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Florida Farm Bureau Federation v. Commissioner, 65 T. C. 1118 (1976);
1976 U. S. Tax Ct. LEXIS 146

Only the portion of rental expenses allocable to taxable income from debt-financed
property can be deducted when calculating unrelated business taxable income.

Summary

Florida Farm Bureau Federation, an agricultural organization exempt under IRC §
501(c)(5), owned an office building financed by debt and leased 90% of it to an
insurance  company.  The  key  issue  was  whether  the  organization  could  deduct
expenses related to the non-taxable portion of the building’s rental income. The Tax
Court held that only 76. 04% of the rental expenses were deductible, corresponding
to the ratio of acquisition indebtedness to the adjusted basis of the building, as per
IRC § 514. The decision clarified that expenses allocable to exempt income cannot
be used to offset taxable income from other sources, reflecting Congress’s intent to
limit tax advantages from debt-financed property.

Facts

Florida Farm Bureau Federation,  exempt from federal  income tax under IRC §
501(c)(5), owned an office building acquired through a debt-financed transaction.
Ninety percent of the building was leased to Southern Florida Farm Bureau Casualty
Insurance Co. , while the organization used the remaining ten percent as its state
headquarters. For the taxable year ending October 31, 1970, the building generated
rental income, with the debt-to-adjusted-basis ratio being 76. 04%. The issue arose
regarding  the  deductibility  of  building  rental  expenses  in  calculating  unrelated
business taxable income.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the petitioner’s
federal income tax for the fiscal year ending October 31, 1970. The petitioner filed a
petition with the U. S. Tax Court to contest this determination. The Tax Court heard
the case and issued its opinion on March 16, 1976.

Issue(s)

1. Whether Florida Farm Bureau Federation is entitled to deduct expenses allocable
to the nontaxable portion of the rent received from the lease of the office building
under IRC §§ 512 and 514.

Holding

1. No, because IRC §§ 512 and 514 limit deductions to the percentage of expenses
corresponding to the taxable portion of the rental income, calculated based on the
debt-to-adjusted-basis ratio.
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Court’s Reasoning

The court applied IRC §§ 512 and 514 to determine that only the portion of rental
expenses directly connected to the taxable income from the debt-financed property
could  be deducted.  The court  emphasized that  IRC §  512(b)(3)  and (4)  clearly
exclude deductions for expenses related to the exempt portion of the rental income.
The  decision  was  influenced  by  the  legislative  history  of  the  business  lease
provisions, which aimed to curb the use of tax-exempt status to accumulate rental
property through sale-leaseback transactions. The court rejected the petitioner’s
reliance on the regulation at 26 C. F. R. § 1. 514(a)-2(c)(2), as it only pertains to the
deductible expenses calculated under the statutory formula and does not extend to
expenses  related  to  exempt  income.  The  court  reserved  judgment  on  the
applicability of IRC § 265, which generally disallows deductions for expenses related
to tax-exempt income, as the case was resolved on other grounds.

Practical Implications

This decision impacts how exempt organizations calculate their unrelated business
taxable  income,  particularly  regarding expenses  from debt-financed property.  It
clarifies that expenses must be allocated strictly according to the statutory formula,
with only the taxable portion of rental income generating deductible expenses. This
ruling may affect tax planning for exempt organizations engaging in rental activities,
emphasizing  the  need  to  carefully  consider  the  tax  treatment  of  debt-financed
property.  Subsequent  cases  have  followed  this  interpretation,  reinforcing  the
principle that expenses related to exempt income cannot be used to offset other
taxable income, aligning with Congress’s intent to limit tax advantages from such
transactions.


