Smith v. Commissioner, 58 T. C. 874 (1972)

The holding period of reacquired real property does not include improvements made
by the buyer during their ownership.

Summary

The Smiths sold unimproved land and later repossessed it with added apartment
buildings due to the buyer’s default. The issue was whether the holding period of the
land could be tacked onto the buildings to qualify the sales as long-term capital
gains. The Tax Court held that the holding period of the land could not be tacked to
the buildings, following the IRS regulation that the holding period applies only to the
property as it existed at the time of the original sale. This decision impacts how
holding periods are calculated for reacquired properties with improvements made
by others, emphasizing that such improvements do not inherit the original holding
period of the land.

Facts

George and Hugh Smith acquired an unimproved 7. 5-acre parcel in 1960. In 1963,
they sold it to the Komsthoefts, who built eighteen apartment buildings on the land.
The Komsthoefts defaulted in 1965, and the Smiths repossessed the property at a
trustee’s sale in 1966. The Smiths sold two of the apartment buildings within six
months of repossession, and the IRS treated the gains as short-term, arguing that
the holding period of the land could not be tacked to the buildings.

Procedural History

The Commissioner determined deficiencies in the Smiths’ income tax for several
years. The case was brought before the United States Tax Court, where the only
remaining issue was the holding period of the repossessed property. The Tax Court
upheld the Commissioner’s interpretation of the regulation, leading to decisions
entered under Rule 50.

Issue(s)

1. Whether the holding period of the unimproved land prior to its sale to the
Komsthoefts may be tacked to the holding period of the apartment buildings erected
by the Komsthoefts, allowing the sales of the buildings to qualify as long-term
capital gains.

Holding

1. No, because according to Sec. 1. 1038-1(g)(3), Income Tax Regs. , the holding
period applies only to the property as it existed at the time of the original sale, and
does not include improvements made by the buyer.
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Court’s Reasoning

The Tax Court followed the IRS regulation, Sec. 1. 1038-1(g)(3), which specifies that
the holding period of reacquired property includes only the period for which the
seller held the property prior to the original sale, and does not include the period
from the original sale to reacquisition. The court emphasized that the regulation’s
reference to “such property” pertains to the land as it was before improvements,
thus excluding the buildings. The court also rejected the Smiths’ argument for
tacking under Sec. 1223(1), as no part of the adjusted basis of the installment
obligation was allocable to the buildings. The court noted that allowing tacking in
this case would unfairly benefit the Smiths compared to landowners who improve
their own property.

Practical Implications

This decision clarifies that when reacquiring property that has been improved by a
buyer, the holding period for tax purposes does not extend to the improvements. Tax
practitioners must ensure that clients understand that only the original property’s
holding period can be considered for long-term capital gains, not the improvements
made by others. This ruling affects how real estate transactions involving
repossession are structured and reported for tax purposes, particularly in cases
where improvements have been made by subsequent owners. It also influences how
businesses and investors approach property sales and repurchases, ensuring they
align their strategies with this tax principle.
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