
© 2025 SCOTUSreports.com. All rights reserved. | 1

Torres v. Commissioner, 91 T. C. 889 (1988)

A sale-leaseback transaction has economic substance and can establish ownership
for tax purposes if the investor has a reasonable possibility of profit independent of
tax benefits.

Summary

In Torres v. Commissioner, the Tax Court upheld the validity of a sale-leaseback
transaction involving photocopy equipment. The court found that the transaction
had economic substance because the taxpayer, Edward Torres, had a reasonable
possibility of earning a substantial profit apart from tax benefits. The court also
determined  that  Torres’  partnership,  Regency  Associates,  acquired  sufficient
benefits and burdens of ownership to be considered the owner of the equipment for
tax purposes. The decision emphasizes that a transaction’s economic substance is
not negated by the presence of tax benefits if a significant profit potential exists.

Facts

Edward  Torres,  through  Regency  Associates,  entered  into  a  sale-leaseback
transaction  with  Copylease  Corp.  in  November  1974.  Regency  purchased
photocopying equipment from Copylease for $10. 1 million, funded by a $1. 2 million
cash downpayment and a nonrecourse note. Simultaneously, Regency leased the
equipment  back  to  Copylease  for  15  years.  The  transaction  was  structured  to
provide Regency with a significant portion of the net cash-flow generated by the
equipment, with projections indicating a recovery of the initial investment and a
substantial  profit  within approximately 29 months. Regency’s partnership return
showed no assets or liabilities at the beginning of 1974, but by the end of the year, it
held the leased equipment and a small receivable.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Torres’ federal
income taxes for 1974 and 1975, challenging the transaction’s economic substance
and Regency’s ownership of the equipment. Torres petitioned the Tax Court, which
held that the transaction had economic substance and that Regency was the owner
of the equipment for tax purposes. The court also ruled that the half-year convention
for depreciation should be applied based on a short taxable year starting November
13, 1974.

Issue(s)

1. Whether the transaction lacked economic substance and should not be recognized
for federal tax purposes?
2.  Whether  Regency  Associates  acquired  sufficient  benefits  and  burdens  of
ownership to be considered the owner of the equipment for federal tax purposes?
3. Whether Regency Associates entered into the transaction with a bona fide intent
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to make a profit independent of tax considerations?
4. Whether the half-year convention for depreciation should be applied based on a
short taxable year for the year in which Regency first engaged in its rental activity?

Holding

1. No, because the court found that Regency had a reasonable possibility of realizing
a substantial profit apart from tax benefits.
2. Yes, because Regency possessed substantial attributes of ownership, including
the right to receive a significant portion of the equipment’s net cash-flow and a
residual interest in the equipment.
3.  Yes,  because  the  expected  economic  profit  was  substantial  and  not  highly
speculative, indicating a bona fide profit motive.
4.  Yes,  because Regency did  not  come into  existence as  a  partnership  for  tax
purposes until the transaction was consummated on November 13, 1974, resulting
in a short taxable year.

Court’s Reasoning

The court applied the economic substance doctrine, which requires a transaction to
have  a  business  purpose  and  a  reasonable  possibility  of  profit  apart  from tax
benefits. The court found that Regency’s expected profit from the transaction was
substantial  and  not  speculative,  as  supported  by  cash-flow  projections  and
appraisals of the equipment’s value. The court also considered factors relevant to
determining ownership, such as the transfer of legal title, the parties’ treatment of
the  transaction,  and  Regency’s  right  to  receive  a  significant  portion  of  the
equipment’s net cash-flow. The court rejected the Commissioner’s arguments that
the  transaction  was  solely  tax-motivated  and  that  Regency  lacked  sufficient
ownership  attributes.  Regarding  the  half-year  convention,  the  court  held  that
Regency did not exist as a partnership until  the transaction was consummated,
resulting in a short taxable year for 1974.

Practical Implications

This decision has significant implications for the structuring and tax treatment of
sale-leaseback transactions. It clarifies that such transactions can have economic
substance and establish ownership for tax purposes if the investor has a reasonable
possibility of earning a substantial profit independent of tax benefits. Practitioners
should  carefully  document  the  business  purpose  and profit  potential  of  similar
transactions to withstand IRS scrutiny. The decision also highlights the importance
of considering the timing of a partnership’s formation when applying tax rules like
the half-year convention. Subsequent cases have applied this ruling to uphold the
validity of various sale-leaseback transactions, while distinguishing it in cases where
the profit  potential  was less  certain or  the transaction lacked a clear  business
purpose.


