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Standard Linen Service, Inc. v. Commissioner, 33 T.C. 681 (1960)

The demolition of a building does not automatically result in a deductible loss; the
taxpayer must demonstrate that a true economic loss occurred, particularly when
the demolition is related to a lease or property sale.

Summary

The case concerned whether Standard Linen Service, Inc. could deduct the cost of
demolishing a theatre building it owned. The Tax Court held that the demolition
costs were not deductible. The company had leased the property to a lessee who
planned to convert the building into a parking garage but abandoned the plans due
to city restrictions. Subsequently, the lessee demolished the building. The Court
reasoned that since the demolition was connected to a lease agreement and eventual
sale  of  the  property,  and the  company retained its  rights  as  lessor,  no  actual
economic  loss  was  sustained  by  the  taxpayer.  The  court  emphasized  that  the
demolition benefited the taxpayer by facilitating the lease and subsequent sale,
rather than causing a loss. The unrecovered cost of the demolished building was
considered part of the cost of obtaining the lease or facilitating the sale, not a
deductible loss.

Facts

Standard Linen Service, Inc. (taxpayer) purchased a property with a theatre
building in 1946.
The theatre was closed in 1947 due to financial losses and deteriorating
neighborhood conditions.
In October 1949, the taxpayer leased the property for 25 years, starting May 1,
1950, to a lessee who planned to convert the building into a parking garage.
City authorities rejected the conversion plans.
The taxpayer and the lessee amended the lease in April 1950, allowing the
lessee to demolish the building and giving the lessee an option to purchase the
property.
The lessee demolished the building in May 1950, before the lease term began,
and later exercised the purchase option.
The taxpayer sought to deduct the unrecovered cost of the building as a loss.

Procedural History

The case was heard in the United States Tax Court. The Tax Court ruled in favor of
the Commissioner of Internal Revenue, disallowing the taxpayer’s claimed deduction
for the demolition of the building.

Issue(s)

Whether the demolition of the theatre building resulted in a deductible loss for1.
the taxpayer.
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Whether the costs of demolition should be considered part of the cost of2.
obtaining the lease or sale of the property.

Holding

No, because the taxpayer did not sustain a deductible loss because of the1.
demolition.
Yes, because the demolition of the building, in this context, was considered2.
part of the cost of obtaining the lease and sale.

Court’s Reasoning

The court referenced the tax regulations that allowed for deduction of losses from
voluntary demolition of buildings, but noted that such deductions are unavailable
when the taxpayer has not suffered a true economic loss. The court determined that
no actual loss was sustained because:

The lease term extended substantially beyond the building’s remaining useful
life, and the lessee’s obligations under the lease were not reduced after
demolition.
The demolition was closely related to the lease agreement.
The demolition was also a step towards the eventual sale of the property.
The taxpayer retained all rights under the lease.
The demolition was performed to facilitate the lease and the subsequent sale.

The court also cited other cases establishing that demolition costs are not deductible
if the demolition is part of the plan for obtaining a lease or selling the property. The
court stated, “…the removal of a building in connection with obtaining a lease on the
property is regarded as part of the cost of obtaining the lease.”

Practical Implications

This case is crucial for understanding the tax treatment of demolition costs. Key
takeaways include:

Demonstrating Economic Loss: Taxpayers must prove a genuine economic
loss resulting from demolition, not just the act of demolition itself.
Nexus with Leases and Sales: Demolition costs are generally not deductible
if they are part of a plan to lease or sell property. Instead, the costs are treated
as part of the cost of securing the lease or sale.
Timing is Key: If demolition occurs before a lease commences, and is a
precondition for the lease, it becomes an expense relating to the lease, not a
loss.
Impact on Property Valuation: This decision impacts the calculation of
adjusted basis, especially if the demolition is viewed as part of the cost of
improving or preparing the property for its intended use.
Planning Considerations: Businesses need to carefully plan demolition
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decisions and their timing in relation to property transactions to ensure proper
tax treatment and avoid disallowed deductions.
Later Cases: This ruling is often cited in later cases concerning demolition
costs, especially when there are plans for a lease or sale. It reinforces the
principle that the context and motivation behind the demolition matter greatly
in determining deductibility.


