23 T.C. 836 (1955)

When a building is constructed on leased land and there is no option to renew the
lease, depreciation of the building must be calculated over the life of the lease,
rather than the building’s expected useful life.

Summary

Dorothy Caruso owned a building on leased land with a 20-year lease that did not
include a renewal option. She rented out the building for a period. When calculating
her loss on the sale of the building to the lessor at the end of the lease term, Caruso
had not taken any depreciation deductions. The Tax Court held that, for tax
purposes, Caruso should have depreciated the building over the life of the lease.
Since there was no renewal option and the building was effectively impossible to
move without demolition, its value was tied to the lease term. The court also decided
that the $1,000 Caruso received for the building’s salvage value did not constitute
income, as it represented the remaining adjusted basis of the property.

Facts

In 1928, a 20-year lease was executed for land at 126 East 64th Street. The lease did
not provide a renewal option. The building on the property was owned by the lessee,
Edith M. J. Field. The lease allowed the lessee to remove the building at the end of
the lease term. Field assigned the lease to Caruso, who also purchased the building
from Field. Caruso used the building as a residence, made extensive alterations, and
then rented the premises to various tenants. The last rental period ended on the
same date as the lease. Caruso sold the building to the lessor for $1,000. Caruso
claimed an ordinary loss on the sale of the building, calculating depreciation over a
longer period than the lease term. The IRS disallowed the loss, contending the
building should have been depreciated over the lease term, resulting in a capital
gain from the sale.

Procedural History

The Commissioner of Internal Revenue determined a tax deficiency against Caruso,
disallowing the loss and claiming capital gains taxes were owed. The case was
brought before the United States Tax Court to dispute the determination. The Tax
Court ruled that the petitioner was correct in her depreciation claim and that the
money she received for the building’s salvage value did not constitute income.

Issue(s)

1. Whether the building should have been depreciated over its useful life or the
remaining term of the lease.

2. Whether the $1,000 received by the petitioner for the sale of the building
constituted taxable income.
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Holding

1. Yes, the building should have been depreciated over the remaining term of the
lease because there was no renewal option and the building could not be moved
except by demolition.

2. No, the $1,000 received did not constitute income as it represented the building’s
salvage value, which was equal to the remaining adjusted basis in the property.

Court’s Reasoning

The court relied on established precedent that improvements made on leased land
should be depreciated over the lease term if there’s no renewal option. Because the
lease had a fixed term with no renewal provision, the court found that the building’s
value was tied to the lease’s duration. The court considered whether the petitioner’s
right to remove the building at the end of the lease term was significant enough to
extend the depreciation period. The court concluded that, as a practical matter, the
building could not be removed without demolition. The court emphasized that the
right to remove the building was effectively valueless except for its salvage value.
The court also noted, “The proper allowance for * * * depreciation is that amount
which should be set aside for the taxable year in accordance with a reasonably
consistent plan * * * whereby the aggregate of the amounts so set aside, plus the
salvage value, will, at the end of the useful life of the depreciable property, equal the
cost or other basis of the property * * *.”

Practical Implications

This case highlights the importance of lease terms and the presence or absence of
renewal options when calculating depreciation. Attorneys should advise clients who
construct or purchase buildings on leased land to carefully consider the lease terms.
When there’s no renewal option, depreciation must be calculated over the lease
term. If a building is difficult or impossible to move, its value is likely tied to the
lease’s duration. The case provides a clear framework for determining how to
depreciate assets on leased property for tax purposes. It shows that the salvage
value of an asset is the critical factor to determine whether any additional income is
generated at the end of the lease term, and not the initial costs of the asset.
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