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No. 6427

Mary C. Young, petitioner
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Commissioner of Internal Revenue, respondent

and

Mary Young Moore, petitioner

v.

Commissioner of Internal Revenue, respondent

UPON PETITION TO REVIEW ORDERS OE THE UNITED
STATES BOARD OF TAX APPEALS

BRIEF FOR RESPONDENT

PREVIOUS OPINION

The only previous opinion in the present cases

is that of the United States Board of Tax Appeals

(R. 54-55), which is reported in 20 B. T. A. 692.

jurisdiction

The appeal in the above-entitled cases involves

deficiencies in income taxes of Mary C. Young for

(i)



the years 1924 and 1925 in the amounts of $2,825.63

and $2,091.21, respectively, and deficiencies in in-

come taxes of Mary Young Moore for the years 1924

and 1925 in the amounts of $2,930.06 and $2,117.42,

respectively, and is taken from decisions of the

United States Board of Tax Appeals entered Sep-

tember 10, 1930. (R. 56-57.) These cases are

brought to this court by petitions for review filed

January 13, 1931 (R. 58-68), pursuant to the Rev-

enue Act of 1926, c. 27, Sections 1001, 1002, and

1003, 44 Stat. 9, 109, 110.

QUESTIONS PRESENTED

1. Whether petitioners may deduct in 1924 as a

loss the net depreciated cost of buildings voluntar-

ily demolished in that year in order to effect a

ninety-nine year lease of land on which they stood,

or whether the net depreciated cost of such demol-

ished buildings should be treated as a part of the

cost of such lease to be amortized over the entire

period thereof.

2. Whether petitioners may deduct as ordinary

and necessary expenses (a) an amount paid to a

real-estate agent as a commission for effecting a

ninety-nine year lease, (b) amounts paid to an

attorney as fees for legal services in effecting said

lease, and (c) amounts paid for a certificate of title

necessary to effect said lease, or whether said

amounts are capital expenditures to be ratably

deducted as the lease is exhausted.



STATUTES AND REGULATIONS INVOLVED

Eevenue Act of 1924, c. 234, 43 Stat. 253:

Sec. 214. (a) In computing net income

there shall be allowed as deductions

:

(1) All the ordinary and necessary ex-

penses paid or incurred during the taxable

year in carrying on any trade or business,

(4) Losses sustained during the taxable

year and not compensated for by insurance

or otherwise, if incurred in trade or busi-

ness;

(5) Losses sustained during the taxable

year and not compensated for by insurance

or otherwise, if incurred in any transaction

entered into for profit, though not connected

with the trade or business ; * * * .

* * * •* *

(8) A reasonable allowance for the ex-

haustion, wear and tear of property used in

the trade or business, including a reasonable

allowance for obsolescence; * * *.

Sec. 215. (a) In computing net income no
deduction shall in any case be allowed in

respect of

—

* * * * *

(2) Any amount paid out for new build-

ings or for permanent improvements or bet-

terments made to increase the value of any
property or estate

;

(3) Any amount expended in restoring

property or in making good the exhaustion



thereof for which an allowance is or has

been made ; * * *

.

Treasury Department Regulations 65, promul-

gated under the Revenue Act of 1924

:

Art. 141. Losses.—Losses sustained during

the taxable year and not compensated for by

insurance or otherwise are fully deduc-

tible * * * if (a) incurred in a tax-

payer's trade or business, or (b) incurred in

any transaction entered into for profit, or

(c) arising from fires, storms, shipwreck, or

other casualty, or theft. They must usually

be evidenced by closed and completed trans-

actions. The basis for determining the

amount of the deduction for losses is the same
as is provided in section 204 for determining

the gain or loss from the sale or other dispo-

sition of property. See articles 1591-1603.

Proper adjustment must be made in each

case for expenditures properly chargeable to

capital account, and for items of loss, de-

preciation, obsolescence, amortization, or de-

pletion, previously allowed with respect to

the property. Moreover, the amount of the

loss must be reduced by the amount of any
insurance or other compensation received,

and by the salvage value, if any, of the

property. See articles 1579 and 1580. A
loss on the sale of residential property is

not deductible unless the property was pur-

chased or constructed by the taxpayer with

a view to its subsequent sale for pecuniary

profit. * * *

Art. 142. Voluntary removal of build-

ings.—Loss due to the voluntary removal or



demolition of old buildings, the scrapping of

old machinery, equipment, etc., incident to

renewals and replacements will be deductible

from gross income. When a taxpayer buys

real estate upon which is located a building,

which he proceeds to raze with a view to

erecting thereon another building, it will be

considered that the taxpayer has sustained

no deductible loss by reason of the demoli-

tion of the old building, and no deductible

expense on account of the cost of such re-

moval, the value of the real estate, exclusive

of old improvements, being presumably

equal to the purchase price of the land and
building plus the cost of removing the use-

less building.

Art. 161. Depreciation.—A reasonable al-

lowance for exhaustion, wear and tear, and
obsolescence of property used in the trade

or business may be deducted from gross in-

come. For convenience such an allowance

will usually be referred to as depreciation,

excluding from the term any idea of a mere
reduction in market value not resulting from
exhaustion, wear and tear, or obsolescence.

The proper allowance for such depreciation

of any property used in the trade or busi-

ness is that amount which should be set aside

for the taxable year in accordance with a

reasonably consistent plan (not necessarily

at a uniform rate), whereby the aggregate of

the amounts so set aside, plus the salvage

value, will, at the end of the useful life of

the property in the business, equal the basis



of the property determined in accordance

with section 204 and articles 1591-1603. Due
regard must also be given to expenditures

for current upkeep.

Akt. 162. Depreciable property.—The ne-

cessity for a depreciation allowance arises

from the fact that certain property used

in the business gradually approaches a

point where its usefulness is exhausted. The
allowance should be confined to property of

this nature. In the case of tangible prop-

erty, it applies to that which is subject to

wear and tear, to decay or decline from nat-

ural causes, to exhaustion, and to obsoles-

cence due to the normal progress of the art,

as where machinery or other property must
be replaced by a new invention, or due to

the inadequacy of the property to the grow-

ing needs of the business. It does not apply

to inventories or to stock in trade, nor to

land apart from the improvements or physi-

cal development added to it. * * * The
deduction of an allowance for depreciation

is limited to property used in the taxpayer's

trade or business. * * *

Art. 163. Depreciation of intangible prop-

erty.—Intangibles, the use of which in the

trade or business is definitely limited in

duration, may be the subject of a deprecia-

tion allowance. Examples are patents and
copyrights, licenses, and franchises. Intan-

gibles, the use of which in the business or

trade is not so limited, will not usually be a

proper subject of such an allowance. If,



however, an intangible asset acquired through

capital outlay is known from experience to

be of value in the business for only a limited

period, the length of which can be estimated

from experience with reasonable certainty,

such intangible asset may be the subject of a

depreciation allowance, provided the facts

are fully shown in the return or prior thereto

to the satisfaction of the Commissioner.

Art. 164. Capital sum recoverable through

depreciation allowances.—The capital sum
to be replaced by depreciation allowances is

the cost or other basis of the property in

respect of which the allowance is made. See

article 1602. To this amount should be

added from time to time the cost of improve-

ments, additions, and betterments, the cost

of which is not deducted as an expense in the

taxpayer 7

s return, and from it should be de-

ducted from time to time the amount of any
definite loss or damage sustained by the

property through casualty, as distinguished

from the gradual exhaustion of its utility

which is the basis of the depreciation allow-

ance. In the case of the acquisition on or

after March 1, 1913, of a combination of de-

preciable and nondepreciable property for a

lump price, as, for example, buildings and
land, the capital sum to be replaced is lim-

ited to an amount which bears the same pro-

portion to the lump price as the value of

the depreciable property at the time of ac-

quisition bears to the value of entire prop-

erty at that time. Where the lessee of real
87818—31- 2
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property erects buildings, or makes perma-
nent improvements which become part of

the realty and income or loss has been re-

turned by the lessor as a result thereof, as

provided in article 48, the capital sum to be

replaced by depreciation allowances is held

to be the same as though no such buildings

had been erected or such improvements

made. * * *

Art. 165. Method of computing deprecia-

tion allowance.—The capital sum to be re-

placed should be charged off over the useful

life of the property, either in equal annual

installments or in accordance with any other

recognized trade practice, such as an appor-

tionment of the capital sum over units of

production. Whatever plan or method of

apportionment is adopted must be reason-

able and must have due regard to operating

conditions during the taxable period. While
the burden of proof must rest upon the tax-

payer to sustain the deduction taken by him,

such deductions must not be disallowed un-

less shown by clear and convincing evidence

to be unreasonable. The reasonableness of

any claim for depreciation shall be deter-

mined upon the conditions known to exist at

the end of the period for which the return is

made.

Art. 292. Capital expenditures.—Amounts
paid for increasing the capital value or for

making good the depreciation (for which a

deduction has been made) of property are



not deductible from gross income. See sec-

tion 214 (a) (8) of the statute and article

161. * * * The cost of defending or

perfecting title to property constitutes a

part of the cost of the property and is not a

deductible expense. The amount expended

for architect's services is part of the cost of

the building. Commissions paid in pur-

chasing securities are a part of the cost

price of such securities. Commissions paid

in selling securities are an offset against the

selling price. * * *

STATEMENT OF FACTS

Upon motion of petitioners' attorney these cases

were consolidated for hearing before the United

States Board of Tax Appeals (R. 43), and the facts

were stipulated and agreed to by counsel (R. 45-

49), from which stipulation the Board found the

facts to be as follows (R. 51-54) :

Mary Young Moore is the daughter of

Mary C. Young. They both reside at 1001

South Hoover Street, Los Angeles, Califor-

nia. They are joint owners of certain land
in the City of Los Angeles, California, and
located at the Southeast corner of Seventh
and Figueroa Streets, extending East on
Seventh Street to the Southwest corner of

Flower and Seventh Streets. The peti-

tioners are equal owners.

During the years 1917 and 1918 the peti-

tioners erected on this land several brick
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store buildings at a cost of $50,000. These

buildings were rented or for rent until their

demolition.

In 1924 a lease for the term of ninety-nine

years was entered into by the petitioners

with the Sun Realty Company, whereby the

brick buildings erected during 1917 and 1918

should be demolished and a new building

erected to be occupied by Barker Brothers.

The buildings were demolished in 1924.

The full amount of the depreciation sus-

tained on the brick store buildings, from the

time of erection to the time of demolition in

1924, was $7,785, and the undepreciated cost

thereof to the petitioners at the time of

demolition was $42,215.

The buildings were not salvaged or other-

wise disposed of, and the petitioners re-

ceived no insurance or other compensation

on the demolition of the buildings.

Each of the petitioners, in her income-tax

return for the year 1924, claimed a deduction

in the amount of $21,107.50, representing her

one-half of the undepreciated cost. These

deductions were disallowed by the respond-

ent and the sum of $21,107.50 was added back

to the income of each of the petitioners.

On October 1, 1924, the petitioners granted

a ground lease of the premises at Seventh

and Figueroa Streets to the Sun Realty

Company for a period of ninety-nine years,

on the basis of a monthly rental of $10,000

from October 1, 1924, to June 30, 1926, and
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of a monthly rental of $20,000 thereafter

until the end of the term of the lease. This

lease was obtained for the petitioners by a

real estate agent who charged as his commis-

sion therefor the sum of $50,500, which com-

mission was paid during the years 1924 and
1925. During the year 1924 there was paid

$21,500, and the sum of $29,000 was paid dur-

ing the year 1925. These amounts were paid

by the petitioners in equal sums and each

paid $10,750 in 1924 and $14,500 in 1925

Each of the petitioners claimed as a deduc-

tion in her income-tax return for 1924 the

sum of $10,750, representing the amount
actually paid by her to the real estate agent

during that year. These deductions were
disallowed by the Commissioner.

In addition to the commission paid to the

real estate agent, the petitioners were re-

quired to pay attorneys' fees in the amount
of $5,500, and the expense of obtaining cer-

tificate of title in the amount of $4,502.85.

Each petitioner, in her income tax return

for 1924, claimed a deduction in the amount
of $2,750, being one-half of the attorneys'

fees, and a deduction in the amount of

$2,251.43, being one-half of the cost of ob-

taining certificate of title. These deductions

were disallowed by the respondent.

The respondent considered the loss sus-

tained on the demolition of the brick build-

ings to be a capital loss and further consid-

ered the sums expended by the petitioners
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as commissions, attorneys' fees and cost of

obtaining certificate of title, to be capital ex-

penditures to be amortized and deducted

over the term of the lease, and as a result

thereof allowed a deduction to each of the

petitioners for the year 1924 in the amount
of $513.59.

In his adjustment of the income of the

petitioners for the year 1925, the respondent

disallowed the deduction claimed by each in

the amount of $14,500, representing the sum
paid by each as commission to the real estate

agent in 1925, and allowed a deduction for

amortization of the cost of the lease in the

amount of $513.59.

Each of the petitioners kept her books and
rendered her income tax returns for the

years 1924 and 1925 on the basis of cash

receipts and disbursements.

The Board held that the petitioners were not en-

titled to deduct the unextinguished cost of the build-

ings demolished in order to obtain a ninety-nine

year lease upon the land upon which they were

erected, and that such extinguished cost should be

exhausted over the term of the lease. The Board

also held that the amount paid as a commission to

a real estate agent for his services in effecting a

ninety-nine year lease of the property, amounts

paid to an attorney as fees for legal services in con-

nection with said lease, and amounts paid for a

certificate of title which was necessary to effect
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said lease were capital expenditures, to be ratably

deducted as the lease is exhausted. (R. 54-55.)

The Board entered separate orders of rede-

termination against the petitioners (R. 56-58),

from which orders of redetermination this petition

for review has been filed (R. 58-68).

SUMMARY OF ARGUMENT

Petitioners owned land with brick buildings

thereon and in 1924 demolished the buildings as a

necessary incident to the acquisition of a long-term

lease. Under these circumstances, the undepreci-

ated cost of the demolished buildings is not a de-

ductible loss. The result of the transaction was

merely that the taxpayers had a new building on

their land in lieu of the old buildings and in addi-

tion had secured a valuable lease on terms which

otherwise would have been impossible. There was

merely a substitution of assets and no loss has been

shown, because of such substitution. The unde-

preciated cost of the old building constitutes a part

of the cost of securing the lease ; that is, a capital

expenditure which should be recovered through

annual deductions spread over the term of the

lease.

The various amounts expended by the petitioners

were paid in connection with the procuring of a

ninety-nine year lease, which is a capital asset, and,

therefore, are not deductible in computing net

income.
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ARGUMENT

I

No deductible loss was sustained by reason of the

destruction of the petitioners' buildings, demolished in

order to secure a ninety-nine year lease of the land on

which they stood; their undepreciated cost became a

part of the cost of securing the lease and may be

recovered through annual deductions for exhaustion

The petitioners were the owners of certain real

estate in the City of Los Angeles, California, and

during 1917 and 1918 they erected thereon several

brick store buildings at a cost of $50,000. (R. 51.)

In 1924 they entered into an agreement with the

Sun Realty Company wherein it was agreed that

these buildings were to be demolished and a new

building was to be erected which was to be leased

to Barker Brothers for ninety-nine years at an

agreed rental. The brick store buildings were

demolished in 1924 and each petitioner claims

one-half of the depreciated cost, which in 1924

amounted to $42,215. In other words, each peti-

tioner claims a loss of $21,107.50 in 1924 on account

of the demolition of the brick store buildings.

Respondent urges that the removal of the build-

ings was a part of the cost of acquiring a lease and

that the cost of acquiring an asset cannot be re-

garded as a loss. The statute expressly provides

that in computing net income no deduction shall

in any case be allowed in respect of any amount

paid out for new buildings or for permanent im-
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provements or betterments made to increase the

value of any property or estate. Section 215,

supra.

The case of Anahma Realty Corporation v. Com-

missioner (C. C. A. 2nd), 42 F. (2d) 128, certiorari

denied, 282 U. S. 854, is directly in point. The

court said (p. 130) :

Under the provisions of the lease, appel-

lant's lessee, at its own expense, was obliged

to replace the buildings demolished with a

new office building which became the prop-

erty of the appellant at the end of the term.

While section 234 (a) of the Revenue Act of

1918 permits the deduction of losses sus-

tained during the taxable years, the appel-

lant did not sustain a loss. Pelican Bay
Lumber Co. v. Blair (C. C. A. 1929), 31 F.

(2d) 15. The removal of the buildings was
a part of the cost of acquiring the lease, and
with it came the obligation of the tenant to

pay the rent. The cost of acquiring an asset

can not be regarded as deductible as a loss

or business expense for the year in which it

is paid or incurred. Moreover, section 215

(b) of the Revenue Act of 1918 provides that

there may be no deduction for any amount
paid out for new buildings or for permanent
improvements or betterments to increase

the value of any property or estate, and, as

the asset acquired was a long-term lease,

which provided an obligation to pay stipu-

lated rentals and erect a new building in
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place of the building demolished, there may
be no deduction allowed. There was neces-

sarily contained in the lease permission on

the part of the appellant to permit the lessee

to destroy the old buildings. The acquisition

of something from, which income will be de-

rived in, the future has a value in money's

worth in the same sense as something which

will produce income in praesenti ; there was
a compensating value for the loss of the

buildings which must be recognized as hav-

ing money's worth. There was a substitu-

tion of assets rather than a loss sustained in

the destruction of the buildings.

The case of Pelican Bay Lumber Co. v. Blair,

cited by the Circuit Court of Appeals for the Sec-

ond Circuit, was decided by this Court. The situ-

ation in that case, while not identical, is analogous

in principle to the instant case. This Court held

that where an amount of the taxpayer's lumber-

ing plant constructed at a cost of $124,641.25 was

destroyed by fire, and the taxpayer collected insur-

ance in the sum of $164,832.64, realized salvage

in the sum of $1,267.68, and constructed a new unit

substantially a duplication of the old at a cost of

$315,816.95, there was no deductible loss sustained

but that the difference between the insurance re-

ceived and the cost of the new mill should be

capitalized.

Had petitioners voluntarily demolished the

buildings without obtaining in substitution a
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valuable asset, they undoubtedly would have sus-

tained a deductible loss. Article 142, Regulations

65, supra; Citrus Soap Co. of California v. Lucas

(C C. A. 9th), 42 F. (2d) 372; Appeal of First

National Bank of Goodland, Kansas, 5 B. T. A.

1174. Of course if land and buildings thereon are

purchased with the purpose of demolishing the

buildings to erect in their place another building,

no loss is sustained on account of the demolition of

the old buildings. Liberty Banking Co. v. Heiner

(CCA. 3d), 37 P. (2d) 703 ;Lansburghd Brother,

Inc., v. Commissioner, 23 B. T. A. 66. In such

cases the true test is the intention of the taxpayer.

Union Bed& Spring Co. v. Commissioner (C C A.

7th), 39 F. (2d) 383; Watson v. Commissioner, 15

B. T. A. 422; Southern Amusement Co., Inc. v.

Commissioner, 14 B. T. A. 300; Louis Pizitz Dry
Goods Co. v. Commissioner, 22 B. T. A. 161. Here

the result of the transactions was that the peti-

tioners had erected on their land a new office build-

ing, and that they leased the property for a ninety-

nine year lease on terms which could not have been

made so long as the old brick store buildings re-

mained thereon. In other words, the demolition

and removal of the buildings were a part of the cost

of acquiring the ninety-nine year lease and with it

the obligation of the tenant to pay the rent pro-

vided in the lease. The removal of the old build-

ings and the erection of a new building was made a
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part of the lease agreement. (R. 46.) Before the

new building was to be erected and the tenant was

to assume the obligation to pay rent, there was an

obligation upon these petitioners to demolish the

old buildings, and, therefore, the unextinguished

cost of the old buildings at the time of their de-

struction constituted a part of the cost of securing

a tenant on advantageous terms, and is not deduct-

ible as a loss sustained. The Board of Tax Ap-

peals has consistently so held. In Manning v.

Commissioner, 7 B. T. A. 286, the Board said (pp.

289-290)

:

While no provision was made in the lease

as to the buildings then on the land, the very

nature of the building to be erected made it

necessary for the existing structures to be

torn down. The razing of the buildings was
agreed upon at the time of the execution of

the lease. The petitioners gave the lessee

the option of tearing down the old buildings

and retaining the salvage as compensation

for its work in their destruction, or the peti-

tioners agreed to demolish them and keep

the salvage. The lessee agreed to demolish

and remove the buildings on the terms of-

fered. The cost to petitioners allocable to

these structures which were demolished was

$26,000. The question is whether a deducti-

ble loss of this cost less depreciation was sus-

tained through demolition.

Prior to the execution of the lease the peti-

tioners had land and buildings from which
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they were deriving income in the form of

rent, and also land. After the execution of

the lease, they had only the land and were
lessors under a more advantageous lease than

they formerly had. Did they part with the

buildings, without receiving compensation

therefore, quid pro quo f That the lease in

question was a favorable one is admitted by
the petitioners and that they improved their

position thereby is shown by the fact that

their rentals were substantially greater

under the new lease than those being re-

ceived prior to October 31, 1921, from the

old buildings. But the petitioners say that

they could not have been compensated in 1921

under the lease for the loss since they did

not begin to receive rentals thereunder until

1922. We are not impressed by the logic

of this argument. The acquisition of some-

thing from which income will be derived in

futuro has a value in money's worth in the

same sense as something which will produce

income in praesenti. The value may differ

on this account, but this does not alter the

fact that each has a compensating value

which may be recognized as having money's
worth.

Taken by itself, the petitioners undoubt-

edly would be said to have sustained a loss

in the demolition of their buildings, but

when considered in connection with the en-

tire transaction entered into on Octo-

ber 31, 1921, the Board is of the opinion

that the removal of the buildings was fully
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compensated for in the rights acquired un-

der the lease and that the cost of the build-

ings, less sustained depreciation, is properly

allocable to the cost of securing the lease.

In other words, there was in this instance

what amounted to a substitution of assets;

instead of an asset in the form of buildings,

the petitioners now have another asset, viz,

a lease, the giving up or voluntary destruc-

tion of the buildings being a necessary in-

cident to the acquisition of the lease.

See also Ward v. Commissioner, 7 B. T. A. 1107

;

Eysenbach v. Commissioner, 10 B. T. A. 716; Pig

& Whistle Co. v. Commissioner, 9 B. T. A. 668;

Spinks Realty Co. v. Commissioner, 21 B. T.

A. 674.

The contention that there was an exchange of

the demolished buildings for the lease is without

merit. No exchange occurred. The buildings were

demolished to clear the land so as to enable the

petitioners to grant a ground-lease of the premises

to the Sun Realty Company. The demolition of

the buildings was a necessary incident in this trans-

action and whatever value remained in the build-

ings represented what petitioners were willing to

pay to secure the lease.

In view of the foregoing, it is our contention that

these petitioners sustained no deductible loss when

the old buildings were removed.
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II

A commission paid to a real-estate broker, a fee paid to

an attorney, and an expenditure made for a certificate

of title, all made in connection with the effecting of a
ninety-nine year lease, are not deductible in the year

when made as ordinary and necessary business expenses,

but such expenditures should be treated as a part of

the cost of securing said lease, to be deducted ratably

over the life of the lease, and, in any event, these items

are not deductible as ordinary and necessary expenses

since these petitioners have failed to show they were
made in connection with the carrying on of a trade or

business

The petitioners advance the argument that since

they kept their books and rendered their income-

tax returns for the years 1924 and 1925 on the basis

of cash receipts and disbursements, these expendi-

tures are deductible in the years when paid as

ordinary and necessary business expenses.

It is obvious that while Section 212 (b) recog-

nizes different systems of accounting and provides

that the tax shall be computed in accordance with

the method of accounting regularly employed by

the taxpayer in keeping its books, if such method

clearly reflects the income, that provision does not

authorize a taxpayer to take any deductions not

authorized by law. This section does not under-

take to provide the deductions which may be al-

lowed, but simply prescribes generally the method

to be used in taking deductions which are allowable

from gross income. The deductions allowable in

computing net income are enumerated elsewhere in
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the statute and Section 212 (b) merely provides

the method of computation. If a taxpayer deducts

from gross income items which are not allowable

deductions under the Act, even though his doing so

may be in accordance with his method of account-

ing regularly employed in keeping books, the net

income would not be clearly reflected, and in ac-

cordance with the provisions of Section 212 (b) the

Commissioner would be required to determine it

in accordance with a method which does clearly

reflect income. Bookkeeping entries are not

conclusive. Douglas v. Edwards, 298 Fed. 229;

Southern Pac. R. Co. v. Muenter, 260 Fed. 837;

United States v. Block & Kohner Mercantile Co.,

33 F. (2d) 196.

In the instant case the right to claim a deduction

for a commission paid to a real-estate broker, attor-

ney fees and fees for securing a certificate of title,

all made to secure a ninety-nine year lease, is pred-

icated upon the claim that they constitute " ordi-

nary and necessary expenses paid * * * in

carrying on * * * business" within the mean-

ing of Section 214 (a) (1) of the Revenue Act of

1924, supra. This particular section makes specific

provisions for the deduction of ordinary and neces-

sary expenses paid or incurred in carrying on a

business, but makes no provision for the deduction

of capital expenditures. These taxpayers do not

prove their right to deduct these expenditures

merely by showing that they kept their books and
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made their income-tax returns upon the basis of

cash received and disbursements made during the

taxable years in question. That fact is not relevant

for the method of keeping accounts does not go to

the question whether an outlay is an expense or a

capital item.

Article 292 of Regulations 65, supra, adopted

for the enforcement of the Revenue Act of 1924,

enumerates several examples where specific expen-

ditures are not deductible since they represent

capital expenditures. It being practically impos-

sible to set forth the entire field of capital expendi-

tures in a Treasury Regulation, yet a sufficient

number are enumerated to show that any expendi-

ture made in connection with the acquisition of a

capital asset is not deductible. For instance, this

Article provides that " amounts expended for se-

curing a copyright and plates, which remain the

property of the person making the payments, are

investments of capital. The cost of defending or

perfecting title to property constitutes a part of

the cost of the property and is not a deductible ex-

pense. The amount expended for architect's serv-

ices is part of the cost of the building. Commis-

sions paid in purchasing securities are a part of

the cost price of such securities." This same con-

struction of the statute with reference to the deduc-

tion of such items from gross income ha<s been

given by the Commissioner in the Regulations pro-

mulgated under each revenue act since the adoption
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of the income tax amendment. See Paragraph

108, Regulations 33; Article 293, Regulations 45;

Article 292, Regulations 65; Article 292, Regula-

tions 69 ; Article 282, Regulations 74. And again,

attention is called to the well-settled rule of statu-

tory construction that where a statute has been con-

strued for a long period of time as having a certain

meaning, a reenactment of that statute without

change indicates legislative sanction of such con-

struction. It is equally well settled that the con-

struction of a doubtful statute adopted and long

enforced by the officers charged with its admin-

istration will be given great weight by the courts.

Maryland Casualty Co. v. United States, 251 U. S.

342; National Lead Co. v. United States, 252 U. S.

140.

The distinction drawn by the Treasury Regula-

tions between business expenses and expenditures

incurred in the acquisition of a capital asset has

been upheld in the Federal courts. A case directly

in point is Bonwit-Teller & Co. v. Commissioner

(C. C. A. 2nd), decided August 25, 1931, in which

it was held that a $20,000 fee paid as a commission

to a real estate broker for securing a sub-tenant for

a long term was a capital expenditure. The court

said

:

In effect the lessor exchanges the leasehold

estate for the lessee's obligations, and pays

a broker a fee for negotiating the exchange.

Whether the fee be deemed part of the cost

of acquiring an exhaustible capital asset, or
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be deemed a business " expense" to be allo-

cated to the appropriate year (the taxpayer

keeping its books on the accrual basis) it

would seem that truly to reflect annual in-

come such a fee should be spread over the

term of the lease rather than charged

against the first year's income.

By payment of the commission petitioners ac-

quired a new productive asset in the form of a

lease, an income-producing asset. It is settled law

that any expenditure to acquire an asset which is

income-producing over a number of years is a cap-

ital expenditure.

The payments here are very similar to commis-

sions paid to brokers in connection with the pur-

chase of securities, and attention is called to the

case of Hutton v. Commissioner (C. C. A. 5th), 39

F. (2d) 459. The court said (p. 460)

:

The petitioner can derive no right to

charge the commissions to expenses from her

method of keeping books, unless they clearly

reflect the income. It has been a settled rule

of the Treasury Department that commis-

sions paid in purchasing securities are a cap-

ital expenditure as part of the cost price of

the securities. This ruling has uniformly

been approved by the Board of Tax Appeals.

We are not referred to any controlling de-

cision to the contrary nor to any decision

that is persuasive. The rule is fair and rea-

sonable. It is clear that the taxpayer suf-

fers no hardship by the rule, as the com-
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mission paid in purchasing the securities

may be deducted from the profits or added

to the losses when the securities are eventu-

ally sold.

See also Simmons Co. v. Commissioner (C. C. A.

1st), 33 F. (2d) 75, certiorari denied, 280 U. S.

588; Corning Glass Works v. Lucas, 37 F. (2d)

798; Duffy v. Central R. R., 268 U. S. 55; George

H. Bowman Co. v. Commissioner (App. D. C), 32

F. (2d) 404; Laemmle v. Eisner, 275 Fed. 504;

National City Bank of Seattle v. United States, 64

Ct. Cls. 236, certiorari denied, 276 U. S. 620.

The Board has not been consistent in its deci-

sions but it has recently in a number of cases

adhered to the position contended for by the re-

spondent. See cases cited in Bonwit-Teller & Co.,

supra, and Central Bank Block Association v.

Commissioner, 19 B. T. A. 1183 ; Pembroke v. Comv

missioner, 23 B. T. A. 1175.

Respondent concedes that the decision of the

District Court in Daly v. Anderson, 37 F. (2d) 728,

is to the contrary. The court decided the case on

the authority of McNeill v. Commissioner, 16 B. T.

A. 479, and Howard v. Commissioner, 19 B. T. A.

865. But these cases the Board subsequently over-

ruled. Furthermore the Daly case was referred to

by the Circuit Court of Appeals for the Second

Circuit in the Bonwit-Teller case and was there dis-

regarded. Aside from this reference it has not

been cited in any other Federal court decision.
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Finally, these amounts are not deductible in any

event under the provisions of Section 214 (a) (1)

of the Revenue Act of 1924, since they were not

made in connection with the carrying on of a trade

or business. The Board of Tax Appeals made no

finding that these petitioners were engaged in a

trade or business, these petitioners do not allege

they were carrying on a trade or business, the an-

swers filed do not admit this essential fact, the

stipulation of facts make no reference to it, and

no error set forth in this petition that the

Board failed to find they were carrying on a

trade or business. The record only shows

that these petitioners in 1917 or 1918 erected

several brick store buildings on the land, and

in 1924 entered into a lease agreement which

called for the demolition of these buildings and the

erection of a new building to be leased for ninety-

nine years. These events are isolated transactions

and are not sufficient to base a finding that these

petitioners were engaged in a trade or business.

United States v. Emery, 237 U. S. 28 ; McCoach v.

Minehill Railway Co., 228 U. S. 295 ; Von Baum-
lach v. Sargent Land Co., 242 U. S. 503 ; White v.

Hornblower (C. C. A. 1st), 27 F, (2d) 777; United

States v. Nipissing Mines Co. (C. C. A. 2nd), 206

Fed. 431; Lane Timber Co. v. Hynson (C. C. A.

5th), 4 F. (2d) 666.

As the court pointed out in the Button case, these

petitioners suffer no hardship and the amounts ex-
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pended will be amortized over the life of the lease,

or in case of a sale of the property will be added

to the cost of the property. Each year as the lease

is exhausted these amounts will be ratably de-

ducted, or in case of sale, the amount of profit will

be lessened or a deductible loss will be increased

since these amounts would be added to the basic

cost of the property.

CONCLUSION

In view of the fact that the determination of the

Board of Tax Appeals is in accord with regula-

tions of the Treasury Department which are based

upon a reasonable construction of the statute and

have received the implied approval of Congress, it

is submitted the decision of the Board should be

affirmed.
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