Albert L. Rowan, 22 T.C. 875 (1954)

A taxpayer who inherits property subject to a long-term lease where the lessee
constructed a building and the lease term extends beyond the building’s useful life is
not entitled to a depreciation deduction on the building if the taxpayer experiences
no economic loss as the building wears out and cannot sell their interest in the
building apart from the land or rentals.

Summary

The case concerns whether the taxpayer, who inherited property subject to a long-
term lease, could claim a depreciation deduction on the building constructed by the
lessee. The Tax Court, following decisions from the Fifth and Ninth Circuits, held
that no depreciation deduction was allowed because the lease term extended beyond
the building’s useful life, and the taxpayer experienced no economic loss from the
building’s depreciation. The court distinguished the situation where the taxpayer
was essentially receiving only ground rental income and would eventually regain the
land with the building, with no current financial detriment. The case underscores
the importance of economic reality in tax deductions, specifically the need for a
depreciable interest and demonstrable economic loss.

Facts

The taxpayer inherited a one-third interest in land and a building from his mother,
subject to a 66-year and 10-month lease. The lease required the lessee to demolish
existing buildings and construct a new office building, which had an estimated
useful life shorter than the lease term. The lease specified that the ownership of the
new building resided with the lessor, subject to the lease. Upon his mother’s death,
the taxpayer inherited an undivided one-third interest in the property, subject to the
lease. The Commissioner valued the property based on the ground rental, and the
taxpayer claimed deductions for depreciation or amortization.

Procedural History

The taxpayer contested the Commissioner’s disallowance of claimed deductions. The
Tax Court initially considered the issue in a related case, ]J. Charles Pearson, ]Jr.,
where it sided with the taxpayer. However, the Fifth Circuit Court of Appeals
reversed that decision. Subsequently, another related case, Mary Young Moore,
faced a similar reversal by the Ninth Circuit Court of Appeals. The Tax Court now
reexamined the issue in light of these reversals.

Issue(s)

1. Whether the taxpayer is entitled to an annual depreciation or amortization
deduction for his inherited interest in the building constructed by the lessee.

2. Whether the taxpayer is entitled to an annual amortization deduction related to
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the unrecovered basis of demolished buildings that existed before the new
construction by the lessee.

Holding

1. No, because the taxpayer does not experience an economic loss as the building
depreciates, and the lease term extends beyond the building’s useful life.

2. No, because the unrecovered basis of the demolished buildings was a tax
advantage that did not transfer to the heir.

Court’s Reasoning

The court carefully considered prior cases, including the Pearson and Moore cases,
which had been reversed by the Fifth and Ninth Circuits, respectively. The court
emphasized the importance of adhering to appellate court decisions to maintain
consistent treatment of taxpayers. The court adopted the principle that where the
lease term exceeds the building’s useful life and the taxpayer receives only ground
rental, no depreciation deduction is allowed. The court found the taxpayer would not
sustain any economic loss as the building wore out, and the value of his interest was
zero. Furthermore, the court clarified that the Commissioner valued the property
based solely on the ground rental and the taxpayer had no investment in the
building.

The court cited Reisinger v. Commissioner (C.A. 2) 144 F.2d 475, which stated,
“Only a taxpayer who has a depreciable interest in property may take the deduction,
and that interest must be in existence in the taxable period to enable him to show a
then actual diminution in its value.”

The court distinguished the situation from a potential amortization deduction, but
determined that the annual ground rental was all the heirs would receive during the
lease period. They would eventually receive the land and building, which could be
worth more than its current value.

Regarding the second issue, the court decided the unrecovered basis of the
demolished buildings at the time of the mother’s death did not transfer to the
taxpayer through inheritance.

Practical Implications

This case is important because it emphasizes that the right to a depreciation
deduction is tied to economic realities, namely, demonstrating economic loss. The
decision clarified the factors that must be considered when assessing whether a
depreciation deduction is allowed when property is subject to a long-term lease. The
case is significant for situations where a lessee builds a structure on leased land,
particularly when the lease duration goes beyond the building’s expected life. It
highlights how a taxpayer cannot claim depreciation if their economic interest is
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limited to ground rentals and they are not experiencing a current loss from building
depreciation. The principle is particularly relevant in estate planning and real estate
investments involving long-term leases.
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