Zenith Sportswear Co., 10 T.C. 464 (1948)

When a corporation purchases a retiring shareholder’s stock and leasehold interest
in the same transaction, the court may reallocate the purchase price between the
stock and leasehold to determine the appropriate tax deductions.

Summary

Zenith Sportswear Co. sought to deduct a portion of a $40,000 payment made to a
former shareholder, Albala, as amortization of the leasehold interest Albala held.
The court analyzed the transaction and concluded that the $40,000 payment was
primarily for Albala’s stock, and only a small portion was for the leasehold. The
court reallocated the consideration, allowing a smaller deduction than Zenith had
claimed. The case highlights the importance of substance over form in tax law,
allowing the court to look beyond the labels given to transactions to determine their
true economic nature.

Facts

Joseph Barouch and Meyer Albala formed a partnership, Zenith Sportswear Co.,
which leased commercial space. The lease permitted the tenant to sublet to a
corporation to be formed, with the original tenants remaining liable. Zenith
Sportswear Co. incorporated, taking over the partnership’s business, with Barouch
and Albala each owning 50% of the stock. After a disagreement, they agreed to
separate, with one selling their stock and interest in the lease to the corporation. A
bidding process was used to determine the price. Zenith, through Barouch, bid
$40,000, and paid Albala $109,504.22, consisting of the $40,000 plus the calculated
value of his stock. Zenith sought to amortize the $40,000 over the remaining term of
the lease. The IRS disallowed the deductions, arguing the payment was primarily for
stock.

Procedural History

The IRS determined tax deficiencies, disallowing deductions claimed by Zenith.
Zenith contested the deficiencies in the U.S. Tax Court, arguing the $40,000 was a
legitimate payment for the leasehold interest. The Tax Court sided with the IRS,
reallocating the payment and denying a substantial portion of the deduction
claimed.

Issue(s)

1. Whether Zenith Sportswear Co. was entitled to deduct $12,500 and $27,500 as
amortization of the $40,000 payment to Albala for his one-half interest in a
leasehold.

2. Whether Zenith Sportswear Co. was entitled to deduct $15,000 as salary allegedly
paid to Albala.
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Holding

1. No, because the court reallocated the consideration, finding most of the payment
was for the stock, not the leasehold, and the payment for the lease was unrealistic.

2. No, because there was no evidence that salary was ever paid, accrued, or
deducted.

Court’s Reasoning

The court examined the substance of the transaction rather than its form. The court
found the $40,000 payment for the leasehold was unrealistic, considering factors
such as the short remaining lease term, the high profitability of the business, and
the lack of goodwill valuation in determining net worth. The court stated “the sale of
the stock and the sale of the one-half interest in the leasehold ‘must be treated as
parts or steps in a single transaction'” and determined the substance was primarily a
payment for the stock. Therefore, the court reallocated a small portion of the
$40,000 to the leasehold, and the remainder to the stock purchase. The court also
denied the salary deduction, finding no evidence of an actual salary payment.

Practical Implications

The case highlights the importance of properly structuring transactions and
accurately valuing assets for tax purposes. When buying out a shareholder who also
holds an interest in a lease or other asset, carefully document the allocation of
purchase price to avoid potential disputes with the IRS. The court will look beyond
the form of the transaction to its substance, considering factors such as the fair
market value of the assets, the overall economic reality, and the parties’ intent.
Businesses must consider potential goodwill when determining net worth and the
allocation of payments made in corporate transactions. Later cases will likely follow
this approach, emphasizing that allocations must be realistic.
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