
IN THE UNITED STATES DISTRICT COURT 
FOR THE WESTERN DISTRICT OF 
TENNESSEE WESTERN DIVISION 

John W. Owen and Glenda P. McCormick, 
Plaintiffs, 

V. 

United States of America, 
Defendant. 

NO. 97-2564-TUBRE 

ORDER ON PLAINTIFFS’ 
MOTION TO RECONSIDER 

Plaintiffs John Owen and Glenda McCormick have filed a motion asking the court to reconsider a 
portion of its order dated December 17, 1998, denying a plaintiffs’ motion for a partial summary 
judgment. In that order, the court held, among other things, that plaintiffs were not entitled to 
increase their basis in property for certain improvements made to their property. 

I.  Plaintiffs’ Basis in the Property 

At issue is $225,017 in improvements allegedly made to office condominiums that the plaintiffs 
sold in 1987. Plaintiffs are cash basis taxpayers who claim that the cost of these improvements 
should be added to the basis of condominiums, thus affecting the gain/loss computation on their 
sale. Rather than paying cash for the improvements at the time they were allegedly made, 
plaintiffs issued three promissory notes totaling $225,017 to Section Seven Contractors, Inc., an 
entity that appears to have been controlled by John Owen. The parties have stipulated that any 
payments made on the notes were not made until after 1987. 

Section 1011 governs a taxpayer’s basis in his property. That section provides that a taxpayer’s 
adjusted basis in his property shall be his basis as provided for in Section 1012 and as adjusted 
by Section 1016. 

Section 1012 provides that a taxpayer’s initial basis in his property is the cost of such property. 
Regulation Section 1.1012-1 states that "cost is the amount paid for such property in cash or 
other property." Cost basis includes "personal liabilities incurred by the purchaser and liabilities 
subject to which the property is taken." Conroe Office Bldg., Ltd. V. Commissioner, 61 T.C.M. 
(CCH) 2655, 2662 (1991) (citing Crane v. Commissioner, 331 U.S. 1 (1947)). See also 
Commissioner v. Tufts, 461 U.S. 300, 307-08 (1983) ("Because of the obligation to repay, the 
taxpayer is entitled to include the amount of the loan in computing his basis in the property; the 
loan, under Section 1012, is part of the taxpayer’s cost of property."); Bertoli v. Commissioner, 
103 T.C. 501, 515 (1994) ("Ordinarily, a purchaser’s cost basis under Section 1012 includes both 
promissory notes issued by the purchaser and any liabilities of the seller assumed by the 
purchaser as consideration for the sale." Plaintiffs argue that by issuing promissory notes as 
payment for the improvements, they have basis under Crane and Conroe Office Bldg.  Those 
cases, however are distinguishable because they dealt with a taxpayer’s initial cost basis in his 
property, rather than adjustments to basis for subsequent expenditures. 



Section 1016 governs adjustments to the basis of property. That section states that "[p]roper 
adjustment in respect of the property shall in all cases be made … for expenditures, receipts, 
losses, or other items, properly chargeable to capital account." 

Defendant analogizes expenditures or capital improvements to the deductibility of expenses and 
argues that since cash basis taxpayers cannot deduct expenses until they are actually paid 
(regardless if they issue a note), they should not be able to increase their basis in property for 
improvements until cash is actually expended. In support of its position, defendant cites several 
cases that have held a cash basis taxpayer may not increase his basis for a capital cost in Year 
One when the capital cost was not paid for until Year Two or later. See, e.g. Haymond v. 
Commissioner, 73 T.C.M. (CCH) 3179 (1997); Vaira v. Commissioner, 52 T.C. 986, 1003 (1969), 
rev’d on other grounds, 444 F.2d 770 (3rd Cir. 1971); Harchester Realty Corp. V. Commissioner, 
20 T.C.M. (CCH) 922 (1961). Instead, these cases hold that the taxpayer may claim a capital loss 
only in the year he actually pays for the capital cost. Vaira, 52 T.C. at 1003. These cases are 
distinguishable, however, because the taxpayers at issue did not issue a promissory note in Year 
One as payment for the expenditures, which is essentially the issue in the case at bar. 

A hypothetical example can easily illustrate the issue before the court. Assume that hypothetical 
cash basis taxpayer A incurs certain deductible costs in Year One but that he does not pay for the 
costs until Year Two. Can taxpayer A take a deduction in Year One? No, under Section 461. 
Assume instead that taxpayer A issues his promissory note in Year One in payment for the costs, 
but that he does not pay the note until Year Two. Can taxpayer A now deduct his expenses in 
Year One? No, under Helvering v. Price, 309 U.S. 409, 413 (1940); Eckert v. Burnet, 283 U.S. 
140, 141-42 (1931); Patmon, Young & Kirk v. Commissioner, 536 F.2d 142, 143-44 (6th Cir. 
1976). Under those cases, the mere issuance of a promissory note by a cash basis taxpayer 
does not alter the result. Now assume hypothetical cash basis taxpayer B gives his note in 
exchange for property. Does taxpayer B obtain basis in his property for issuing his note? Yes, 
under Crane and Conroe Office Bldg.  Assume taxpayer B makes certain improvements to the 
property in Year One, but that he does not pay for the improvements until Year Two. Can 
taxpayer B increase his basis in Year One for the cost of improvements? No, under Haymond 
and Vaira. Now assume that taxpayer B gives his note in Year One in payment for the 
improvements. Can taxpayer B increase his basis in Year One for the cost of the improvements? 
No, under Haymond and Vaira. Now assume that taxpayer B gives his note in Year One in 
payment for the improvements. Can taxpayer B now increase his basis for the cost of the 
improvements? That is the issue before the courts. 

The court holds that plaintiffs, as cash basis taxpayers, cannot increase their 1987 basis in 
property for improvements made to that property during 1987 that were "paid" for in 1987 with 
promissory notes, when payments were not made on those notes until a subsequent year. As 
plaintiffs make payments on the notes in subsequent years, they can increase their basis at that 
time. 

There are several reasons that justify the court’s determination. To begin with, plaintiffs have 
cited no case factually similar to the case at bar, while defendant has offered some authority for 
its position. In Jenkins v. Bitgood, 101 F2d 17,18 (2d Cir. 1939), the cash basis taxpayer gave his 
$25,000 promissory note to a bank in exchange for certain bonds worth $5,500 in 1931. The 
bonds became worthless in 1932, but no payments were made on the note until 1934. The 
taxpayer claimed a deduction on his 1932 income tax return for $19,450, representing the 
difference between the promissory note and the market value of the bonds on the date he 
received them. The Second Circuit agreed with the taxpayer’s contention that the $19,450 should 
be treated as a contribution to the bank’s capital. However, the Second Circuit disallowed the 
claimed deduction for the loss. Analyzing the situation under the predecessor to Section 1016, 
the Second Circuit stated: 



The basis for determining the amount of deduction for a loss sustained under 
[Section 165} is the adjusted basis provided in [Sections 1016, 1017,1018]. This 
provides that proper adjustment shall be made "for expenditures, receipts, 
losses, or other items, properly chargeable to capital account." We do not see 
how a taxpayer on the cash basis can treat as an "expenditure" there mere 
incurring of a liability for a capital contribution. Not until the note is paid will he 
make an "expenditure" that increases the cost of his stock.  

Id. at 19. Under Jenkins, plaintiffs in the case at bar would not be able to increase their basis in 
the property for improvements paid for with a promissory note. 
Another reason favoring defendant’s position is the language of Sections 1012 and 1016. The 
words of a section in the Internal Revenue Code should be interpreted, where possible, in their 
ordinary, everyday senses. See Crane, 331 U.S. at 6. Section 1012 provides that the "basis of 
property shall be the cost of such property." As noted by the Supreme Court, "cost," as that term 
is used in Section 1012, includes debt because of the expected obligation to repay. Tufts, 461 
U.S. at 307-08. In terms of ordinary, everyday meaning, that position is easily defended. See 
Webster’s Third New International Dictionary 515 (1986) (defining "cost" as "the amount or 
equivalent paid or given or charged or engaged to be paid or given for anything bought or taken 
in barter or for services rendered." (emphasis added). Section 1016, however, states that 
adjustments shall be made to basis for "expenditures, receipts, losses, or other items." Section 
1016 does not speak in terms of cost. The ordinary, everyday meaning of the term "expenditures" 
does not include incurring liability. See id. at 800 (defining "expenditure" as "the act or process of 
expending"); id. at 799 (defining "expend" as "to pay out or distribute." Nor does the ordinary, 
everyday meaning of "receipts" or "losses" include incurring liability. See Webster’s at 1894, 
1338. Section 1016 does state that an adjustment to basis for "other items" may also be 
appropriate. However, the court is unaware of any authority that defines "other items," and it is 
hesitant to place debt within that category. Congress was specific enough to list expenditures, 
receipts and losses. Presumably, if it meant to include "debt" it would have said so rather than 
leaving it for the courts to judicially determine that "other items" includes such a major component 
of everyday financial life. The court finds such a determination is better left to Congress. 
The court is also aware of its obligation to construe the various sections of the Internal Revenue 
Code in unison. Plaintiffs agree that it would be arbitrary to allow them to obtain cost basis in 
property when it is initially purchased with debt, but not to allow them to obtain basis where 
improvements to that property are paid for with debt. Plaintiffs’ argument is not without merit. 
However, to allow plaintiffs to obtain basis for improvements paid for with debt would give rise to 
greater inconsistencies within the Internal Revenue Code. When dealing with cash basis 
taxpayers, the overriding goal of the Internal Revenue Code is to preclude realization of income 
or deduction of expenses until cash is actually received or paid. In this context, issuing a 
promissory note as payment for a benefit received in the current year is not a substitute for the 
payment of cash that allows the cash basis taxpayer to take a current year deduction. That result 
is sound. The obligation to pay for the benefit existed both before and after the promissory was 
issued. Issuing a promissory note is not a magic talisman. To the contrary, the promissory note 
only represents the underlying debt that already existed. The court is aware of no logical reason 
to artificially alter that result when a cash basis taxpayer issues a promissory note in connection 
with improvements to property. The issuance of the promissory note itself should be irrelevant. 
Thus, the question becomes whether cash basis taxpayers should be allowed to take into 
account in the current year capitalizeable benefits received but not paid for in the current year, 
regardless of whether the obligation is represented by a note. The court finds that they should 
not. To hold otherwise would violate the fundamental principle that cash basis taxpayers do not 
recognize income or expenses until an expenditure is made. Allowing a cash basis taxpayer to 
increase his basis where he issues a promissory note for improvements to property would avail 
the taxpayer of an immediate increase in depreciation deductions and would afford him the 
opportunity to decrease any potential gain or increase any potential loss should the property be 
sold, without having made any cash outlay. To hold otherwise would also remove any distinction 
between cash and accrual basis taxpayers when dealing with capital expenditures, a result for 
which the court finds no authority within the Internal Revenue Code. 



Accordingly, plaintiffs’ motion to reconsider is denied.  
II.  Summary Judgment  
The court’s order of December 17, 1998, denied plaintiffs’ motion for partial summary judgment 
with respect to the $225,017 in improvements based on the court’s determination that plaintiffs 
could not, as a matter of law, increase their 1987 basis in the condominiums for improvements 
that had been paid for with promissory notes that were not satisfied until a subsequent year. In 
that same order the court also found that plaintiffs had only suffered evidence of having paid 
$176,000 toward the notes in 1990, and that it appeared that a large portion of that amount would 
be allocable to interest. Plaintiffs have asked the court to reconsider that determination. 
To the extent the court’s earlier statement that it appeared as though a large portion of Owen’s 
payment would be attributable to interest was a determination, the court finds it unnecessary to 
revisit it. The only tax year in question is 1987, and the court has ruled that Owen may not obtain 
basis in 1987 for promissory notes paid in a later year. Thus, what portion of Owen’s alleged 
payment on the promissory notes in 1990 constitutes principal or interest is irrelevant to a 
determination of plaintiffs’ basis in the improvements in 1987. 
III.  Conclusion  
For the foregoing reasons, plaintiffs’ motion to reconsider is denied. Judgment shall be entered 
for defendant pursuant to Fed. Rule Civ. P. 52 (c). 
IT IS SO ORDERED this 23rd day of February, 1999. 
/s/ JEROME TURNER 
UNITED STATES DISTRICT JUDGE 
 


