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11 T.C. 374 (1948)

For tax purposes, the basis of property acquired by devise is its fair market value at
the time of acquisition, undiminished by any encumbrances or obligations attached
to the property, such as a lease agreement requiring the lessee to retain rental
payments to cover the cost of building improvements.

Summary

The Harriet M. Bryant Trust acquired land and a building through a devise, subject
to a lease where the lessee was entitled to recoup building costs (plus interest) by
retaining  rental  payments.  When  the  trust  sold  the  property,  a  dispute  arose
regarding the property’s basis for calculating capital gains. The Tax Court held that
the property’s basis was its fair market value at the time of acquisition, without
reduction for the lease terms. The Court also determined the building’s useful life
and allocated the sale proceeds between the land and the building.

Facts

Harriet M. Bryant leased property in 1917, requiring the lessee to construct a new
building. The lease stipulated that the lessee would recover the building costs, plus
interest, by retaining a portion of the rental income. Bryant died in 1920, and her
will established a trust that inherited the property. At the time of her death, the
building’s  cost  had  not  been  fully  reimbursed.  The  estate  tax  return  initially
undervalued the property due to the ongoing rental retention agreement, but this
was later refunded. In 1941, the trust sold the property, leading to a dispute over
the proper tax basis.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the trust’s income
tax for 1941, disputing the trust’s calculation of profit from the sale of the real
estate. The trust petitioned the Tax Court, challenging the Commissioner’s valuation
of the property at the time it was acquired by devise, the depreciation rate, and the
allocation of sale proceeds between land and building.

Issue(s)

1. Whether the basis of property acquired by devise should be reduced to account
for  a  lease  agreement  that  allows the  lessee  to  retain  rents  to  cover  building
improvement costs.

2.  What  is  the  proper  estimated  useful  life  of  the  building  for  depreciation
calculation purposes?

3. What is the proper allocation of the sale proceeds between the land and the
building?
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Holding

1. No, because the basis of the property is its fair market value at the time of
acquisition, without reduction for lease-related obligations.

2. 50 years, because the evidence suggests a useful life substantially in excess of 40
years.

3. 60% to the land and 40% to the building, because the building had sustained
substantial depreciation by the time of the sale.

Court’s Reasoning

The Court relied on Crane v. Commissioner, 331 U.S. 1, holding that the property’s
basis  should not  be diminished by mortgages or  similar  obligations.  The Court
reasoned that the lease agreement requiring rental retention was analogous to a
mortgage. The Court stated that “the proper basis under § 113 (a) (5) is the value of
the  property,  undiminished  by  mortgages  thereon.”  The  court  rejected  the
Commissioner’s argument that the lease was merely a “bundle of rights,” stating
that the “property” was the land and building. Testimony from real estate dealers
also supported the fair market value asserted by the trust. The court determined the
building’s useful life based on witness testimony and the lease terms. The allocation
of  sale  proceeds  was  based  on  witness  opinions  regarding  the  building’s
depreciation over time, leading to a greater proportion of the value being attributed
to the land. The Court stated, “the value of property results from the use to which it
is put and varies with the profitableness of that use; present and prospective, actual
and anticipated.”

Practical Implications

This case clarifies how to determine the tax basis of property acquired subject to
pre-existing  lease  agreements  with  obligations  that  affect  income  streams.  It
reinforces  the  principle  that  the  basis  is  the  fair  market  value  at  the  time of
acquisition,  not  an “equity” value reduced by encumbrances.  Attorneys and tax
professionals must consider the Crane doctrine when advising clients on property
valuation.  This  ruling  affects  estate  planning,  property  transactions,  and  tax
compliance, particularly when dealing with long-term leases or other encumbrances
that impact the immediate income potential of a property. Later cases have cited
Bryant  Trust  to  support  the  argument  that  the  value  of  the  asset  should  be
considered as a whole unit rather than a “bundle of rights.”


