16 T.C. 1183 (1951)

A taxpayer cannot claim a depreciation deduction for property damage to the extent
they are indemnified for that damage, such as through a lease agreement requiring
the other party to restore the property.

Summary

The Turchin v. Commissioner case addresses whether a partnership could deduct
accelerated depreciation on a hotel leased to the U.S. Army during World War II.
The Tax Court held that the partnership could not deduct the accelerated
depreciation because the lease agreement required the Army to restore the property
to its original condition, thus indemnifying the partnership for any damage beyond
normal wear and tear. This case illustrates that a depreciation deduction is not
warranted when the property owner is otherwise compensated for the asset’s
decline in value.

Facts

The Turchin & Schwinger partnership owned the Sea Isle Hotel in Miami Beach. In
1942, they leased the hotel to the U.S. Army. The lease stipulated that the Army
would restore the property to its original condition upon termination, excluding
reasonable wear and tear. Upon termination of the lease, the partnership and the
Army negotiated a cash settlement of $59,000 in lieu of physical restoration. On
their partnership tax return, Turchin & Schwinger claimed deductions for both
normal and accelerated depreciation, which the IRS disallowed.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the petitioners’
income tax for the 1942 tax year, disallowing a deduction for accelerated or
abnormal depreciation. The taxpayers petitioned the Tax Court for a
redetermination of the deficiency.

Issue(s)

Whether the partnership was entitled to a deduction for accelerated depreciation on
hotel property, fixtures, and furniture, given the lease agreement with the Army that
required restoration of the property.

Holding

No, because the partnership had a right to indemnification under the lease for any
damage exceeding normal wear and tear, and thus was not entitled to the claimed
depreciation deduction.

Court’s Reasoning
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The Tax Court reasoned that a depreciation deduction is intended to compensate for
the consumption of assets in a business when there is no other means of recovery.
However, in this case, the lease agreement with the Army provided a mechanism for
recovery, requiring the Army to restore the property. The court emphasized that, “to
the extent that the owner of the property is otherwise indemnified for the damage
and wear and tear to the property and does not have to look to operating profits for
the recovery of the capital consumed, then there is no basis, in reason or in fact, for
a charge of such wear and tear against those profits.” The court also noted that
allowing the deduction would result in a double recovery for the damage - once
through the depreciation deduction and again through the Army’s restoration
obligation or cash settlement. The court distinguished cases where added
depreciation was allowed, noting that in those cases, “the taxpayers had no
indemnitors for such added wear and tear, but could look only to operating profits
for recovery of the capital items consumed in the operations in question. Such was
not the case here.”

Practical Implications

The Turchin case establishes a clear principle: a taxpayer cannot deduct
depreciation expenses if they are already protected against the loss in value through
indemnification or other recovery mechanisms. This ruling has significant
implications for: 1) Drafting leases and other contracts: Landlords should carefully
consider restoration clauses in leases, as they may impact depreciation deductions.
2) Tax planning: Businesses need to assess potential indemnification rights before
claiming depreciation deductions. 3) Litigation: This case provides a strong
precedent for the IRS to disallow depreciation deductions where indemnification
exists. The principle has been consistently applied in subsequent cases involving
various forms of indemnification, demonstrating its enduring relevance in tax law.
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