7 T.C. 1030 (1946)

Rental payments to related parties are deductible as business expenses if the
payments are ordinary, necessary, and made as a condition for the continued use of
the property, even if the amount is high due to a pre-existing percentage lease
agreement.

Summary

The Tax Court addressed whether a partnership could deduct the full amount of rent
paid to the mother of the partners under a percentage lease agreement. The
Commissioner argued that the rent was unreasonably high due to the family
relationship and disallowed a portion of the deduction. The court held that the full
rental amount was deductible because the lease was a valid, arm’s-length
transaction when initially established, and the payments were required under the
lease terms for the partnership to continue using the property for its business. The
court emphasized that the Code doesn’t limit rental deductions to “reasonable”
amounts as it does with compensation, so long as the payment is actually rent and
not a disguised gift.

Facts

Stanley Imerman, Josephine Bloom, and Delia Meyers were partners in Imerman
Screw Products Co. Their mother, Ella Imerman, owned the building the partnership
occupied. In 1938, the partnership entered into a lease agreement with Ella, which
included a fixed monthly rent plus a percentage of gross sales. In 1941, the
partnership’s sales increased significantly due to war-related contracts, resulting in
a substantially higher rental payment to Ella under the percentage lease. The
Commissioner challenged the deductibility of the full rental amount.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the petitioners’
income tax for the year 1941, disallowing a portion of the rent deduction claimed by
the partnership. The Tax Court was petitioned to review the Commissioner’s
determination.

Issue(s)

Whether the partnership was entitled to deduct the full amount of rent paid to the
lessor, who was the mother of the partners, under a percentage lease agreement, or
whether a portion of the rental payment should be disallowed as unreasonable due
to the family relationship.

Holding

Yes, the partnership was entitled to deduct the full amount of rent paid because the
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lease was a valid agreement established prior to the significant increase in sales,
and the payments were required for the partnership to continue using the property
for its business. The court found no evidence that the renewal of the lease in 1941
constituted anything other than an arm’s-length transaction.

Court’s Reasoning

The court emphasized that Section 23(a)(1)(A) of the Internal Revenue Code allows
deductions for “rentals or other payments required to be made as a condition to the
continued use or possession...of property.” Unlike deductions for compensation, the
Code does not limit rental deductions to a “reasonable allowance.” The court found
the percentage lease was validly entered in 1938. The court noted, “That the amount
of rent rises and falls with the trend of the business and is greater in the year or
years when business is best is an accepted characteristic of a percentage lease.” The
Commissioner did not prove the renewal of the lease in 1941 included any element
of a gift. The dissenting opinion argued that the taxpayer must prove that the entire
sum paid for rent represented an ordinary and necessary expense of conducting the
business to be deductible under section 23 (a) (1). The dissent emphasized the
importance of showing business necessity and arm’s-length considerations.

Practical Implications

This case provides guidance on the deductibility of rental payments made to related
parties, particularly in the context of percentage leases. It clarifies that the absence
of a blood relationship is not required for rent to be considered ordinary and
necessary. Provided that the lease agreement was entered into as an arm’s length
transaction and the payments are actually required for the business to continue
using the property, the full amount is deductible, even if it appears high in
retrospect. This ruling highlights the importance of documenting the business
rationale behind lease agreements with related parties, particularly when using
percentage lease structures. Attorneys advising businesses on tax planning should
ensure that such leases are commercially reasonable when initially established to
support the deductibility of rental payments. Subsequent cases have distinguished
this ruling based on facts indicating the rental agreements were not at arm’s length
or were designed primarily for tax avoidance.
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