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22 T.C. 1386 (1954)

Payments  made  under  a  “Lease  and  Option  to  Purchase”  agreement  are  not
deductible  as  rent  if  the  payments  are,  in  substance,  acquiring  equity  in  the
property.

Summary

The United States Tax Court addressed whether payments made under a “Lease and
Option to  Purchase”  agreement  were  deductible  as  rent,  or  were,  in  actuality,
payments toward acquiring an equity in the property. Breece Veneer and Panel
Company entered into an agreement with the Reconstruction Finance Corporation
(R.F.C.)  to  lease  property  with  an  option  to  purchase.  The  IRS disallowed the
deduction of the payments as rent.  The court held that the payments were not
deductible as rent because Breece was acquiring an equity in the property. This case
provides a useful framework for distinguishing between a lease and a conditional
sale, with practical implications for business owners and tax professionals.

Facts

Breece Veneer and Panel Company (Breece) leased property from the R.F.C. under a
“Lease and Option to Purchase” agreement. Under the agreement, Breece made
monthly payments characterized as rent, totaling $100,000 over five years, after
which it had the option to purchase the property for $50,000. The agreement also
included the payment of taxes and insurance by Breece. The R.F.C. had previously
attempted to sell the property at a higher price. Breece exercised the option to
purchase the property at the end of the lease period. During the lease period, the
R.F.C. also applied excess rental payments from another tenant towards Breece’s
rent. Breece’s net worth increased significantly during the lease term.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Breece’s income
tax, disallowing the deduction of the lease payments as rent. Breece petitioned the
United States Tax Court to challenge this determination.

Issue(s)

1. Whether payments made under a “Lease and Option to Purchase” agreement are
deductible  as  rent  under  Internal  Revenue  Code  section  23(a)(1)(A),  or  are
considered payments towards acquiring an equity in the property?

Holding

1. No, the payments were not deductible as rent because Breece was acquiring an
equity in the property.
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Court’s Reasoning

The court examined whether the payments were solely for the use of the property or
were also building equity. It cited cases like Chicago Stoker Corporation, which
stated, “if payments are large enough to exceed the depreciation and value of the
property and ‘thus give the payor an equity in the property,’ it is less of a distortion
of income to regard the payments as purchase price and allow depreciation on the
property, than to offset the entire payment against the income of 1 year.” The court
considered multiple factors: the total payments, the relatively small purchase price
at the end, and the intent of the parties. It noted that the R.F.C. was essentially
selling the property. The court emphasized that even though the agreement used the
term “rent”, the economic substance of the transaction indicated that Breece was
acquiring an equity in the property through the payments. The court pointed out
that the “rental” payments were a factor in establishing the final purchase price and
the agreement’s insurance provisions also supported the finding that Breece was
acquiring equity.  The court  also referenced the course of  conduct between the
parties, particularly Breece’s early indication of its intent to exercise the option.

Practical Implications

This case is crucial for businesses and tax practitioners dealing with “Lease and
Option to Purchase” agreements. It emphasizes that the substance of a transaction,
not just its form or terminology, determines its tax treatment. Specifically, this case
should guide analysis of similar situations. Courts will look beyond labels like “rent”
to  determine  if  payments  are  actually  building  equity.  Factors  such  as  the
relationship between the payments and the final purchase price, the property’s fair
market value, and the intent of the parties are critical. Businesses structuring these
agreements should ensure that the economic substance aligns with the desired tax
treatment. Any arrangement where payments significantly contribute to ownership
should be structured as a sale or financing arrangement, rather than attempting to
deduct the payments as rental expense. This case is a precursor of the “economic
realities” doctrine in tax law, and how courts assess the substance of transactions.


