Carnegie Center Co., 13 T.C. 1196 (1949)

When a corporation acquires land and buildings from different sources in a
transaction, the depreciation basis for the buildings is not affected by the purchase
price of the land, particularly when there is no uncertainty about the consideration
paid for either asset.

Summary

The Carnegie Center Company, the petitioner, acquired land and buildings through
a complex series of transactions involving mergers and acquisitions. The petitioner
sought to depreciate the buildings using a basis that included the price paid for the
land, arguing it was part of a single, integrated transaction. The court disagreed,
finding that the price paid for the land was separate from the acquisition of the
buildings and should not be included in the buildings’ depreciation basis. The court
determined the proper basis for depreciation, considering prior tax treatment of the
buildings, and rejected the Commissioner’s argument for estoppel.

Facts

Owners Investment Company leased land and constructed three office buildings.
When Owners became insolvent, Austin Company, a major shareholder and creditor,
foreclosed on its mortgage and acquired the properties. Austin subsequently
transferred the properties to its wholly-owned subsidiaries, Carnegie Medical
Building Company and Upper Carnegie Building Company. The petitioner, Carnegie
Center Company, was formed to acquire the land and buildings. The petitioner
entered into an agreement with Austin to acquire the stock of Carnegie Medical and
Upper Carnegie, and three adjacent lots. As part of the deal, the subsidiaries would
exercise their options to purchase the leased properties. The petitioner borrowed
funds from an insurance company, secured by a mortgage on the land and buildings,
to facilitate the acquisition of the land. The merger of the subsidiaries into the
petitioner occurred simultaneously with the transfer of the land and buildings. The
Commissioner of Internal Revenue determined a deficiency in the petitioner’s
income tax, and the primary issue was the basis for calculating depreciation on the
buildings.

Procedural History

The case was heard by the United States Tax Court. The Commissioner determined a
deficiency in the petitioner’s income tax. The petitioner challenged this
determination, asserting a right to a refund based on a larger depreciation
deduction for the buildings. The facts were presented to the court by stipulations.
The court reviewed the facts, the arguments, and the applicable law, and rendered a
decision.

Issue(s)
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1. Whether any portion of the $940,000 paid by the petitioner to acquire the land
should be included in the depreciable basis of the buildings.

2. What is the proper unadjusted basis for depreciation of the buildings, considering
the prior ownership and tax treatment of the property?

Holding

1. No, because the $940,000 was paid solely for the land and its associated leases,
and the buildings were acquired separately from a different source.

2. Yes, because the petitioner is entitled to use $1,150,000, reduced by interim
depreciation deductions, as its basis for depreciation, as Austin had used this
amount as its basis for depreciation, and the Commissioner did not properly raise
the defense of estoppel.

Court’s Reasoning

The court began by analyzing the substance of the transaction. Despite the
petitioner’s argument that it acquired the land and buildings as a single, integrated
purchase, the court found that the acquisition of the land and the buildings were
distinct transactions. The court determined the $940,000 was paid solely for the
landowners’ title to the land and their rights under the leases. The court quoted that
it was “not proper... to regard any part of the $940,000 as cost of the buildings since
clearly that was paid, from funds borrowed by the petitioner, to the landowners
solely for their title to the land, which carried with it their rights under the leases.”

The court rejected the petitioner’s attempt to allocate a portion of the land purchase
price to the buildings’ depreciable basis. The court distinguished this case from
situations where a lump sum is paid for multiple assets, emphasizing that here the
buildings were acquired from one source (the Austin subsidiaries) and the land from
another, with no uncertainty about the consideration paid for each. The court then
turned to determining the proper basis for depreciation of the buildings, referencing
the basis of the predecessor company, Austin. The court found that $1,150,000, the
fair market value of the buildings at the time Austin acquired them through
foreclosure, was the proper unadjusted basis. The court rejected the Commissioner’s
argument that the petitioner was estopped from using this figure.

Practical Implications

This case provides a valuable framework for analyzing depreciation basis in complex
real estate acquisitions. The case underscores that the allocation of purchase price
matters, and that each component should be clearly accounted for. The case
highlights the importance of properly structuring transactions to ensure the most
advantageous tax treatment. The case highlights that if a business is trying to
acquire land and buildings from separate owners, there may be little chance to
attribute the cost of the land to the buildings. The case also reinforces that the tax
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treatment of prior owners can significantly impact the tax treatment of the current
owner. It also means that a party seeking to assert estoppel must properly plead and
prove it, or they will not succeed.
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