Rice’s Toyota World, Inc. v. Commissioner, 81 T. C. 184 (1983)

A transaction entered into solely for tax avoidance, lacking economic substance, is a
sham and disregarded for federal income tax purposes.

Summary

Rice’s Toyota World, Inc. entered a purchase-and-leaseback arrangement for a used
IBM computer, aiming to claim tax deductions. The transaction, financed largely by
nonrecourse debt, was challenged by the Commissioner as a tax-avoidance scheme.
The Tax Court held that the transaction lacked economic substance, as the
computer’s residual value was insufficient to justify the investment, and the primary
purpose was tax avoidance. Consequently, the court disallowed the deductions,
emphasizing the need for genuine business purpose or economic substance in
transactions to be recognized for tax benefits.

Facts

Rice’s Toyota World, Inc. (Rice Toyota) entered into a purchase-and-leaseback
agreement with Finalco, Inc. , a computer leasing corporation, in February 1976.
Rice Toyota purchased a 6-year-old IBM computer system for $1,455,227, with a
$250,000 down payment and the balance financed through nonrecourse notes.
Simultaneously, Rice Toyota leased the computer back to Finalco for 8 years at a
monthly rent that would generate a $10,000 annual cash flow. Finalco subleased the
computer to a third party for 5 years. The transaction was designed to allow Rice
Toyota to claim depreciation and interest deductions exceeding the rental income
received.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Rice Toyota’s
federal income tax for the years 1976, 1977, and 1978. Rice Toyota petitioned the
United States Tax Court, which ordered a separate trial to determine whether the
purchase-leaseback transaction was a tax-avoidance scheme lacking economic
substance. The Tax Court ultimately ruled in favor of the Commissioner, disallowing
Rice Toyota’s claimed deductions.

Issue(s)

1. Whether Rice Toyota’s purchase and leaseback of used computer equipment was
a tax-avoidance scheme lacking in economic substance, which should be disregarded
for tax purposes?

Holding

1. No, because the transaction lacked both a business purpose and economic
substance. Rice Toyota entered the transaction primarily for tax avoidance, and an
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objective analysis showed no realistic opportunity for profit.
Court’s Reasoning

The court applied the sham transaction doctrine, which disallows tax benefits for
transactions without economic substance or business purpose. Rice Toyota’s
subjective intent was focused on tax benefits rather than a genuine business
purpose. The court found that an objective analysis of the transaction’s economics
indicated no realistic hope of profit. The computer’s residual value was projected to
be insufficient to cover Rice Toyota’s investment, and the nonrecourse debt
exceeded the computer’s fair market value throughout the lease term. The court
cited Frank Lyon Co. v. United States and Knetsch v. United States to support its
conclusion that the transaction should be disregarded for tax purposes. The court
also emphasized that the down payment was effectively a fee for tax benefits, not an
investment in an asset with economic value.

Practical Implications

This decision reinforces the economic substance doctrine, requiring transactions to
have a legitimate business purpose or economic substance beyond tax benefits to be
recognized for tax purposes. It impacts how similar sale-leaseback arrangements are
structured and scrutinized, particularly those involving nonrecourse financing.
Businesses must carefully evaluate the economic viability of transactions
independent of tax considerations. The ruling also influences tax planning
strategies, discouraging arrangements designed primarily for tax avoidance.
Subsequent cases have continued to apply and refine the economic substance
doctrine, impacting tax shelter regulations and judicial review of tax-motivated
transactions.
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