31 T.C. 1155 (1959)

Improvements to subdivided real estate held for sale, such as roads, curbs, and
utilities, are not depreciable assets under Section 167 of the 1954 Internal Revenue
Code.

Summary

The United States Tax Court ruled that Frank B. and Pauline Cooper could not
deduct depreciation on improvements made to subdivided real estate they held for
sale. The Coopers developed the Hilltop Addition, installing roads, curbs, gutters,
waterlines, and storm sewers. The court found that these improvements were not
depreciable property because they were held for sale, not for use in a trade or
business or for the production of income. The cost of such improvements is
considered a capital expenditure, increasing the basis of the lots and realized upon
their sale.

Facts

Frank B. Cooper and his father jointly owned a 22-acre tract of undeveloped land.
They began developing the Hilltop Addition subdivision after the announcement of a
nearby Atomic Energy Plant. They installed roads, curbs, gutters, waterlines, and
storm sewers. They sought to qualify the subdivision with F.H.A. standards. After
the father’s death, Frank Cooper became the sole owner. The improvements were
not used for a separate business purpose but for the sale of the lots. The Coopers
sought a depreciation deduction for these improvements on their income tax return.

Procedural History

The Coopers filed a joint federal income tax return for 1954, claiming a depreciation
deduction on the improvements to the subdivided land. The Commissioner of
Internal Revenue disallowed the deduction, asserting the improvements were not
depreciable assets. The Coopers petitioned the United States Tax Court to challenge
the Commissioner’s decision.

Issue(s)

Whether the improvements made to the subdivided real estate, including roads and
utilities, constitute property “used in the trade or business” or “held for the
production of income” under Section 167 of the 1954 Internal Revenue Code,
allowing for a depreciation deduction?

Holding

No, because the improvements were made to real estate held for sale, and thus were
not depreciable under the statute.
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Court’s Reasoning

The court examined Section 167 of the 1954 Internal Revenue Code, which allows a
depreciation deduction for property “used in the trade or business” or “held for the
production of income.” The court cited established precedent, including *Nulex,
Inc.* and *Camp Wolters Enterprises, Inc.*, stating that property held for sale does
not qualify for depreciation. The court found that the Coopers held the improved
real estate for sale, not for use in a trade or business or for the production of
income, as they intended to sell the lots. The court emphasized that the costs of
these improvements are capital expenditures, which are added to the basis of the
lots and are recovered when the lots are sold. The court noted there was no
indication that the improvements were used for any other purpose during the
taxable period. “In point of fact, the record establishes that they were held for
disposal either as part of each lot sold, or by dedication to public use.”

Practical Implications

This case clarifies that developers of real estate subdivisions cannot depreciate
improvements like roads, sewers, and utilities that are part of the inventory (lots)
held for sale. It emphasizes that such expenditures are capital in nature and are
recovered when the lots are sold. This ruling impacts how real estate developers
calculate their taxable income and manage their assets. It informs the tax treatment
of costs associated with land development projects. Future cases involving similar
fact patterns must consider this precedent. Businesses and individuals involved in
land development must allocate the costs of these improvements to the basis of the
land held for sale. This ruling limits the timing of deductions for developers, as they
can only deduct the costs of improvements when the lots are sold, not as the
improvements are built. This case supports the idea that to be depreciable, property
must be used in a trade or business to generate income, and property held for sale
does not qualify.
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