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HOLMES, Judge: Robert W I I son opened a bar in 1986, and it
gave himnothing but trouble. He's seen |lawsuits, endless
repairs, and even a catastrophic fire. One mght say the Gty of
Des Moines did hima favor when it finally condemmed the land in
2000 to expand its airport--right around the tine WII|son began
serving a federal prison term But the Comm ssioner wouldn't |et

t hi ngs be and says that the condemation triggered a | arge
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capital gain that Wllson didn’t correctly report.! This neant

t he bar would gi ve hi mone nore headache--because, though WII| son
represented hinself at trial, the facts as he described them
woul d be worthy of an advanced exam problemin tax accounti ng.

Backgr ound

W11 son never planned to own a bar. He would nuch rather
have kept fixing cars at the repair shop he’d owned since at
| east the early 1980s--but that work becane inpossible after a
burglar shot himin the arm Looking for a new career, he used
his savings to | ease, and then buy, |and next to the Des Mi nes
International Airport. On the land there were al ready sone
buil di ngs. The | argest was an inverted L-shaped structure called
Fast Jacks (referred to as a “rock” bar because it featured
“rock-and-roll” music and dancing). Nestled inside the “L” was a
beer garden, and to the north--abutting the highway--a smaller
bui |l di ng that had been used as a house and then a pizza kitchen.
W1 son reopened the place in 1986 and renamed it Cty Limts.
He bought out his |l andlord and becane owner on July 1, 1986.

Wl son soon |learned that the bar’s |imted parking forced

clients to park on the street, and pass around a snmall pond.

! The case was tried under Internal Revenue Code section
7463. (Al section citations are to the Code as in effect for
2000 unl ess otherwi se noted, and all Rule references are to the
Tax Court Rules of Practice and Procedure.) Because WII son
chose smal | -case status, this decision is not reviewabl e by any
ot her court, and this opinion should not be cited as precedent.
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Because departing patrons weren't the best sw mrers or
j aywal kers, W/ | son decided he'd better do sonething about it.

The first thing he did was fill the pond with dirt and
rocks. Then he graded the | and, expanded parking, and spent
$3,000 to put in parking-lot lights. He also spent $10,000 to
put in a new sewer system By 1987 he had two gravel parking
| ots which had cost hima total of $10,000, and a paved one on
whi ch he spent $19,000. He renodeled the bar’s interior for
$25,000 and built a large shed for $15,000. Business took off,
and Wl Ilson decided to rent his bar out so that soneone el se
could operate it for awhile.

Al was well for a time, but then his tenants stopped paying
rent. WIIlson went over to see what was wong. Mre than he
i magi ned--a series of unfortunate events had culmnated in the
col | apse of the roof. He again fixed the place up and
unsuccessfully tried to sell it. There were no takers, and
W Il son noved on to his backup plan. He finished building an
out door concert stage that his | essees had started (they laid the
concrete) and added another stage in the beer garden. He even
paid $10,000 to put large windows in a wall so that patrons could
see i ndoor performances from outside.

Wth these new stages, the bar becane a | ocal necca for a
type of “rock and roll” called “glamnetal.” Wile the Court

took no expert testinony on the nature of such groups, it did
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allowinto the record WIllson's owm explanation of this genre of
nmusi cal entertainnment. W also took judicial notice that “hair
bands” had | ost nuch of their popularity wth the com ng of
sonet hing call ed “grunge rock” (another type of “rock and roll”
music) in the early nineties. This was inportant to Wllson’s
busi ness because “hair bands,” with such unlikely nanes as Head
East, G eat Wite, and Saturn Cats could still draw | arge crowds
to a bar on the outskirts of Des Mines but had becone affordable
providers of live entertainnment. WIIson even invited one of
these “hair bands” to be a sort of artist-in-residence.

One night in 1994, a few band nenbers did sonmething to a
snoke machi ne that sparked an enornous fire. This fire engulfed
everyt hing except the parking lots, the shed, and the property’s
original house.? It also forced WIllson to make a choi ce--sel
tothe Gty as part of its airport expansion, or rebuild.

Wl 1lson was unable to sell, so he had to rebuild. He rented out
the old house to a tenant who installed mnor inprovenents (e.g.,
pol es) and opened an establishnment felicitously--and
paronomastically--called the “Landing Strip,” in which young | ady
ecdysi asts engaged in the deciduous calisthenics of perhaps

unwi tting First Amendnent expression. See Gty of Erie v. Pap’s

A.M, 529 U S 277, 289 (2000); Evans v. Conmm ssioner, T.C Meno.

2 Wllson was using the old house as tenporary housing for
sone of the bands.
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2010-62. He al so used $169, 000 of his $200, 000 insurance
proceeds to rebuild the bar.?

Des Mbi nes began noving to condemn the bar and the | and
sonetinme in 1999. WIIlson closed the bar doors by May 5, when he
transferred the property to his | awer for safekeeping until the
matter with the Cty was resolved. H's crimnal troubles--
sonething to do with noney and drugs and possibly the bar--were
reachi ng the point where WIIlson was about to begin serving a
federal prison term and he authorized his awer to act for him
in dealing with the Cty while he was inprisoned.

The City did finally condenm the property--perhaps to the
relief of WIllson s neighbors--by January 25, 2000. (The date is
a bit fuzzy, because w tnesses’ nenories had becone hazy; but the
| ocal property records show the City of Des Mdi nes owned the
property by that date.) The City placed the condemati on award
in a trust account, and the trust made a distribution--nost of
whi ch satisfied outstanding loans tied to the property.

Despite his |l egal problens, however, WIIlson did manage to
file his 2000 tax return. The Conm ssioner determ ned that he
had underreported his inconme. WIllson tinely filed a petition to
contest the Conmm ssioner’s determ nation, but trial was postponed
for several years while he served out his sentence. After his

rel ease, WIllson noved back to |Iowa (where he resided when he

3 He spent $144,000 on materials and $25,000 on | abor.
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filed his petition), and we tried the case in Des Mines. The
one remaining issue is Wllson's adjusted basis in the property
at the tine of the condemation.*

Di scussi on

We begin by stressing that WIlIlson chose “S case” status.
Rul e 174(b) allows a taxpayer like WIllson to introduce evidence
in an S case that would otherw se not be admssible, and it lets
us conduct the trial as informally as possible (consistent with
orderly procedure) and to admt any evidence we decide has
“probative value”--a fancy way of saying any evidence that hel ps
or hurts Wllson's case. This |ooser rule is inportant here,
because Wl lson presented his case quite credibly through his own
testinmony and that of others who worked at the bar or |ived
nearby during its heyday. Despite the raffish pasts of WIlIson
and sonme of his witnesses, we found their testinony on his
investnment in the bar entirely credible.

WIllson did his best to explain in as plain a way as
possi bl e the history of the property and what he spent on it. W
wWill try to return the favor by mnim zing taxspeak. Expl aining

our deci sion, however, does require sone tax vocabul ary: Soneone

4 Wllson also clained nore real -estate taxes on his return
than allowed in the notice of deficiency. The Comm ssioner
conceded an additional $22,519 in taxes before trial, which left
$10,291 in dispute. Because WIIson provided no evidence at
trial of any taxes paid beyond the $22,519, we sustain the
Commi ssioner on this issue. See Rule 142(a)(1).
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who sells property is taxed on the gain, not the sale price.
This gain basically depends on two other nunbers: the anount the
seller receives and what is called “adjusted basis.” Sec.
1001(a). Both these nunbers can be conplicated to figure out.
The anobunt the seller receives is not just how nuch cash he
pockets. It also includes, for exanple, noney that goes to pay
off other debts tied to the property. Sec. 1.1001-2(a), |ncone
Tax Regs. The Conm ssioner stated in his pretrial nmenorandum
that the anmount that WIIlson received in this sense (called the
“amount realized”) is $203,427. WIIlson doesn’t dispute this.®

That | eaves us with the “adjusted basis.” To figure out
Wl lson's gain, we have to subtract the adjusted basis fromthe
anount realized. Basis is pretty nmuch what a property owner paid
for the property plus what he |ater spent to inprove it. Secs.
1011, 1012, 1016. A taxpayer can’t generally deduct these
paynments right away because they provide a benefit that |asts
| onger than just one taxable year.?®

But before calculating the capital gain the basis nmust be
adj usted under section 1016. And depreciation is one of those
adjustnments we need to figure out in this case. See sec.

1016(a)(2). Most property doesn’t just fall apart one day, it

>In his pretrial menorandum and at trial the Conm ssioner
referred to this as Wllson’s “econom c benefit.”

6 For exanple, when WIllson built a shed on his property, he
didn't plan to rebuild it every year.
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suffers wear and tear over tinme. That's why the Code allows a
t axpayer yearly deductions for depreciation over the estimted
useful life or recovery period of the property used in a trade or
busi ness.” See secs. 167 and 168. Once property is no |onger
used in a trade or business, a taxpayer can’t take depreciation
deductions even if he still owns it. See sec. 167(a)(1).

The trial showed that WIIlson and the Comm ssioner disagree
about how nmuch WIIson spent on the property over the years, and
how nmuch the all owabl e depreci ati on reduced that anount.

| . Anpbunt Spent

In the notice of deficiency, the Conm ssioner said WIIson
spent $170, 000 for the property--%$160,000 for the real estate and
$10,000 for a liquor-distribution systemthat the previous owner
had installed. WIIson doesn’t dispute that he paid $10, 000 for
equi pnent, but he renenbers paying nore for the real estate. W
don’t find his testinony credible on this particular point--the
property assessnents for |later years |led us to conclude that his
estimate is a bit high.

The Commi ssi oner, however, doesn't divide the $160, 000 cost

of the real estate between the land and the buildings. This is a

" Let’'s say it costs a taxpayer $10,000 to construct a
building that will last ten years. He can’t deduct $10,000 from
his taxes when he builds it. Nor does he have to wait ten years
to take the deduction. Instead, he m ght get to deduct $1, 000
fromhis taxes in each of the ten years that he’s using the
buil ding. (Actual depreciation is much nore conplex than in this
exanpl e.)
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critical mstake. Because land is not subject to the sane wear
and tear as buildings, depreciation isn't allowed for the |and.
Wl lson did give us the 1994 real -estate assessnent, and based on
its land-to-buildings ratio, we find that $29,000 is allocable to
the I and (the nondepreciabl e asset) and $131,000 is allocable to
t he buil di ngs.

Wl son al so gets basis for any inprovenents he nade to the
property after he bought it. WIlIlson filled in the pond, graded
the land, and put in parking lots with lights for $37,000.8 He
added a sewer systemfor $10,000 and a big shed for $15,000. He
al so spent $25,000 in nodifications to the interior of the rock
bar and $10,000 to replace a wall with wi ndows. These expenses
are depreciable. Once we add themto his original cost, WIIlson
had the followng basis in the property before taking into

account any depreciation:

8 W find that the cost of filling in the pond and grading
the land was directly related to, and a necessary part of, the
parking lots’ construction, and not inextricably associated with
the land itself. Because we find that the parking lots were
depreci abl e property necessary to the operation of Wllson’s
busi ness, we add the cost of filling in the pond and grading the
land to the parking lots’ bases. See, e.g., Trailnont Park, Inc.
v. Comm ssioner, T.C Meno. 1971-212.




[tem Basi s

Land $29, 000
Shed 15, 000
Equi prrent (| iquor distribution) 10, 000
Parking |l ots 37, 000
Sewer system 10, 000
Bui | di ngs 166, 000

Tot al 267, 000

1. Depr eci ati on

Section 167 gives us the general rules governing
depreci ati on deductions. In 1981 Congress added section 168,
entitled “Accel erated Cost Recovery Systeni (ACRS), which
sinplified the rules and all owed taxpayers to take greater
depreci ati on deductions over fewer years. Econom c Recovery Tax
Act of 1981 (ERTA), Pub. L. 97-34, secs. 201(a), 209(a), 95 Stat.
203, 226. ACRS was then replaced by the nodified accel erated
cost recovery system (MACRS) in 1986. See Tax Reform Act of 1986
(TRA 86), Pub. L. 99-514, secs. 201, 203, 100 Stat. 2122, 2143.
We still, however, apply ACRS to depreciable property |ike
Wl lson s property that was placed in service from 1981 through
1986. This is because MACRS applies only to property placed in

service after 1986. 1d. sec. 203(a), 100 Stat. 2143.



A Shed

Wl lson built a large storage shed in 1987 that was
unaffected by the 1994 fire. Because he couldn’t renmenber the
month in which it was built, we depreciate his shed from January
15, 1987,° to May 15, 1999.1° W also find MACRS applies because
t he shed was built after 1986.

Qur analysis doesn’'t stop there. W nust determ ne what
kind of property the shed was. This is because depreciation
under MACRS depends on how the Code and the IRS classify each
particular bit of property. Based on the trial testinony, we
think that the shed was a large netal building Iike those found
on farnms--it was big enough to store tractors and ot her heavy

equi pnent and even had wi ndows. W I Ison had al so put down a

° W weren't able to determi ne precisely when WIIlson put
sone of his property in service. After so nany years, he
under st andably coul d renenber only the year and not the
particul ar day or nonth. Wen this happens, we nmake an
assunption in favor of the Conm ssioner (because WIIlson had the
burden of proof) and use the earliest possible date during the
year. See Langer v. Comm ssioner, T.C Meno. 2008-255, affd. 378
Fed. Appx. 598 (8th Cr. 2010); WIllians v. Conmm ssioner, T.C
Mermo. 1987- 308.

10 ACRS and MACRS tell us to apply the mdnonth convention
to the nonresidential real property. See sec. 168(b)(2) (as in
effect before the Tax Reform Act of 1986 (TRA 86), Pub. L. 99-
514, 100 Stat. 2085); sec. 168(d)(2) (as in effect after TRA 86).
The m dnonth convention treats “property placed in service during
any nonth (or disposed of during any nonth) as placed in service
(or disposed of) on the m d-point of such nonth.” Sec.
168(d)(4)(B). Although WIIlson closed the doors to the bar on
May 5, 1999, the m dnonth convention says we don't stop
depreciation until My 15, 1999.
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concrete slab as a foundation. W therefore find that the shed

is “nonresidential real estate,” see L & B Corp. v. Conm ssioner,

862 F.2d 667, 671-73 (8th Cir. 1988), revg. 88 T.C. 744 (1987),
and under MACRS is depreciable using a straight-1ine nethod over
31.5 years. !

B. Equi pnent

The 1994 fire destroyed the |liquor-distribution system
W Il son never replaced it, so section 1033 doesn’t apply. This
means that, while WIllson’s 1994 taxes nmay have been affected by
this property, see sec. 1.1033(a)-2(c)(2), Incone Tax Regs., it
doesn’t affect our determnation of Wllson' s capital gain in
this case--we don’t add its cost to his basis, nor do we have to
calculate its depreciation.

C. Parki ng Lots and Sewage System

We hold that the construction in 1987 of WIIlson’s parking
lots--including the filling of the pond, the grading, and the
installation of |ights--and sewage systemare “l|and
i nprovenents.” See Rev. Proc. 87-56, 1987-2 C.B. 674. As such,

they are depreci able as 15-year MACRS property beginning July 1,

11 Under MACRS we apply a 31.5-year recovery period if the
nonresi dential real property was placed in service before May 13,
1993, and a 39-year recovery period if placed in service after
May 12, 1993. See Omi bus Budget Reconciliation Act of 1993,
Pub. L. 103-66, sec. 13151, 107 Stat. 448.
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1987, 12 using a 150-percent decli ni ng-bal ance nethod first, and
then a straight-line nethod in the first year it allows for a
greater depreciation deduction. Sec. 168(b) (as in effect after
TRA 86).

D. Bui | di ng

That | eaves us with the nost conplex asset to deal wth--
the main building. It is true that the right to deduct
depreci ati on doesn’t necessarily require property ownership; but
the Code requires the taxpayer to have made a capital investnent

in the property he wants to depreciate. See dadding Dry Goods

Co. v. Conm ssioner, 2 B.T.A 336, 338 (1925). W find that

Wl lson' s capital investnent was made on July 1, 1986, when he
bought the property. Therefore we have to calcul ate the
depreciation fromJuly 15, 1986, to May 15, 1999. %

Because the building was placed in service in 1986, we start
with ACRS. The building was nonresidential real estate, and ACRS
says to depreciate it over 19 years. Sec. 168(c)(2)(D) (as in
ef fect before TRA 1986). The 1994 fire, however, makes the
depreciation cal culation nore conplicated because it destroyed

roughly two-thirds of the buil ding.

12 \W nust apply a hal f-year convention. See sec. 168(d)(1)
(as in effect after TRA 86). This convention is a rule that
treats any property that a taxpayer begins or stops using in his
busi ness during the year as havi ng begun or stopped being used on
the mdpoint of the year. See sec. 168(d)(4)(A).

13 Again we have to use a midnonth convention
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Conmputing the depreciation for the one-third of the buil ding
that was unscorched is easy. W attribute $55,000 of the
bui |l di ng’ s basi s--about one-third of it--to this portion of the
property and find that it should be depreciated as 19-year ACRS
property fromJuly 15, 1986, to May 15, 1999.% W!IIson used
this part of the building for his business before, during, and
after the fire. As for the remaining two-thirds, to which we
all ocate $111,000 of the building's basis, we find that it was
depreci abl e as 19-year ACRS property fromJuly 15, 1986, until
July 15, 1994.

We now nust consider another section of the Code. Section
1033 says that WIIlson doesn’'t have to recogni ze gain on the
recei pt of insurance proceeds when property is “involuntarily
converted” in whole or in part, by fire or flood or other acts of
God, when the anmount realized is reinvested in suitable
repl acenment property.?® Sec. 1033(a)(2). Wthout section 1033,
Wl lson' s recei pt of the insurance proceeds in 1994 woul d have

been taxed as a partial sale of the destroyed portion of the

4 The depreciation for 19-year ACRS property is deternined
using a 175-percent declining-bal ance nethod, and then a
straight-line nethod when it allows for a bigger deduction. Sec.
168(b)(2) (A (ii) (as in effect before TRA 86).

15 Section 1.1033(a)-2(c)(2), Income Tax Regs., says that an
owner of property is deenmed to have chosen section 1033’ s
nonrecognition treatnment if he fails to report the gain realized
on the involuntary conversion on his return for the first year in
which gain is realized. There’'s no evidence suggesting WIIson
reported any gain on his 1994 return.
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buil ding. Section 1033, however, lets WIIlson delay paying tax
on the gain realized as long as he takes the noney and reinvests
all of it in simlar property within a couple of years. This is
because the replacenent property generally has the sanme basis as
the converted property, and the gain will eventually be
recogni zed when the repl acenent property is sold.

But WIllson’s receipt of “boot”--a bit of tax jargon that in
this case neans the noney the insurance conpany paid him but that
he didn’t reinvest in “eligible replacenent property”--should
have caused himto pay taxes on sone of the gain in 1994 (but no
greater than the amount of boot he received). There is, however,
no evidence in the record show ng that was what he did. (There
is evidence that he gave the “boot” to the band that caused the
fire, out of synpathy for the uninsured | oss of their equipnent.)

So how does all this affect our determ nation of WIlson's
adj ust ed basis? CQut of the $200,000 WIIson received fromthe
i nsurance conpany, we find that $190, 000 was to conpensate for
t he buil di ng danage and $10, 000 was to replace sonme of his
personal property consuned by the fire. WIIson used $169, 000 of
t he insurance proceeds to rebuild his bar, which we find was
conpl eted by January 15, 1995. This neans that WIllson’s basis
in the reconstructed part of the building (as of January 15,
1995) was the sane as his basis in the destroyed portion

i medi ately before the fire, mnus $21,000 (the anount of the
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i nsurance proceeds given to repair his building that wasn’t
reinvested in the property and wasn’'t recognized).®

Now we need to figure out how to depreciate the renaining
two-thirds of the building fromJanuary 15, 1995, to May 15,
1999. Should WIIson have continued depreciating the
reconstructed portion of the building under ACRS or should he
have swi tched to MACRS?

Taxpayers generally have to depreciate property that they
pl ace in service after Decenber 31, 1986, under MACRS. But this
rule has its exceptions. For exanple, Congress enacted
“antichurning” rules, which preclude the application of MACRS to
property placed in service after 1986 that was essentially owned
or used by the taxpayer before 1986--before MACRS applied. See
sec. 168(f)(5) (as in effect after TRA 86). One anti churning
rul e says that section 1250 property acquired by the taxpayer
after Decenber 31, 1986, does not qualify for MACRS if it was
acquired in an exchange described in section 1031, 1033, 1038, or
1039. Section 168(f)(5)(B)(i), however, says that this rule
doesn’t apply to nonresidential real estate (e.g., Wllson's
buil ding). Therefore the Code suggests that we apply MACRS from

January 15, 1995, to May 15, 1999.

1 W can’t give hima higher basis under section
1033(b)(1)(B) for the gain he should have recogni zed in 1994, but
didn't.
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We nust account, however, for the eight years Wllson’'s
converted property was depreci able under ACRS in determ ning the
bul di ng’s remai ni ng recovery period as of January 15, 1995. W
therefore subtract 8 years from MACRS s 39-year recovery period,
whi ch | eaves 31 years. This neans that as of January 15, 1995,
the rebuilt portion of the building was depreci abl e over a 31-
year remaining recovery period, using a straight-1ine nethod.

To summarize, the fornmula for figuring out WIllson’s gain:

Amount realized $203, 427
Land (29, 000)
Shed (15, 000)
Parking |l ots (37, 000)
Bui | di ngs (166, 000)
Sewer system (10, 000)

+ MACRS depreciation of shed

MACRS depreciation of parking |lots

MACRS depreci ati on of sewer system

ACRS & MACRS depreciation of main building
$21, 000 of section 1033 unrecogni zed gain

+ 4+ + +

Since there are conputations that still need to be nade and

pl ugged into this formula,

Deci sion will be entered

under Rul e 155.

17 See sec. 1.168(i)-6(c)(4)(i), Incone Tax Regs. (effective
Feb. 26, 2007). Although this regulation doesn’'t apply to this
case, we find it persuasive as to how to account for the prior
ACRS depreciation given the |Iack of guidance on the issue.



