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Stanwick’s, Inc. v. Commissioner, 15 T.C. 556 (1950)

Rent payments exceeding what an unrelated party would pay in an arm’s-length
transaction are not deductible as ordinary and necessary business expenses when
paid to a closely  related individual  or  entity,  especially  when motivated by tax
avoidance.

Summary

Stanwick’s, Inc., a corporation wholly owned by Fred Alperstein, sought to deduct
rental  payments  made  to  Alperstein’s  wife,  Ruth,  under  a  percentage  lease
agreement.  The Tax Court disallowed the deduction for the portion of  the rent
exceeding what was reasonable,  finding that the lease was not an arm’s-length
transaction and was primarily motivated by tax avoidance. The court further held
that the excessive rent paid to the wife was taxable to Alperstein as a constructive
dividend.

Facts

Fred Alperstein owned all the stock of Stanwick’s, Inc. Stanwick’s, Inc. operated its
business on property that Alperstein leased from unrelated parties. The corporation
paid Alperstein rent, though there was no written lease. Alperstein then arranged
for his wife,  Ruth,  to lease the property from the owners,  and Stanwick’s,  Inc.
entered  into  a  new  lease  with  Ruth  based  on  6%  of  gross  sales,  which  was
significantly  higher than the fixed rent  previously  paid.  There was no business
necessity for the new lease; Alperstein admitted he changed the lease terms to
reduce his tax liability.

Procedural History

The Commissioner of Internal Revenue disallowed Stanwick’s, Inc.’s deduction for
the portion of rental payments exceeding the reasonable rent and determined a
deficiency in  Alperstein’s  individual  income tax.  Stanwick’s,  Inc.  and Alperstein
petitioned the Tax Court for a redetermination of the deficiencies.

Issue(s)

1. Whether Stanwick’s, Inc. is entitled to deduct the full amount of rental payments
made to Ruth Alperstein under the percentage lease agreement as ordinary and
necessary  business  expenses  under  Section 23(a)(1)(A)  of  the  Internal  Revenue
Code.
2. Whether the excessive portion of the rent payments made by Stanwick’s, Inc. to
Ruth Alperstein is taxable income to Fred Alperstein.

Holding

1. No, because the portion of the rent exceeding what would be paid in an arm’s-



© 2025 SCOTUSreports.com. All rights reserved. | 2

length transaction is not an ordinary and necessary business expense when paid to a
related party primarily for tax avoidance purposes.
2. Yes, because Alperstein controlled the income of Stanwick’s, Inc. and directed the
excessive payments to his wife for his benefit.

Court’s Reasoning

The court emphasized that while taxpayers have the right to structure their business
as they see fit, transactions between related parties, especially those designed to
reduce taxes, are subject to close scrutiny. It determined that the lease agreement
between Stanwick’s, Inc. and Ruth Alperstein was not an arm’s-length transaction.
Key  factors  included  the  lack  of  business  necessity  for  the  new  lease,  the
significantly higher rent under the percentage lease, and Alperstein’s admission that
the  arrangement  was  motivated  by  tax  avoidance.  The  court  stated  that  the
payments were “superficial, artificial, and not an arm’s length transaction between
people having different interests dealing for some genuine business purpose. It was
lacking in reality and was merely a device to reduce taxes.”  The court  further
reasoned  that  the  excessive  rent  payments  to  Alperstein’s  wife  constituted  a
constructive dividend to Alperstein, as he controlled the corporation and directed
the payments for his own benefit, quoting *Harrison v. Schaffner, 312 U. S. 579;
Helvering v. Horst, 311 U. S. 112*.

Practical Implications

This case reinforces the principle that transactions between related parties must be
carefully scrutinized by the IRS. It serves as a reminder that the deductibility of rent
payments can be challenged if the payments are deemed unreasonable or primarily
motivated by tax avoidance rather than legitimate business purposes. Practitioners
must advise clients to document the reasonableness of rental arrangements with
related parties, considering factors such as comparable market rents, the business
necessity of the lease, and the arm’s-length nature of the negotiation. Subsequent
cases cite *Stanwick’s* as an example of a transaction lacking economic substance
and  primarily  driven  by  tax  considerations.  It  highlights  the  importance  of
contemporaneous documentation to support the business purpose of related-party
transactions.


