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W.H. Armston Co. v. Commissioner, 12 T.C. 539 (1949)

A purported sale and leaseback of assets will be disregarded for tax purposes, and
rental  expense deductions will  be disallowed,  if  the transaction lacks economic
substance and serves only as a mechanism for distributing corporate earnings.

Summary

W.H. Armston Co. sought to deduct rental payments made to Catherine Armston for
equipment that the company purportedly sold to her and then leased back. The Tax
Court disallowed the deduction, finding that the sale-leaseback lacked economic
substance. Catherine Armston, a major shareholder, used funds derived from the
purported  rental  payments  to  repay  the  loan  she  took  out  to  purchase  the
equipment.  The court concluded that the arrangement was merely a scheme to
distribute  corporate  earnings  as  taxable  income  to  Mrs.  Armston,  and  the
corporation never truly relinquished control or ownership of the equipment.

Facts

W.H. Armston Co.,  a  construction company,  owned heavy equipment.  Catherine
Armston owned 60% of the company’s stock, and her husband owned the remaining
40%. The company’s working capital was low. To improve the financial situation, the
Armstons devised a plan: Catherine would “purchase” equipment from the company,
which would then lease it back from her at the OPA ceiling rate. Catherine borrowed
money to buy the equipment. The company then made rental payments to Catherine,
which she used to repay her loan. The Tax Court found the corporation essentially
funded the purchase for Armston through these rental payments.

Procedural History

W.H.  Armston  Co.  deducted  the  rental  payments  on  its  tax  return.  The
Commissioner disallowed the deduction. The Tax Court upheld the Commissioner’s
determination,  finding  that  the  transaction  lacked  economic  substance.  The
Commissioner also assessed tax on Catherine Armston for rental income received.
Catherine Armston argued if the corporation could not deduct the payments then it
should be an overpayment to her, which the court denied.

Issue(s)

Whether the rental payments made by W.H. Armston Co. to Catherine Armston were
deductible as ordinary and necessary business expenses under Section 23(a)(1)(A) of
the Internal Revenue Code, where the payments were made pursuant to a sale-
leaseback arrangement.

Holding

No, because the purported sale and leaseback lacked economic substance, and the
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payments were, in effect, distributions of corporate earnings disguised as rental
expenses.

Court’s Reasoning

The court reasoned that the sale-leaseback transaction was not an isolated event but
an integral part of a single plan to assign corporate income to Mrs. Armston. The
court emphasized that Mrs. Armston used the rental payments to repay the loan she
obtained to purchase the equipment, effectively using the corporation’s earnings to
finance the transaction. The court stated, “The purported sale of the equipment to
Mrs. Armston and the leasing back of the property to the corporation were not
isolated transactions. They were, as planned, integral steps in a single transaction
and must be so considered here… So considered, we find it to be nothing more than
a mere assigning of  corporate  income to  her.”  The court  concluded that  W.H.
Armston Co. never truly relinquished control or ownership of the equipment, and
therefore, the rental payments did not constitute ordinary and necessary business
expenses but rather a distribution of corporate earnings.

Practical Implications

This case highlights the importance of economic substance in tax law. A transaction,
even if legally binding, will be disregarded for tax purposes if it lacks a genuine
business purpose and serves only to reduce tax liability. This case informs how sale-
leaseback arrangements are scrutinized. Taxpayers must demonstrate a legitimate
business purpose beyond tax avoidance. Later cases applying this ruling focus on
whether  the  transferor  retained effective  control  of  the  asset  and whether  the
transaction  significantly  altered  the  economic  positions  of  the  parties  involved.
Attorneys must advise clients that such arrangements are vulnerable to IRS scrutiny
if not structured carefully to reflect genuine economic reality. The case is often cited
as an example of the step-transaction doctrine, where a series of formally separate
steps are treated as a single transaction for tax purposes.


