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Tax Problems Incident To the Acquisition of Real Estate

I

DETERMINING THE FORM OF THE ACQUIRING ENTITY, THE METHOD
OF ACQUISITION, AND THE TYPE OF FINANCING

Richard Katcher

The use of real estate in an enterprise raises many tax problems
unique to this type of asset. This article deals with some of the tax
aspects incident to the acquisition of real estate held as an invest-
ment or used in, or connected with, a business; it does not cover
the personal use of real estate, either as a residence or otherwise.

THE ACQUIRING ENTITY: WHO SHOULD OWN THE PROPERTY

A major question confronting the purchaser of real estate is who
should own the property. Tax
aspects must be considered in

THEm AUTHOR (A.B., 1941, Michigan, LL.B., answering this question, but
1943, Michigan) is a Cleveland attorney, they will not necessarily be
Mr. Katcher is a member of the faculty of the controlling. Non-tax factors
School of Law, Western Reserve University, and
a lecturer at the New York University Institute must always be studied, and
on Federal Taxation. their importance may some-

times force the acceptance of
unwanted tax implications.

Among these non-tax factors are the problems of financing the trans-
action, limiting liability, and fulfilling the practical business needs of
the purchaser.

In considering the tax aspects of the form of acquisition, the prob-
lem is narrowed to a choice between the corporate form and some
form of "single tax ownership." The latter includes ownership by an
individual or individuals, partners, and trusts. Earnings resulting
from this form of ownership will incur only one tax, while corporate
earnings will be doubly taxed, to the corporation and again to the
shareholders if distributed to them.

If the particular real estate project is relatively small in scale and
the number of participants is limited, individual ownership or varia-
tions of it, such as joint tenancy and tenancy-in-common, may be the
form in which the property should be acquired. Where, however,
there are a number of people involved, individual ownership and its
variations can create serious problems of management and control.
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Single Tax Ownership

Tenancy-in-Common

A common form of "single tax ownership" is a tenancy-in-com-
mon. In Ohio, any conveyance to two or more persons, even as
"joint tenants," without any express provision for survivorship, will
be construed as a tenancy-in-common. 1 If a tenancy-in-common is not
actively engaged in business, it will not be required to file a tax return
as a partnership and there is little danger of its being an association
taxable as a corporation, 2 especially if the owners share the control.
Each tenant-in-common will be subject to taxation only on that frac-
tion of the income, and conversely may deduct only that fraction of
expenses, equivalent to his interest in the total ownership.

Joint Tenancy

A joint tenancy with right of survivorship is another variation of
"single tax ownership," although it is perhaps not as frequently en-
countered as tenancy-in-common. Income 4 from property so owned,
and gain or loss from its disposition," are divided equally among the
joint tenants, but the expenses are deductible by the joint tenant who
pays them.6

Partnership

A partnership is a further variation of "single tax ownership."
This form of organization is relatively simple and allows the inclu-
sion of other types of entities as partners. The term "partnership"
includes syndicates, joint ventures, pools, and other unincorporated

1. 14 OHIO JuR.2d Cotenancy § 2 (1955).
2. Gilford v. Commissioner, 201 F.2d 735 (2d Cir. 1953); Burton S. Ostrow, 25 P-H Tax
Ct. Mem. 767 (1956); cf. Treas. Reg. S 1.761-1 (a) (1) (1956).
3. A tenant-in-common who furnishes the consideration for the acquiring of an interest in
the property by others is regarded as making a taxable gift. Treas. Reg. 5 25.2511-1 (e)
(1958); cf. Treas. Reg. § 25.2511-1(f) (1958). Upon the death of a tenant-in-common,
only his interest in the property is included in his gross estate for federal estate tax purposes,
even if he furnished all the consideration for the acquiring of the entire interest in the property.
Harvey v. United States, 185 F.2d 463, 469 (7th Cir. 1950).
4. Frederick J. Haynes, 7 B.T.A. 465 (1927).
5. I.T. 3754, 1945 CUM. BULL. i43, 144.
6. I.T. 3785, 1946-1 CUM. BULL. 98; see G.C.M. 15530, XIV-2 CUM. BULL. 107 (1935). A
joint tenant who furnishes the consideration for the acquiring of an interest in the property by
others is regarded as making a taxable gift, except that if a husband and wife are the parties,
no gift is involved at that time unless the donor elects to treat the transaction as an immediate
gift; if no such election is made, there is a gift when the joint ownership is severed other than
by death, unless the proceeds are divided proportionately to the original contributions. INT.
REV. CODE OF 1954, §2515. Upon the death of a joint tenant, the value of the entire prop-
erty will be included in his gross estate for federal estate tax purposes unless contribution to
the purchase price by the survivor is proved. INT. REV. CODE OF 1954, § 2040. Note the
constitutionally questionable Ohio inheritance tax rule regarding spouses. OHIo REv. CODE
§ 5731.02(E).
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ACQUISITION OF REAL ESTATE

organizations by means of which any business or venture is carried
on, which is not a trust, corporation, or association taxable as a
corporation.' There is no legal objection to the holding of title to
real estate in the name of a partnership."

A partnership is not a taxable entity; it merely files an informa-
tion return. Accordingly, there is no double tax on the cash with-
drawals of the partnership earnings and excess mortgage proceeds
(except to the extent that these exceed the partner's basis for his
partnership interest), and depreciation and other deductions attrib-
utable to the partnership property are directly available to the part-
ners, thus affording them a means of reducing their other income.9

Furthermore, the "collapsible corporation" problems attendant upon
the disposition of certain corporations are not usually present with
the sale of a partnership interest; only capital gain results from such
a sale.10

One of the main disadvantages of a partnership is that it lacks
both continuity of existence and centralized management in a repre-
sentative capacity. Any efforts to avoid these shortcomings may lead
the partnership into being classified as an association taxable as a
corporation." The current position of the Internal Revenue Service
is apparently that a partnership will be taxable as an association if it
has continuity of existence and centralized management in a repre-
sentative capacity. Thus, if the partnership terminates upon the
death of a partner or the transfer of his interest during his lifetime,
or if its continuation is dependent upon the consent of the surviving
or remaining partners, 2 obviously there is no continuity of existence;
therefore, it probably will not be taxable as an association even if it
should have centralized management. Conversely, if the partnership
agreement provides for continuity of existence, it may still avoid the
association classification if it does not have centralized management,
i.e., if managerial duties are not assigned to less than all the partners.
The lack of centralized management destroys any resemblance to a
board of directors of a corporation. Another provision which does

7. INT. REV. CODE OF 1954, § 7701(a) (2).
8. Omo REV. CODE § 1775.07 (c).
9. INT. REV. CODE OF 1954, §§ 702, 731.
10. INT. REV. CODE OF 1954, § 741. But 4. INT. REv. CODE OF 1954, § 751. While
situations exist where such a sale can be pigeon-holed into the collapsible partnership rules
and thus cause the gain to be taxed as ordinary income, it is significant to note that in real
estate partnerships depreciable property and property used in the trade or business and held
for more than six months can never be classified as "substantially appreciated inventory." The
only type of real estate partnership which may have substantially appreciated inventory re-
sulting in ordinary income on disposition of a partnership interest is a dealer partnership, i.e.,
one that deals in real estate or one in which the selling partner is a dealer in real estate. INT.
REv. CODE OF 1954, § 751(d) (2).
11. Bloomfield Ranch v. Commissioner, 167 F.2d 586 (9th Cir. 1948); Poplar Bluff Printing
Co. v. Commissioner, 149 F.2d 1016 (8th Cir. 1945); Treas. Reg. 118, § 39.3797-4 (1953).
12. Rev. Rul. 484, 1954-2 CuM. BULL. 242.
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not endanger the non-taxable status of the partnership is one which
gives the partnership the first right to purchase the interest of a sell-
ing partner, and which provides for the termination of the partner-
ship if the right is not exercised, with the right in the remaining part-
ners to continue the business.1 3

However, where limited liability for the investors is a desired fea-
ture of the venture, a general partnership is not feasible, since all
partners are fully liable. A limited partnership may be the solution:
the limited partners have the protection of limited liability, manage-
ment is centralized in the general partners, and the limited interests
ordinarily are transferable. Such partnerships do not have to termi-
nate when a limited partner dies. The Internal Revenue Service has
ruled that a limited partnership is not taxable as a corporation where
the partnership can continue without interruption on the death or
withdrawal of even a general partner, if all the general partners con-
sent to the continuation. 4 However, it is desirable that the general
partners have a substantial investment in the partnership; they must
be financially responsible and not mere dummies or agents of the
limited partners. 15 Furthermore, the limited partners must not take
any part in the management of the property. If these rules are ob-
served, there is a strong likelihood that the Service will not attempt
to treat the partnership as an association taxable as a corporation.

Real Estate Trust

Another form of single tax ownership that may be employed is a
real estate trust. Trusts are, in general, taxed on a conduit theory,
i.e., the beneficiaries are taxed on income of the trust distributed to
them, and the trust is taxed only on undistributed income. Trusts
generally resemble a corporation in that there is centralized control
in the trustee, transferability of the beneficial interests, and continu-
ance of the trust on the death of a beneficiary participant. Ordi-
narily, these factors alone are not sufficient to cause a trust to be
taxed as a corporation - to be so taxed it must also be formed for
profit and be engaged in a business.' 6 If a trust is employed merely
as a means to hold title and to perform ministerial duties at the direc-
tion of all the beneficiaries, and if the trustee has no power to bind
the beneficiaries without their consent, the trust probably is not tax-
able as a corporation since the element of centralized management in

13. Ibid.
14. Ibid.; see Glensder Textile Co., 46 B.T.A. 176 (1942), acq., 1942-1 CUM. BULL. 8; Treas.
Reg. 118, § 39.3797-5 (1953).
15. Western Construction Co., 14 T.C. 453 (1950); Glensder Textile Co., 46 B.T.A. 176
(1942), acq., 1942-1 CUM. BULL. 8; Taywal Ltd., 11 P-H Tax Ct. Mem. 1044 (1942).
16. Morrissey v. Commissioner, 296 U.S. 344 (1935); Estate of Levi T. Schofield, 59-1
U.S. Tax Cas. 5 9369 (6th Cir. 1959).
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ACQUISITION OF REAL ESTATE

a representative capacity17 is lacking. Conversely, if less than all the
beneficiaries can act for the others, and if the trustee can act without
the consent of all the beneficiaries, even a trust holding property un-
der a net, long-term lease may find itself taxable as a corporation.1 8

One thing is certain in this area of taxing unincorporated entities
as corporations, and that is the uncertainty which arises from the
multifold factual variations that may be found. The risk of being
taxed as a corporation is great when a partnership or a trust is em-
ployed if centralized management in a representative capacity and
continuity of existence are present.

As indicated above, the principal disadvantages of the various
forms of "single tax ownership," where the owners are numerous, are
that: management problems may be created, there may be difficulty
in transferring title, and continuity of existence is not easily attain-
able. Another major disadvantage is the risk of personal liability,
which, however, may be minimized by liability insurance in the case
of torts and by the use of covenants not to sue in the case of mort-
gages.

Corporate Ownership

Ownership of real estate by a corporation easily overcomes the
problems of "single tax ownership" in so far as the factors of cen-
tralized management, continuity of legal title, and continuity of the
enterprise uninterrupted by the deaths of any of the participants are
concerned. From these standpoints, the corporate form is superior
to any other, and it may have other advantages also. Corporate in-
come is taxed at 30% on the first $25,000 and at 52% on amounts
in excess of $25,000.19 These rates may be lower than the continu-
ously progressive rates applicable to individuals, and hence, it may
be more advantageous to use the corporate form. In addition, if the
shareholders lend funds to the corporation, as distinguished from a
capital structure consisting solely of stock, a large portion of the in-
vestment in the real estate project may be returned tax-free to the in-
vestors. Funds to repay the loans may be generated both from in-
come and from the depreciation account. If the debt qualifies as a
bona fide indebtedness, the moneys paid to the investors, being a re-
turn of capital, will be tax-free to them. In addition, of course, the
corporation would have the benefit of an interest deduction.20

17. A. A. Lewis & Co. v. Commissioner, 301 U.S. 385 (1937); Olmsted Hotel, 21 P-H Tax
Ct. Mem. 611 (1952). See also, Lloyd M. Smith, Associations Classified as Corporations
Under the Internal Revenue Code, 34 CALIF. L REV. 461 (1946).
18. Main-Hammond Land Trust v. Commissioner, 200 F.2d 308 (6th Cir. 1952).
19. INT. REV. CODB OF 1954, § 11.
20. INT. REV. CODE OF 1954, § 163. But see INT. REv. CODE OF 1954, § 267, disallowing
a deduction by an accrual basis corporation for interest paid or accrued where the interest is
not paid to a more-than-50%, cash-basis shareholder within 2V months after the close of the
corporation's taxable year.

1960]



WESTERN RESERVE LAW REVIEW

Another advantage of using a corporation is the flexibility which
may be attained in its capitalization. For example, preferred stock
may be issued to inactive investors in order to give the managing
group, with their common stock, a larger equity in the corporation.2

A real estate corporation may also be used as a vehicle for invest-
ing in stocks of other domestic corporations. An amount equal to
85 % of the dividends received by the real estate corporation from
such investments may be deducted by it.22  Since this is a real estate
corporation, it will not be subject to the prohibitive tax rates imposed
on a "personal holding company ' 23 by reason of such investments, so
long as at least 50% of its gross income consists of rents. 4  The
corporation can also retain at least $100,000 of accumulated earnings
without fear of the accumulated earnings surtax.2 5  In addition, em-
ployee-shareholders may receive such fringe benefits as: pension and
profit-sharing plans, wage continuation plans, and health and accident
insurance. These benefits are generally not available to the owners
of an unincorporated enterprise.26

Disadvantages

However, the corporate form does have its disadvantages. One
of the major disadvantages is that the earnings of the corporation
are not available to the shareholders without their paying an addi-
tional tax on the distribution from the corporation, i.e., there is a
tax at the corporate level and one at the shareholder level. This
additional tax to the shareholders will be at ordinary income rates
if the corporation has sufficient earnings and profits from the current
year, or prior years, to cover the distribution.

Another disadvantage of the corporate form is the ever-present
possibility of a penalty tax for unreasonable accumulation of sur-
plus. 28 This danger is less acute where the corporation has substan-
tial mortgages or other indebtedness, because the need to accumulate

21. Such preferred stock, if issued upon incorporation, is not "Section 306" stock. INT. REv.

CODE OF 1954, 5 306(c) (2).
22. INT. REv. CODE OF 1954, § 243. If the real estate corporation is in the 52% bracket,
the effective tax rate on the total amount of dividends received will be 7.8%.
23. INT. REV. CODE OF 1954, 541-47.
24. INT. REV. CODE OF 1954, 543(a) (7).
25. INT. REv. CODE OF 1954, § 535(c) (3).
26. Treas. Reg. §§ 1.404-.406 (1956).
27. INT. REv. CODE OF 1954, § 316. The burden of double taxation is alleviated or reduced
in certain events. For example, a shareholder receiving dividends is entitled to a credit against
his tax equal to an amount not in excess of 4% of such dividends. INT. REv. CODE OF 1954,
§ 34. Some distributions, such as those in partial or complete liquidation of the corporation,
are subject to tax only as capital gain. INT. REV. CODE OF 1954, § 331; see also INT. REV.
CODE OF 1954, §§ 301 (c) (2), 301 (c) (3). Regarding the distribution of excess mortgage
proceeds by the corporation to its shareholders, see INT. REv. CODE OF 1954, § 312 (j), 341,
and Rev. Rul. 357, 1957-2 CuM. BULL. 900.
28. See INT. REv. CODE OF 1954, §§ 531-37.
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earnings to amortize such obligations will excuse the accumulation of
such earnings. Nevertheless, in determining the form in which the
property is to be acquired, this penalty tax is a factor to be considered.

Also, depreciation deductions and deductions for carrying charges
incurred during construction of improvements on the real estate" will
not be available to the shareholders, who at that time will probably
be in a higher tax bracket than the corporation since the corporation
will not yet have realized its full income-producing potential.

On liquidation of a corporation, any gain to the shareholders is
taxed at capital gain rates, even though that gain includes accumu-
lated earnings of the corporation. Here, however, as well as in the
area of stock sales, the danger of "collapsibility" lurks as a serious
disadvantage in the use of the corporate form.30

Many of these corporate disadvantages can be overcome if the
real estate venture can qualify as a Subchapter S corporation.31 This
avenue of escape is not available to a corporation if its rental income
exceeds 20 % of its gross receipts.3 2 However, income from the oper-
ation of hotels, motels, or parking lots is not regarded as rental in-
come for Subchapter S purposes, and hence will not disqualify the
corporation. s

Importance of Timing

Timing is also important in determining the form the acquiring
entity is to take. If the corporate form is chosen initially, it is gen-
erally difficult to change the form of organization without encoun-
tering adverse tax consequences. 34 This suggests the possibility of
initially operating in some form of "single tax ownership" and subse-
quently incorporating. If the partnership form is used initially, the
losses created by the fast depreciation methods and carrying charges
are available as a direct offset against the partners' other income.35

When the partnership shows substantial taxable income, it can then
be incorporated so that the income will be taxed at the lower corpo-
rate rates. This incorporation can be accomplished in either a tax-
free or taxable transaction. If only stock or securities are received
by the taxpayer in exchange for the transfer of the property to the
corporation, the transaction will not generate any tax if certain condi-
tions exist: immediately after the transfer the transferors must own
at least 80% of the total combined voting power of all classes of
stock entitled to vote, and at least 80 % of the total number of shares

29. See INT. Rv. CODE OF 1954, § 266.
30. See INT. REV. CODE OF 1954, S 341. See also discussion p. 238.
31. See INT. REV. CODE OF 1954, §5 1371-77.
32. INT. REV. CODE OF 1954, S 1372(e) (5).
33. Proposed Treas. Reg. S 1.1372-4(b) (5) (iv), 24 Fed. Reg. 1793 (1959).
34. See discussion p. 238.

35. See discussion pp. 197-99.
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of all other classes of stock of the corporation. 8 The basis of the
property to the corporation will be the same as it was to the share-
holders.37 However, if the amount of the mortgage indebtedness and
other liabilities assumed by the corporation, or subject to which it
takes, exceeds the basis of the property transferred at the time of
incorporation, that excess will be taxable to the shareholders; the rate
of such tax will depend on whether or not the property was a capital
asset."'

If a taxable incorporation is desired in order to step up the basis
of the property to the corporation for depreciation, a bona fide sale
to the corporation will accomplish this. The transferors would pay a
capital gains tax, assuming they were not real estate dealers,3 9 and the
corporation would get higher depreciation deductions as an offset
against its ordinary income. However, if depreciable property is
transferred to a corporation more than 80% in value of the out-
standing stock of which is owned by an individual, his wife, his minor
children, and his minor grandchildren, then the gain on the sale is
taxable as ordinary income to the transferors and not as capital
gain.

41

Multiple Corporations

The advantages of the corporate form have led to the use of
multiple corporations in real estate transactions. The benefits ob-
tained from using multiple entities are substantial. Each corporation
has a $25,000 surtax exemption.41 This means that the first $25,000
of income of each corporation is taxable at the 30% rate, resulting
in a savings of $5,500 per year for each corporation in the 52%
bracket. Each corporation can accumulate $100,000 of earnings
without fear of the penalty tax on accumulated earnings.42 Where it
is contemplated that a part of the business may be liquidated or sold,
the liquidation or the sale can be accomplished with a single capital
gain tax43 (assuming there is no "collapsible corporation" problem44),
whereas if there were only one corporation, such liquidation or sale
might be subject to taxation both at the corporate and at the share-
holder levels. The disposal of a part of the total business may be ac-
complished without disturbing what remains by disposing of the par-
ticular entity carrying on that part of the business. The multiple
corporation approach also permits the use of different taxable years

36. INT. REV. CODE OF 1954, § 351.
37. INT. REV. CODE OF 1954, § 362(a).

38. INT. REV. CODE OF 1954, § 357(c).
39. See discussion pp. 252-53.
40. INT. REV. CODE OF 1954, § 1239.
41. INT. REV. CODE OF 1954, § 11(c).
42. INT. REV. CODE OF 1954, § 535 (c).
43. See INT. REV. CODE OF 1954, §5 332-33.
44. See discussion p. 238.
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for the corporations and different accounting methods of reporting
income.45

However, there are also disadvantages in the use of multiple
entities. The losses of one corporation cannot be offset against pro-
fits of the others. There may be serious problems, arising from the
duplication of operations, such as the allocation of income and ex-
penses among the several entities, and perhaps additional costs, such
as legal and accounting expenses and franchise taxes.

Multiple corporations can be set up on a horizontal basis. For
example, a builder who has acquired a tract of land on which he is
going to build homes may organize separate corporations for ac-
quiring the land, grading it, installing streets, constructing the homes,
and selling them. Multiple corporations can also be set up on a
vertical basis. Each corporation will do a complete job, from the
acquisition of its particular lots in a development to the building of
the houses and their sale.

There are, however, serious tax problems in the use of multiple
entities. Until recently, it had been generally thought that where
multiple entities had been set up initially (as distinguished from the
division of an existing corporation),'6 the Internal Revenue Service
had little chance of upsetting the plan; that is, except perhaps by
reallocating income and deductions realistically when the multiple
corporations were under common control and dealings between them
were not equivalent to the results obtained from arm's-length trans-
actions.4 7  However, this situation was changed by a recent case48

which involved the formation by an individual of nine real estate de-
velopment corporations, by conveying land to each. The court ap-
plied section 269 to deny the surtax exemption to the one of these
nine corporations which was involved in the tax litigation, on the
principle that the acquisition of control by the individual shareholder
secured to him a tax advantage, in the form of a surtax exemption,
which he would not have enjoyed but for the incorporation. In other
words, the court held that except for the tax implications, there was
no business purpose in separately incorporating the various projects;
the corporation's only function was to contract with a construction
company to build houses and with a sales company to sell them, all of
which companies were owned by the same individual.

Where separate corporations have undivided interests in property

45. See INT. REV. CODE OF 1954, §§ 441, 446.
46. INT. REv. CODE OF 1954, § 1551; Coastal Oil Storage Co. v. Commissioner, 242 F.2d
396 (4th Cir. 1957).
47. See INT. REV. CODE OF 1954, § 482. The Service may also argue that if income is di-
verted from one corporation to another solely to keep each corporation's income out of the
52% bracket, such income should be attributed to the former corporation under § 61 (a).
48. James Realty Co. v. United States, 59-2 U.S. Tax. Cas. 5 9660 (D. Minn. 1959). But
cf. British Motor Car Distributors, Ltd., 31 T.C. 437 (1958), appeal to 2d Cir. pending.
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which is subject to common management, the Internal Revenue Ser-
vice may attempt to treat the entire group of corporations as a single
association which is itself taxable as a corporation. Income received
by the constituent corporations would then be treated as dividends to
them, and, in effect, a system of triple, rather than double, taxation
would be imposed.

The factor of overriding importance in the use of multiple en-
tities is the ability to prove a business purpose for their use. The ex-
istence of a business purpose is the best defense to any attack upon
the separateness of the multiple corporations.

If such a business purpose exists, the further question arises
whether the multiple entities should be brother-sister 49 or parent-
subsidiary corporations. The principal objection to brother-sister
corporations is that the losses of one may not be offset against the
profits of the others. Such an objective may be attained with parent-
subsidiary corporations through the filing of consolidated returns.50

Furthermore, the use of consolidated returns eliminates the recogni-
tion of gains, otherwise taxable, in transactions between the members
of the parent-subsidiary group. However, the use of consolidated
returns involves the loss of the multiple exemptions, the desire for
which may have been the reason for using multiple entities in the first
place, and a 2 % surtax on consolidated income.51 In addition, the
creation of subsidiaries by a parent, if done for tax-avoidance pur-
poses, may not result in obtaining the multiple exemptions desired.52

The decision on what form the multiple entities shall take obviously
involves a balancing and weighing of the various factors in the par-
ticular case.

DETERMINING THE METHOD OF ACQUISITION

Another problem facing the acquirer of real estate is the method
by which the acquisition is to be made and his resulting basis for the
property. For various business reasons the acquisition may be made
by the exercise of an option. The basis of real estate acquired by
exercise of an option is the cost of the option plus the amount paid
pursuant to its exercise.53 If the option was inherited from a de-
cedent, its basis will be its fair market value at the date of death of
the decedent. 4 However, if a taxpayer is given, by a decedent's will,

49. Brother-sister corporations are ones owned by shareholders common to each, as dis-
tinguished from the situation wherein the shareholders control several corporations through
their ownership of the stock of one, which in turn owns the stock of others (parent-subsidi-
ary). Cf. INT. REV. CODE OF 1954, § 304.

50. See INT. REV. CODE OF 1954, 5§ 1501-05.
51. INT. REV. CODE OF 1954, § 1503(a).
52. See INT. REV. CODE OF 1954, §§ 269, 1551.
53. INT. REV. CODE OF 1954, § 1012.

54. INT. REV. CODE OF 1954, § 1014.
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the right to purchase property of the decedent for less than its fair
market value and he subsequently exercises this right, his basis for the
property will be his actual cost in acquiring it; the value of the right
is not added to his actual cost.55

Where a lump sum is paid for more than one asset, without segre-
gation, the cost generally must be allocated among the assets in pro-
portion to their fair market value.5 This rule does not apply where
land and the building on it are purchased separately.57  Accordingly,
no part of the cost of an option to purchase the land can be allocated
to the basis of the building for depreciation or for other purposes. 8

When real estate is acquired for cash, the basis of the property to
the purchaser is its cost to him.59  However, if the property is ac-
quired in a taxable exchange for other property, its basis is not the
fair market value of the property given; it is the fair market value
of the property received. 0 The basis of the property will include the
amount of any indebtedness assumed or subject to which the pur-
chaser takes the property.6'

If real estate is acquired by gift, its basis to the donee is the same
as it was in the hands of the donor,62 increased by the amount of gift
tax paid with respect to the gift if the gift was made on or after Sep-
tember 2, 1958, or even if the gift was made before that date if the
property was not sold, exchanged, or otherwise disposed of before
such date. 3 For purposes of determining the loss, if any, on the sub-
sequent sale of donated property, its basis cannot exceed its fair mar-
ket value at the date of the gift.64 Accordingly, if property has de-
clined in value to less than its adjusted basis, the donor should sell it,
thereby obtaining a loss deduction, and give the proceeds to his donee.
If he gives the property to the donee, who then sells it, the donee's
loss will be limited to any decline in value occurring after the gift is
made.

Real estate acquired from a decedent in a manner that results in
its inclusion in his gross estate for federal estate tax purposes will
have as its basis the fair market value on the date of death or on the

55. Valleskey v. Nelson, 59-2 U.S. Tax Cas. 5 9721 (7th Cir. 1959); Mack v. Commissioner,
148 F.2d 62 (3d Cir. 1945).
56. See discussion p. 164.
57. Carnegie Center Co., 22 T.C. 1189 (1954).
58. For holding purposes, the date of acquisition of property by virtue of exercise of an
option is the date the option is exercised and the property conveyed, not the date on which
the option is granted. Helvering v. San Joaquin Fruit & Investment Co., 297 U.S. 496 (1936).
59. INT. REv. CODE OF 1954, § 1012.

60. Philadelphia Park Amusement Co. v. United States, 126 F. Supp. 184 (Ct. Cl. 1954).
But see Estate of Isadore Myers, 1 T.C. 100 (1942).
61. Crane v. Commissioner, 331 U.S. 1 (1947).
62. INT. REV. CODE OF 1954, § 1015 (a).
63. INT. REv. CODE OF 1954, § 1015 (d). This section contains several limitations.
64. INT. REV. CODE OF 1954, § 1015 (a).
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optional valuation date."' If real estate is acquired as compensation
for services, its fair market value will be included in the recipient's
gross income,66 and that value will be its basis.6

Real estate received by a creditor in partial or full discharge of
the debt has a basis to the creditor equal to its fair market value. 8

If the property has no fair market value, the creditor's basis for it is
the amount of the debt discharged.69

Another method of acquiring real estate is by leasing it. The tax
problems incident to this method, including those associated with
leases with options to purchase, are treated elsewhere in this Sym-
posium70

FINANCING THE ACQUISITION

Investors in real estate are seldom in a position to purchase the
property entirely with cash. In fact, most investors probably do not
want to expend large sums of cash for the property. They prefer
mortgage financing because it can give them definite tax benefits. It
is through mortgage financing that investors obtain leverage, by pur-
chasing the property with as small a cash outlay as possible. The
balance may be paid in various manners: by a purchase money mort-
gage, by an obligation to make further payments under an installment
contract, by borrowing on the security of the property, or by taking
subject to or assuming an existing mortgage obligation. In this way
all increase in the value of the property goes to the owner, even
though his equity may be comparatively small. Furthermore, since
depreciation deductions are based on the entire cost, i.e., both cash
outlay and the amount of the mortgage debt,7 tax deductions are in-
creased without any additional outlay of cash. Of course, the prop-
erty must generate enough income to pay the principal of the mort-
gage, or the property may be lost. Also, if the property depreciates
in value, then the equity owner's loss will be greater where the mort-
gage debt is high, because the debt remains the same and the loss in
value comes out of the cash investment.

Another possible means of financing is through a sale and lease-
back, which is discussed in greater detail elsewhere. This is an in-
creasingly popular method of financing, since the purchaser usually
can obtain more money this way than by conventional mortgage fi-
nancing. Also, the capital that otherwise would be tied up if he

65. INT. R-v. CODE OF 1954, § 1014.

66. INT. REV. CODE OF 1954, § 61 (a).
67. William T. Bivin, 21 B.T.A. 1051 (1930).
68. Herbert N. Fell, 18 B.T.A. 81 (1929).
69. Society Brand Clothes, Inc., 18 T.C. 304, 317 (1952).
70. See discussion p. 178.
71. Crane v. Commissioner, 331 U.S. 1 (1947).
72. See discussion pp. 249-51.
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owned the property is free, and his balance sheet looks better even
though, as a practical matter, long-term lease rentals are as fixed an
obligation as are mortgage payments. There are also disadvantages
to this type of financing. The most important one is that, in a sale
and lease-back arrangement, the seller-tenant is locked in, i.e., he can-
not freely move out if a better opportunity or better location is avail-
able. Also, if the real estate increases in value, that increase ob-
viously accrues to the benefit of the purchaser-lessor, and not to the
seller-tenant. Therefore, as in all other situations, the various tax
and non-tax factors must be carefully weighed before a decision is
made.
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