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M. E. Blatt Co. v. United States  
305 U.S. 267 (U.S. 1938) 
 
MR. JUSTICE BUTLER delivered the opinion of the Court. 
 
Petitioner paid, and in this suit seeks to recover, an amount included in a deficiency assessment 
made by the Commissioner of Internal Revenue as additional income tax for the year ending 
January 31, 1932. The question is whether petitioner is liable under Revenue Act of 1932, § 22 
(a).[1] 
 
The material substance of the findings follows. 
 
For itself and a subsidiary corporation, petitioner made consolidated return. The commissioner 
added to the income of the subsidiary on account of improvements made to its property by a 
lessee. He ruled the improvements were income to lessor in that year to the extent of their value 
at termination of the lease. 
 
Lessor purchased the real estate in 1927, and September 13, 1930, leased it for use as a moving 
picture theater for a term of ten years, beginning upon completion of improvements to be made. 
At its own cost and expense, lessor agreed to make alterations in accordance with plans and 
specifications prepared by an architect selected by the parties. Lessee agreed to install the latest 
type of moving picture and talking apparatus, theater seats and all other fixtures, furniture and 
equipment necessary for the successful operation of a modern theater to become the property of 
lessor at the expiration or sooner termination of the lease. 
 
Lessor made a contract with the builder to make the contemplated improvements and agreed to 
pay, up to a specified limit, actual cost, plus builder's profit and architect's fee. Additional work 
ordered by lessee was to be paid for by it. Lessee consented to the terms of the contract and 
agreed to pay for work and materials ordered by it. All improvements were completed in January 
1931; lessee took possession of the property February 1 of that year. 
 
The total cost of all improvements was $114,468.77; lessor paid $73,794.47; lessee paid the 
balance, $40,674.30. "The estimated depreciated value at the termination of the lease of the 
alterations and improvements paid for by the lessee was computed by the Commissioner and was 
agreed to by the plaintiff [petitioner], as follows: 
 
 Cost Depreciated value at end of 

10 years 
 

1 $3,959.75 $2,771.83 
2 $10,366.37 $7,256.46 
3 $760.80 $0 
4 $185.97 $0 
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5 $9,167.24 $3,055.75 
6 $5,197.39 $0 
7 $7,075.42 $2,358.47 
8 $3,961.36 $1,980.63 
Total $40,674.30 $17,423.14 
 
 
From these figures it appears that the calculations were based on annual depreciation of items [1] 
and [2] at 3 per cent., on [5] and [7], at 6 2/3 per cent., on [8], at 5 per cent., and on [3], [4], and 
[6], at 10 per cent. 
 
For the year in question, the Commissioner added to income of lessor $1,742.31, one-tenth of the 
cost so depreciated. The resulting additional tax was $211.61. Petitioner paid it; the 
commissioner disallowed claim for refund. The lower court held petitioner not entitled to 
recover; it sustained the tax on the ground that, immediately upon completion of the 
improvements made by lessee, they became the property of lessor, and constituted compensation 
paid by lessee as additional rental for the use of the leased premises. 
 
Petitioner insists that where improvements are made by lessee, there is no realization of gain at 
the time the improvements are completed; that the accession of value to the property is not 
income but a capital addition. The United States says that, while the case presents the question 
whether depreciated value of improvements by lessee constitutes income to lessor in the taxable 
year, the "basic question is whether income is ever realized by the lessor in such cases, and if so, 
when." Assuming that improvements made by lessee and which will outlast the term constitute 
income to lessor at some time, its brief discusses the questions whether the income is realized 
upon (1) completion of the improvements, (2) termination of the lease, or (3) disposition of the 
improved property. It concludes that the "soundest theory seems to be that such income is 
taxable at the time the improvements are erected." And, without supporting the lower court's 
ruling that the estimated depreciated value at the end of the ten-year term constituted additional 
rent or compensation paid for the use of the premises, it asks that the judgment be upheld. 
 
We are not called on to decide whether under any lease or in any circumstances, income is 
received by lessor by reason of improvements made by lessee, nor to choose, for general 
approval or condemnation, any of the theories expounded by the United States. Concretely, the 
question presented is whether, under the lease here involved, one-tenth of what the commissioner 
and taxpayer call and agree to be "estimated depreciated value," as of the end of the term, was 
income to petitioner in the first year of the term. And that question is to be decided upon the 
lower court's special findings unaffected by any statement of fact, reasoning, or conclusion that 
may be found in its opinion.[2] 
 
There is nothing in the findings to suggest that cost of any improvement made by lessee was rent 
or an expenditure not properly to be attributed to its capital or maintenance account as 
distinguished from operating expense. While the lease required it to make improvements 
necessary for successful operation, no item was specified, nor the time or amount of any 
expenditure. The requirement was one making for success of the business to be done on the 
leased premises. It well may have been deemed by lessor essential or appropriate to secure 
payment of the rent stipulated in the lease. Even when required, improvements by lessee will not 
be deemed rent unless intention that they shall be is plainly disclosed. Rent is "a fixed sum, or 
property amounting to a fixed sum, to be paid at stated times for the use of property . . .; . . . it 



does not include payments, uncertain both as to amount and time, made for the cost of 
improvements . .."[3] The facts found are clearly not sufficient to sustain the lower court's 
holding to the effect that the making of improvements by lessee was payment of rent. 
 
It remains to be considered whether the amount in question represented taxable income, other 
than rent, in the first year of the term. 
 
The findings fail to disclose any basis of value on which to lay an income tax or the time of 
realization of taxable gain, if any there was. The figures made by the commissioner are not 
defined. The findings do not show whether they are intended to represent value of improvements 
if removed or the amount attributable to them as a part of the building. 
 
The figures themselves repel the suggestion that they were intended to represent amounts 
obtainable for the items if removed. We are not required to assume that the commissioner 
intended his estimates to represent salvage, at the end of the term, of ventilating system, glazing, 
architect's fees and the like, draperies, chairs, electric signs, and marquee, the useful lives of 
which in place have declined from 30 to 66 2/3 per cent. It does not appear that if detached from 
the building they would then have any value, even as junk, over necessary cost of removal. It is 
clear that, if any value as of that time may be attributed to them, it is included in and not 
separable from that of the leased premises. 
 
Equally conjectural would be assumption that the figures represent enhancement of value of the 
leased premises by reason of the improvements when new or as deteriorated at the end of the 
term. The leased property is capable of inventory and analysis for the purpose of ascertaining 
original and estimated present costs of its elements and other relevant facts as indications of 
worth to be taken into account in determining its value; i.e., the money equivalent of the property 
as a whole.[4] But present or future value, however ascertained, is single in substance; it cannot 
be arrived at by mere summation of actual or estimated cost of constituent elements, new or 
depreciated.[5] The addition to value of the leased premises resulting from the lessee's 
improvements may not be arrived at by formula or arithmetically by merely setting against each 
item or element its cost less depreciation estimated to accrue during the term of the lease.[6] The 
amount included in the total value of the structure reasonably to be attributed to the 
improvements after use for ten years is not ascertainable by the simple calculations employed by 
the commissioner. 
 
Granting that the improvements increased the value of the building, that enhancement is not 
realized income of lessor.[7] So far as concerns taxable income, the value of the improvements is 
not distinguishable from excess, if any there may be, of value over cost of improvements made 
by lessor. Each was an addition to capital; not income within the meaning of the statute.[8] 
Treasury Regulations can add nothing to income as defined by Congress.[9] 
 
But, assuming that at some time value of the improvements would be income of lessor, it cannot 
be reasonably assigned to the year in which they were installed. The commissioner found that at 
the end of the term some would be worthless and excluded them. He also excluded depreciation 
of other items. These exclusions imply that elements which will not outlast lessee's right to use 
are not at any time income of lessor. The inclusion of the remaining value is to hold that 
petitioner's right to have them as a part of the building at expiration of lease constitutes income 
in the first year of the term in an amount equal to their estimated value at the end of the term 
without any deduction to obtain present worth as of date of installation. It may be assumed that, 



subject to the lease, lessor became owner of the improvements at the time they were made. But it 
had no right to use or dispose of them during the term. Mere acquisition of that sort did not 
amount to contemporaneous realization of gain within the meaning of the statute. 
 
Reversed. 
 
MR. JUSTICE STONE. 
 
I acquiesce in that part of the Court's opinion which construes the findings below as failing to 
establish that the lessee's improvements resulted in an increase in market value of the lessor's 
land in the taxable year. As it is unnecessary to decide whether such increase, if established, 
would constitute taxable income of the lessor, I do not join in so much of the opinion as, upon an 
assumption contrary to the findings, undertakes to discuss that question. 
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