Harbor Building Trust v. Commissioner, 16 T.C. 1321 (1951)

A taxpayer cannot claim the basis of a prior owner for depreciation purposes if there
was a break in the chain of ownership due to a foreclosure sale, and real estate tax
refunds are income in the year received, not adjustments to prior deductions.

Summary

Harbor Building Trust sought to use the original cost basis of a building constructed
by Harbor Trust Incorporated for depreciation purposes, arguing it acquired the
property in a tax-free reorganization. The Tax Court held that because a foreclosure
sale had interrupted the chain of ownership, Harbor Building Trust could not use the
prior owner’s basis. The court also ruled that refunds of real estate taxes abated in a
later year were taxable income in the year received, not adjustments to prior years’
deductions. This case clarifies the requirements for inheriting a prior owner’s basis
and the proper treatment of tax refunds.

Facts

Harbor Trust Incorporated constructed a building in 1928, financed by a bond issue
secured by a first mortgage. Following a default on a third mortgage, the property
was sold at a foreclosure sale. The property changed hands several times, remaining
subject to the first and second mortgages. Later, the trustees under the first
mortgage entered the premises due to a default. In 1939, Harbor Building Trust was
formed, its stock issued solely for first mortgage bonds, and it purchased the
property at a foreclosure sale for $500,000, primarily using the bonds for payment.
The taxpayer also received refunds for real estate taxes abated in 1947 for the years
1944, 1945, and 1946.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Harbor Building
Trust’s income tax. The Tax Court reviewed the Commissioner’s determination,
focusing on the basis for depreciation of the Harbor property and the treatment of
real estate tax refunds.

Issue(s)

1. Whether Harbor Building Trust could use the basis of Harbor Trust Incorporated
for depreciation purposes under Section 112(b)(10) and 113(a)(22) of the Internal
Revenue Code.

2. Whether refunds of real estate taxes abated in 1947 for prior years should be
treated as income in 1947 or as adjustments to prior years’ deductions.

3. In what year are real estate taxes to be deducted, in the year of assessment
(January 1st) or the year the tax bill is received (August)?
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Holding

1. No, because Harbor Building Trust did not acquire the property directly from
Harbor Trust Incorporated due to the intervening foreclosure sale and changes in
ownership.

2. Yes, because the refunds are income in the year received, consistent with
established precedent rejecting the adjustment of prior deductions.

3. The real estate taxes accrued during the year as of which they were assessed. The
estimates made by the petitioner must be corrected so as to reflect the amounts
actually assessed.

Court’s Reasoning

The court reasoned that Section 112(b)(10) requires a direct transfer from the
original corporation or a series of integrated steps forming a single plan, citing
Helvering v. Alabama Asphaltic Limestone Co., 315 U.S. 179 (1942). The foreclosure
sale in 1928 broke the chain of ownership, wiping out the original corporation’s
interest. The court found no evidence that the first mortgage bondholders were the
equitable owners of the property in 1928, as there was no proof the corporation was
insolvent as to them at that time. Regarding the real estate taxes, the court followed
the principle established in Bartlett v. Delaney, 173 F.2d 535 (1st Cir. 1949), that
refunds are income in the year received. The court referenced United States v.
Anderson, 269 U.S. 422, 441 for guidance on accruing an item and also followed
H.H. Brown Co., 8 T.C. 112 for the proposition that taxes become a liability when
assessed and become a lien.

Practical Implications

This case underscores the importance of maintaining a direct chain of ownership to
inherit a prior owner’s basis in a tax-free reorganization. Foreclosure sales or other
breaks in ownership prevent the taxpayer from using the prior owner’s basis. It also
reinforces the tax benefit rule: refunds of previously deducted expenses are
generally taxable income in the year received. This case is significant for tax
practitioners dealing with corporate reorganizations and the treatment of tax
refunds. When analyzing a potential tax-free reorganization, attorneys must
meticulously examine the history of property ownership to ensure there are no
intervening events that would break the chain of ownership. Further, tax
professionals need to properly account for tax refunds in the year they are received,
rather than attempting to amend prior year filings.
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