23 T.C. 202 (1954)

A taxpayer may amortize the cost of leasehold improvements over the lease term,
even if there’s overlap in ownership or control of the corporations involved, provided
the companies are bona fide and the lease is not indefinite.

Summary

The Fort Wharf Ice Company, a Massachusetts corporation, constructed an ice-
making plant on leased land. The company’s stockholders were several corporations
involved in the fishing industry. The lease term was ten years, with no renewal
option, and the improvements would revert to the lessor at the end of the lease. The
company sought to amortize the cost of the buildings and equipment over the ten-
year lease term, while the Commissioner argued for depreciation based on the
assets’ longer useful lives. The Tax Court sided with the taxpayer, holding that the
amortization was appropriate despite overlapping corporate officers and ownership
among the involved corporations because Fort Wharf was a legitimate business
entity.

Facts

Fort Wharf Ice Company (Fort Wharf) was formed in 1945 to manufacture and sell
ice. Its shareholders were corporations involved in the fishing industry. Fort Wharf
leased land for 10 years, starting July 1, 1946, with no renewal. Buildings and
equipment costing $565,221.90 were constructed on the leased land, to revert to the
lessor at the lease’s end. The officers of Fort Wharf and the shareholder companies
were the same people. The Commissioner of Internal Revenue determined
deficiencies in Fort Wharf’s income tax, arguing that the company should depreciate
the improvements over their useful lives instead of amortizing them over the lease
term.

Procedural History

The Commissioner determined deficiencies in Fort Wharf’s income tax for 1948,
1949, and 1950. Fort Wharf contested the Commissioner’s decision, arguing the
right to amortize its investment in leasehold improvements. The case was brought
before the United States Tax Court, where the issue was fully stipulated.

Issue(s)

Whether Fort Wharf is entitled to amortize the cost of buildings and equipment over
the 10-year life of the lease, or is it limited to depreciation based on the useful life of
the improvements.

Holding

Yes, because the court found the taxpayer was a bona fide operating company and
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not a mere sham, and the lease was for a fixed 10-year term.
Court’s Reasoning

The court recognized the general rule that improvements to property used in a trade
or business are usually depreciated over their useful life. However, the court cited
an exception: where a taxpayer makes improvements on property which they do not
own, but will revert to someone else at the end of a period, they can amortize the
cost over the time they control the property. This is to avoid a disproportionate loss
at the end of the lease. The Commissioner argued against applying this exception
because of the overlap in corporate officers and stock ownership. However, the
court stated, “The petitioner company was not a mere sham, it was an operating
company actively engaged in a legitimate business. Likewise, the other companies.
They were all independent entities, each having an independent status in operation
and each being engaged in a different phase of the fish business.” Because the lease
was a fixed 10-year term, the court allowed amortization over the lease period.

Practical Implications

This case clarifies the amortization rules for leasehold improvements, particularly
when related parties are involved. The key takeaway is that despite shared
ownership or control, the court will respect the form of distinct corporate entities,
provided that the companies are legitimate and the lease terms are clear. This
means that in tax planning for leasehold improvements, it’s essential to ensure the
economic substance aligns with the legal structure, and that corporate entities are
demonstrably independent in their operations. This decision provides guidance on
how to structure lease agreements to ensure a favorable tax outcome, even when
related parties are involved. It also confirms that amortization of leasehold
improvements is permissible over the lease term, and thus impacts financial
statements and asset valuation.
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