22T.C. 1146 (1954)

Purchasers of real estate subject to a pre-existing lease cannot claim depreciation on
improvements erected by the lessee or amortization of a premium value attributable
to the lease without establishing a depreciable basis and the lease’s impact on the
property’s value.

Summary

The United States Tax Court addressed whether property purchasers could deduct
depreciation on improvements made by a lessee and amortize any “premium” value
from a lease. The court held that the taxpayers, Frieda and Rose Bernstein, could
not claim these deductions because they failed to provide sufficient evidence to
establish a depreciable basis or the existence and amount of a premium value. The
court emphasized that the taxpayers’ interest in the property was subject to the
lease, impacting the valuation of improvements and any potential premium. The
ruling underscores the necessity for taxpayers to substantiate the economic realities
of their property interests when claiming tax deductions related to leased assets.

Facts

Frieda and Rose Bernstein formed a partnership and purchased real estate in
Manhattan subject to a long-term lease executed in 1919. The lease required the
tenant to demolish existing buildings and construct a new office building. The tenant
paid for and maintained the building. The lease was renewed, and the Bernsteins
acquired the property subject to this lease. The Bernsteins claimed deductions for
depreciation on the building and amortization of leasehold value on their tax
returns. The IRS disallowed these deductions, leading to the tax court case.

Procedural History

The IRS determined deficiencies in the Bernsteins’ income taxes for 1946, 1947, and
1948, disallowing deductions for building depreciation and leasehold amortization.
The Bernsteins petitioned the United States Tax Court to challenge the IRS’s
decision. The Tax Court consolidated the cases and issued its opinion after
considering the stipulated facts and arguments from both sides.

Issue(s)

1. Whether the petitioners established the right to an allowance for depreciation on
improvements erected by the lessee pursuant to the pre-existing lease.

2. Whether the petitioners established the right to an allowance for amortization of
any “premium” value attributable to the lease.

Holding
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1. No, because the petitioners failed to establish a depreciable interest in the
improvements and the extent to which the building’s useful life extended beyond the
lease term.

2. No, because the petitioners failed to provide evidence of the existence or amount
of a “premium” value associated with the lease.

Court’s Reasoning

The court first addressed the depreciation issue. It cited *Commissioner v. Moore*
(1953) to emphasize that the Bernsteins needed to demonstrate a depreciable
interest in the improvements, a depreciable basis for the improvements, and how
their value was affected by the lease. The court found that the Bernsteins did not
present sufficient evidence of their property’s value, and that the valuation from
local tax authorities was irrelevant because it did not account for the lease’s impact
on the property. The court noted, “The proof of values offered on behalf of the
taxpayer ignored the difference between a building unaffected by a lease, and a
building subject to a lease.”

Regarding amortization, the court acknowledged the principle that a lease with
favorable rental terms could have a “premium” value. However, the court found no
evidence to support the existence or amount of such a premium in this case, stating,
“There is no evidence...upon the basis of which the existence or amount of any such
premium value may be ascertained.”

Practical Implications

This case provides clear guidance on the requirements for claiming depreciation and
amortization deductions for leased properties. Taxpayers must provide detailed
evidence to support their claims, including: specific allocation of the purchase price
to land and improvements; valuation that accounts for the impact of the lease terms
on the property’s fair market value; and proof regarding the relative value of the
rents compared to market rates. Without adequate substantiation, deductions will
likely be denied. Accountants and attorneys must advise clients to obtain appraisals
and other valuations that take the lease into account and properly support the tax
treatment. Furthermore, the case highlights the importance of considering the
entire economic arrangement of a lease and the asset’s remaining useful life when
calculating depreciation. Later cases have reinforced these principles,
demonstrating the importance of establishing a depreciable interest and a solid
factual basis for any amortization claims.
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