Giumarra Bros. Fruit Co. v. Commissioner, 26 T.C. 311 (1956)

The cost of a leasehold interest, including amounts committed for improvements or
additional rent, is subject to amortization over the lease term if the obligation is
fixed and its amount determinable, even if the improvements are not yet made.

Summary

The case concerns whether Giumarra Bros. Fruit Co. could deduct for depreciation
or amortization of leasehold expenses, including a $250,000 commitment for
improvements or additional rent. The Tax Court held that the company could
amortize the expense over the initial lease term because the obligation to pay either
in cash or in improvements was fixed, and the amount was determinable. The court
also examined the reasonableness of the rental agreement, given the relationship
between the lessor and lessee, and found the rent to be fair. The court further
determined the amortization period based on the likelihood of lease renewal.

Facts

Giumarra Bros. Fruit Co. (petitioner) entered into a lease agreement with an
investment corporation. The lease, executed in April 1948, was for seven years and
eight months, with options for two ten-year renewals. The lease required petitioner
to spend $250,000 on improvements; if the full amount wasn’t spent on
improvements, petitioner had to pay the difference to the lessor as additional rent at
the lease’s end. As of the hearing, no part of the $250,000 had been paid. The IRS
disallowed deductions claimed by the petitioner for depreciation or amortization of
the leasehold expense.

Procedural History

The Commissioner of Internal Revenue (respondent) disallowed certain deductions
claimed by Giumarra Bros. Fruit Co. for depreciation or amortization of leasehold
expenses. The petitioner then challenged the IRS’s decision in the Tax Court. The
Tax Court sided with the petitioner in part, finding the amortization period to be
shorter than what the petitioner claimed, and allowed the deduction.

Issue(s)

1. Whether the petitioner’s obligation to make improvements, or pay additional
rent, was contingent, and if so, whether it could be amortized over the lease
term.

2. Whether, given the relationship between the lessor and lessee, the overall rent
was excessive and unreasonable.

3. Whether the petitioner was entitled to a deduction for accrued accounting fees
for the services of Samuel C. Cutler.

Holding
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1. No, the obligation was not contingent, and amortization was permissible
because the obligation to pay either in cash or in improvements was fixed both
as to liability and amount.

2. No, the rent was found to be fair and reasonable, even considering the related
parties.

3. No, the petitioner was not entitled to the deduction for the accounting fees.

Court’s Reasoning

The court first addressed the nature of the obligation for the improvements or
additional rent. It found that the obligation was not contingent because even if
Giumarra Bros. did not make the improvements, it was still absolutely bound to pay
to the lessor at the expiration of the lease the full amount called for or the difference
between such amount and that actually so expended. The obligation was fixed as to
both liability and amount, making it accruable on the petitioner’s books. The court
quoted, “...upon execution of the lease, petitioner’s obligation to its lessor to make
the payment either in cash or in improvements or both became fixed both as to
liability and amount although the specific time to make such expenditure was
indefinite.” The court also held that “it makes no difference whether the accrued
obligation be considered as the purchase price of the leasehold interest or as
additional rental. In either event, it constituted consideration for the lease and, as
such, an aliquot part is deductible each year in amortization or depreciation
thereof.”

The court then examined the reasonableness of the rent, given the relationship
between the lessor and lessee. The court noted the qualified identity of interests
between the officers and stockholders of both entities required a critical
examination of the transaction to ensure it was reasonable. However, expert
testimony from a real estate agent supported the fairness and reasonableness of the
rent. Because the respondent did not introduce any countervailing evidence, the
court found the rent was reasonable and reflected arm’s-length negotiations.

Finally, the court considered whether the lease would likely be renewed. Based on
the facts, the court determined that there was reasonable certainty that the lease
would be renewed for the first 10-year period. The court did not find reasonable
certainty for the second renewal. Therefore, the court decided that the proper
period over which the amortization in question should be spread is 17 years 8
months.

Practical Implications

This case provides important guidance on the deductibility of leasehold
improvements and rental obligations, especially in related-party transactions. It
establishes that an obligation to spend money, either on improvements or as
additional rent, can be amortized over the lease term if the obligation is fixed and
the amount is determinable, even if the specific time to make such expenditure is
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indefinite. Legal professionals and businesses should consider:

 Carefully documenting the terms of a lease, particularly regarding
improvement obligations and payments, to establish the fixity and amount of
the obligations.

» Being prepared to demonstrate the reasonableness of rental agreements when
related parties are involved.

» Evaluating the likelihood of lease renewals to determine the appropriate
amortization period, which may extend beyond the initial term.

» Understanding that under the accrual method of accounting, obligations are
recognized when incurred, regardless of when payment is made.

This case also clarifies the importance of presenting evidence to support the
reasonableness of rental agreements, especially when there is a close relationship
between the lessor and the lessee. The court’s reliance on the expert testimony of a
real estate agent highlights the value of obtaining independent valuations or
assessments in such situations.
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