Stough v. Commissioner, 144 T. C. 325 (2015)

In Stough v. Commissioner, the U. S. Tax Court ruled that a $1 million lump-sum
payment received by the Stoughs was taxable as rental income under Section 61 of
the Internal Revenue Code. The payment, made by Talecris Plasma Resources, Inc.
to reduce future rent under a lease agreement, was deemed additional rent despite
the taxpayers’ claim that it was a reimbursement for construction costs. This
decision clarified the tax treatment of such payments and upheld an accuracy-
related penalty against the Stoughs for their substantial understatement of income
tax.

Parties

Michael H. Stough and Barbara M. Stough were the petitioners at the trial level and
appellants on appeal. The Commissioner of Internal Revenue was the respondent at
the trial level and appellee on appeal.

Facts

Stough Development Corp. (SDC), a subchapter S corporation wholly owned by
Michael H. Stough, entered into a development agreement with Talecris Plasma
Resources, Inc. (Talecris) to construct a plasma collection center. SDC acquired
property in North Carolina and transferred it to Wintermans, LLC, another entity
wholly owned by Michael H. Stough. Talecris leased the completed center from
Wintermans under a lease agreement that allowed Talecris to make a lump-sum
payment to reduce project costs and, consequently, future rent. In 2008, Talecris
made a $1 million lump-sum payment to Wintermans, which was applied to a
commercial loan taken out by SDC. The Stoughs initially reported this payment as
rental income but later claimed it was a reimbursement for construction costs and
not taxable as rent.

Procedural History

The Commissioner of Internal Revenue determined a $300,332 deficiency in the
Stoughs’ 2008 federal income tax and a $58,117. 20 accuracy-related penalty under
Section 6662(a). The Stoughs petitioned the Tax Court, challenging the deficiency
and penalty. The Tax Court upheld the Commissioner’s determination that the $1
million payment was taxable as rental income and that the Stoughs were liable for
the accuracy-related penalty. The court applied a preponderance of the evidence
standard.

Issue(s)

1. Whether the $1 million lump-sum payment made by Talecris to Wintermans
pursuant to the lease constitutes rental income to the Stoughs for 2008.

2. If the $1 million payment is rental income, whether the Stoughs may allocate the
payment proportionately over the life of the lease pursuant to Section 467.
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3. Whether the Stoughs are liable for an accuracy-related penalty under Section
6662(a).

Rule(s) of Law

Section 61(a) of the Internal Revenue Code defines gross income as all income from
whatever source derived, including rents. Treasury Regulation Section 1. 61-8(c)
states that if a lessee pays any of the lessor’s expenses, such payments are
additional rental income to the lessor. Section 467 governs the allocation of rent
under certain lease agreements, requiring rent to be allocated in accordance with
the agreement unless specific conditions are met. Section 6662(a) imposes a 20%
accuracy-related penalty for substantial understatements of income tax, with
exceptions for reasonable cause and good faith.

Holding

The Tax Court held that the $1 million lump-sum payment was taxable as rental
income to the Stoughs for 2008 under Section 61(a) and Treasury Regulation
Section 1. 61-8(c). The court further held that the payment could not be allocated
over the life of the lease under Section 467 because the lease did not specifically
allocate fixed rent. Finally, the court upheld the accuracy-related penalty under
Section 6662(a), finding that the Stoughs did not have reasonable cause for their
substantial understatement of income tax.

Reasoning

The court reasoned that the $1 million lump-sum payment was made pursuant to the
lease agreement and reduced future rent, thus falling within the definition of rental
income under Section 1. 61-8(c). The court emphasized that the payment was
optional and reduced project costs, which directly impacted the calculation of rent.
The court rejected the Stoughs’ argument that the payment was a reimbursement
for leasehold improvements, noting that the lease did not involve leasehold
improvements by the lessee.

Regarding Section 467, the court found that the lease did not specifically allocate
fixed rent to any rental period, so the entire $1 million payment was allocable to the
year of receipt, 2008. The court also determined that the constant rental accrual
method and proportional rental accrual method under Section 467 were inapplicable
because the lease did not meet the necessary conditions.

On the issue of the accuracy-related penalty, the court found that the Commissioner
met his burden of production by showing a substantial understatement of income
tax. The Stoughs argued they relied on their CPA’s advice, but the court held that
their reliance was not reasonable because they did not adequately review their tax
return, which would have revealed the error in claiming the $1 million deduction.

The court’s analysis included consideration of policy objectives behind the relevant
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tax provisions, such as preventing mismatching of rental income and expenses under
Section 467 and ensuring accurate reporting of income under Section 6662. The
court also considered the legislative history of Section 467 and the regulations
promulgated under it.

Disposition

The Tax Court affirmed the Commissioner’s determinations and held that the
Stoughs were liable for the $300,332 deficiency and the $58,117. 20 accuracy-
related penalty. The decision was entered under Tax Court Rule 155.

Significance/Impact

Stough v. Commissioner clarifies the tax treatment of lump-sum payments made
under lease agreements, particularly those intended to reduce future rent. The
decision reinforces the broad definition of rental income under Section 61 and the
Treasury Regulations, emphasizing that payments reducing a lessor’s expenses are
taxable as rent. The case also provides guidance on the application of Section 467,
highlighting the importance of specific allocation schedules in lease agreements for
tax purposes. Finally, the case underscores the importance of taxpayers reviewing
their tax returns and not relying solely on professional advice to avoid penalties for
substantial understatements of income tax.
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