Fort Walton Square, Inc. v. Commissioner, 54 T. C. 653 (1970)

The useful life of property for depreciation purposes and the ability to amortize
leasehold improvements over the lease term depend on the specific facts of the case
and the relationship between the parties.

Summary

In Fort Walton Square, Inc. v. Commissioner, the Tax Court determined the useful
life of shopping center buildings and various equipment for depreciation purposes.
The court established a 30-year useful life for concrete block buildings, shorter than
the IRS’s proposed 40 years but longer than the taxpayer’s 25-year claim.
Additionally, the court allowed the taxpayer to amortize the cost of the buildings
over the 26-year lease term, rejecting the IRS’s argument that the lessor and lessee
were related parties. The case also addressed the useful life of other improvements
and ruled that heating and air-conditioning systems did not qualify for an investment
tax credit as they were considered structural components of the building.

Facts

Fort Walton Square, Inc. constructed a shopping center on leased land in Fort
Walton Beach, Florida. The buildings were made of concrete block, and the taxpayer
claimed a useful life of 25 years for depreciation, while the IRS argued for 40 years.
The taxpayer leased the land from International Development Co. , Inc. , for 26
years. The taxpayer’s principal shareholder, J. W. Goodwin, controlled a trust that
owned most of the stock in the lessor company. The taxpayer claimed depreciation
on various equipment and improvements and sought an investment tax credit for the
heating and air-conditioning systems installed at the center.

Procedural History

The taxpayer filed for a redetermination of tax deficiencies for fiscal years ending
August 31, 1964, and 1965. The case was heard by the United States Tax Court,
which issued its opinion on March 26, 1970.

Issue(s)

1. Whether the useful life of the shopping center buildings for depreciation purposes
should be 30 years as determined by the court, rather than the 40 years proposed by
the IRS or the 25 years claimed by the taxpayer.

2. Whether the taxpayer could amortize the cost of the buildings over the 26-year
lease term, given that the lessor and lessee were not related parties under the tax
code.

3. Whether the useful lives of various equipment and improvements at the shopping
center were correctly determined by the court.

4. Whether the heating and air-conditioning systems installed at the shopping center
qualified as “section 38 property” for the purpose of an investment tax credit.

© 2025 SCOTUSreports.com. All rights reserved. | 1



Holding

1. Yes, because the court found that 30 years was a reasonable estimate of the
useful life of the concrete block buildings, considering the evidence presented.

2. Yes, because the court determined that the lessor and lessee were not “related
persons” under section 178(b) of the Internal Revenue Code, allowing amortization
over the lease term.

3. Yes, because the court’s determinations on the useful lives of equipment and
improvements were based on the evidence and reasonable under the circumstances.
4. No, because the court found that the heating and air-conditioning systems were
structural components of the building and did not qualify for the investment tax
credit under the applicable regulations.

Court’s Reasoning

The court applied the principles of depreciation and amortization under the Internal
Revenue Code to the facts of the case. For the useful life of the buildings, the court
considered the testimony of the taxpayer’s architect but found it insufficient to
support a life of 20-25 years, opting instead for 30 years as a compromise. The court
rejected the IRS’s argument that the lessor and lessee were related parties, applying
a strict interpretation of section 178(b) and finding no statutory basis for the IRS’s
position. On the useful lives of other equipment, the court relied on the evidence
presented and made adjustments where necessary. Regarding the investment tax
credit, the court followed the IRS’s regulations and rulings, which excluded central
heating and air-conditioning systems from qualifying as “section 38 property. ” The
court noted that Congress had specifically allowed investment credits for elevators
and escalators but not for heating and air-conditioning systems, indicating a
legislative intent to treat them differently.

Practical Implications

This case provides guidance on determining the useful life of property for
depreciation and the amortization of leasehold improvements. Taxpayers should
carefully document the factors affecting the useful life of their assets, as the court
will consider such evidence in making its determinations. The case also clarifies that
the relationship between lessor and lessee must strictly meet the statutory definition
of “related persons” to affect amortization rights. For tax practitioners, this case
underscores the importance of understanding the nuances of the tax code and
regulations, particularly regarding the classification of property for investment tax
credits. Subsequent cases have cited Fort Walton Square for its analysis of useful
life and the application of the investment tax credit rules to building components.
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