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22 T.C. 1332 (1954)

When a corporation leases property from a related party (e.g., a corporation whose
shareholders are also shareholders of the lessee corporation), the deductibility of
rental payments is limited to what would be considered reasonable rent in an arm’s-
length transaction.

Summary

The United States Tax Court addressed the issue of whether Ray’s Clothes, Inc.
could deduct the full  amount of rent paid under a percentage lease to a lessor
corporation whose controlling stockholders were also the sole stockholders of Ray’s
Clothes, Inc. The Commissioner of Internal Revenue disallowed a portion of the
deductions, arguing that the rent exceeded what would be considered reasonable in
an arm’s-length transaction. The court held that while the percentage rent was
reasonable from January 1, 1948, onward, for the period before that date, the rental
payments were limited by the terms of a prior lease. The court applied the principle
that in related-party transactions, the deductibility of expenses is determined by
what a non-related party would have paid under similar circumstances.

Facts

Ray’s Clothes, Inc. (petitioner) was a New York corporation engaged in retail men’s
clothing sales, with its principal place of business in Niagara Falls. Petitioner’s stock
was wholly owned by Samuel David and Edward I. Seeberg. Before incorporating,
David and Seeberg operated the business as a partnership. The partnership leased
the business property under a lease expiring January 1, 1948, for $6,000 per annum.
In 1945, the property owner offered to sell the property, and David and Seeberg
sought advice. They formed 1901 Main Street, Inc. (lessor) to purchase the property,
with stock ownership by David, Seeberg, and Seeberg’s wife. The lessor then leased
the property to the newly incorporated Ray’s Clothes, Inc., for a term of ten years
with  rent  at  6%  of  gross  sales,  with  a  $10,000  minimum.  The  Commissioner
disallowed a portion of the rent deductions claimed by the petitioner, arguing that
the payments were not “required” under the law because they were made to a
related party.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the petitioner’s
income tax for fiscal years 1947 through 1950. The deficiencies were primarily due
to  the  disallowance  of  portions  of  the  rent  expense  deductions.  The  petitioner
contested these determinations, leading to the present case in the United States Tax
Court.

Issue(s)

1. Whether the Commissioner erred in disallowing as a deduction under Section
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23(a)(1)(A) of the 1939 Internal Revenue Code a portion of the rent paid under a
percentage lease to a lessor corporation, whose controlling stockholders were the
sole stockholders of the petitioner.

Holding

1. Yes, the Commissioner erred in disallowing the full rent deduction for the fiscal
years 1949 and 1950, because from January 1, 1948, the percentage rental was
deemed  reasonable  under  the  circumstances.  However,  the  Commissioner  was
correct in disallowing the deduction of rental payments above $6,000 per annum for
the period from July 1,  1946, through December 31, 1947, because during this
period, the old lease was still valid.

Court’s Reasoning

The court noted that because the lessor and lessee corporations had identical or
nearly identical stockholders, their dealings were not at arm’s length. Therefore, the
court had to determine what rental the petitioner would have been “required” to pay
in an arm’s-length transaction to meet the requirements of Section 23(a)(1)(A) of the
1939  Internal  Revenue  Code.  The  court  considered  the  advice  of  real  estate
professionals and found that the percentage rent was fair  and reasonable from
January  1,  1948.  The  court  emphasized  expert  testimony  confirming  the
reasonableness of the percentage lease terms, considering the business property’s
prime location, local market conditions, and comparable rental rates in the area. The
Court found that the rental payment was fair and reasonable from and after January
1, 1948. However, for the period from July 1, 1946, to December 31, 1947, the Court
determined that the petitioner was bound by its prior lease calling for rent of $6,000
per year because the original lease had not yet expired. The court reasoned that,
absent  a  termination  clause,  the  new  corporation  should  have  waited  to  take
advantage of the new lease until the end of the old one.

“Or, to phrase it somewhat differently, it must be determined what rental petitioner,
had it dealt at arm’s length with a stranger, would have been “required” to pay “as a
condition to the continued use or possession” of the property.”

Practical Implications

This case is essential for understanding how the IRS and the courts will scrutinize
related-party  transactions,  especially  those  involving rental  payments.  Attorneys
advising businesses should consider these practical points:

When a company leases property from a related party, the terms of the lease
should be justifiable as if negotiated at arm’s length.
It’s critical to document the process by which rental rates are determined,
including obtaining appraisals or expert opinions on fair market value.
If the rental rates are favorable to the related party, it may raise an IRS audit
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risk.
Existing leases should be carefully reviewed before entering into new ones
with related parties.
Be prepared to demonstrate that the related-party rental payments are
comparable to rates in the local market for similar properties.

This case has also been cited in later rulings and cases that address the deductibility
of business expenses, particularly the “ordinary and necessary” requirement of the
Internal Revenue Code. This case helps attorneys, accountants, and business owners
navigate  the  complexities  of  tax  law,  especially  in  cases  where  related-party
transactions could be perceived as attempts to improperly reduce tax liabilities.


