Levinson v. Commissioner, 68 T. C. 684 (1977)

A taxpayer cannot deduct the adjusted basis of demolished buildings and the cost of
demolition as a loss if the demolition is required by a lease agreement.

Summary

In Levinson v. Commissioner, the Tax Court held that Donald Levinson could not
deduct the adjusted basis of old warehouses and demolition costs as a loss for tax
year 1967 because the demolition was required to fulfill a lease agreement with the
City of Baltimore. The court found that the demolition was a necessary precondition
for constructing a new office building to be leased, thus falling under the IRS
regulation that disallows such deductions when demolition is pursuant to lease
requirements. The decision clarifies that costs associated with demolition required
by a lease must be amortized over the lease term rather than deducted immediately,
impacting how taxpayers handle such expenses in similar situations.

Facts

In 1956, Donald Levinson acquired land with two old warehouses in Baltimore,
which he rented out on a month-to-month basis. In 1966, the City of Baltimore
sought office space proposals, leading Donald and his brother Armand to form a
partnership to construct a new building on their combined land. The old warehouses
needed to be demolished to make way for the new building, which was to be leased
to the City. The lease was executed in May 1967, and Donald demolished the old
buildings at a cost of $17,000 with an adjusted basis of $23,282. The IRS disallowed
Donald’s attempt to deduct these costs as a loss for 1967, offering instead to allow
amortization over the lease term.

Procedural History

The IRS determined deficiencies in the Levinsons’ income tax for 1966 and 1967,
which the Levinsons partially conceded. The remaining issue was whether the
adjusted basis of the demolished buildings and the demolition costs could be
deducted as a loss for 1967. The Tax Court heard the case and ultimately ruled in
favor of the Commissioner, disallowing the immediate deduction but allowing for
amortization over the lease term.

Issue(s)

1. Whether the adjusted basis of the demolished buildings and the cost of demolition
can be deducted as a loss under Section 165(a) of the Internal Revenue Code when
the demolition is required by a lease agreement?

Holding

1. No, because the demolition was a necessary precondition to fulfill the lease
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agreement, falling under the exception in IRS Regulation 1. 165-3(b)(2) which
disallows such deductions and mandates amortization over the lease term.

Court’s Reasoning

The Tax Court applied IRS Regulation 1. 165-3(b)(2), which specifies that no
deduction is allowed for demolition costs when the demolition is required by a lease.
The court reasoned that the demolition of the old warehouses was essential for the
construction of the new building, which was the primary objective of the lease with
the City. The court rejected the Levinsons’ argument that the regulation should only
apply when the lease’s principal objective is the use of the land, stating that the
demolition was a necessary condition for fulfilling the lease obligations. The court
emphasized that the adequacy of compensation through the lease rental did not
negate the fact that the demolition was required by the lease. The decision was
supported by prior case law and regulations that required amortization of demolition
costs over the lease term when demolition is lease-related.

Practical Implications

This decision impacts how taxpayers handle demolition costs when entering into
lease agreements that require demolition. It clarifies that such costs cannot be
immediately deducted as a loss but must be amortized over the lease term. This
ruling affects real estate developers and property owners who plan to demolish
existing structures to meet lease requirements, necessitating careful tax planning to
account for the amortization of these costs. The case also underscores the
importance of understanding IRS regulations concerning lease-related demolition,
influencing how similar cases are analyzed and how legal professionals advise
clients on such matters. Subsequent cases and tax professionals must consider this
precedent when addressing the deductibility of demolition costs in the context of
lease agreements.
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