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2 Lexington Avenue Corp. v. Commissioner, 26 T.C. 816 (1956)

When a contract for the sale of property specifies that the seller retains possession,
risk of loss, and the obligation to manage the property until the closing date, the
seller, not the purchaser, is liable for income earned from the property before the
transfer of title, even if the contract provides for adjustments to the purchase price
based on pre-closing income.

Summary

The case concerns the tax liability for net income generated by a hotel between the
contract signing and the transfer of title. The contract allocated operating expenses
to the buyer from a date prior to the closing, and the net income earned during that
period was credited to the buyer at closing, reducing the purchase price. The court
held that the seller, not the buyer, was liable for the income tax on the hotel’s
income for the period before the title transfer. The court emphasized that the seller
retained the possession, the risk of loss, and the operational responsibilities for the
property until the closing date.

Facts

2 Lexington Avenue Corp. (the petitioner) was assigned a contract to purchase a
hotel from the New York Life Insurance Co. (the seller). The contract was executed
on May 13, 1949, with a closing date of June 15, 1949. The contract provided that
the seller would retain possession and risk of loss until the deed was delivered. The
contract also specified that certain operating expenses would be allocated to the
purchaser from May 1, 1949. Furthermore, the seller agreed to credit the purchaser
with the net income of the property, if any, from May 1, 1949, through June 14,
1949, as a closing adjustment to the purchase price. The closing took place on June
15, 1949, and the net income for the specified period was credited to the petitioner.
The IRS determined that the petitioner, as the purchaser, was liable for income tax
on the hotel’s income earned between May 1 and June 14, 1949.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the petitioner’s
income tax for its fiscal year ended April 30, 1950, based on the inclusion of the
hotel’s  pre-closing  income.  The  petitioner  challenged  this  determination  in  the
United States Tax Court. The Tax Court sided with the petitioner. Decision was
entered under Rule 50.

Issue(s)

Whether the petitioner, as the purchaser of a hotel, is liable for the net income from
the property for the period from May 1, 1949, through June 14, 1949, where the
contract provided for the allocation of certain expenses to the petitioner from May 1,
1949, and for the crediting of net income, if any, from the hotel between such date
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and the closing of the sale to the balance of the purchase price.

Holding

No, because the net income from the hotel for the period from May 1, 1949, through
June 14, 1949, was earned by the vendor, who retained possession, the risk of loss,
and operational responsibilities until the title transfer, and was not taxable to the
petitioner.

Court’s Reasoning

The Tax Court held that the net income from the hotel operation for the period in
question was earned by the seller, who retained the risk of loss and possession, and
not  by the purchaser.  The court  distinguished the case from others  where the
purchaser assumed the benefits and burdens of ownership before the legal transfer
of title. The court emphasized that, under the contract, the seller retained exclusive
possession,  the  risk  of  loss  or  damage  to  the  property,  and  the  operational
responsibility, including the duty to manage the hotel and generate the income. The
court stated that the contract was executory on the part of the vendor when the
income was earned, and the vendor’s retention of title during the period was not
solely for the purpose of securing payment of the agreed price but also to allow the
purchaser to search the title and arrange financing. The court underscored that the
purchaser was not liable for any net operating loss.

Practical Implications

This case clarifies that in real estate transactions, tax liability for income earned
from property before title transfer is determined by which party bears the benefits
and burdens of ownership. If the seller retains possession, the risk of loss, and
operational responsibilities, the seller is generally liable for the income tax, even if
the contract provides for expense allocation or credits to the purchase price. This
case highlights the importance of carefully drafting real estate contracts to clearly
define the transfer of ownership attributes and associated tax implications. It also
warns tax practitioners to carefully consider the substance of the agreement, not
just the labels or technicalities of title transfer, when determining which party is
taxable on income derived from property before closing.


