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MVEMORANDUM OPI NI ON

COUVI LLI ON, Special Trial Judge: Respondent determ ned

deficiencies of $3,851 and $2,058, respectively, in petitioners’
1991 and 1992 Federal incone taxes.

The issues for decision are: (1) Wuether, for 1991 and 1992,
petitioners are entitled to deductions for qualified residence
i nterest under section 163(a) and real property taxes under

section 164(a) in connection with certain residential real



property, referred to hereafter as the Foxbriar property; (2)
whet her petitioners are entitled to a casualty |oss deduction
under section 165(a) for the year 1991 with respect to the
Foxbriar property; and (3) whether, for 1991, petitioners are
entitled to a nonbusi ness bad debt deduction under section 166(a)
in connection with the Foxbriar property.?

Sone of the facts were stipulated, and those facts, with the
annexed exhibits, are so found and are incorporated herein by
reference. At the tinme the petition was filed, petitioners
| egal residence was Ci bol o, Texas.

Prior to the years at issue, Wlliam$S. Hewitt and his wfe,
Peggy L. Hewitt (the Hewitts), were owners of residential real
property known as the Foxbriar property, which was | ocated at
Ci bol o, Texas. On May 20, 1990, petitioners entered into an
earnest noney contract with the Hewitts for the purchase of the
Foxbriar property. The earnest noney contract contained a | ease
opti on addendum (the | ease option), pursuant to which petitioners
began occupyi ng the Foxbriar property on June 25, 1990, as
| essees.

Under the | ease option, petitioners were to pay to the
Hewitts $1,000 per nonth for 1 year, commencing July 1, 1990, and
endi ng June 30, 1991. O each $1,000 nonthly paynment, $250 woul d

1 Unl ess otherwi se indicated, all section references are
to the Internal Revenue Code in effect for the years at issue.
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be credited to petitioners at the end of the option period, to be
applied toward the purchase price of the property. The purchase
price for the property was to be $139,500 with a credit of $3,000
based on the $250 nonthly paynents by petitioners for 1 year.

The closing date for the property was August 31, 1991.

Addi tional ly, under the earnest nobney contract, petitioners were
required to pay earnest noney of $100 initially, $2,500 on July
1, 1990, and $1,500 on January 1, 1991. Petitioners were also
required to obtain outside financing for the purchase of the
Foxbriar property.

On June 19, 1990, a standard inspection report was conpl eted
on the Foxbriar property, which |listed several necessary
repairs.2 Despite repeated requests by petitioners to the
Hewitts, no repairs were made to the Foxbriar property during the
contract period, except for the roof, which an insurance conpany
replaced in May 1991. Petitioners al so expended approxi mately
$969 for plunbing repairs during the contract period.

Petitioners made all paynents required under the earnest
nmoney contract; however, petitioners failed to purchase the

Foxbriar property on August 31, 1991, the closing date.

2 The itens found to not be in satisfactory condition
ranged from m nor problens such as a wobbly ceiling fan and a
mssing filter in an air return grille to nore serious problens
such as “bowed” roof structural supports and a broken di agonal
roof support.



Petitioners did not conplete the purchase because they believed
that the Hewitts were required to repair the property in order to
neet city inspection codes.® Petitioners investigated outside
financing and were advised infornmally by two or three nortgage
conpani es that financing would not be approved if the Foxbriar
property failed to neet city inspection codes. To avoid what
they believed would be a futile gesture, petitioners never
formally applied for financing and, thus, were never approved or
deni ed financing.*

The closing did not take place; consequently, the earnest
nmoney contract expired on June 30, 1991. Petitioners, however,
continued in possession of the Foxbriar property and conti nued
maki ng the $1,000 nonthly | ease paynents to the Hewitts.?®
Petitioners made their final |ease paynent to Ms. Hewitt on

April 10, 1992. During the period from Septenber 1991 to Apri

8 Under the earnest noney contract, the Hewitts were not
responsi ble for any repairs exceeding $1,500 in the aggregate.

4 The earnest noney contract stated that "On Seller’s
recei pt of all | oan approvals and inspection reports, Seller
shal | comrence repairs”. Petitioners never presented the Hewitts
wi th any | oan approval.

5 The | ease signed pursuant to the | ease option stated
that, after June 30, 1991, the | ease would autonatically continue
on a nonth-to-nonth basis absent witten notification of
termnation by either party. As of Sept. 1991, the paynents were
made out to Ms. Hewtt only, at her instruction. Ms. Hewtt
informed petitioners that M. Hewitt had left her, and she had no
know edge of his whereabouts.



1992, petitioners discussed with Ms. Hewitt the possibility of
purchasi ng the Foxbriar property in its current condition by
assum ng the nortgage on the property and giving Ms. Hewitt a
$20,000 note in addition to the earnest noney previously paid
under the contract. That arrangement was never carried out.

Sonetinme during May 1992, Ms. Hewitt inforned petitioners
t hat she had ceased naki ng the nortgage paynents on the Foxbriar
property and that the nortgage creditor, Lomas Mirtgage U S A
(Lomas Mortgage), would initiate foreclosure proceedings if the
del i nquenci es on the nortgage were not paid by June 12, 1992.
Shortly thereafter, petitioners and Ms. Hewitt reached an
agreenent for purchase of the Foxbriar property. The terns of
t he agreenment were: (1) Petitioners would purchase the property
“as is”; (2) petitioners would assune the unpaid nortgage bal ance
of $59, 703.43; (3) petitioners would assume any ot her
encunbrances on the property; (4) petitioners would pay the
del i nquenci es on the nortgage in the anount of $7,269.73; and (5)
t he earnest noney previously paid by petitioners would constitute
addi tional consideration for the property.

An assunption agreenment and deed (assunption docunments) were
drafted and forwarded to Ms. Hewitt for her signature and for
that of M. Hewitt. The assunption docunents were returned to
petitioners via facsimle containing only the signature of Ms.

Hewitt, with a notarized signature date of July 2, 1992. The
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assunption docunents were never signed by M. Hewitt, despite
petitioners’ efforts to obtain his signature. On August 24,
1992, petitioners recorded the original of the assunption deed,
signed only by Ms. Hewitt, with the County O erk of Guadal upe
County, Texas. Subsequently, petitioners began to nmake
substantial repairs and i nprovenents to the Foxbriar property.

Prior to the aforesaid events, on May 27, 1991, respondent
assessed a Federal incone tax liability against M. Hewitt for
the 1990 tax year, which, as of March 1, 1996, total ed $25, 276. 20
pl us the continuing accrual of interest. On January 18, 1994,
respondent recorded a tax |lien against the Foxbriar property in
Guadal upe County, Texas.

Subsequent|ly, respondent filed suit in the U S District
Court for the Western District of Texas (District Court case) to
reduce to judgnent the aforenentioned assessed tax liability
against M. Hewitt, to foreclose on the tax |lien encunbering the
Foxbriar property, and to recover a judgnent for any unpaid tax
on the assessnent/judgnent not satisfied by the sale of the
Foxbriar property.® Defendants in the District Court case were
petitioners, M. Hewitt, Hank W]l son, and the nortgage creditor,

Lomas Mortgage. Petitioners filed a counterclai magainst M.

6 United States v. Bl anche, 79 AFTR 2d 97-1557, 97-1 USTC
par. 50,448 (WD. Tex. 1997), appeal dism ssed as noot 169 F. 3d
956 (5th Gr. 1999), rehearing en banc denied 184 F.3d 820 (5th
Cir. 1999), cert. denied 528 U. S. 986 (1999).




Hewitt for specific performance under the earnest noney contract.
M. Hewitt filed a cross-claimagainst Lomas Mrtgage and
petitioners, alleging a conspiracy to deprive himof the Foxbriar
property and seeking back rental paynents for petitioners’
occupancy t hereof.

The District Court heard the case and | ater issued an
opi nion and judgnent in which the District Court held that "Under
Texas law, * * * [petitioners had] no valid interest in the
[ Foxbriar] property which would have attached before the tax lien

was filed."” United States v. Bl anche, supra. | n other words,

the District Court held that petitioners had no | egal or
equitable title to the Foxbriar property during 1991 and 1992.
Respondent contends that this holding by the District Court
precl udes petitioners fromasserting deductions in this case that
woul d depend upon petitioners' having an ownership interest in
the property.

On their 1991 Federal incone tax return, petitioners clained
on Schedule A Item zed Deductions (Schedule A), deductions of
$2,370 for real property taxes and $5,372 for nortgage interest

in connection with the Foxbriar property. Additionally, on Form

! The District Court did, however, award petitioners
$29,935.31 as restitution for inprovenents and repairs nmade to
t he Foxbriar property as well as for anmounts paid to cure the
nortgage default in 1992. That award, however, was based on
unjust enrichment and was not based on petitioners' having an
ownership interest in the property.
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4797, Sal es of Business Property, petitioners clained a deduction
of $9,719 for "Loss on Real Estate Investnent (Northcliffe

Subdi vision)", in connection with the Foxbriar property. On
Schedul e A of their 1992 Federal inconme tax return, petitioners
clainmed item zed deductions of $2,839 for real property taxes and
$9, 102 for nortgage interest also related to the Foxbriar
property.

In the notice of deficiency, respondent disall owed
petitioners’ 1991 item zed deductions for nortgage interest and
real property taxes in their entirety but allowed petitioners
ot her unrelated item zed deductions that did not exceed the
standard deduction for that year. Consequently, petitioners were
al l oned the standard deduction. Additionally, for 1991,
respondent disallowed the capital |oss of $9,719 clained by
petitioners on Form 4797.

For 1992, respondent disallowed $6, 351 of the clainmed $9, 102
nort gage interest deduction and $1,469 of the clainmed $2,839 real
property tax deduction.® Respondent allowed petitioners an
additional unrelated item zed deduction; however, the all owed

item zed deductions did not exceed the standard deduction for

8 Respondent al |l owed deductions for nortgage interest and
property taxes paid in connection with the Foxbriar property for
August through Decenber 1992 on the prem se that petitioners
becanme personally liable to Lomas Mdrtgage in August 1992.



that year. Consequently, petitioners were allowed the standard
deduction for 1992.

Petitioners did not claima casualty |oss deduction on their
1991 Federal income tax return. However, in their petition,
petitioners alleged they were entitled to a casualty |oss for
1991 of "$19,000, subject to limtations" in connection with the
Foxbriar property.

In an anmended answer, respondent affirmatively alleged that
petitioners were collaterally estopped from claimng deductions
relating to or attributable to the Foxbriar property because the
District Court ruled that petitioners had neither |egal nor
equi tabl e ownership of the Foxbriar property during the years at
i ssue. However, petitioners were effectively denied review of
the District Court's judgnent because it becane nobot on appeal,
and their appeal was dism ssed for that reason. See supra note
6. This Court, therefore, believes it nore prudent to resolve
the issues in this case on their nerits rather than on the basis
of collateral estoppel.

The first issue for decision is whether, for the years at
i ssue, petitioners are entitled to deductions for qualified
residence interest and real property taxes, in connection with
the Foxbriar property, in excess of that allowed by respondent.
Section 163(a) provides that there shall be allowed as a

deduction all interest paid or accrued within the taxable year on
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i ndebt edness. Section 163(h) (1), however, provides that, in the
case of a taxpayer other than a corporation, no deduction shal
be all owed for personal interest paid or accrued during the
taxabl e year. Section 163(h)(2) defines "personal interest” to
mean any interest allowable as a deduction other than, inter
alia, "any qualified residence interest". Sec. 163(h)(2)(D)
Thus, qualified residence interest is deductible under section
163(a). The term"qualified residence interest” is defined, in
pertinent part, in section 163(h)(3)(A) (i), as any interest paid
or accrued during the taxable year on "acquisition indebtedness
wWth respect to any qualified residence of the taxpayer".

The "i ndebt edness"” for purposes of section 163 nust, in
general, be an obligation of the taxpayer and not an obligation

of another. Golder v. Conm ssioner, 604 F.2d 34, 35 (9th G

1979), affg. T.C. Meno. 1976-150; Smth v. Conmm ssioner, 84 T.C

889, 897 (1985), affd. w thout published opinion 805 F.2d 1073

(D.C. Gr. 1986); Hynes v. Conm ssioner, 74 T.C. 1266, 1287

(1980). However, section 1.163-1(b), Incone Tax Regs., provides,

in pertinent part:

Interest paid by the taxpayer on a nortgage upon real estate
of which he is the legal or equitable owner, even though the
taxpayer is not directly |liable upon the bond or note
secured by such nortgage, may be deducted as interest on his
i ndebt edness. * * *
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In Golder v. Conm ssioner, supra, the Court of Appeals for the

Ninth Crcuit, in affirmng the Tax Court, stated that section
1.163-1(b), Income Tax Regs., does not create an exception to the
rule of section 163(a) that interest is deductible only with
respect to the indebtedness of the taxpayer but, rather, sinply
recogni zes the econom c substance of nonrecourse borrow ng.
Additionally, as required by section 1.163-1(b), |Incone Tax
Regs., the taxpayer must be the "legal or equitable owner"” of the
property. \Were the taxpayer has not established |egal,
equi tabl e, or beneficial ownership of nortgaged property, the
courts generally have disallowed the taxpayer a deduction for the

nortgage interest. See Bonkowski v. Conmm ssioner, T.C Meno.

1970- 340, affd. 458 F.2d 709 (7th Gr. 1972); Song v.

Conmi ssioner, T.C. Menp. 1995-446; Estate of Broadhead v.

Comm ssioner, T.C Meno. 1966-26, affd. 391 F.2d 841, 848 (5th

Cr. 1968).
This record reflects that petitioners had no | egal
obligation to Lonas Mortgage with respect to the Foxbriar

property until August 1992.° Until such tine, only the Hewitts

o In the notice of deficiency, respondent all owed
petitioners a deduction for qualified residence interest paid by
petitioners in connection with the Foxbriar property from August
t hrough Decenber 1992. However, since the amount of such all owed
i nterest deduction, coupled with the other allowed item zed
deductions for 1992, failed to exceed the standard deducti on,
petitioners were allowed the standard deduction for that year.
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were |iable to Lomas Mortgage for paynent of the nortgage on the
Foxbriar property. Moreover, at |east through May 1992,
petitioners paid no anounts to Lomas Mortgage; rather, fromJuly
1990 through April 1992, petitioners were nmaking | ease paynents
of $1,000 per nmonth directly to the Hewitts. Thus, it cannot be
said that petitioners paid any interest on the Foxbriar property
at | east through May 1992.

Petitioners contend that the $5,372 deducted on their 1991
return for nortgage interest represents one-half of the total
interest paid on the Foxbriar property for 1991. The record in
this case is unclear as to how petitioners determ ned the anopunt
of interest paid on the Foxbriar property for that year, and the
manner in which petitioners calculated that they were entitled to
a deduction for one-half of that anount. The record is explicit,
however, that petitioners paid no interest on the Foxbriar
property during 1991. The record shows that, during 1991,
petitioners paid nothing nore than | ease paynents (and earnest
nmoney paynents) directly to the Hewitts in connection with the
Foxbriar property.® Wether or not the Hewitts used the nonthly
| ease paynents frompetitioners to nmake nortgage paynents on the

Foxbriar property is of no consequence in this case. The Federal

10 It is notable that, on Schedule A of their 1991 return,
petitioners reported that the $5,372 in nortgage interest for
whi ch they cl ained a deduction was paid to Peggy L. Hewitt of
Tacoma, Washi ngton.
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income tax benefits of nortgage interest paynents do not flow
through to petitioners fromthe Hewwtts. The only taxpayer
entitled to a nortgage interest deduction on the Foxbriar
property for 1991 is the taxpayer who actually paid the interest
as the debtor to Lonas Mrtgage. Petitioners were not the
debtors during 1991 and did not pay the interest during that

year. A simlar analysis applies to the deduction of real estate
taxes for 1991. See discussion, infra.

For 1992, petitioners clainmed a deduction for all of the
nortgage interest paid on the Foxbriar property during that year.
However, through at |east April 1992, petitioners paid only
$1,000 in nonthly rent to Ms. Hewitt. As discussed previously,
petitioners are not entitled to nortgage interest deductions (or
real property tax deductions) in connection with these | ease
paynments because they did not actually pay any nortgage interest
(or real property taxes) through at |east May 1992.

Sonetime after May 1992, petitioners paid $7,269.73 to Lomas
Mortgage to cure the nortgage default. However, if a taxpayer
pays nortgage interest that accrued prior to the date upon which
t he taxpayer becones the | egal or equitable owner of the subject
property, that anpbunt is not currently deductible. See Koehler

v. Conm ssioner, T.C. Menob. 1978-381. Moreover, it is notable

that the District Court awarded petitioners restitution for

anounts paid to cure the nortgage default in 1992.
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Not until August 1992 did petitioners begin maki ng regul ar
nort gage paynents directly to Lomas Mortgage in connection with
t he Foxbriar property. From August through Decenber 1992,
petitioners actually paid nortgage interest and real property
taxes on the Foxbriar property. Respondent allowed petitioners
t he correspondi ng deductions for these paynents.

The Court deens it prudent to al so exam ne petitioners
ownership interest, if any, in the Foxbriar property during the
years at issue. State |law determ nes the nature of property
rights, and Federal |aw determ nes the appropriate tax treatnent

of those rights. See United States v. National Bank of Conmerce,

472 U. S. 713, 722 (1985); United States v. Rodgers, 461 U S. 677,

683 (1983); Aquilino v. United States, 363 U. S. 509, 513 (1960).

Thus, whatever rights or interests, if any, petitioners held in

t he Foxbriar property during the years at issue nust be

determ ned by applying applicable Texas law. It is well settled
under Texas law that legal title to real property does not pass

to a purchaser under a contract of sale until the deed to the

property is delivered. Leeson v. Gty of Houston, 243 S.W 485,

488 (Tex. Comm. App. 1922, judgnent adopted). The record
reflects that no deed to the Foxbriar property was delivered to
petitioners prior to August 1992. Thus, the Court finds that
petitioners had no legal title to the Foxbriar property prior to

August 1992.
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However, a taxpayer becones the equitable ower of property
when he assunes the benefits and burdens of ownership. See Baird

v. Comm ssioner, 68 T.C 115, 124 (1977). The time at which a

t axpayer has assuned the benefits and burdens of ownership is a

gquestion of fact in each case. See Koehler v. Conm ssioner,

supra.

Petitioners contend that they were equitable owners of the
Foxbriar property during both of the years at issue. Petitioners
argue that they had an option contract wwth the Hewitts for the
purchase of the Foxbriar property, which becane an executory
contract for sal e/ purchase upon petitioners’ exercise of their
option. At that tine, petitioners argue, they becane equitable
owners of the Foxbriar property. Petitioners contend they becane
equi tabl e owners of the property no later than June 30, 1991, by
their acts of "signing the earnest noney contract and paying the
$100 and $2,500, setting the closing date, and subsequent acts of
maki ng all nonthly paynments and paying the additional $1,500".
Petitioners contend that this argunent is fortified by the fact
that they took possession of the property in June 1990 and
mai nt ai ned possession through 1997. |In support of their claimto
equitable title, petitioners rely on the Texas Suprene Court case

of Sinclair Ref. Co. v. Allbritton, 218 S.W2d 185 (Tex. 1949).

Petitioners’ reliance on the Sinclair Ref. Co. case is

m spl aced. The contract at issue in Sinclair Ref. Co. was a

| ease contract containing a purchase option clause, which gave



- 16 -

the |l essee a right to purchase the | eased property under certain
conditions and within a certain tine limtation. The |ease
contract al so contained a purchase refusal clause, which gave the
| essor the right to notify the |l essee of a third-party offer to
purchase the property. The |essee then had a certain tinme period
in which to purchase the property on the sane terns offered by
the third party. |If the |lessee failed to purchase, the |essor
then had a right to sell the property to the third party, subject
to the | easehold interest of the |lessee. During the termof the
| ease (which had been properly extended under the ternms of the
contract), the lessee nailed a proper notification formstating
that it exercised its purchase option. Four days |ater, the
| essor notified the | essee of a bona fide purchase offer froma
third party, which was $5,500 hi gher than the purchase option
price. The issue before the court was whether the delivery of
the | essee’s notice fornmed a vendor/purchaser rel ationship
between the parties and thus nullified the provisions of the
purchase refusal clause. The Suprene Court of Texas held that,
under the terns of that particular |ease contract, the act of the
| essee’s giving proper and valid notice to the lessor did create
a valid and enforceable contract for a sale between the | essor
and the | essee, and, thus, the | essee, upon tender of the
purchase price, was entitled to specific performance under the
terms of the purchase option cl ause.

In the instant case, petitioners and the Hewitts entered

into a contract for the sale of the Foxbriar property, with an
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option for petitioners to |l ease the property prior to the closing
date, rather than an option to purchase. The |anguage of the
earnest noney contract bound petitioners to purchase and the
Hewitts to sell the Foxbriar property on or before the closing
date. This is evidenced by the terns of the contract requiring
that, in the event of default on the part of the purchaser, the
seller could either sue for specific performance or retain the
earnest noney as |iquidated damages. It is well settled under
Texas |l aw that a contract for sale exists when the seller has

both of these renedies. See Gala Hones, Inc. v Fritz, 393 S. W2d

409, 411 (Tex. G v. App. 1965)(citing Paranobunt Fire Ins. Co. V.

Aetna Cas. & Surety Co., 353 S.W2d 841, 843 (Tex. 1962) and Mbdss

v. Wen, 113 SSW 739 (Tex. 1908)); Tabor v. Ragle, 526 S.W2d

670, 675 (Tex. Civ. App. 1975); Broady v. Mtchell, 572 S.W2d

36, 40 (Tex. G v. App. 1978).

The holding in Sinclair Ref. Co. v. Allbritton, supra, wth

respect to a purchase option in a | ease contract is inapplicable

to the contract for sale in the instant case. Sinclair Ref. Co.

addresses the conditions under which a | ease contract with an
option to purchase becones a contract for sale. In the instant
case, the issue is not whether petitioners entered into a valid
contract for purchase of the Foxbriar property. Cearly, they
did so. Rather, the question is whether petitioners obtained

equitable title to the Foxbriar property. Sinclair Ref. Co. does

not address that question. Moreover, the holding in Sinclair
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Ref. Co. was nmade specific to the terns of the contract at issue
therein and woul d not apply generally to all contracts,

particularly not to a contract for sale as existed in this case.

Petitioners also rely on the case of Boykin v. Conm ssioner,

344 F.2d 889 (5th Cr. 1965), for the proposition that, although
legal title to real property does not pass to a purchaser under a
contract of sale until actual delivery of a deed to the property,
a purchaser is vested with equitable title fromthe date of the
contract for sale or fromthe date the purchaser takes
possession. Petitioners’ reliance on Boykin is msplaced. In
Boykin, the Court of Appeals for the Fifth Grcuit (Fifth

Crcuit), to which an appeal in this case would lie, stated:

under Texas law, a purchaser of realty ordinarily gets
equitable title with the execution of a binding
contract of sale. [Footnote omtted.] OF course it is
often said that equitable title does not pass where the
contract is by its ternms expressly conditional. North
Texas Realty & Construction Co. v. Lary, Tex. Gv.

App., writ refused, 1911, 136 S.W 843; 52 Tex. Jur. 2d
Specific Performance 8 48. And pointing out that "A
contract may be conditional in its inception as to one
party and unconditional as to the other," that text
speaks in terns of the right to specific performnce
not being available prior to the tinme the equitable
title passes. Ibid. 1In other words, the right to
specific performance resting on an equitable right
frequently neasures the tinme the equitable right cones
into being. [Enphasis added.]

Boykin v. Conm ssioner, supra at 892. Under Texas law, a party

to a contract is not entitled to specific performance where that

party materially breaches the contract by failing to neet a
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contract requirenent. See Cowran v. Allen Mnunents, Inc., 500

S.W2d 223, 226 (Tex. Civ. App. 1973); Hudson v. Wakefield, 645

S.W2d 427, 430 (Tex. 1983). 1In the case here, petitioners
materially breached the earnest noney contract by failing even to
attenpt to obtain outside financing, and, thus, they were not
entitled to specific performance.!* Since, under Texas |aw, the
right to specific performance resting on an equitable right
measures the tinme the equitable right cones into being, it is
clear that equitable title to the Foxbriar property did not pass

to petitioners prior to August 1992.

Mor eover, the facts and circunstances surrounding the

contract in Boykin v. Conm ssioner, supra, are clearly

di stingui shable fromthose in the instant case. Under the
contract at issue in the Boykin case, the “taxes for the current
year, current rents, insurance, interest (if any), and del ay

rentals on oil and/or gas |eases” were to be prorated as of the

11 Petitioners assert that their failure to formally apply
for financing resulted fromthe Hewitt's failure to nake repairs
that petitioners believed were necessary to conply with city
i nspection codes. As stated previously, supra note 4, the
earnest noney contract provided that "On Seller’s receipt of al
| oan approval s and i nspection reports, Seller shall comrence
repairs". Petitioners never presented the Hewitts with any | oan
approval (or any |oan refusal) because they never formally
applied for financing. The Hewitts were required to do nothing
further under the contract until petitioners applied for
financing and were either approved or denied the sane.
Petitioners’ failure to apply for outside financing and to tender
t he purchase price constituted a breach of the earnest noney
contract, regardless of their reasons therefor and, thus,
deprived themof the right to specific performance by that
contract.
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date of the contract, rather than the closing date. The
purchaser agreed to | ease back the property to the seller, for
agricultural purposes, for an annual cash rent of $2,500, which
was acconplished. At closing, the purchaser was credited an
anmount of rent for the farmfor the precise nunber of days from
execution of the contract to the closing date. Additionally, the
purchaser paid interest on his note to seller fromthe date of
the contract. Considering all the aforenentioned facts, the
Fifth Crcuit stated that the contract with the addendum and t he
"conduct of the parties reveal that for all practical purposes *
* * [the purchaser] was possessed of the benefits and burdens of
ownership at the critical tinme [i.e., execution of the

contract]." Boykin v. Conm ssioner, supra, at 894.

In sharp contrast, the earnest noney contract in the instant

case expressly provided:

taxes, flood and hazard insurance * * * | rents,

mai nt enance fees, interest on any assuned | oan and any
prepai d unearned nortgage i nsurance prem um whi ch has
not been financed as part of any assuned |oan * * *
shall be prorated through the Cosing Date. |[|f Buyer
elects to continue Seller’s insurance policy, it shal
be transferred at closing. [Enphasis added.]

Additionally, the contract provided that, if the Foxbriar
property was damaged or destroyed by fire or other casualty, the
Hewitts were to restore the property to its previous condition no

| ater than the closing date. |In other words, until the tinme of
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closing, the Hewitts bore the risk of loss with respect to the
property.

Al t hough petitioners had possession of the property as
tenants or | essees, they were not entitled to possession as
owners until the closing date. Under the residential |ease
signed by the parties, petitioners were prohibited from (1)

Subl easi ng or assigning the Foxbriar property; (2) making any

i nprovenents to the property without witten perm ssion; (3)
repairing a vehicle on the property without witten perm ssion;
(4) conducting any business on the property, including child
care; (5) permtting nore than four vehicles on the property

W thout witten perm ssion; and (6) storing a nonoperative
vehicle on the property. Mreover, the terns and conditions
under which petitioners eventually purchased (or attenpted to
purchase) the property fromMs. Hewitt differed fromthose
originally set out in the earnest noney contract. Analyzing the
facts of the instant case under Texas |law and the Fifth Grcuit’s

reasoning in Boykin v. Conmm ssioner, 344 F.2d 889 (5th Cr

1965), the conduct of the parties fails to suggest that
petitioners, for practical purposes, were possessed of the

benefits and burdens of ownership prior to August 1992.

In determ ni ng whether the benefits and burdens of ownership
have passed to a purchaser, this Court has often considered
whet her the purchasers: (1) Had the right to possess the property

and to enjoy the use, rents, and profits thereof; (2) had the
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duty to maintain the property; (3) were responsible for insuring
the property; (4) bore the risk of loss of the property; (5) were
obligated to pay taxes, assessnents, and charges agai nst the
property; (6) had the right to inprove the property w thout the
seller’s consent; and (7) had the right to obtain legal title at
any tinme by paying the bal ance of the purchase price. See Derr

v. Comm ssioner, 77 T.C 708, 724-725 (1981); an v.

Comm ssioner, T.C Menp. 1995-579. Petitioners had the right to

possess the property but were prohibited fromrenting out or

subl easing the property. Petitioners had a duty, as |essees, to
mai ntain the property in a reasonable condition and to repair
certain danage caused by them however, petitioners were not
required to insure the property or bear the risk of |oss.
Petitioners were not obligated to pay taxes, assessnents, or
charges agai nst the property, nor did they have the right to

i nprove the property without witten consent. Analyzing these
factors, petitioners did not possess the benefits and burdens of

ownership prior to August 1992. See al so Koehler v.

Conmi ssioner, T.C. Menp. 1978-381.

On this record, the Court finds that petitioners were nere
| essees of the Foxbriar property and did not have the benefits
and burdens of ownership so as to nake them equitable owners of
the property until August 1992, the tinme at which they assuned

liability to Lomas Mortgage. Thus, on this record, the Court
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hol ds that petitioners held no legal or equitable title to the

Foxbriar property prior to August 1992.

Petitioners’ |ack of any |legal or equitable ownership
interest in the Foxbriar property prior to August 1992 precl udes
their entitlenment to a deduction for qualified residence interest
under section 163(a) during this tinme. As stated previously,
section 1.163-1(b), Income Tax Regs., requires that the taxpayer

be the "legal or equitable owner"” of the property.

That sanme rationale applies to the real estate property
taxes. Real property taxes are generally deductible in the
taxabl e year within which they are paid or accrued. See sec.
164(a)(1). However, no deduction is allowed to the extent that
real property taxes are treated as i nposed on anot her taxpayer.
See sec. 164(c)(2); sec. 1.164-1(a), Incone Tax Regs.; Loria v.
Comm ssioner, T.C Menp. 1995-420.

As stated earlier, petitioners held no | egal or equitable
title to the Foxbriar property prior to August 1992. Moreover,
there is no evidence in the record to suggest that the real
property taxes at issue were paid by or inposed on anyone ot her

than the Hewi tts through August 1992. 12

12 In the notice of deficiency, respondent allowed
petitioners a deduction for real property taxes paid by
petitioners in connection with the Foxbriar property from Aug.

t hrough Dec. 1992. However, since the anmount of such all owed
property tax deduction, coupled with the other allowed item zed
deductions for 1992, failed to exceed the standard deducti on,
petitioners were allowed the standard deduction for that year.
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Consequently, the Court holds that, for the years at issue,
petitioners are not entitled to deductions for qualified
residence interest or real estate taxes in connection with the
Foxbriar property in excess of that allowed by respondent for

1992. Respondent is sustained on this issue.

The second issue for decision is whether petitioners are
entitled to a casualty | oss deduction for 1991 in connection with
t he Foxbriar property. |In Decenber 1991, the sw nmm ng pool
| ocated on the Foxbriar property was damaged due to excessive
rains and flooding. This damage was not repaired until 1994,
when petitioners expended $15,650 to repair the damage and nake
further inprovenents to the pool.® As a part of its judgnent,
the District Court ordered that petitioners be reinbursed from
the forecl osure proceeds of the Foxbriar property $29, 935. 31,
whi ch woul d prine the Federal tax lien. That award included the

foll ow ng anmounts relating to petitioners’ clainmed casualty | oss:

Pool i nprovenents/repair $15, 650. 00

Fence repair/repl acenent 637. 00

Yard cl eari ng/cl eani ng 293.50

Tot al $16, 580. 50

13 The invoice fromthe pool conpany states that
petitioners paid $15,650 for repairs and i nprovenents to the
pool. Petitioners also submtted invoices for $637 for fence

installation, $250 for yard cl eaning around yard and pool, and
$43.50 for trash hauling. The Court does not consider these
expenses as repairs to the pool, particularly since “clean site”
was a task included in the contract wth the pool conpany.
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For the year 1991, petitioners did not claima casualty |oss
on their return; however, in their petition they alleged
entitlenment to a casualty |oss deduction of $19,000, subject to
l[imtations. On brief, petitioners clained this itemto be
$16,580.50 as allowed by the District Court. The record contains
assertions by petitioners that the District Court award was
di scharged in bankruptcy by M. Hewitt; however, no evidence was
presented to show any such bankruptcy di scharge of this debt or
the timng thereof. Mreover, no evidence was presented to show
whet her the proceeds fromthe foreclosure sale satisfied this

claimthat prined the Federal tax |ien.

Section 165(a) provides that there shall be allowed as a
deduction any | oss sustained during the taxable year and not
conpensated for by insurance or otherwise. [In particular,
section 165(c)(3) allows a deduction to an individual for |oss of
property not connected with a trade or business or a transaction
entered into for profit, if such loss arises fromfire, storm
shi pweck, or other casualty, or fromtheft. Personal casualty
or theft | osses are deductible only to the extent that the |oss
exceeds $100 and 10 percent of adjusted gross income. See sec.
165(h) (1) and (2). Such |osses, noreover, are deductible as
item zed deductions on Schedule A of the taxpayer's return. In
this case, petitioners do not contend that the subject property
was ever used in a trade or business or a transaction entered

into for profit.
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A l oss may be deducted only by the taxpayer who sustai ned
it. |If the taxpayer is not the owner of the property, the
t axpayer generally cannot claima deduction for a casualty |oss

relating to that property. See Wayno v. Comm ssioner, T.C. Meno.

1992-53, affd. without published opinion 12 F. 3d 1111 (9th Cr
1993). This Court has held that petitioners held no | egal or
equitable title to the Foxbriar property during either of the
years at issue. This includes the sw mm ng pool |ocated on the

Foxbriar property.

Mor eover, the nmeasure of a casualty |oss, as provided by
section 1.165-7(b)(1), Incone Tax Regs., is generally the |esser
of (1) the fair market value of the property imedi ately before
the casualty reduced by the fair market value of the property
i medi ately after the casualty, or (2) the anmount of the adjusted
basis prescribed in section 1.1011-1, Incone Tax Regs., for
determining loss fromthe sale or other disposition of the
property. The taxpayer bears the burden of proving the anmount of

his basis. See MIlsap v. Conmm ssioner, 46 T.C 751, 760 (1966),

affd. on other issues 387 F.2d 420 (8th Cr. 1968). A |loss
cannot be conputed where the taxpayer’s basis in the property is

not proven. See id.; Fisher v. Comm ssioner, T.C. Mno. 1986-

141; sec. 1.165-1(c), Incone Tax Regs. Petitioners held no basis
in the Foxbriar property during 1991, the year in which the
damage to the sw mm ng pool occurred. Moreover, the record is

devoid of any evidence that would tend to indicate petitioners
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made any capital expenditure in connection with the Foxbriar

SW nm ng pool prior to 1994.

Petitioners rely on Rev. Rul. 73-41, 1973-1 C. B. 74, for the
proposition that casualty | oss deductions can be allowed to nere
| essees. Petitioners’ reliance on this revenue ruling is
m spl aced. The taxpayer in the cited revenue ruling was a | essee
of residential property who, under the terns of the |ease, was
required to surrender the property in good condition at the
termnation of the lease. A fire severely damaged much of the
property just prior to the | ease expiration, and the taxpayer
failed to surrender the property in good condition. The taxpayer
denied liability for the damage, and the |essor sued. A judgnent
was rendered against the taxpayer. The ruling held that the
"l oss sustai ned upon paynent of the judgnent was directly
attributable to the fire", and, thus, the taxpayer was entitled

to a casualty | oss deduction wth respect thereto.

Petitioners in the instant case were not required, under
their contract with the Hewitts, to repair the damage to the
swi mm ng pool and had no judgnent rendered against themwth
respect to the swimm ng pool danage, an el enent which appears to
have been essential in the revenue ruling. Moreover, it is well
established that "the authoritative sources of Federal tax |aw
are in the statutes, regulations, and judicial decisions and not

in* * * informal [IRS] publications.” Zinrerman v.

Comm ssioner, 71 T.C 367, 371 (1978), affd. w thout published
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opinion 614 F.2d 1294 (2d Cr. 1979); accord Adler v.
Comm ssioner, 330 F.2d 91, 93 (9th Cr. 1964); Geen v.

Commi ssioner, 59 T.C 456, 458 (1972); Al dridge v. Conmm ssioner,

51 T.C. 475, 482 (1968).

Finally, this Court has previously stated that "danmage to
property which one is leasing entitles one to a deduction for the
| oss sustained to the | easehold interest.” Fryer v.

Comm ssioner, T.C. Meno. 1974-77. However, petitioners had no

basis in their | easehold interest on the Foxbriar property. See

Fryver v. Commi ssioner, supra. Thus, the Court is unable to

conpute or allow petitioners a deduction for any loss to a

| easehold interest. See MIlsap v. Conm ssioner, supra; Fisher

v. Conmm ssioner, supra; sec. 1.165-1(c), Incone Tax Regs.

On this record, the Court holds that petitioners are not
entitled to deduct a casualty loss for 1991 in connection with

t he Foxbriar property.

The final issue for decision is whether petitioners are
entitled to a deduction for a nonbusiness bad debt [oss in
connection wth the Foxbriar property for 1991. Petitioners
claimed on their 1991 Federal incone tax return, on Form 4797,
Sal es of Business Property, a loss of $9,719 in connection with
the Foxbriar property. That anmount consisted of the foll ow ng

itens:
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Ear nest noney paynments nade on 7/1/90 and |1/1/91 $4, 000
The $250 portion of the |ease paynents each nonth

that were to be applied to the purchase price 4,750
Pl unmbi ng repairs made during contract period 969
Tot al $9, 719

On brief, petitioners increased the anount clainmed to $9,819 to

i nclude the $100 anount pai d when the earnest noney contract was
entered into. Although the anount clainmed on their 1991 return
was based on a loss fromthe sale or exchange of a capital asset,
petitioners on brief contend that the $9,819 was a nonbusi ness
bad debt under section 166 instead of a |oss fromthe sale or

exchange of a capital asset.

In general, section 166(a) allows a deduction for any debt
t hat beconmes worthl ess during the taxable year. However, section
166 di stingui shes between busi ness bad debts and nonbusi ness bad
debts. See sec. 166(d); sec. 1.166-5(b), Incone Tax Regs.
Busi ness bad debts may be deducted against ordinary incone to the
extent that such debts becone wholly or partially worthl ess
during the year. 1In contrast, nonbusiness bad debts may be
deducted, but only as short-termcapital |osses, and only if the
debts are wholly worthless in the year clained. Petitioners
acknow edge that the clainmed debt would be characterized as a

nonbusi ness bad debt.

A deduction for a bad debt is limted to a bona fide debt.
See sec. 1.166-1(c), Incone Tax Regs. A bona fide debt is

defined as one that arises froma debtor-creditor relationship
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based upon a valid and enforceable obligation to pay a fixed or
determ nabl e sum of noney. See sec. 1.166-1(c), Inconme Tax Regs.
A taxpayer must establish the validity of a debt before any
portion of it may be deducted under section 166. See Anerican

Ofshore, Inc. v. Comm ssioner, 97 T.C. 579, 602 (1991); sec.

1.166-1(c), Incone Tax Regs.

Wth respect to the noney paid to the Hewitts under the
ear nest noney contract,! petitioners breached the earnest noney
contract wwth the Hewtts, and petitioners were, therefore, not
entitled to a recovery of those noneys under the terns of the
contract. Those noneys were forfeited as |iquidated danages to
the Hewitts when petitioners breached the contract. Moreover,
the Hewitts were not unjustly enriched by the paynents under the
contract because petitioners had a contractual duty to pay those
anounts, and there was a possibility those nobneys woul d be
forfeited if petitioners breached the contract. Therefore, the
Court finds that those noneys clearly did not constitute a bona

fide debt owed by the Hewitts to petitioners.

Wth respect to the nonthly paynents nade by petitioners to
Ms. Hewitt and Lomas Mortgage after the expiration of the
earnest noney contract, petitioners have not shown that they

constituted nore than fair rental value paynents for petitioners’

14 This includes the $4,100 in earnest noney paynents as
wel |l as the $250 portions of the $1,000 nonthly paynments nmade
prior to the expiration of the earnest noney contract, which were
to have been applied toward the purchase price.
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occupancy of the Foxbriar property after the expiration of the
earnest noney contract and also during the tinme they believed
they were assum ng the property. Thus, the Court finds that
t hese noneys did not constitute a bona fide debt owed by the

Hewtts to petitioners.

Wth respect to the $969 in plunbing repairs, petitioners
had a potential claimfor reinbursenment of these noneys in 1991.
Thi s anbunt was included as a part of the $29,935.31 awarded to
petitioners in the 1997 District Court decision as restitution
for inprovenents and repairs nmade to the Foxbriar property.
Thus, the $969, anobng ot her anounts, gave rise to a bona fide
debt owed to petitioners by the Hewtts (that was reduced to
judgnent) in 1997 rather than in 1991. There is insufficient
evidence in the record to determ ne whether or not this debt
becanme worthless and, if so, in what year.!® Also, as noted
earlier, the proceeds fromthe forecl osure sale were supposed to
have covered this item This Court is certain, however, that the
$969 was not a worthless debt in 1991 or 1992, and this Court’s
review of petitioners’ tax liability is limted to the years at

issue in this case.

15 Vague assertions were nmade by petitioners that M.
Hewi tt di scharged this debt in bankruptcy; however, no indication
was given as to the year in which the debt was di scharged, and no
docunentary evidence was offered to prove the discharge.
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On this record, the Court holds that petitioners are not

entitled to the cl ai ned nonbusi ness bad debt deduction for 1991.

Deci sion will be entered

for respondent.




