Galter v. United States, 24 T.C. 168 (1955)

A taxpayer may amortize the cost of capital improvements made to leased property
over the term of the lease, rather than depreciating the improvements over their
useful life, when the improvements will revert to the lessor at the end of the lease
term.

Summary

The case concerned a taxpayer, Galter, who made improvements to a property he
leased for a fixed term of 10 years. The IRS argued that Galter should depreciate the
improvements over their useful life, while Galter argued he should be able to
amortize the cost of the improvements over the 10-year lease term. The Tax Court
sided with Galter, finding that amortization was appropriate because Galter would
lose ownership of the improvements at the end of the lease. The court emphasized
that the lease had a definite term, and the improvements would revert to the lessor.
The court found the amortization to be reasonable, allowing Galter to deduct the
costs over the lease period to avoid a disproportionate loss at the lease’s conclusion.

Facts

Galter, the taxpayer, leased property for a term of ten years. During the lease term,
Galter made capital improvements to the leased property. The lease agreement did
not include a renewal or extension clause, and specified that the improvements
would revert to the lessor at the end of the ten-year term. The IRS challenged
Galter’s claim to amortize the cost of these improvements over the ten-year lease
period, contending instead that Galter should depreciate the improvements over
their longer useful life.

Procedural History

The case was initially brought before the United States Tax Court. The IRS disputed
Galter’s method of calculating deductions for the capital improvements. The Tax
Court considered the case based on the presented facts and legal arguments.

Issue(s)

Whether the taxpayer is entitled to amortize the cost of capital improvements to
leased property over the term of the lease.

Holding

Yes, because the improvements were capital in nature, and the lease had a definite
term after which the improvements reverted to the lessor, the taxpayer was
permitted to amortize the cost of the improvements over the lease term.

Court’s Reasoning
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The court began by outlining the general rules of depreciation and amortization. It
recognized that ordinarily, taxpayers depreciate assets over their useful life.
However, the court established an exception to this rule when a lessee makes capital
improvements on leased property. In this situation, where the taxpayer loses
ownership of the improvements before their useful life ends, amortization over the
period of ownership is allowed. The court stated, “[I]f a taxpayer makes
improvements on property of a capital nature in a situation where he will lose the
ownership or control of that property before the usefulness of the assets is
exhausted, he will be allowed to amortize the cost of the improvements over the
period during which he has the ownership or control of the property.” The court
distinguished this situation from leases with indefinite terms, where depreciation
over the useful life would be required. The court found that because the lease had a
definite ten-year term and the improvements were to go to the lessor at the end of
the term, amortization was appropriate to prevent serious loss to the taxpayer in the
final year of the lease. The court emphasized that the business was legitimate and
the companies involved were independent entities, each involved in different phases
of the fish business. The court noted that there was no provision for a lease renewal
or extension. The court cited *Hess Brothers*, 7 B.T.A. 729, as a case in point.

Practical Implications

This case highlights the importance of the terms of a lease agreement when
determining the appropriate method of deducting the cost of capital improvements.
For tax planning, businesses should carefully consider the length and terms of a
lease, especially the presence of renewal options. The court’s emphasis on the
definite term and the reversion of improvements to the lessor is crucial. Tax advisors
should consider this case when advising clients who are lessees, as the amortization
approach can result in significant tax savings. The principle is to be considered in
similar situations where a business makes capital improvements to leased property
with limited ownership, which would affect the business’s ability to recoup costs.
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