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32 T.C. 711 (1959)

Rental  payments  made  under  an  agreement  with  an  option  to  purchase  are
considered ordinary income when received, not proceeds from the sale of property,
until the option to purchase is exercised.

Summary

The case involved a partnership renting equipment with an option to purchase. The
company treated rental payments as part of the sale price once the option was
exercised, aiming to classify the sale as depreciable property. The IRS disagreed,
classifying the pre-option payments as rental income. The Tax Court sided with the
IRS, holding that the character of the payments, whether rent or sale proceeds, is
determined by the agreement and intent of the parties at the time of the payments.
The court found that, until the option was exercised, the payments were intended
and treated as rent, not capital payments, and must be taxed as such in the years
received.  The  court  stressed  that  each  taxable  year  is  a  separate  unit  for  tax
purposes and that the accounting method does not change the character of the
payments.

Facts

E.L.  Lester & Company,  a partnership,  rented and sold air  specialty and other
equipment. Rental agreements included an option for the lessee to purchase the
equipment, with prior rental payments creditable towards the purchase price. The
company  maintained  records,  classifying  equipment  as  merchandise  or  rental.
During  the  tax  years  1952  and  1953,  the  company  sold  90  units  of  rented
equipment. Upon sale, the company reclassified prior rental payments as proceeds
from the sale of depreciable property. The company consistently reported rental
income and depreciation. For the fiscal years ending January 31, 1952 and 1953, the
company decreased the rental  income account by the amounts credited to that
account from the 90 units of equipment prior to their sale. The IRS determined that
the  rental  payments  were  ordinary  income  when  received,  increasing  the
petitioners’ income. The IRS adjusted the capital gains reported to reflect the rental
income and disallowed capital gains treatment on the reclassified rental income.

Procedural History

The Commissioner determined deficiencies in petitioners’ income tax for 1952 and
1953. Petitioners contested the adjustments made by the Commissioner to their
reported income and capital gains related to the rental and sale of equipment. The
case was brought before the United States Tax Court,  which was to determine
whether the amounts received before the exercise of  the purchase option were
rental income or part of the proceeds from the sale of property. The Tax Court
sustained the Commissioner’s determination.
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Issue(s)

1. Whether certain rental payments received by the company, a partnership, during
its fiscal years ending January 31, 1952, and 1953, which were allowed as a credit
against the option (purchase) price of rental equipment, are section 117(j) proceeds
from the sale of such rental equipment or are merely rental income from such
equipment prior to its sale.

Holding

1. No, the rental payments made before the exercise of the purchase option are not
section 117(j) proceeds from the sale of the rental equipment; they are merely rental
income until the option is exercised, at which point the final payment is considered a
capital payment.

Court’s Reasoning

The court’s reasoning focused on the nature of the payments made under the rental
agreements. The court stated, “the principle extending through them is that where
the “lessee,” as a result of the “rental” payment, acquires something of value in
relation to the overall transaction other than the mere use of the property, he is
building up an equity in the property and the payments do not therefore come within
the definition of rent.” The court emphasized the importance of the parties’ intent
and the substance of  the transaction.  The court  found that  until  the option to
purchase was exercised, the payments were rent. The court referenced prior case
law, particularly Chicago Stoker Corporation, 14 T.C. 441, which provided that when
payments at the time they are made have dual potentialities, they may turn out to be
payments of purchase price or rent for the use of the property. Ultimately, the court
found that the company was properly treating the rental payments as income when
they were paid, not as capital payments.

Practical Implications

This case is important for businesses and individuals who lease assets with purchase
options. It highlights the tax implications of rental payments before the purchase.
The case emphasizes that, for tax purposes, the character of payments depends on
the intention of the parties and the terms of their agreement. If a lease allows a
lessee to accumulate equity in the asset through rental payments, such payments
might be treated differently. For businesses, it may be important to structure lease
agreements to clearly define the nature of payments and the intent of the parties,
especially where the rental agreement includes an option to purchase. This case
underscores the principle that each tax year is a separate unit and the importance of
correctly accounting for rental payments versus sale proceeds in the year they are
received. It supports the IRS’s ability to scrutinize transactions to ensure the correct
application of tax law based on the substance of the agreement.
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