16 T.C. 1321 (1951)

A taxpayer acquiring property through foreclosure and subsequent reorganization
cannot use the prior owner’s basis for depreciation if there was a break in the chain
of ownership.

Summary

Harbor Building Trust (petitioner) sought to use the basis of Harbor Trust
Incorporated (original corporation) to calculate depreciation on a building acquired
after a series of foreclosures and reorganizations. The Tax Court held that the
petitioner could not use the original corporation’s basis because the petitioner did
not acquire the property directly from the original corporation; an intervening
foreclosure created a break in the chain of ownership. The court also addressed the
proper tax treatment of real estate tax refunds received in a later year, holding they
must be included as income in the year received.

Facts

Harbor Trust Incorporated (original corporation) constructed a building financed by
first, second, and third mortgages. Upon default of the third mortgage, the property
was foreclosed and sold in 1928. The property was bought by nominees of the third
mortgagee. After a default on the first mortgage, the trustees entered the property
in 1930 and operated it. In 1932 the original corporation was dissolved. In 1939, the
property was sold to Harbor Building Trust (petitioner), which had been organized
by first mortgage bondholders, pursuant to a court decree foreclosing the first
mortgage.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the petitioner’s
income tax for fiscal years 1945, 1946, and 1947. The petitioner challenged the
Commissioner’s determination in the Tax Court, contesting the basis used for
depreciation and the treatment of real estate tax refunds. The Tax Court ruled
against the petitioner on the depreciation issue and upheld the Commissioner’s
treatment of the real estate tax refunds.

Issue(s)

1. Whether the petitioner was entitled to use the adjusted basis of the prior
owner, Harbor Trust Incorporated, in computing its depreciation.

2. Whether the petitioner realized income in 1947 on account of a refund in that
year of real estate taxes paid to the City of Boston in prior years.

Holding

1. No, because the petitioner did not acquire the property directly from Harbor
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Trust Incorporated, as an intervening foreclosure broke the chain of
ownership.

2. Yes, because tax refunds must be recognized as income in the year they are
received, regardless of whether they relate to deductions taken in prior years.

Court’s Reasoning

The court reasoned that under Sections 112(b)(10) and 113(a)(22) of the Internal
Revenue Code, a taxpayer can only inherit the basis of a prior owner if the property
was acquired in a tax-free reorganization. Here, the 1928 foreclosure sale, brought
about by the third mortgagee, wiped out all interests of Harbor Trust Incorporated
in the property. The court emphasized, “By reason of the 1928 foreclosure sale...all
of the interest of Harbor Trust Incorporated in the property was completely wiped
out.” The court rejected the argument that the first mortgage bondholders were the
equitable owners of the property as of 1928 because the petitioner failed to prove
that the original corporation was insolvent regarding its obligations to the
bondholders at that time. Regarding the real estate tax issue, the court followed
precedent establishing that tax refunds are income in the year received, even if
related to prior years’ deductions. The court cited Bartlett v. Delaney, 173 F.2d 535,
in support of including the refunds in income for 1947. The court also held that the
real estate taxes accrued during the year for which they were assessed, and the
petitioner’s estimates must be corrected to reflect the amounts actually assessed.

Practical Implications

This case clarifies that a break in the chain of ownership, such as through a
foreclosure sale, prevents a subsequent purchaser from using the prior owner’s
basis for depreciation, even in a later reorganization. Attorneys advising clients on
property acquisitions following financial distress must carefully examine the history
of ownership to determine the correct basis for depreciation. The case also
reinforces the tax benefit rule, requiring taxpayers to include refunds of previously
deducted expenses in income in the year the refund is received. This impacts tax
planning and compliance, especially for businesses that frequently contest property
tax assessments. Later cases would cite this ruling when determining the tax
implications of reorganizations and the proper treatment of refunds.
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