16 T.C. 469 (1951)

A sublease between a corporation and a controlling shareholder’s spouse, lacking a
legitimate business purpose and primarily designed to redistribute income within a
family to avoid corporate taxes, may be disregarded for income tax purposes, with
the income attributed back to the corporation and treated as a dividend to the
spouse.

Summary

58th Street Plaza Theatre, Inc. (Plaza) sought deductions for leasehold amortization
after purchasing a lease from its principal stockholder, Brecher. The IRS disallowed
these deductions and treated payments to Brecher as dividends. Simultaneously,
Plaza subleased its theater to Brecher’s wife, Jeannette, who reported the income.
The IRS reallocated this income to Plaza and treated it as a dividend to Jeannette.
The Tax Court addressed whether the lease purchase was bona fide, whether the
sublease should be recognized for tax purposes, and several other deduction and
credit issues. The court upheld the IRS’s determination regarding the sublease but
sided with the taxpayers on the lease purchase.

Facts

Brecher, a theater operator, leased property and built the Plaza Theatre. He then
formed Plaza and subleased the theater to it. When the property was sold, Brecher
negotiated a new 20-year lease. Plaza operated the theater under an oral agreement
with Brecher. Later, Brecher sold the lease to Plaza for $200,000. Subsequently,
Plaza subleased the theater to Jeannette, Brecher’s wife and a minority shareholder,
while Brecher and their children held the majority of the stock. The sublease
required Jeannette to pay a fixed rental, a percentage of box office receipts, and a
portion of profits. Jeannette hired Brecher to manage the theater. In 1943, Jeannette
reported a profit from the theater’s operation.

Procedural History

The Commissioner of Internal Revenue determined deficiencies against Plaza,
Brecher, and Jeannette, challenging the lease amortization deductions, the
characterization of payments to Brecher, and the recognition of the sublease to
Jeannette. The taxpayers petitioned the Tax Court for review.

Issue(s)

1. Whether Plaza is entitled to deductions for amortization of the leasehold
acquired from Brecher.

2. Whether payments to Brecher for the lease constituted dividends or long-term
capital gains.

3. Whether the income from the theater’s operation under the sublease to
Jeannette is taxable to Plaza and as a dividend to Jeannette.
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Holding

1. Yes, because the sale of the lease by Brecher to Plaza was bona fide.

2. Long-term capital gains, because the sale was bona fide and the amounts
received were part of the purchase price.

3. Yes, taxable to Plaza as income, and to Jeannette as a dividend, because the
sublease lacked a business purpose and was designed to redistribute income
within the family for tax avoidance.

Court’s Reasoning

The court found the sale of the lease from Brecher to Plaza to be a legitimate
transaction. Plaza did not already beneficially own the lease, and the price paid was
fair. Therefore, Plaza was entitled to amortize the lease cost, and Brecher properly
reported capital gains. However, the sublease to Jeannette was deemed a sham. The
court emphasized that family transactions must be closely scrutinized. The sublease
served no legitimate business purpose for Plaza. Instead, it was designed to shift
income to Jeannette, who was in a lower tax bracket, thereby avoiding Plaza’s excess
profits tax. The court found that “[m]otives other than the best interest of Plaza
motivated the sublease to Jeannette.” Because Jeannette received and used the
money, it was deemed a dividend. The court cited Lincoln National Bank v. Burnet,
63 Fed. (2d) 131 to support the dividend treatment.

Practical Implications

This case underscores the importance of establishing a legitimate business purpose
for transactions between related parties, particularly in the context of closely held
corporations. Subleases or other arrangements lacking economic substance,
designed solely to shift income within a family group to minimize taxes, will likely be
disregarded by the IRS. Attorneys advising clients on tax planning must ensure that
such transactions have a clear business justification and are conducted at arm’s
length. This case also illustrates the broad authority of the IRS and the courts to
reallocate income to reflect economic reality, even when formal legal structures are
in place. Later cases have cited this ruling when analyzing similar attempts to shift
income within families or controlled entities. It reinforces the principle that the
substance of a transaction, rather than its form, will govern its tax treatment.
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