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Standard Tube Co. v. Commissioner, 6 T.C. 942 (1946)

When a  lessee  makes  improvements  to  leased  property  and  the  lease  term is
indefinite, the cost of those improvements should be depreciated over the useful life
of the improvements, not amortized over the initial lease term.

Summary

Standard Tube Co. made expenditures for foundations and installation costs for
machinery in a leased building. The Tax Court addressed whether these costs should
be amortized over the original lease term or depreciated over the useful life of the
machinery.  The  court  held  that  because  Standard  Tube’s  tenancy  was  for  an
indefinite period due to lease renewals and a history of continuous occupancy, the
expenditures should be depreciated over the useful life of the machinery, aligning
with the principle that improvements to leased property with an indefinite tenancy
are depreciated based on the asset’s life.

Facts

Standard Tube Co. leased property from Ford Motor Co. beginning in 1928. The
lease agreement of September 10, 1936, included provisions for renewal. In 1936
and  1937,  Standard  Tube  made  significant  expenditures  for  foundations  and
installation of machinery, including a seamless tube mill. The seamless tube mill and
auxiliary equipment were sold on January 6, 1939, after the original lease expired
but during a renewal period. The foundations were specifically designed for the
machinery  and  had  no  other  useful  value  to  Standard  Tube.  The  costs  of  the
foundations and installation were capitalized on the company’s books. The taxpayer
argued the foundation costs should be depreciated over the life of the assets. The
Commissioner  treated  the  foundation  as  building  improvements,  subject  to
amortization  over  the  initial  lease  term.

Procedural History

The  Commissioner  determined  that  Standard  Tube  improperly  calculated  its
depreciation deductions and assessed a deficiency. Standard Tube petitioned the
Tax Court for a redetermination of its tax liability. The Tax Court reviewed the facts
and the Commissioner’s determination.

Issue(s)

Whether expenditures for foundations and installation costs of machinery in a leased
building should be amortized over the term of the initial lease, or depreciated over
the useful life of the machinery when the lessee’s tenancy is for an indefinite period
due to renewals and a history of continuous occupancy.

Holding
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No, because Standard Tube’s tenancy was for an indefinite period, the costs of the
foundations  and  installation  should  be  depreciated  over  the  useful  life  of  the
machinery, rather than amortized over the initial lease term. The court reasoned
that  the  facts  indicated  a  reasonable  certainty  of  lease  renewal,  justifying
depreciation based on the asset’s lifespan.

Court’s Reasoning

The Tax Court reasoned that because Standard Tube had a history of continuous
occupancy  since  1928  and  the  lease  agreements  contemplated  renewals,  the
tenancy was for an indefinite period. The court cited Rankin v. Commissioner, 60
Fed. (2d) 76, and Sentinel Publishing Co., 2 B. T. A. 1211, for the rule that when a
lessee’s tenancy is for an indefinite period, the allowance for exhaustion of the cost
of improvements should be based upon the life of the improvements. The court
emphasized that the sale of the seamless tube mill during a lease renewal period
confirmed the intent of both lessor and lessee to continue the tenancy beyond the
initial lease term. The court distinguished the foundation costs from general building
improvements, noting that they were specifically designed for the machinery and
had no other useful value. Citing Bulletin “F” of the Treasury Department, the court
stated: “The cost of installation, as well as the freight charges thereon, are capital
expenditures  to  be  added  to  the  cost  of  the  property  recoverable  through
depreciation deductions.” The court found that the foundations were an integral part
of the machines and should be depreciated on the same basis.

Practical Implications

This case provides guidance on determining the appropriate method for recovering
the costs of leasehold improvements. It clarifies that if a lessee has a reasonable
expectation  of  lease  renewal,  making  the  tenancy  indefinite,  the  costs  of
improvements  directly  related  to  machinery  should  be  depreciated  over  the
machinery’s  useful  life,  rather  than amortized  over  the  initial  lease  term.  This
decision affects how businesses account for capital expenditures on leased property
and emphasizes the importance of evaluating the likelihood of lease renewal. Later
cases have cited Standard Tube Co. for the principle that depreciation is appropriate
when the lease term is indefinite or likely to be extended, impacting tax planning
and financial reporting for businesses with leased assets.


