Penn v. Commissioner, 51 T. C. 144 (1968)

Intrafamily transfers of property to trusts, where the grantor retains significant
control and the property is leased back to the grantor, do not qualify for rental
deductions under IRC Section 162(a).

Summary

In Penn v. Commissioner, Sidney Penn, a physician, constructed a medical building
and transferred it to trusts for his children’s benefit, while retaining control as the
sole trustee. He then paid himself “rent” for using the building in his practice. The
IRS disallowed these rental deductions, arguing that Penn retained ownership and
control over the property. The Tax Court agreed, holding that the transfers lacked
economic substance and were merely tax avoidance schemes. The court emphasized
that for rental deductions to be valid, the property must be transferred to a new,
independent owner, and the rental payments must be reasonable and at arm’s
length.

Facts

Sidney Penn, an ophthalmologist, built a medical building in 1960 for his practice. In
1961, he and his wife transferred the building to eight trusts for their four minor
children, with Sidney as the sole trustee. The trusts were set to terminate in 1975,
but Sidney could end them earlier. Sidney continued using the building for his
practice, paying “rent” to the trusts from 1961 to 1963, which he deducted on his
tax returns. The payments totaled $9,000 annually, exceeding the stipulated fair
rental value of $7,200. In 1963, Sidney and his wife transferred their reversionary
interests in the property to their children.

Procedural History

The IRS disallowed the rental deductions and issued a deficiency notice. Sidney and
his wife petitioned the U. S. Tax Court, which upheld the IRS’s decision, ruling that
the payments did not qualify as deductible rent under IRC Section 162(a).

Issue(s)

1. Whether Sidney Penn and his wife were entitled to deduct payments made to the
trusts as rent under IRC Section 162(a) for the years 1961, 1962, and 1963.

2. Whether the conveyance of their reversionary interests in 1963 allowed them to
deduct rent for the remainder of that year.

Holding

1. No, because the court found that Sidney retained significant control over the
property as the sole trustee, and the transfers lacked economic substance, making
the payments non-deductible rent.
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2. No, because even after the conveyance of reversionary interests, Sidney’s control
over the property remained substantial, and the payments were not at arm’s length
or reasonable in amount.

Court’s Reasoning

The court applied the principle from Helvering v. Clifford, focusing on whether
Sidney retained ownership of the property despite the legal transfer to the trusts.
The court noted Sidney’s extensive powers as trustee, including the ability to
terminate the trusts early, sell or lease the property, and use trust income for his
children’s benefit. The lack of a formal lease agreement and the irregular timing and
excess amount of the “rent” payments further indicated that Sidney maintained
control over the property. The court cited Van Zandt and White v. Fitzpatrick, which
held that intrafamily transfers without a complete divestiture of control do not
qualify for rental deductions. The court distinguished cases like Skemp and Brown,
where independent trustees were involved, emphasizing that Sidney’s control over
the trusts made the transaction a sham for tax purposes.

Practical Implications

This decision underscores the importance of genuine divestiture of control in
intrafamily property transfers and leasebacks for tax purposes. Practitioners should
ensure that clients transferring property to trusts do not retain significant control
over the property if they intend to claim rental deductions. The case also highlights
the need for arm’s-length transactions and reasonable rental payments. Subsequent
cases have followed this ruling, reinforcing the principle that tax avoidance schemes
involving intrafamily transfers will be closely scrutinized. Attorneys advising on such
arrangements should be cautious about structuring transactions that could be seen
as lacking economic substance.
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