Detroit Hotel Co. v. Commissioner, T.C. Memo. 1947-26

A taxpayer acquiring property in a foreclosure sale and subsequent reorganization
cannot claim a carryover basis from the original mortgagor if the mortgagor had lost
its interest in the property prior to the reorganization events; in such cases, the
taxpayer’s basis is its cost, typically the foreclosure sale price.

Summary

Detroit Hotel Co. sought to establish the tax basis of hotel property it acquired
through a foreclosure sale and subsequent corporate reorganization. Detroit Hotel
argued it was entitled to use the original cost basis of the Savoy Hotel Co., the prior
lessee and operator of the hotel, under reorganization provisions of the Internal
Revenue Code. The Tax Court rejected this argument, holding that because Savoy
Hotel Co. had lost its leasehold interest in the property over a decade before the
foreclosure sale, it could not be considered a transferor of property in a
reorganization. Therefore, Detroit Hotel’s basis in the property was its cost, which
the court determined to be the foreclosure sale price of $400,000, not including
certain advances.

Facts

Harry and Harriet Pierson (Piersons) owned land and leased it for 99 years to
lessees who built the Savoy Hotel. The lease was assigned to Savoy Hotel Co.
(Savoy). Savoy and the Piersons jointly mortgaged the property. Savoy defaulted on
rent and mortgage payments in 1929, and the Piersons served a notice to quit and
took possession in January 1930. A Michigan court, while acknowledging the
Piersons’ right to possession, gave Savoy 90 days to reinstate the lease, which Savoy
failed to do. A bondholders committee was formed, and foreclosure proceedings
commenced. Detroit Hotel Co. (Petitioner) was incorporated as part of a
reorganization plan to acquire the hotel property for the bondholders. In 1941,
Petitioner purchased the property at a foreclosure sale for $400,000, paid using
deposited bonds, cash, and credits for advances made by the Detroit Trust Co. and
the Piersons. Petitioner claimed a carryover basis from Savoy for depreciation
purposes.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the Petitioner’s
income tax, arguing that the property acquisition did not qualify as a tax-free
reorganization and that Petitioner’s basis was its cost. The Petitioner contested this
determination in Tax Court, arguing for a carryover basis and a higher cost basis
than determined by the Commissioner.

Issue(s)

1. Whether the acquisition of the hotel property by the Petitioner constituted a
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reorganization under sections 112(b)(3), 112(g)(1)(C), and 112(b)(5) of the
Internal Revenue Code, thus entitling Petitioner to use the Savoy Hotel Co.’s
basis for depreciation.

2. Whether the Petitioner’s cost basis in the property should be $400,000, as
determined by the Commissioner, or a higher amount reflecting advances
made by Detroit Trust Co. and the Piersons.

Holding

1. No, because Savoy Hotel Co. had lost its entire interest in the hotel property in
1930 when the lease was terminated, and therefore, there was no transfer of
property from Savoy to Petitioner in a reorganization.

2. No, because the $400,000 foreclosure sale price included the credits for
advances; the Petitioner did not pay the advances in addition to the $400,000.

Court’s Reasoning

The court reasoned that for a carryover basis under reorganization rules, there must
be a transfer of property as part of a reorganization. Section 112(g)(1)(C) requires
“the acquisition by one corporation, in exchange solely for all or a part of its voting
stock, of substantially all the properties of another corporation.” The court
emphasized that Savoy Hotel Co. lost its leasehold interest and improvements in
1930 when the lease was terminated by court order due to defaults. As the court
stated, “The Savoy Hotel Co. lost every interest which it had in the building in 1930
when the lease was terminated by the order of the Michigan court. That closed the
transaction for the tax purposes of the Savoy Hotel Co.” By 1941, when Petitioner
acquired the property, Savoy had no property interest to transfer. The court
distinguished the case from situations where the original owner retains ownership
until the foreclosure sale, citing Bondholders Committee, Marlborough Investment
Company First Mortgage Bonds v. Commissioner, 315 U.S. 189, as controlling
precedent. The court also dismissed Petitioner’s argument under section 112(b)(5)
(transfer to controlled corporation), noting that the transferors were not solely
bondholders but also included the Piersons and Detroit Trust Co., and the
consideration was not solely stock, involving cash payments as well. Regarding the
cost basis, the court found the $400,000 bid price was inclusive of the advances, not
in addition to them, based on the transaction’s structure.

Practical Implications

Detroit Hotel Co. clarifies that a carryover basis in a reorganization following a
foreclosure is contingent upon the transferor corporation actually possessing
property rights at the time of reorganization. It highlights that a prior loss of
property interest, such as through lease termination well before a foreclosure sale,
prevents a carryover basis. For legal practitioners, this case underscores the
importance of tracing the chain of title and determining when and how the
purported transferor relinquished its property rights in foreclosure and
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reorganization scenarios. It emphasizes that tax-free reorganizations require a
genuine transfer of property from one corporate entity to another, and not merely
the acquisition of property that was previously owned by an entity that no longer has
any legal interest. This case serves as a reminder that substance over form
principles apply, and the mere mechanics of a foreclosure and reorganization cannot
create a carryover basis if the underlying economic reality is that there was no
transfer of property from the entity whose basis is sought to be carried over.
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