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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

COLVI N, Judge: Respondent issued two notices of final
partnership adm ni strative adjustnment, in which respondent

determ ned the follow ng adjustnments to the | osses of
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Magui re/ Thomas Partners Library Square, Ltd. (Library Square) and

Magui re/ Thomas Partners Fifth & Grand, Ltd. (Fifth & Gand):

Year Adj ust ment s
Li brary Square Fifth & G and

1989 $1, 468, 471 --

1990 863, 015 - -

1991 1,973, 438 $2, 854, 831
1992 1, 783, 227 561, 975
1993 1,616, 793 - -

1994 1,474, 134 561, 975
1995 1, 331, 648 561, 975
1996 1,212, 751 561, 975

Li brary Square built and operates Library Tower, a 73-story
building in Los Angeles, California. Fifth & G and built and
operates Grand Place Tower, a 55-story building in Los Angeles.
Both of these buildings were built pursuant to a devel opnent
agreenent reached in 1985 between Maguire/ Thomas Partners, Ltd.
(MrP) and the Community Redevel opnent Agency (CRA) of the City of
Los Angeles. To develop the Library Tower building, MIP paid CRA
$33, 192,567 for certain |land and devel opnent rights. To devel op
the Grand Pl ace Tower building, MIP paid CRA $17, 700, 000 for
devel opnment rights. MIP obtained the right to devel op the
property at greater density (i.e., to build larger buildings)

t han woul d have ot herwi se been permtted. Library Square and
Fifth & Gand are the successors-in-interest to the rights and
obl i gati ons of MIP under that agreenent.

After concessions, the issues for decision are:
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1. Whet her Library Square may deduct depreciation it
clainmed for the cost of obtaining devel opnent rights for 1989
through 1996. W hold that it may to the extent discussed bel ow

2. Whet her Fifth & Grand may deduct depreciation it
clainmed for the cost of obtaining devel opnent rights for 1991,
1992, 1994, 1995, and 1996. W hold that it may to the extent
di scussed bel ow.

References to petitioners are to petitioner Maguire/ Thomas
Partners, Hope Place, Ltd. (Hope Place), the tax matters partner
of Library Square, and petitioner Maguire/ Thomas Partners G and
Pl ace Tower, Ltd. (G and Place), the tax matters partner of Fifth
& Grand. Section references are to the Internal Revenue Code in
effect for the years in issue, unless stated otherwise. Rule
references are to the Tax Court Rules of Practice and Procedure.

FI NDI NGS OF FACT
Sone of the facts have been stipulated and are so found.

A. Petitioners and Their Linmted Partnerships

1. Petitioners

When the petitions were filed, the principal place of
busi ness for each partnership and its tax matters partner was Los
Angel es, California.

2. The Limted Partnerships

Li brary Square and Fifth & Gand are |imted partnerships

organi zed under California |aw. Library Square operates Library
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Tower, a 73-story office building in Los Angeles. Fifth & G and
operates Grand Pl ace Tower, a 55-story office building in Los
Angel es.

B. The Community Redevel opnent Agency, Rehabilitation of the
Central Library, and the Library Sqguare Devel opnent Project

1. The Conmmunity Redevel opnent Agency

CRA is an independent adm nistrative agency fornmed under the
Communi ty Redevel opnent Law, Cal. Health & Safety Code secs.
33000- 33800 (West 1999 & Supp. 2000), to inplenent redevel opnent
plans in the Cty of Los Angeles (the City). CRAis not a
division or departnent of the CGty. Cal. Health & Safety Code
sec. 33122 (West 1999). CRA is subject to local zoning | aws.

Cal . Govt. Code sec. 53091 (West 1997 & Supp. 2004).

2. Bunker Hill Redevel opment Pl an and Central Business
District Redevel opnent Pl an

The property involved in these cases was subject to the
Bunker Hi |l Redevel opnent Plan (BH Plan) and the Central Business
Di strict Redevel opnent Plan (CBD Plan). The Gty enacted
ordi nances in 1970 and 1975 approving the BH Plan and the CBD
Pl an.

3. Li brary Square Devel opnent Proj ect

The City’'s Cultural Heritage Board designated the Los
Angel es Central Library (Central Library) as an historica
building in 1967. 1In 1981, the Gty gave to CRA the task of

rehabilitating the Central Library at no cost to the City.
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CRA's plan to rehabilitate the Central Library becane a part
of the Library Square devel opnent project. W refer to the
parcel of land on which the Central Library is |located and four
ot her parcels on which private devel opnent was pl anned as the
Li brary Square tract. The Library Square tract consists of: (1)
The Library Tower parcel, (2) the Garage Pl aza parcel, (3) the
Grand Pl ace Tower parcel, (4) the One Bunker H Il parcel, and (5)
the Central Library parcel. These five parcels are contiguous or
separated only by public streets or rights of way.

I n Septenber 1983, CRA requested proposals under which the
City and CRA woul d sell the Garage Plaza | and and the devel opnent
rights to the Central Library parcel and part of the Centra
Li brary parcel to a developer to facilitate devel opnent of an
adj acent or nearby site. CRA hoped to finance the rehabilitation
of the Central Library through that sale.

4. Omership of the Five Parcels

During 1984, MIP and CRA negoti ated the proposed Library
Squar e devel opnent project. MIP then owned parts of the Library
Tower and Grand Pl ace Tower parcels. An entity related to MIP
owned the One Bunker Hill parcel. The Gty owned the Central
Li brary and Garage Plaza parcels and part of the Library Tower
parcel and the public streets and rights of way to be included in
the Library Square tract. MIP proposed to build an approximtely

71-floor building on the Library Tower parcel, an approxi mately
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65-fl oor building on the G and Place Tower parcel, and an
under ground parki ng garage on the Garage Pl aza parcel

C. Building Density Limtations for the Library Square Tract

1. Fl oor Area Ratio Limts

The Library Square tract was subject to the CBD Plan. A
smal|l part of a public right of way in the tract was subject to
the BH Plan. During 1984 and 1985, the CBD and BH Pl ans
generally restricted devel opnent of parcels in the Library Square
tract to a maxi mum building density or floor area ratio (FAR) of
six tinmes the buildable area! of that building site. The naxinmm
FAR under the CBD Plan was 6 to 1. The BH Plan restricted
devel opnent to a nmaxi num FAR of 5 to 1.

Under section 437 of the CBD Plan and section 814 of the BH
Plan, CRA could grant a variation (i.e., a variance) to a
| andowner to build a building exceeding the maxi num FAR t hat
ot herwi se woul d have applied to that property. The CBD and BH
Pl ans generally permtted one | andowner to sell the unused
buil ding density for that |andowner’s property to a second
| andowner, which would allow the second | andowner to build a
hi gher density building. See, e.g., sec. 418 of the CBD Pl an.

Transferred building density was called transferred FAR (TFAR).

! Under the CBD Pl an, buildable area is based on a parcel’s
area | ess any public streets, sidewal ks, or rights of way to
whi ch the parcel is subject.
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Id.? The transfer of building density typically was acconplished
by the first | andowner’s recording a covenant running with the
| and against the first |andowner’s property in favor of the
second | andowner’s property.® Neither the City nor CRA
transferred FAR to MIP in connection with Phases |, I, and I1l]
of the Oanership Participation Agreenent (OPA)“* between CRA and
MIP under section 418 of the CBD Pl an.

2. Buil dable Area Limts I nposed by the Los Angeles City
Charter

In addition to the maxi mum FAR i nposed by the CBD and BH
Pl ans, the Los Angeles City Charter (Cty Charter) restricted
devel opment to 13 times the buil dable area of the building site.
CRA coul d grant a | andowner a variation to exceed the maxi num FAR
limts of the CBD and BH Pl ans; however, CRA could not permt by
variation construction of a building in excess of the Cty
Charter’s 13-to-1 limtation.

3. Treatnent of the Library Square Tract as One Buil di ng
Site

Under the City Charter, the Library Tower and G and Pl ace
Tower parcels were separate building sites. |If the Library Tower

and Grand Pl ace Tower parcels were treated as separate buil ding

°See Mtsui Fudosan (U.S.A. ), Inc. v. County of Los Angel es,
268 Cal. Rptr. 356, 357-359 (Ct. App. 1990).

3 See id. at 358.

4 See discussion at par. D of the Findings of Fact bel ow pp.
9-11.
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sites, the FAR for each of the proposed Library Tower and G and
Pl ace Tower buil dings woul d exceed 23 to 1.

During MIP s and CRA's negotiation of the Library Square
devel opnent project in 1984, it was proposed that the Cty enact
an ordinance treating the Library Square tract as a single
building site. Under this ordinance, CRA would issue variations
to MIP permtting MIP to build Library Tower and G and Pl ace

Tower buil dings as foll ows:

Table 1
Bui | dabl e Area Total Permitted Net Fl oor Area
Sq. Foot age Sq. Foot age
Par cel G oss Net Permtted Wthout Od. & Wth Od. &
FAR CRA Vari ation CRA Vari ation

Li brary 69, 277 55, 600 6.0 : 1 333, 600 1, 300, 000
Tower
Gar age Pl aza 75, 000 75, 000 7.5 : 1 562, 500 26, 000
Grand Pl ace 60, 500 52,500 6.0 : 1 315, 000 1, 200, 000
Tower
One Bunker 30, 384 30, 400 7.2 1 1 220, 000 240, 000
Hill
Central
Li brary 147, 211 147, 211 7.5 : 1 1,104, 083 361, 000
Total s 382, 372 360, 711 2,535, 183 3, 107, 000

Overall FAR “8.12

Includes a 25 Percent density bonus for rehabilitati on and expansi on
of the Central Library.

feeiTO be built within a building footprint not exceeding 3,000 square

8 The square footage of the existing building.

n8u ed. on the basis of gross bui | dabl e area s uare foota :
(3, 107 00 divided by 382, 372, e., about 8.12). ntral Gty

Conmmuni ty Pl an provides for calculatlng FAR based on gross bulldable square
footage, and the CBD Plan provides for cal cul ati ng FAR based on net
bui | dabl e square footage. Overall FAR with respect to the five parcels
woul d be 8.61 if conmputed on a net buil dabl e square footage basis.
(3,107,000 divided by 360,711, i.e., about 8.61.)



The Gty and CRA wanted MIP to build the Library Tower and
Grand Pl ace Tower because these buil di ngs woul d enhance the val ue
of the Library Square project, thereby increasing the fee that
CRA coul d charge MIP for the Garage Tower parcel |and and the
Central Library parcel density rights. CRA would use that higher
fee to finance the rehabilitation of the Central Library.

D. The Owmnership Participation Agreenent, the Cooperation

Agreenent, the MIP Designated Building Site, and the Library
Tower and Grand Pl ace Tower Vari ations

The City, CRA and MIP reached two principal agreenents
relating to the Library Square project in 1985: (1) The Owner
Partici pation Agreenment (OPA) between CRA and MIP, and (2) the
Cooperation Agreenent between the Gty and CRA (the Cooperation
Agreenent). The final Cooperation Agreenent was virtually
identical to the draft cooperation agreenent attached to the OPA.

1. The Omership Participation Agreenent

Li brary Tower and Grand Place Tower were devel oped under the
OPA reached by MIP and CRA on July 9, 1985.5

MIP' s obligations under the OPA were conditioned on
designation of the Library Square tract as a designated buil di ng

site pursuant to Ordinance No. 159802 (the MIP desi gnated

> Library Square and Fifth & Grand are successors in
interest to the rights and obligations of MIP under the OPA
Robert F. Maguire |1l (Maguire) and James A. Thomas (Thonmas) were
the principals of MIP, and they controlled Library Square and
Fifth & Grand.
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building site).® Attachnents to the OPA included: (1) A draft
MIP designated building site application, and (2) drafts of the
variations that the Gty, CRA and MIP expected CRAto issue to
MIP with respect to the planned Library Tower and G and Pl ace
Tower buildings. MIP s obligations under the OPA were al so
conditioned on CRA's show ng that the variations for the Library
Tower and Grand Pl ace Tower buil dings had been approved and were
in effect.

The OPA provided for devel opnent of the Library Square
project in three phases. Phase | covered the devel opnment of the
Li brary Tower building. Phase Il covered the devel opnent of an
under ground par ki ng garage and a garden plaza on the Garage Pl aza
parcel. Phase Ill covered MIP's option to develop the G and
Pl ace Tower building on the G and Pl ace Tower parcel.

During Phase |, CRA conveyed to MIP the Garage Pl aza parce
and other land (including part of the Library Tower parcel), al
of which CRA had obtained fromthe Cty pursuant to the
Cooperation Agreenent. CRA transferred the Garage Pl aza parcel
subject to a permanent easenent retained by the Gty to maintain
a garden plaza on the parcel. MIP paid $33,192,567 to CRAto
acqui re devel opnent rights and |and in connection with Phases |

and Il. MIP paid $17,700,000 to CRA to acquire devel opnent

6 W discuss Ordinance No. 159802 at Findings of Fact par.
B-3, bel ow pp. 12-14.
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rights in connection with Phase 11l and to devel op the G and

Pl ace Tower building. The G and Place Tower parcel was assenbl ed
fromland that MIP owned.

2. The Cooperation Agreenent

A general purpose of the Cooperation Agreenment was to
preserve and rehabilitate the Central Library. Under the
Cooperation Agreenent, CRA pledged to spend up to $110, 400, 000
(%948, 975, 000 of which CRA would obtain from MIP pursuant to the
OPA) for that purpose. CRA nade the pledge to the Gty in
consideration for Iand and other rights it would receive fromthe
Cty under the Cooperation Agreenent. CRA, in turn, would convey
this land and other rights to MIP pursuant to the OPA

The City conveyed the Garage Pl aza parcel, part of the
Li brary Tower parcel, and other land to CRA. CRA conveyed t hat
| and to MIP pursuant to the OPA. Under the Cooperation
Agreenent, CRA agreed to reserve the sane easenents, rights, and
covenants that the Gty had reserved in its conveyance to CRA

Under the Cooperation Agreenent, the City agreed to record a
covenant running with the land for the benefit of the Gty and
CRA agai nst the Central Library parcel limting the Centra
Li brary building to 361,000 square feet and prohibiting further
devel opnent of the Central Library parcel. The Gty executed and
recorded this covenant with the Los Angel es County Recorder in

1987. The covenant is binding on the owner of the Central
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Li brary parcel and any future owners until released by the Cty
Council and CRA. Under the Cooperation Agreenent, the City al so
agreed to record a covenant running with the |land for the benefit
of the Gty against the Central Library parcel which net the
requi renents of the MIP Designated Building Site Application and
Ordi nance No. 159802.°

3. The MIP Designated Building Site

The City enacted Ordi nance No. 159802 on April 30, 1985.

Ordi nance No. 159802 defines a “designated building site” as an
area of real property, located within the CBD and/or BH Pl an
area, which consists of parcels that are contiguous or separated
only by public streets or rights of way, and which is designated
by the City Council to inplenent the preservation of a Cty-owned
and operated historic structure. This ordinance permtted parts
of the designated building site to be owned by different parties,
and it required an application for such designated building site
to be filed with the Cty Planning Comm ssi on.

CRA and MIP filed the MIP Designated Building Site
Application wwth the Cty Planning Conm ssion. In the
application, they requested that the five Library Square parcels
be designated as a building site under Ordi nance No. 159802. The

application described the devel opnment that would be permtted on

" That covenant and rel ated covenants executed by MIP s
successors and a related entity against the four other Library
Square parcels are discussed bel ow pp. 12-13.
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the five parcels, and the Library Tower and G and Pl ace Tower
variations that CRA would issue to MIP. This devel opnent to be
permtted was the sane as shown in Table 1, supra p. 8. The Cty
Counci | approved the MIP application on August 13, 1985.

Ordi nance No. 159802 required that the terns, |[imtations,
and controls inposed by the City Council be placed into witten
agreenents describing: (1) The MIP Designated Building Site, (2)
each of the individual parcels in the MP Designated Buil ding
Site, (3) the buildable area and total permtted floor area of
each parcel, and (4) any other matters which are desirable. The
ordi nance required that those terns, limtations, and controls be
desi gnated as “covenants running with |and” of each parcel

In conpliance with the ordinance, the Gty and the owners
of the other four Library Square tract parcels executed and
recorded against their parcel (s) an “Agreenent Contai ning
Covenants [Designated Building Site]”. Each covenant ran with
the I and and was binding on the owner and future owners until

released by the City. The covenants al so provided as foll ows:
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Table 2
Bui | dabl e Area Maxi mum Perm tted
Sq. Foot age Net Fl oor Area
Covenant G oss Net Sq. Foot age
Li brary Tower Parcel 69, 277 55, 600 1, 300, 000
Garage Pl aza Par cel 75, 000 75, 000 6, 000!
Grand Pl ace Tower 60, 550 52, 500 1, 200, 000
Par cel
One Bunker Hill Parcel 30, 384 30, 400 240, 000
Central Library Parcel 147, 211 147, 211 361, 000

Wth a building footprint up to 3,000 square feet.

E. The Library Tower and Grand Pl ace Tower Vari ations

MIP' s obligations under the OPA were conditioned on
i ssuance by CRA to MIP of variations under section 437 of the
CBD Pl an permtting the Library Tower and G and Pl ace Tower
buil dings to be built. Section 437 of the CBD Pl an provides
that no variation issued by CRA is effective until any necessary
zoni ng changes have been obtained. The Library Tower and G and
Pl ace Tower variations issued by CRA to MIP were not effective
until the MIP Designated Building Site Application had been
approved by the Cty.

On June 17, 1985, CRA adopted resolution No. 3548 to permt
MIP to exceed FAR |imtations in developing the Library Tower
bui I ding, the Garage Pl aza underground parki ng garage, and the
garden plaza. In conjunction with O dinance No. 159802 and the
MIP Designated Building Site, this variation increased all owabl e
fl oor area by 413,900 square feet, permtted MIP to devel op the

Li brary Tower building with floor area up to 1.3 mllion square
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feet, and restricted devel opnent by MIP of the Garage Pl aza
parcel to no nore than 6,000 square feet of floor area. This
variation would be voided if the OPA were term nated because MIP
defaul ted, but it would beconme unconditional and irrevocable if
CRA certified to MIP that construction and devel opnment of the
property had been conpl eted satisfactorily.

CRA adopted a resolution permtting MIP to exceed FAR
limtations for the Gand Place Tower building. This variation,
in conjunction with O dinance No. 159802 and the MIP Desi gnated
Building Site, increased the anount of allowed floor area by
885, 000 square feet and permtted MIP to devel op the G and Pl ace
Tower building with floor area up to 1.2 mllion square feet.
This variation was conditioned on MIP s paying all anounts it
owed under the OPA, including $17,700,000 for Phase Ill. This
variation would be nullified if the OPA were term nated by
reason of default by MIP. It would becone irrevocable if CRA
certified to MIP that construction and devel opnent of the
property had been conpl eted satisfactorily.

Li brary Tower was placed in service in 1989. Gand Pl ace
Tower was placed in service in 1991. On March 18, 1998, CRA
certified to MIP that all construction and devel opnent required
by Phases I, Il, and |11l of the OPA had been conpl eted

satisfactorily.
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F. Devel opnent Ri ghts That MIP bt ai ned Under the OPA; Zoning
Change Made for the Library Square Tract by O di nance No.
159802

As stated at paragraph D-1 above, MIP obtained certain
devel opnment rights and/or land in exchange for MIP s specified
paynments to CRA. O dinance No. 159802 and the MIP Desi gnated
Building Site covering the Library Square tract represented an
i nportant part of those devel opnent rights that MIP obtai ned.

Wt hout Ordinance No. 159802 and treatnent of the Library
Square tract as a Designated Building Site, CRA by variation
al one could not have authorized MIP to build the Library Tower
and Grand Pl ace Tower buildings. The effect of O dinance 159802
and treatnment of the Library Square Tract as a Desi gnated
Building Site was to nake a zoni ng change which (1) treated the
five Library Square parcels as one building site in order to
conply with the Cty Charter’s 13-to-1 building density
[imtation; and (2) provided a nmechanism (i.e., the covenants
running with the |Iand) whereby the unused buil ding density of
the Central Library and Garage Pl aza parcels could be used for
the Library Tower and Grand Pl ace Tower parcels.

The OPA and the Cooperation Agreenent (1) included the
City’'s agreenent to the zoning change for the Library Square
tract, and (2) provided for the sale by the Gty and CRA to MIP

of the unused building density of the Central Library parcel.
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As to the covenants running with the and which the Cty

woul d record against the Central Library parcel, the Cooperation

Agreenment provided in pertinent part:

ARTI CLE VI I |

Covenants on Library Parce

8.1 Covenant on Library Parcel Restricting
Furt her Developnent. City agrees to record, anong the
| and records of Los Angel es County, a covenant running
with the | and against Library Parcel [imting the
Fl oor Area of the rehabilitated and expanded Central
Li brary to 361, 000 net useabl e square feet and
prohi biting the devel opnment of any other Floor Area on
such property. Said covenant shall be recorded
concurrently with the close of Phase |I Escrow and
shall be for the benefit of Gty and Agency [CRA].

* * * * * * *

8.3 Covenant on Library Parcel to Satisfy
Designated Building Site Ordinance. City agrees to
record, anong the |and records of Los Angel es County,
a covenant running with the |and against Library
Parcel fulfilling the requirenents of the Designated
Building Site Application and Designated Building Site
Ordi nance defined herein. This covenant shall also be
recorded concurrently with the cl ose of Phase | Escrow
and shall be for the benefit of City.

The draft Cooperation Agreenment attached to the OPA contai ned

i dentical provisions concerning covenants on the Central Library

par cel

G

Li brary Square and Fifth & Grand Tax Returns and
Respondent’s FPAA Det erni nati ons

Li brary Square all ocated $14, 249,918 of the $33, 192, 567

that MIP paid to CRA to |and which MIP acquired from CRA.

Li brary Square included the remaining $18, 942,649 that MIP paid
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for devel opnent rights in the depreciable basis of Library
Tower. Library Square did not deduct any of the $14, 249,918 as
depreciation, and that anount is not an issue in these cases.

Li brary Square included the remaining $18,942,649 in the
depreci abl e basis of Library Tower and deducted an anount based
thereon in its tax returns for 1989-96.

Fifth & Gand included the $17, 700,000 that MIP paid to CRA
for devel opnent rights in connection with Phase |1l of the OPA
in the depreciable basis of Gand Place Tower and deducted
amounts based thereon in its tax returns for 1991-92 and 1994-
96.

In Notices of Final Partnership Adm nistrative Adjustnents
(FPAA) issued to Library Square for 1989-96, and to Fifth &
Grand for 1991-92 and 1994- 96, respondent disallowed the
depreciation Library Square and Fifth & Grand had clainmed with
respect to costs incurred to acquire devel opnent rights.

OPI NI ON

A. The Parties’ Arqunents

1. Petitioners’ Argunents

Petitioners contend that (a) all of the devel opnent costs
in issue were incurred to acquire the variations that all owed
Li brary Square and Fifth & Grand to construct Library Tower and
Grand Place Tower; (b) Ordinance No. 159802 and the MIP

Designated Building Site added nothing to the rights that
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Li brary Square and Fifth & Grand obtai ned under the variations;
(c) the Library Tower and the Grand Pl ace Tower vari ations
provided only a one-tine right to build Library Tower, the
Garage Pl aza’ s underground parking garage, and the Grand Pl ace
Tower; (d) the OPA and the Cooperation Agreenent gave no
meani ngful rights to Library Square and Fifth & Grand extendi ng
beyond the respective lives of the Library Tower and G and Pl ace
Tower buildings; and (e) Library Square and Fifth & Grand may
depreci ate those devel opnent costs over a 31.5-year recovery
peri od.

2. Respondent’s Argunents

Respondent contends that none of the costs that Library
Square and Fifth & G and incurred for devel opnent rights are
depreci able. Respondent asserts: (1) Library Square and Fifth
& Grand acquired building density rights or TFAR from ot her
parcels; (2) their devel opnment rights cannot be separated from
their Library Tower parcel or Grand Place Tower parcel and are
interests in land; (3) the MIP Designated Building Site and the
Li brary Tower and Grand Place Tower variations are akin to a
zoni ng change, and, thus, are not depreciable; and (4) the
devel opnent rights do not have a limted useful life.

B. Applicable Legal Standards

Section 167 generally allows as a depreciation deduction a

reasonabl e all owance for exhausti on and wear and tear of
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property used in business or property held for the production of
i ncone. However, |and generally is not depreciabl e because it
has no limted useful life and is not subject to exhaustion or

obsol escence. Bender v. United States, 383 F.2d 656, 659 (6th

Cir. 1967); sec. 1.167(a)-2, Incone Tax Regs.

In addition, a taxpayer’s cost of obtaining a zoning change
for that taxpayer’s |land nust be capitalized and is not
depreciable if the benefits resulting fromthe zoning change are
indefinite and undetermnable in duration. Glt v.

Comm ssioner, 19 T.C. 892, 910 (1953), revd. in part and affd.

in part on other issues 216 F.2d 41 (7th Gr. 1954); see d.iver

v. Comm ssioner, T.C Meno. 1976-145, affd. 553 F.2d 560 (8th

Cr. 1977); Ackerman Buick, Inc. v. Conm ssioner, T.C Meno.

1973-224.

C. The Expert Testi nony

Petitioners and respondent offered expert testinony. The
reports prepared by petitioners’ expert and respondent’s expert
were admtted in evidence as their direct testinony. W may
reject the testinony of an expert witness, in whole or in part,

in the exercise of our sound judgnent. Helvering v. Natl.

G ocery Co., 304 U S 282, 295 (1938); In re Estate of WIIlians,

256 F.2d 217, 219 (9th Gr. 1958), affg. T.C. Menp. 1956-239.



1. Petitioners’ Expert

Petitioners’ expert was an attorney with extensive
experience in representing clients engaged in real estate
devel opnent projects, including private devel opers,
redevel opnent agencies, cities, and other public and private
entities. He said that a variation provides project-specific
relief to a property owner froman otherw se applicable zoning
restriction, and that a variation covers only the particul ar
structure to be built. He opined that a variation gives a
property owner no right to construct a replacenent building on
t hat property.

Petitioners’ expert opined that Library Square and Fifth &
Grand obtai ned no benefits for the Library Tower and G and Pl ace
Tower parcels other than the Library Tower and Grand Pl ace Tower
variations. In contrast, he said that the covenants the City
recorded against the Central Library parcel would remain in
effect until released by the Cty and/or CRA

Enactnment by the Gty of Ordinance No. 159802 all owed the
MIP Designated Building Site to be established in order to treat
the five Library Square tract parcels as a single building site
to meet the Cty Charter’s 13-to-1 building density limtation.
Petitioners’ expert said that ordinance nerely allowed CRA tO

find and negotiate an agreenment with a private devel oper wanting
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the relief that CRA would grant pursuant to the Library Tower
and Grand Pl ace Tower vari ations.

2. Respondent’s Expert

Respondent’s expert is an attorney with extensive
experience representing devel opers and | andowners in
constructing, financing, buying, and selling comercial and
residential real estate, and in obtaining regul atory approval
for real estate developnent. He fornmerly worked in the Ofice
of the City Attorney for the Cty and County of San Franci sco.
Hi s duties there included advising the San Franci sco Zoni ng
Adm ni strator on the granting of variations and overseei ng San
Franci sco’s Transfer of Devel opnment Ri ghts program and
negoti ati ons of approvals for devel opers of |arge devel opnents.

Respondent’ s expert stated that, if the Library Tower or
Grand Pl ace Tower were to be replaced, the property owner would
be required to obtain a second variation in order to construct
anot her buil ding of the sane density on the property. He opined
that the existence of the prior Library Tower and G and Pl ace
Tower variations, the MIP Designated Building Site, and the
restrictive covenants covering the Library Square Tract parcels
woul d put the owner in a stronger position to obtain a second
variation. He opined that there would be no certainty that a

second variation permtting a building of simlar density would
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be granted, but the owner could reasonably expect to be
successful .

Respondent’ s expert disagreed with petitioners’ expert’s
opinion that the Library Tower and Grand Pl ace Tower variations
rendered Ordinance No. 159802 and the MIP Desi gnated Buil di ng
Site uninportant. He said those variations could not have been
granted wi thout O dinance No. 159802 and the MIP Desi gnated
Building Site.

3. Anal ysi s

Contrary in part to the argunents of both parties, we
conclude that the costs of obtaining the devel opnent rights in
issue for Library Square and Fifth & Grand are partly
depreci abl e.

a. The Vari ati ons

Both parties’ experts agreed that the Library Tower and
Grand Pl ace Tower variations would not survive the buildings for
whi ch those variations were granted. |If Library Tower or G and
Pl ace Tower were to be replaced, the owner could not build
anot her buil di ng exceedi ng the then-zoning building density
limt for the property w thout obtaining a second variation.

Respondent contends that the terns of the variations
support respondent’s position. W disagree. The variations by
their terms do not automatically apply to buildings other than

t hose already placed in service.
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The variations, by their terns, becone irrevocabl e when the
CRA certifies that construction and devel opnment of the property
has been conpleted satisfactorily. Respondent argues that this
means that the variations conveyed a benefit to the | andowner
that is either perpetual or indefinite. W disagree. Both
parties’ experts testified to the contrary and said essentially
that the variations do not automatically apply to buildings
built after those already placed in service. Their opinion is
shared by Murray Kane, who drafted the variations for CRA. \Wen
asked at trial whether the variations would endure forever, he
said: “No, it doesn't speak to perpetuity. It nerely neans that
t he redevel opnent agency could not revoke the permssion to
build this building that was granted by this variation.”

We conclude: (1) The costs of the Library Tower and G and
Pl ace Tower variations are allocable to the building that was
t he subject of that variation (i.e., Library Tower or G and
Pl ace Tower) and not to the land; (2) those variations have
limted useful lives equal to the depreciable |ives of Library
Tower and Grand Pl ace Tower; and (3) the costs of obtaining
those variations are includable in the depreciable basis of
Li brary Tower and G and Pl ace Tower.

b. O di nance No. 159802 and MIP Desi gnat ed Buil di ng
Site

We disagree with petitioners’ contention that the

vari ations were the only neani ngful benefits that Library Square
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and Fifth & Grand obtained. Wthout Odinance No. 159802 and
the MIP Designated Building Site, CRA could not have permtted
by variation MIP s devel opnent of Library Tower and G and Pl ace
Tower. This ordinance and the MIP Designated Building Site
effected a zoni ng change which (1) treated the five Library
Square tract parcels as a single building site in order to
conply with the Gty Charter’s 13-to-1 building density
[imtation,, and (2) provided a nmechani sm whereby the unused
bui l ding density of the Central Library and Garage Pl aza parcels
could be used for the Library Tower and Grand Pl ace Tower
parcel s.

Unli ke the Library Tower and G and Pl ace Tower vari ations,
the zoni ng change made by Ordi nance No. 159802 and the MIP
Desi gnated Building Site produced benefits of an indefinite and
undet erm nabl e duration. Neither Odinance No. 159802 nor the
ot her operative docunents for the MIP Designated Building Site
set atinmne limt on the duration of the MIP Designated Buil ding
Site. Odinance No. 159802 provides only that the terns,
[imtations, and controls with respect to a designated buil ding
site established pursuant to that ordinance, as determ ned by
the Gty Council, be placed into covenants running with the |and
recorded agai nst each parcel within such designated building
site. The covenants running with the land that the G ty,

Li brary Square, Fifth & Grand, and another entity related to MIP
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recorded against their Library Square tract parcels to fulfill
the requirenents of the MIP Designated Building Site Application
continue in effect until released by the GCty.

Al though the City could repeal Ordinance No. 159802 and the
MIP Designated Building Site, that possibility exists for any
zoni ng change. A property owner has no vested right to have its
property’s current zoning continued; a |ocal governnental or
zoning authority, in the exercise of its police power, may | ater

revise the property’'s zoning. See, e.g., Avco Cnty. Devel opers,

Inc. v. S. Coast Regl. Commm., 553 P.2d 546 (Cal. 1976) (a

governnental authority may not contract away its right to
exercise its police power in the future).

We concl ude that the zoni ng change nmade by Ordi nance No.
159802 and the MIP Designated Site produced benefits of an
i ndefinite and undeterm nable duration for the Library Tower and
Grand Pl ace Tower parcels and/or the owners of those parcels.
The cost of obtaining this zoning change is thus not depreciable
by either Library Square or Fifth & Grand, but it nust instead
be capitalized and allocated to the Library Tower parcel or

Grand Place Tower parcel. @Glt v. Comm ssioner, 19 T.C at 910;

cf. Chevy Chase Land Co. v. Conmissioner, 72 T.C. 481, 487-489

(1979) (the costs incurred by the taxpayer for an unsuccessful
rezoning effort were deductible as an abandonnent |oss). CQur

case here is like Glt and is distinguishable from Chevy Chase
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Land Co. In Glt, the taxpayer wanted to | ease his fairgrounds
for harness racing, and he obtained a zoning change for the
property to permt parking and the sale of beverages thereon.
The taxpayer in Glt then entered into a 20-year | ease agreenent
for his property and depreciated the cost of obtaining the
zoni ng change over the 20-year life of the | ease. The Tax Court
noted that the zoning change affected the property beyond the
20-year termof the | ease and held that the cost of the zoning
change was not depreciabl e because the zoni ng change produced

benefits of an indefinite and undeternm nable duration. Glt v.

Conmi ssi oner, supra at 909-910. In contrast, in Chevy Chase

Land Co., the taxpayer unsuccessfully sought to have its | and
rezoned in order to construct a Bloom ngdale’ s store. The

t axpayer in Chevy Chase Land Co. had previously reached an

agreenent to lease the land to Federated Dept. Stores (the owner
of the Bloom ngdale’s chain). This |ease agreenent was
contingent upon a favorable ruling on the rezoning application
for the land. After the rezoning application was deni ed,
Federated Dept. Stores termnated the | ease agreenent for the

| and. The Tax Court allowed the taxpayer to deduct the costs of
the rezoning effort as an abandonnent | oss after Bl oom ngdale’s
transaction term nated since the Bl oom ngdal e’ s | ease
transacti on was conti ngent upon obtaining the rezoning. See

Chevy Chase Land Co. v. Conmmi ssioner, supra at 482-488. The Tax
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Court in Chevy Chase Land Co. distinguished Galt. See id. at

487- 488. Unli ke Chevy Chase Land Co., in our case MIP obt ai ned

t he necessary zoning change for the Library Square tract and
proceeded with the Library Square project and the buil ding of
Li brary Tower and G and Pl ace Tower.

C. Al |l ocati on

As previously stated, the costs that MIP and its successors
incurred to obtain the Library Tower and G and Pl ace Tower
variations are includable in the depreci abl e bases of those
bui | di ngs and are depreciable by Library Square and by Fifth &
Grand, but neither Library Square nor Fifth & Grand may
depreciate the costs incurred to obtain the zoning change.

The record does not show the cost of obtaining the zoning
change separate fromthe variations. W suspect those separate
costs may not be readily avail able. Because of the difficulty
of separately accounting for those costs, we believe this is an
appropriate situation for the Court to identify a reasonabl e

met hod to make an all ocation. See Cohan v. Commi ssioner, 39

F.2d 540, 544 (2d Gr. 1930). W conclude that the allocation
bet ween the zoni ng change and the variations shoul d be based
upon the relative increase in each property’s buil dabl e net

fl oor area square footage attributable to the zoni ng change as

opposed to the variations.
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The CBD and Bunker Hill Redevel op. Plans generally
permtted a FAR of 6 to 1 with respect to the five Library
Square tract parcels. The zoning change, anong ot her things,
established a nechanism (i.e., the covenants running with the
| and recorded by each Library Square tract owner against its
parcel) whereby the unused building density of the Central
Li brary and Garage Plaza parcels was used for the Library Tower
and Grand Pl ace Tower parcels. The record reflects that,

t hrough this zoning change (i.e., with Odinance No. 159802 and
the MIP Designated Building Site in place), MIP and its
successors obtained an additional 1,557,266 square feet of floor
area for the Library Tower and Grand Pl ace Tower parcels. The
1, 557, 266 square footage of floor area is calculated as foll ows:

Permtted net fl oor
area sq. footage with

Par cel zoni ng change
Li brary Tower X (unknown)
Garage Pl aza 6, 000
Grand Pl ace Tower Y (unknown)
One Bunker Hi Il 240, 000
Central Library 361, 000

Tot al : 12,164, 266

Overall FAR 26.0

1 The total of the ampbunts for Library Tower and G and
Pl ace Tower account for the difference between the nunbers
appearing in this chart and 2,164, 266. The net buil dabl e
area of the five parcels, multiplied by six. 360,711 tines
6 equals 2,164, 266. See Table 1, supra p. 8.

2 ted on the basis of net buil dabl e square foot
as the CBD Plan provi des. ul qu oot age
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2,164,266 - 6,000 - 240,000 - 361,000 = 1,557, 266

This 1,557,266 of additional net floor area square footage
(attributable to the zoni ng change) nmust be all ocated between
the Library Tower and the Grand Place Tower parcels. W
conclude that that allocation may be based on the relative total
net floor area of the Library Tower building and the G and Pl ace
Tower building. W further conclude that the zoni ng change
produced (1) an increase of 809,778 of net floor area square
footage for the Library Tower parcel, and (2) an increase of
747,488 of net floor area square footage for the Grand Pl ace
Tower parcel. These increases in net floor area square footage

were cal cul ated as foll ows:

Pl anned t ot al Al l ocati on of additional net
net floor area fl oor area sq. footage produced
Bui | di ng sg. footage from zoni ng change
Li brary Tower 1, 300, 000 1809, 778
G and Pl ace 1, 200, 000 2747, 488
Tower
11,557,266 x 1,300,000 = 809, 778 (rounded).
2,500, 000 ( )
2 1,557,266 x 1,200,000 = 747,488 (rounded).
2,500, 000 ( )

Thus, MIP and its successor Library Square obtai ned under
t heir devel opnent rights pursuant to phases | and Il of the OPA
an increase of 809, 778% square feet in buildable net floor area

for the Library Tower parcel attributable to the zoning change.

8 Square footage is sonetinmes rounded in this opinion.



- 31 -
We also find that MIP and Li brary Square obtai ned under their
devel opnent rights pursuant to phases | and Il of the OPA an
i ncrease of 490, 222 square feet (i.e., 1,300,000 m nus 809, 778)
in buildable net floor area for the Library Tower buil ding
attributable to the Library Tower variation.

Simlarly, we find that MIP and its successor Fifth & G and
obt ai ned under their devel opnment rights pursuant to phase |11 of
the OPA an increase of 747,488 square feet in buil dable net
floor area for the Grand Pl ace Tower parcel attributable to the
zoni ng change. W also find that MIP and Fifth & Grand obt ai ned
under their devel opnent rights pursuant to phase Il of the OPA,
an increase of 452,512 square feet (i.e., 1,200,000 m nus
747,488) in buildable net floor area for the G and Pl ace Tower
building attributable to the G and Pl ace Tower vari ati on.

We further find as to the $18,942,649 that MIP paid to
obtai n those devel opnent rights pursuant to phases | and Il of
the OPA that: (1) $11, 799,493 was incurred to obtain the zoning
change,® and (2) the remaining $7, 143, 156 was incurred to obtain
the Library Tower variation. Simlarly, we find as to the
$17, 700,000 that MIP paid to obtain those devel opnment rights

pursuant to phase Il of the OPA that: (1) $11, 025, 448 was

° $18,942,649 x 809,778 sq. ft. = $11, 799, 493.
1, 300, 000 sq. ft.

10 $18, 942, 649 x 490, 222 sqg. ft. = $7, 143, 156.
1, 300, 000 sq. ft.
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incurred to obtain the zoning change,!! and (2) the renaining
$6, 674,552 was incurred to obtain the Grand Tower variation. *?

We hold that Library Square may depreciate and include in
t he depreciable basis of Library Tower the $7, 143,156 that we
have determned is attributable to obtaining the Library Tower
variation. W further hold that Library Tower may not
depreciate the $11, 799, 493 that we have determned is
attributable to obtaining the zoning change, as that zoning
change produced benefits of an indefinite and undeterm nabl e
duration with respect to the Library Tower parcel land. Glt v.

Conmi ssioner, 19 T.C at 910.

We hold that Fifth & Grand may depreciate and include in
t he depreciabl e basis of Gand Pl ace Tower the $6, 674,552 that
we have determned is attributable to obtaining the Gand Pl ace
Tower variation. W further hold that Fifth & G and nmay not
depreci ate the $11, 025, 448 that we have determned is
attributable to obtaining the zoni ng change because the zoning

change produced benefits of an indefinite and undeterm nabl e

11 $17,700,000 x 747,488 sq. ft. = $11,025, 448.
1,200, 000 sq. ft.
12 $17,700,000 x 452,512 sq. ft. = $6, 674, 552.

1,200,000 sq. ft.



- 33 -
duration with respect to the G and Pl ace Tower parcel |and. |d.

To reflect the foregoing and concessions by the parties,

Decisions will be entered

under Rul e 155.




