Leslie Co. v. Commissioner, 64 T. C. 247 (1975)

A sale and leaseback transaction does not qualify as a like-kind exchange under
Section 1031 if the leasehold lacks separate capital value and the transaction is a
bona fide sale.

Summary

Leslie Co. constructed a new facility and entered into a sale and leaseback
agreement with Prudential. The agreement set a maximum sale price of $2. 4
million, which was the property’s fair market value upon completion. Leslie Co.
incurred construction costs of $3. 187 million but sold the property for $2. 4 million,
claiming a loss. The court held that this was a bona fide sale and not a like-kind
exchange under Section 1031 because the leasehold did not have separate capital
value. The decision emphasized the necessity of an exchange for Section 1031 to
apply and clarified that the leasehold’s value to Leslie Co. did not transform the
transaction into an exchange. This ruling impacts how similar transactions should be
analyzed for tax purposes.

Facts

Leslie Co. , a New Jersey corporation, decided to move its operations from
Lyndhurst to Parsippany and purchased land for a new facility in 1967. Unable to
secure traditional financing, Leslie Co. entered into a sale and leaseback agreement
with Prudential Insurance Co. of America. The agreement stipulated that upon
completion of the facility, Leslie Co. would sell the property to Prudential for $2. 4
million, the lower of the actual cost or this amount, and lease it back for 30 years at
a net rental of $190,560 annually. The facility was completed in 1968 at a total cost
of $3. 187 million, and Leslie Co. sold it to Prudential for $2. 4 million, claiming a
loss of $787,414 on its tax return.

Procedural History

The Commissioner of Internal Revenue disallowed Leslie Co. ‘s claimed loss, treating
it as a cost of obtaining the lease to be amortized over 30 years. Leslie Co.
petitioned the United States Tax Court, which ruled in favor of Leslie Co. , holding

that the transaction was a bona fide sale and not a like-kind exchange under Section
1031.

Issue(s)

1. Whether the sale and leaseback of the property by Leslie Co. constituted an
exchange of property of a like kind within the meaning of Section 1031(a).

Holding

1. No, because the transaction was a bona fide sale and not an exchange under
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Section 1031. The leasehold did not have separate capital value, and the sale price
and lease rental were for fair value, indicating no exchange occurred.

Court’s Reasoning

The court found that for Section 1031 to apply, an exchange must occur, defined as
a reciprocal transfer of property, not merely a sale for cash. Leslie Co. sold the
property to Prudential for $2. 4 million, which was the fair market value, and the
leasehold did not have separate capital value. The court noted that the leaseback
was integral to the transaction but did not constitute part of the consideration for
the sale. The court also highlighted that the lease rental was comparable to the fair
rental value of similar properties, further supporting the conclusion that the
leasehold had no capital value. The court rejected the Commissioner’s argument
that the difference between the cost and sale price should be attributed to the
leasehold’s value, emphasizing that the leasehold’s value to Leslie Co. did not
transform the transaction into an exchange. Dissenting opinions argued that the
transaction should be viewed as an integrated whole, with the excess costs
attributed to the leasehold interest, but the majority held firm on the distinction
between a sale and an exchange.

Practical Implications

This decision clarifies that a sale and leaseback transaction will not be treated as a
like-kind exchange under Section 1031 if the leasehold lacks separate capital value.
Practitioners must carefully evaluate whether a leasehold in a sale and leaseback
has independent value to determine if Section 1031 applies. The ruling impacts how
businesses structure financing arrangements and report losses for tax purposes. It
also underscores the importance of distinguishing between sales and exchanges,
influencing how similar cases are analyzed. Subsequent cases, such as Jordan Marsh
Co. v. Commissioner, have further explored this distinction, though Leslie Co.
remains a key precedent in this area of tax law.
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