 (1972); Adams, ‘Exploring the Outer Boundaries of the Crane Doctrine: An Imaginary 
Supreme Court Opinion,‘ 21 Tax L.Rev. 159 (1966). 
 

1 In reality the so-called assumption agreements were little more than ‘window dressing,‘ since the participants were 
not subject to any monetary liability. It is questionable whether such agreements served any useful purpose other 
than to bind petitioner and his associates together in a common business enterprise. 
 

2 In this respect, the facts are distinguishable from World Publishing Co. v. Commissioner, 299 F.2d 614 (C.A. 8, 1962). 
In that case, the taxpayer acquired by purchase the entire interest of the lessor. Since that interest included both 
the land and a building erected thereon by the lessee, it was held that the taxpayer acquired a depreciable interest 
in the building. 
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February 3, 2012, 1:15 p.m. ET 

New York Sues Banks Over Mortgage Registry System  

By CHAD BRAY  

NEW YORK—New York Attorney General Eric T. Schneiderman sued three of the nation's largest banks over a private national mortgage 
registry system, contending it has resulted in a wide range of deceptive and fraudulent foreclosure filings. 
 
The lawsuit, filed in New York State Supreme Court in Brooklyn, names units of Bank of America Corp., BAC -0.05%J.P. Morgan Chase & Co 
JPM +0.66%. and Wells Fargo WFC +0.49%& Co. as defendants, as well as MERSCorp., which owns and operates the Mortgage Electronic 
Registration Systems, known as MERS. 
 
In his complaint, Mr. Schneiderman alleges that MERS has effectively eliminated the public's ability to track property transfers because those 
transfers are maintained in the private registry, rather than in the local county clerk's office. He contends the system is riddled with 
inaccuracies and, as a result, it is difficult to verify the chain of title for a loan or a current noteholder for many properties. 
 

 
New York Attorney General Eric Schneiderman speaks at the Justice Department last month. 
 
The attorney general says the system was designed to allow financial institutions to evade county recording fees, eliminate the need to 
publicly record mortgage transfers and to facilitate the rapid sale and securitization of mortgages. 
 
"Once the mortgages went sour, these same banks brought foreclosure proceedings en masse based on deceptive and fraudulent court 
submissions, seeking to take homes away from people with little regard for basic legal requirements or the rule of law," Mr. Schneiderman 
said. "Our action demonstrates that there is one set of rules for all—no matter how big or powerful the institution may be—and that those 
rules will be enforced vigorously." 
 
A Wells Fargo spokeswoman said the bank was reviewing the lawsuit and declined further comment. J.P. Morgan and Bank of America had 
no immediate comment. 
 
"MERSCorp. Inc., and its subsidiary, Mortgage Electronic Registration Systems Inc., comply with laws as well as county and state recording 
statutes and mortgage regulations," said Janis Smith, a MERSCorp. spokeswoman. "Federal and state courts around the country have 
repeatedly upheld the MERS business model, and the validity of MERS as legal mortgagee and nominee for lenders. We refute the attorney 
general's claims and will defend the case vigorously in court." 
 
The lawsuit is seeking that a declaration that the alleged practices by MERS violate the law as well as damages for harmed homeowners and 
civil penalties.  
 
Mr. Schneiderman alleged that MERS was created in 1995 by the financial industry and operates as a membership organization with most of 
the large companies that participate in the mortgage industry as members.  
 
More than 70 million loans nationally have been registered in MERS, including about 30 million currently active loans, he said. 
 
MERS has granted more than 20,000 "certifying officers" the authority to act on its behalf, including the authority to assign mortgages, to 
execute paperwork necessary to foreclose, and to submit filings on behalf of MERS in bankruptcy proceedings, Mr. Schneiderman said.  
 
Those certifying officers aren't MERS employees, but instead are employed by MERS members, including J.P. Morgan Chase, Bank of 
America and Wells Fargo, he said.  
 
Write to Chad Bray at chad.bray@dowjones.com  
 
 
Corrections & Amplifications  
Wells Fargo & Co. is the formal name of the bank. An earlier version of this article incorrectly cited it as Wells Fargo Corp. 
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