Media Space, Inc. v. Commissioner, 135 T. C. 424 (2010)

In Media Space, Inc. v. Commissioner, the U. S. Tax Court ruled that payments made
by Media Space, Inc. to its shareholders to delay redemption of preferred shares
could not be deducted as interest under Section 163 of the Internal Revenue Code
(IRC) because they were not made on existing indebtedness. However, the court
allowed the deductions under Section 162 for payments made in 2004, as they were
deemed ordinary and necessary business expenses. Payments made in 2005 were
not fully deductible due to capitalization requirements under Section 263. This case
clarifies the conditions under which forbearance payments may be deductible and
highlights the distinction between interest and business expense deductions.

Parties

Media Space, Inc. (Petitioner) was the plaintiff in the proceedings before the United
States Tax Court. The Commissioner of Internal Revenue (Respondent) was the
defendant. Media Space, Inc. contested the Commissioner’s disallowance of
deductions for forbearance payments made to its preferred shareholders.

Facts

Media Space, Inc. , a Delaware corporation, was involved in media advertising sales.
It raised startup capital by issuing series A and series B preferred stock to investors,
eCOM Partners Fund [, L. L. C., and E-Services Investments Private Sub, L. L. C.,
respectively. The company’s charter granted these shareholders redemption rights,
effective from September 30, 2003, with obligations for Media Space, Inc. to pay
interest if it was unable to redeem the shares upon election. In 2003, recognizing its
inability to redeem the shares due to financial constraints, Media Space, Inc.
entered into a series of forbearance agreements with the investors. These
agreements deferred the shareholders’ redemption rights in exchange for payments
calculated similarly to the interest stipulated in the charter. Media Space, Inc.
deducted these forbearance payments as interest for 2004 and as business expenses
for 2005, which the Commissioner disallowed.

Procedural History

The Commissioner of Internal Revenue issued a notice of deficiency to Media Space,
Inc. on August 26, 2008, disallowing the deductions for the forbearance payments
made in 2004 and 2005. Media Space, Inc. timely petitioned the U. S. Tax Court to
contest these determinations. A trial was held on November 3, 2009, in Boston,
Massachusetts. The Tax Court’s decision was issued on October 18, 2010.

Issue(s)

Whether the forbearance payments made by Media Space, Inc. to its preferred
shareholders were deductible as interest under Section 163 of the IRC?
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Whether the forbearance payments were deductible as ordinary and necessary
business expenses under Section 162 of the IRC?

Whether the forbearance payments must be capitalized under Section 263 of the
IRC?

Rule(s) of Law

Section 163(a) of the IRC allows a deduction for all interest paid or accrued on
indebtedness. Indebtedness is defined as “an existing, unconditional, and legally
enforceable obligation for the payment of a principal sum” as stated in Howlett v.
Commissioner, 56 T. C. 951 (1971).

Section 162(a) of the IRC allows a deduction for all the ordinary and necessary
expenses paid or incurred during the taxable year in carrying on any trade or
business.

Section 263(a)(1) of the IRC prohibits the deduction of amounts paid for permanent
improvements or betterments made to increase the value of any property or estate.
Section 1. 263(a)-4 of the Income Tax Regulations provides rules for applying
Section 263(a) to amounts paid to acquire or create intangibles, including the 12-
month rule which allows a deduction if the right or benefit does not extend beyond
12 months.

Holding

The Tax Court held that the forbearance payments were not deductible as interest
under Section 163 because they were not made on existing indebtedness. The court
found that the payments made in 2004 were deductible under Section 162 as
ordinary and necessary business expenses, and the 12-month rule under Section 1.
263(a)-4(f)(5)(i) of the Income Tax Regulations allowed for their deduction.
However, the payments made in 2005 were not fully deductible due to the
capitalization requirement under Section 1. 263(a)-4(d)(2)(i) of the Income Tax
Regulations, as there was a reasonable expectancy of renewal at the time of the May
2005 agreement.

Reasoning

The court’s reasoning for disallowing the deductions under Section 163 was based
on the requirement that interest must be paid on existing indebtedness. The court
found that the forbearance payments were not made on an existing obligation
because the shareholders had not exercised their redemption rights, and thus, no
indebtedness existed at the time of the payments.

For the Section 162 analysis, the court applied the ordinary and necessary test,
finding that the payments were ordinary because forbearance agreements were
common in the industry, and necessary because they helped Media Space, Inc. avoid
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a going concern statement and maintain financial relationships. The court also
considered whether the payments were nondeductible under other sections of the
IRC, including Sections 162(k), 361(c)(1), and 301, but found that they did not apply
in this case.

Regarding Section 263, the court determined that the forbearance payments
modified the terms of the shareholders’ financial interest (stock), thus requiring
capitalization under Section 1. 263(a)-4(d)(2)(i). However, the 12-month rule under
Section 1. 263(a)-4(f)(5)(i) allowed for the deduction of the payments made in 2003
and 2004, as there was no reasonable expectancy of renewal at the time those
agreements were created. The court found a reasonable expectancy of renewal at
the time of the May 2005 agreement, thus requiring capitalization of the payments
made in 2005.

Disposition

The Tax Court’s decision was entered under Rule 155 of the Tax Court Rules of
Practice and Procedure, reflecting the court’s findings that the forbearance
payments were not deductible as interest under Section 163, but were partially
deductible as business expenses under Section 162 for the year 2004, and subject to
capitalization under Section 263 for the year 2005.

Significance/Impact

The Media Space, Inc. v. Commissioner case is significant for clarifying the
deductibility of forbearance payments under the IRC. It establishes that such
payments cannot be deducted as interest unless they are made on existing
indebtedness. However, the case also demonstrates that forbearance payments may
be deductible as business expenses under Section 162 if they meet the ordinary and
necessary test and do not fall under other nondeductible categories. The case
further highlights the importance of the 12-month rule under the Income Tax
Regulations in determining whether payments must be capitalized under Section
263. This decision impacts the treatment of forbearance payments in corporate tax
planning and litigation, particularly for companies seeking to defer shareholder
redemption rights.
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