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Smith v. Commissioner, 51 T. C. 429 (1968)

Lease payments may be considered part of the purchase price when the substance
of the agreement indicates a purchase transaction rather than a lease.

Summary

Norman and Barbara Smith entered into an agreement to purchase a business and
property with an option to buy the property by June 1, 1962. The lease allowed 40%
of the rental payments to be credited towards the purchase price upon exercising
the option. The Tax Court held that the 40% of the rental payments made before
June 1, 1962, were part of the purchase price, not rent, due to the substance of the
agreement being a purchase. Conversely, for another property with a 5-year lease
and an option to purchase,  the entire rental  payments were deductible as rent
because the substance of that agreement was a lease. The court also determined the
depreciation basis and useful life for the purchased property’s improvements.

Facts

In September 1959, Norman and Barbara Smith agreed to purchase a business and
sublease the Perrin property, which included an option to buy the property by June
1, 1962. The lease provided that 40% of the rental payments would be credited
towards  the  purchase  price  upon exercising the  option.  In  February  1962,  the
Smiths leased the Neff property for 5 years with an option to purchase, where 25%
of the rental payments could be credited towards the purchase price. On May 31,
1962, the Smiths exercised the option to purchase the Perrin property for $99,178.

Procedural History

The  Commissioner  of  Internal  Revenue  determined  deficiencies  in  the  Smiths’
income  taxes  for  1962  and  1963,  disallowing  portions  of  their  claimed  rental
deductions and adjusting their depreciation deductions. The Smiths petitioned the
Tax Court for a redetermination of these deficiencies. The Tax Court reviewed the
case and issued its decision on December 18, 1968.

Issue(s)

1.  Whether  40% of  the  monthly  payments  made  by  the  Smiths  for  the  Perrin
property from January to May 1962 should be deductible as rent or considered part
of the purchase price.
2. Whether 25% of the rental payments for the Neff property for 1962 and 1963
should be deductible as rent or considered as an amount paid to obtain an option to
purchase.
3. Whether the advance payment for the last year’s rent on the Neff property should
be deductible in 1962.
4. What is the proper amount of depreciation deductible by the Smiths for the Perrin
property in 1962 and 1963?
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Holding

1. No, because the substance of the agreement was that the Smiths were purchasing
the Perrin property, and they were required to exercise the option by June 1, 1962.
2. Yes, because the substance of the agreement for the Neff property was a lease,
and there was no requirement to purchase the property.
3. No, because advance rental payments are only deductible in the year to which
they apply.
4. The cost basis of the improvements on the Perrin property was determined to be
$30,933 with a useful life of 10 years.

Court’s Reasoning

The Tax Court focused on the substance of the agreements rather than their form.
For the Perrin property, the court found that the agreement with the Weavers was in
substance a purchase, as it required the Smiths to exercise the option by June 1,
1962.  The  court  cited  cases  like  Oesterreich  v.  Commissioner  and  Kitchin  v.
Commissioner to support its stance that the substance of the transaction governs
whether payments are rent or part of the purchase price. For the Neff property, the
court held that the payments were rent because the lease did not require the Smiths
to  purchase  the  property,  and  the  option  to  buy  was  contingent  on  additional
payments.  The  court  also  rejected  the  Smiths’  approach  to  determining  the
depreciation basis of the Perrin property’s improvements, instead relying on the
testimony of the Commissioner’s expert witness to allocate the cost between land
and improvements and determine the useful life of the improvements.

Practical Implications

This  decision  emphasizes  the  importance  of  analyzing  the  substance  of  lease
agreements  with purchase options when determining tax deductions.  Taxpayers
must  carefully  review  their  agreements  to  understand  whether  payments  are
effectively part of a purchase price or true rental payments. The ruling impacts how
businesses structure their lease agreements to optimize tax benefits, particularly
when dealing with properties that include purchase options. Practitioners should
advise  clients  to  consider  the  economic  realities  and  obligations  under  such
agreements,  as  these factors  can significantly  affect  tax  treatment.  Subsequent
cases, such as Karl R. Martin, have continued to apply this principle, reinforcing the
need to assess the true nature of transactions beyond their contractual labels.


