Imerman v. Commissioner, 7 T.C. 1030 (1946)

Rent paid under a percentage lease is fully deductible as a business expense, even
when paid to a related party, if the lease was the result of an arm’s length
transaction when originally established and the payments represent fair
consideration for the use of the property.

Summary

The Imerman case concerns the deductibility of rent payments made by a
partnership to its lessor, who was also the mother of the partners. The Tax Court
held that the full amount of rent paid, including the portion based on a percentage
of gross sales, was deductible as a business expense. The court reasoned that the
lease was a bona fide business arrangement established at arm’s length when
initially executed, and the subsequent payments represented fair consideration for
the use of the property, despite the family relationship. The Commissioner’s attempt
to characterize a portion of the rent as a gift was rejected.

Facts

Ella Imerman leased property to a partnership comprised of her children. The lease
agreement stipulated rent based on a percentage of the partnership’s gross sales.
This lease was a renewal of a lease originally entered into in 1938. In 1941, the
partnership’s business volume increased substantially, leading to significantly
higher rental payments to Ella under the percentage lease terms. The Commissioner
disallowed a portion of the rent deduction claimed by the partnership, arguing that
it exceeded a reasonable rental amount and constituted a gift.

Procedural History

The Commissioner of Internal Revenue disallowed a portion of the partnership’s rent
deduction. The Tax Court reviewed the Commissioner’s determination. The Tax
Court held in favor of the taxpayers, allowing the full rent deduction.

Issue(s)

Whether the partnership was entitled to deduct the full amount of rent paid to Ella
Imerman under the percentage lease, or whether a portion of the payment should be
disallowed as unreasonable or as a gift due to the familial relationship between the
partners and the lessor.

Holding

Yes, the partnership was entitled to deduct the full amount of rent paid because the
lease agreement was a bona fide business arrangement established at arm’s length
when initially executed, and the payments represented fair consideration for the use
of the property.
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Court’s Reasoning

The Tax Court emphasized that the lease was a renewal of an agreement originally
entered into in 1938. At that time, there was no suggestion of any gift element. The
court noted that the percentage-based rent structure was a common business
practice and that the increase in rental payments was a direct result of the
partnership’s increased business volume. The court found that the Commissioner
failed to demonstrate that any part of the payments was anything other than rent.
The court stated, “There is nothing in the schedule of rents when originally fixed
suggesting any element of gift, and it is our conclusion, from the evidence of record,
that the character of the payments did not change when the lease was renewed on
January 2, 1941. The full amount paid by the partnership as rent under the lease is
deductible under the statute, and the respondent was in error in disallowing any
portion thereof.” The Tax Court distinguished this case from situations where the
facts might suggest a gift at the time of lease renewal. The absence of such evidence
was crucial to the court’s decision.

Practical Implications

The Imerman case provides important guidance on the deductibility of rental
payments in related-party transactions. It clarifies that percentage leases are
acceptable and that an increase in rent due to business growth does not
automatically render the payments unreasonable. To ensure deductibility, the initial
lease agreement should be commercially reasonable and reflect an arm’s length
transaction. Later cases applying Imerman often focus on whether the terms of the
original agreement were fair and reasonable when established and whether there
was a business purpose for the lease, not solely tax avoidance. This ruling highlights
the importance of documenting the business rationale behind related-party leases to
withstand scrutiny from the IRS. It also suggests that a subsequent increase in
payments based on a pre-existing formula is likely to be upheld, provided the
original agreement was bona fide.
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