17 T.C. 812 (1951)

A sum received for an option to purchase property is not taxable income in the year
received if it is to be applied to the purchase price and is less than the adjusted
basis of the property.

Summary

C.V.L. Corporation received $120,000 for granting Flagler Leases, Inc. an option to
purchase its hotel. The IRS argued this was prepaid rent and taxable income. The
Tax Court held that the $120,000 was an option payment, not rental income,
because the evidence showed it was intended as an option payment and was to be
applied to the purchase price if the option was exercised, and the amount was less
than the property’s adjusted basis. The court also upheld a delinquency penalty for a
late tax filing, even though a later loss carry-back eliminated the tax due.

Facts

e C.V.L. Corporation owned and operated the Royalton Hotel in Miami, Florida.

» In 1946, C.V.L. leased the hotel to Flagler Leases, Inc. for 99 years.

» The lease included an option allowing Flagler Leases to purchase the hotel for
$500,000 between 1960 and 1965, with $120,000 paid upon execution of the
lease to be applied to the purchase price if the option was exercised.

» The lease stated the $120,000 would be forfeited to C.V.L. as damages if
Flagler Leases defaulted on the lease.

» Flagler Leases accounted for the $120,000 as an “Option to Purchase” on its
books.

e C.V.L. intended to use the $120,000 to reduce the hotel’s mortgage.

e C.V.L. incurred a net operating loss of $17,181.67 in 1947.

e C.V.L.’s adjusted basis for the hotel property was $148,593.13 on September
30, 1946.

e C.V.L. filed its 1945 tax return late without reasonable cause.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in C.V.L.
Corporation’s income tax liability for 1945, 1946, and 1947 and assessed a
delinquency penalty for 1945. C.V.L. Corporation appealed to the Tax Court. The Tax
Court addressed whether the $120,000 was taxable income in 1947 and whether the
delinquency penalty for 1945 was proper.

Issue(s)

1. Whether the $120,000 received by C.V.L. Corporation in 1947 constituted
taxable income when received.

2. Whether the Commissioner erred in determining a 25% delinquency penalty
for the taxable year 1945.
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Holding

1. No, because the $120,000 constituted the purchase price of an option, was to
be applied to the purchase price of the property if the option was exercised,
and was not in excess of the adjusted basis of that property.

2. No, because the obligation to file a timely return is mandatory, and the
subsequent loss carry-back does not excuse the earlier delinquency.

Court’s Reasoning

The court reasoned that the $120,000 was an option payment based on the
testimony of witnesses and the clear language of the lease agreement. The court
distinguished this case from situations where payments are considered prepaid rent,
noting the consistent treatment of the sum as an option payment by both parties.
The court relied on Virginia Iron Coal & Coke Co., 37 B.T.A. 195, which held that
sums received for an option are not taxable until the option is terminated, especially
when the sum is to be applied to the purchase price and is less than the property’s
adjusted basis.

Regarding the delinquency penalty, the court cited Manning v. Seeley Tube & Box
Co., 338 U.S. 561, which held that a net operating loss carry-back does not eliminate
interest that had accrued on a deficiency. The court emphasized that the obligation
to file a timely return is mandatory, and subsequent events do not excuse the earlier
failure to comply. The court noted, quoting the Senate Finance Committee report,
that a taxpayer “must therefore file his return and pay his tax without regard to such
deduction [for a carry-back], and must file a claim for refund at the close of the
succeeding taxable year when he is able to determine the amount of such carry-
back.”

Practical Implications

This case clarifies the tax treatment of option payments, particularly in the context
of lease agreements. It demonstrates that payments clearly designated as option
payments are not immediately taxable if they are to be applied to the purchase price
and are less than the property’s adjusted basis. Attorneys structuring real estate
transactions should ensure that option agreements are clearly documented to reflect
the parties’ intent and avoid potential recharacterization as prepaid rent by the IRS.
The case also reinforces the principle that penalties for late filing of tax returns are
not excused by subsequent events, such as net operating loss carry-backs,
highlighting the importance of timely compliance with tax filing deadlines. Later
cases distinguish this one by focusing on factual differences in the agreement terms
or finding sufficient evidence to support the IRS’s recharacterization of payments.
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