Essex Broadcasters, Inc. v. Commissioner, 36 B.T.A. 523 (1940)

When allocating income and deductions between related entities under Section 45 of
the Internal Revenue Code, expenses essential to the operation and popularity of a
business should be included in the allocation, even if they are paid directly to a third
party for services that benefit both entities.

Summary

Essex Broadcasters sought to deduct broadcasting costs incurred by its Canadian
parent corporation, CKLW, which owned a radio station. The Commissioner
disallowed a portion of these costs related to payments made by the parent to
Mutual Broadcasting System for sustaining programs. The Board of Tax Appeals
held that these payments were essential to the radio station’s operation and should
have been included in the allocation of broadcasting costs between the parent and
subsidiary. The Commissioner’s exclusion of these costs and adjustment to the
apportionment fraction were deemed arbitrary, resulting in no deficiency for Essex
Broadcasters.

Facts

Essex Broadcasters, Inc. (petitioner) was a U.S. corporation whose sole business
was selling radio advertising time for station CKLW in Detroit. CKLW was a
Canadian radio station owned and operated by petitioner’s parent company. The
parent company incurred broadcasting costs to operate CKLW, including payments
to Mutual Broadcasting System, Inc. for sustaining programs. These sustaining
programs were essential to maintaining the station’s popularity and listener base,
particularly during non-commercial hours. The Commissioner sought to exclude
certain broadcasting costs when allocating expenses between the parent and
subsidiary.

Procedural History

The Commissioner determined a deficiency in Essex Broadcasters’ income tax,
arguing that the method used to apportion broadcasting costs between Essex and its
parent company did not clearly reflect Essex’s income. Essex Broadcasters appealed
this determination to the Board of Tax Appeals.

Issue(s)

Whether the Commissioner erred in excluding the payments made by the parent
company to Mutual Broadcasting System for sustaining programs from the total
broadcasting costs before allocating those costs between the parent company and
Essex Broadcasters under Section 45 of the Internal Revenue Code.

Holding
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Yes, because the payments for sustaining programs were an integral part of the
broadcasting costs necessary to maintain the station’s popularity and effectiveness
and should have been included in the allocation. Additionally, the Commissioner
erred in reducing the parent company’s net sales by these amounts when calculating
the apportionment fraction, as these expenses did not affect net sales.

Court’s Reasoning

The Board of Tax Appeals reasoned that the payments to Mutual Broadcasting
System for sustaining programs were just as necessary for the station’s popularity
as any other broadcasting cost. The court noted that the revenue of Essex
Broadcasters depended on the station broadcasting continuously to build and retain
its listener audience, and sustaining programs filled the hours that were not sold as
commercial programs. The Board stated, “The amounts in controversy of $55,063.26
and $50,426.36 which the parent company paid to Mutual Broadcasting System, Inc.
‘for sustaining programs and other broadcasting services’ were in our opinion just
as necessary to make station CKLW a popular and effective radio station as any of
the other items... of broadcasting costs.” By excluding these costs, the
Commissioner’s allocation was deemed arbitrary. The court emphasized that the
Commissioner’s authority under Section 45 must be exercised reasonably to clearly
reflect income, and the exclusion of essential operating expenses did not meet this
standard.

Practical Implications

This case clarifies that when allocating income and deductions between related
entities, all expenses that contribute to the overall success and operation of the
business should be considered, even if those expenses are paid to third parties. This
ruling reinforces the importance of a comprehensive and economically realistic
approach to expense allocation. The case serves as a reminder that the
Commissioner’s authority under Section 45 is not unlimited and that taxpayers can
challenge allocations that are arbitrary or fail to accurately reflect income. Later
cases have cited Essex Broadcasters to support the principle that allocations under
Section 45 should be based on economic realities and arm’s-length standards.
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