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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

GALE, Judge: Respondent determ ned deficiencies in

petitioner's Federal incone tax as foll ows:

Taxabl e Year Ended Defi ci ency
Aug. 31, 1996 $42, 836

Aug. 31, 1997 129, 727



-2 -
By amendnent to answer respondent asserted increased deficiencies
of $115,940 for petitioner's taxable year ended (TYE) August 31,
1996, and $177,520 for petitioner's TYE August 31, 1997. The
i ssue for decision is what portions of petitioner's clained
rental expenses, incurred by |easing construction equi pnent from
its sharehol ders during the taxable years in issue, are
deducti bl e under section 162(a)(3).1
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found. W
incorporate by this reference the stipulation of facts, the
suppl emental stipulation of facts, and the acconpanyi ng exhibits.

| nt r oducti on

Petitioner is a nmechanical contractor, incorporated in New
Mexico in 1964, and |licensed to construct, install, repair, and
mai ntai n pl unbi ng and heati ng systens and their conponents.
Petitioner's principal place of business at the tinme the petition
was filed was in Al buquerque, New Mexico. Petitioner reports its
i ncone using the percentage conpletion nmethod of accounting with
a fiscal yearend (FYE) of August 31. During the taxable years in
i ssue petitioner's shareholders and officers, as well as their

owner shi p percentages, were as foll ows:

Unl ess otherwi se indicated, all section references are to
t he I nternal Revenue Code of 1986, as anended and in effect for
the taxable years in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure.
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1996 1997
Shar ehol der Ofice Omer ship Omer ship

Robert (Kinm Yearout! CEO 48% 51%
Kevi n Year out Pr esi dent 24 25
Bryan Year out Vi ce president, 12 13

secretary,

and treasurer
QG her famly nenbers 16 11

Kim Yearout is the father of Kevin and Bryan Yearout.

Petitioner's Busi ness Expansi on

For the first 25 years of its existence petitioner was a
conventional nechanical contractor wi th annual gross revenues
between $7 and $10 mllion in the late 1980s and early 1990s. In
the | ate 1980s sem conduct or manufacturers Intel Corp. (Intel),
Motorola, Inc. (Motorola), Sumtono Electric Industries, Ltd.
(Sum tono), and others began buil di ng conputer chip manufacturing
facilities in Al buquerque triggering an unprecedented
construction boomin that area of New Mexico (Bernalillo County).
Petitioner responded to these devel opnments by attenpting to
transformits business to serve the needs of Al buqguerque's new
hi gh-tech constructi on market.

Petitioner performed its first project at Intel in |late 1992
and successfully conpl eted several other, larger projects for

Intel in 1993 and 1994. By working on these early projects
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petitioner began acquiring expertise in "process piping"? systens
in "clean roonf® environnents. |n 1995 petitioner successfully
bid onits first contract for construction of an entire
sem conductor manufacturing facility for Silmax, Inc. (Silmx), a
di vision of Sumitono. As petitioner gained experience with
process piping its gross revenues began to grow reaching $14
mllion in 1994, over $24 mllion in 1995 and 1996, and over $31
million in 1997.

G ven the substantial costs the high-tech projects entail ed,
petitioner found itself facing conpetition fromnational rather
than | ocal contracting firns for this new line of business. To
conpete effectively petitioner had to becone responsive to the
unusual demands of its high-tech construction clients. For
exanpl e, because of the conplexity of the projects and the tight
construction tinmetables those clients demanded, petitioner had to

have all of its equi pnment, personnel, and materials avail able on

2Pr ocess pi pi ng describes the specialized plunbing systens
used for sem conductor conputer chip manufacturing. These
systens differ from conventional plunbing systens in that the
piping is constructed from stainless steel or passivated copper
and carries either very high purity or dangerous gas or liquid
i nstead of water.

3Cl ean roons are specially desi gned manufacturing
environnments that nmeet the purity conditions required for
sem conductor chip manufacture. Wen working wthin them
wor kers must wear protective clothing to avoid contam nation of
the worksite. Equipnment used within the clean room nust be
treated with isopropyl alcohol and covered with special taping so
it |l eaves no residue.
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demand in order to ensure tinely performance.* To neet project
deadl i nes petitioner's personnel often worked nore than 5 days
per week, at tinmes working double shifts.

Petitioner's new high-tech clients' construction needs were
al so unpredictable. Tw ce one of petitioner's clients suspended
or "not hbal | ed" projects when the client's own financial outl ook
turned bl eak. On other occasions projects that had been awarded
to petitioner were canceled by clients who | ost financing for the
projects they had planned. One client found its construction
needs so unpredictable, and its requirenents for rapid conpletion
of an identified need so conpelling, that it entered into an
annual "retainer" contract with petitioner under which petitioner
woul d maintain a constructi on managenent teamat the client's
di sposal and certain equipnent on the client's site for rapid
depl oynent when needed.

Because petitioner worked primarily on a conpetitive bid
basis, the nature of its business was such that the conpany
experienced significant changes in the timng, size, nunber, and

types of jobs it perfornmed fromyear to year. The volatility in

“When construction of one of Intel's facilities was at its
hei ght, sem trucks were backed up on the freeway outside the
Intel site waiting to unload. |If a contractor was not at the
dock to unload its materials when the truck arrived, either the
truck went to the back of the line or the contractor had to pay
soneone el se to unl oad.
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petitioner's work backlog was a function of many variables only
sone of which petitioner was able to influence or control.

Consequences of Expansi on

Petitioner's early efforts in process piping were
successfully conpleted but costly. Lacking experience at worKking
with the new formof piping in clean roons, petitioner's
managenent® significantly underestimated project costs because
they did not fully appreciate the different job skills and the
speci ali zed equi pnment required to install process piping
correctly. As a result petitioner incurred a substantial |oss on
the Silmax project and was, uncharacteristically, unable to
conplete the project on tine.

Petitioner's expansion into process piping also required
significant capital investnent. To neet its new project
managenent demands petitioner increased the size of its
admnistrative staff from6 enployees in the early 1990s to
nearly 20 by the end of August 1997. Petitioner also expanded
its facilities, both the offices and the prefabrication shop, to

accomodate its new personnel and project work.

SUsed interchangeably herein, the terns "petitioner's
managenent ", "petitioner's controlling sharehol ders", and
"petitioner's officers" all refer to petitioner's principals:
Kim Kevin, and Bryan Yearout.
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Petitioner financed the purchase of nost of its new
materials inventory and the new small tools required for work in
cl ean roons® out of working capital or cashflow. Between
Septenber 1, 1994, and August 31, 1997, petitioner's capital
expendi tures from cashflow total ed $1, 730,454. To acquire somne
of the specialized and nore costly equipnent it required (e.g.,
orbital robotic welders, facing tools, and trucks),’ petitioner
relied on bank financing.?

Petitioner's Financial Condition

By FYE August 31, 1995, petitioner had exhausted its three
lines of credit (totaling $1.6 million). 1In late 1995 petitioner
incurred such large losses® that its surety conpany demanded t hat
it reorganize its debt as a condition for maintaining its bonding

capacity, and Dun & Bradstreet downgraded petitioner's credit

SPetitioner had to purchase new snmall tools because nmany of
its existing tools were not adaptable for use in clean room
construction environnents.

'New trucks were also required in order for petitioner to
haul the supplies and materials inventory that woul d be taken
into the clean roons. These trucks had to undergo specialized
cl eaning and detailing.

8Petiti oner had access to both revolving lines of credit and
termloan facilities that it used in full to finance these
acqui sitions.

°Petitioner's | osses were due, in large part, to the Sil max
project and to accounting errors that surfaced follow ng the
retirement of the conpany's longtine chief financial officer.



- 8 -
rating from"fair" to "unbal anced".!® Because of concerns about
petitioner's ability to successfully manage the rapid growh it
was experiencing, petitioner was notified by Sunwest, its bank of
| ong standing, that the bank was no longer willing to extend
petitioner short-term job-specific lines of credit.

In 1996 petitioner received notice that its surety was no
longer willing to serve as its bonding agent. On learning this
Sunwest sought reassurances from petitioner's nanagenent
regarding the steps it was taking to inprove its financial
condition; for the first time, Sunwest also required that
petitioner's officers personally guarantee sone of the conpany's
| oans. Throughout 1996 and 1997 petitioner's financing
difficulties continued; petitioner's "cash on hand" bal ance at
FYE August 31, 1997, was negative $511,375. Sunwest agreed to
refinance a portion of petitioner's line of credit into |long-term
debt ;2 but when petitioner twice failed to repay the note when

due, Sunwest severed its relationship with petitioner.

Bef ore petitioner's business expansion efforts, its credit
rating was "good". As expansion began, spending increased, and
bills were paid |l ess pronptly, its credit rating was |owered to
"fair".

1petiti oner was able to find another bondi ng agent, but
whereas petitioner had previously paid $9 per thousand on a
declining scale for its bonds, it had to pay a flat $25 per
t housand to the new surety in order to secure performance bonds.

2As a condition of refinancing, Sunwest al so required that
petitioner secure the bank's approval before acquiring any
addi ti onal debt.
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Satisfying Petitioner's Equi pnent Needs Through Rent al

Despite its extensive expenditures for materials inventory,
new tool s, equipnent, and facilities expansion, petitioner had
addi ti onal equi pnent needs arising fromits entry into high-tech
construction that could not be met with cashflow or credit.
Petitioner's managenent deci ded against entering into | ong-term
| eases or financing acquisition of the equipnent for two reasons:
(1) They considered it inprudent to bind petitioner to any new
| ong-termobligations in view of the risks the conpany faced with
respect to its business expansion plans; and (2) they believed
petitioner |acked the financial wherewthal to assune additional
|l ong-termdebt. At the sane tinme, however, managenent knew t hat
sone sort of dedicated access to the necessary equi pnent woul d be
required for petitioner's business expansion plan to succeed.

Sonme of petitioner's work was done on a guaranteed maxi mum
price (GW) basis. On a GW project petitioner was paid its
actual costs (on a tinme-and-materials basis) plus an agreed
mar kup, not to exceed the maxi mum price petitioner bid for the
project. Thus, petitioner bore the full risk of cost overruns on
a GW project, while the client received the benefit in the event
that a project was conpleted for less than the bid price.

When petitioner worked on GW projects, its clients
permtted a markup of 17.5 percent on rented equi pnent charges.

Petitioner could also charge for the use of all tools and
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equi pnent it owned, but it was not allowed to charge the 17.5-
percent markup that was avail able for rented equi pnment. Thus,
managenent determ ned that renting equi pnent as needed was
petitioner's best option. However, conditions in Al buquerque's
third-party rental market for construction equi pnent generally
made renting equi pnent through this nmeans infeasible for
petitioner.

Third-Party Rental Market Conditions

The 1990s construction boomin Al buquerque was fueled in
| arge part by the decisions of nmjor sem conductor chip
manuf acturers to build new facilities in Al buquerque, but there
were also major road, mlitary base, and comrerci al |aboratory
construction projects in the area. As a consequence the demand
for construction equi pment exceeded the supply thereof in the
third-party rental market fromthe early 1990s through the
taxabl e years in issue. It was not uncommon, for exanple, for
conpanies to rent construction equi pnent at short-termrental
rates for periods of 10 to 12 nonths or | onger.

Thi s excess denand drove rental rates up, and equi pment was
not reliably available in the third-party rental market,
especially on short notice. Making availability nore precarious,
sone rental conpanies began to exercise their contractual rights
to termnate existing rental agreenents when higher rates could

be obt ai ned from anot her custoner.
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Under the standard third-party rental agreenment used in
Al buquer que, | essees were charged strictly on a "tine-out, tinme-
in" basis. Consequently, |essees incurred charges both for
actual use of the equi pnent and for periods when it was in
transit to or between project sites or being prepared for use in
a clean room Third-party rental conpanies typically offered
hourly, daily, weekly, or nonthly rates for rental equipnment. In
many cases rates for longer rental periods reflected a di scount
fromthe hourly or daily rates.

In the third-party rental market prem umrates were charged
for "overtine" equi pnent use that exceeded 8 hours per day, 5
days per week, or 160 hours per nonth. Overtine rates were 1.5
tinmes the base rate for double-shift operations, and tw ce the
base rate for triple-shift operations. By contrast, rate
concessions were generally not given when equi pnent was returned

before the rental term expired.

Petitioner's Equi pnent Rentals Fromlts Sharehol ders

Cogni zant of the excess demand for construction equi pnent in
Al buquerque's third-party rental market, petitioner's controlling
shar ehol ders decided to satisfy petitioner's equi pnent needs by
acquiring the necessary equi pnent thenselves and renting it to
petitioner. During the taxable years in issue petitioner |eased
or, in tw instances, subleased equipnent fromits sharehol ders

on primarily an hourly or nonthly basis. The rent was generally
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paid pursuant to witten 5-year agreenents originally entered
into on or about the dates indicated for the foll owm ng equi pnent:

HOURLY RENTALS

Dat e
Lessor Equi pnent Make/ Model Ent er ed
Ki m Cr ane G ove 22-ton Apr. 93
Backhoe #1 John Deere 410C June 91
Backhoe #2 John Deere 410C Apr. 93
Manlift #1N G ove SM 2632E Apr. 94
Manlift #1 G ove SM 2633E June 92
Manlift #2 G ove SM 2632E July 94
Manlift #3 Grove 3158E May 93
Manlift #4 G ove 3158E July 93
Manlift #5 G ove SM 4688 Aug. 92
Manlift #6 JLG CM033 Aug. 95
Manlift #7 JLG CM033 Aug. 95
Boomift #6 G ove MX48B Aug. 92
Kevi n Cyber mati on Machi ne CFC700A Dec. 96
Bryan Bobcat #943 Mel rose 943 May 88
Bobcat #743 Mel rose 743B Cct. 94
MONTHLY RENTALS
Dat e
Lessor Equi pnent Make/ Model Ent er ed
Kevi n Br ake Press! LVD 150-ton Dec. 94
150JS13
Cl ean Room Intel office site? Sept. 95
Bryan Lift #1 Genie 27/ 48 June 93
Lift #2 Cenie | WP-24 June 93
Lift #3 Cenie | WP-24 Mar. 95
Forklift Bar aga SS-624 July 95
Fusi on Machi ne | R-63 machi ne/ Apr. 96
converter
SUBLEASES
Dat e
Sublessor Equi pnent Make/ Model Ent er ed
Kevi n LVD Shear LVD 25/10 HST-C Feb. 96
Bryan Qui ckPen Conput er CAD har dwar e/ May 96

sof t war e?
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Wil e described herein as a single item of equipnent, Brake
Press was in fact three separate pieces of equipnent used to (1)
roll, (2) seam and (3) bend duct.

2The record contains a purchase order from Servicor, Inc.,
to construct a portable nodul ar clean room for Kevin Yearout;
ot her evidence indicates this portable nodul ar clean room was
| ocated at the Intel worksite.

3CAD denot es comnput er -ai ded desi gn

As noted above, two itens of equipnment were subl eased by
petitioner fromits shareholders; i.e., the sharehol ders | eased
the equi pnment fromthird parties (wth petitioner as a col essee)
and then subleased it to petitioner. LVD Shear was | eased by
petitioner and Kevin Yearout from Commercial Equi pnment Leasing
Services, Inc., for 4 years, commenci ng February 27, 1996, at a
rate of $1,050 per nonth with an option to purchase for $1 at the
expiration of the lease term Kevin Yearout subleased LVD Shear
to petitioner, commencing February 27, 1996, at a rate of $1, 600
per nonth. Qui ckPen Conputer was | eased by petitioner and Bryan
Yearout from LINC Anthem Corp. for 5 years, commenci ng May 30,
1996, at a rate of $2,340 per nonth with an option to purchase

for $1 at the end of the | ease term?® Bryan Yearout subl eased

30n brief, respondent contends that Bryan Yearout subl eased
bot h Qui ckPen Conputer and Fusion Machine to petitioner. In
support thereof, respondent points out that the equi pnent
description on the LINC Anthem master | ease agreenent indicates
Bryan Yearout was | easing Qui ckPen Conputer and |IR-63 Fusion
Machi ne. The total equi pnment cost, however, is |listed as
$106, 000, which other evidence in the record indicates is the
cost of QuickPen Conputer alone. According to respondent's
expert's report, the Fusion Machine at issue was purchased on
April 12, 1996, from Pl astic Services Southwest, Inc., for
$27,062. 68, and was sinmultaneously rented to petitioner at a

(continued. . .)
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Qui ckPen Conputer to petitioner, comencing July 1, 1996, at an
initial rate of $2,715 per nonth. See infra p. 18. As the
foregoing table indicates, the contract date for each piece of
equi pnent varied, ranging from May 1988 for Bobcat #943 to
Decenber 1996 for Cybermati on Machine. Mst of the contracts in
i ssue, however, were entered between 1992 and 1994. ¢

Petitioner's contractual rights and obligations with respect
to the use of this equipnment were nenorialized by witten
agreenents in the case of sharehol ders Kimand Kevin Yearout.
Except for Bobcat #943 and Qui ckPen Conputer, there were no
witten agreenents covering petitioner's rentals from sharehol der
Bryan Yearout; i.e., Bobcat #743, Lift #1, Lift #2, Lift #3,
Forklift, and Fusion Machi ne.

The witten rental agreenents between petitioner and its
sharehol ders were drafted by Kevin Yearout, a nonlawer, wthout
| egal assistance. Mst of the witten agreenents had simlar

terns, to wt:

13(...continued)
nonthly rate of $1,900 by Bryan Yearout. On the record before
us, we conclude that the equi pnment description on the LINC Ant hem
mast er | ease agreenent is incorrect; the |ease covered QuickPen
Computer only.

¥The | eases for Backhoe #1, Backhoe #2, Manlift #1, Mnlift
#3, Manlift #4, and Cybermati on Machi ne were renewal s of prior
rental agreenents between petitioner and the respective
sharehol der lessor. As illustrated in app. A these six itens of
equi pnent were placed in service either 5 or 10 years before the
effective dates of the | eases in issue.
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(A) The contract termwas 5 years;?®

(B) the rent was generally set at hourly rates;?®

(C petitioner had exclusive use of the equi pnment throughout
the term but was generally obligated to pay only for

"actual usage";?'

(D) at the end of the termthe equi pnent reverted to the
shar ehol der | essor;

5Some of the | ease agreenents expired before or during the
years in issue. The contracting parties' course of dealing, as
illustrated in petitioner's annual paynment schedul es by item of
equi pnent, indicates that these agreenents remained in effect as
bet ween petitioner and the sharehol der | essor despite expiration
of the witten | ease agreenent.

®As di scussed infra, two of the witten agreenents (for
Brake Press and Cl ean Room set nonthly rates, and the witten
agreenent covering Cybermati on Machine set a nonthly rate plus an
addi tional anount per hour of use. For five other itens of
equi pnent (Lift #1, Lift #2, Lift #3, Forklift, and Fusion
Machi ne) there were no witten agreenents, but rents were paid on
a nont hly basi s.

7Of the 15 itens of equi pnment petitioner rented at hourly
rates, 14 had witten agreenents with "actual usage" provisions.
For the one hourly rental wthout a witten agreenent (Bobcat
#743), petitioner's annual paynent records show that petitioner
paid for less than full-time use of the equi pnent, indicating
that petitioner was not charged for periods when the equi pnent
was idle. O the remaining nine itens of equi pnment rented at
monthly rates, four had witten agreenents (Brake Press, C ean
Room LVD Shear and Qui ckPen Conputer) that did not contain
"actual usage" provisions; and petitioner's annual paynent
records show, and its sharehol ders admt, that petitioner paid
for essentially full-time use of this equipnent. As noted, five
itenms of equipnment were rented on a nonthly basis without a
witten agreenent (Lift #1, Lift #2, Lift #3, Forklift, and
Fusi on Machine). Petitioner's annual paynment records show t hat
petitioner paid for less than full-time use in certain years for
two of these itens (Lift #1 and Lift #2) and paid for full-tine
use of the rest.
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(E) petitioner was liable for "normal " mai ntenance while the
shar ehol der | essor was liable for "extraordinary”
mai nt enance;

(F) the rental rate was renegotiable annually.

The 5-year | ease termwas designed to ensure petitioner's
unrestricted access to the equi pment without regard to the clains
of creditors or the sharehol der | essors' forner spouses.

Brake Press, O ean Room LVD Shear, and Qui ckPen Conputer
were | eased or subl eased under witten agreenents at nonthly,
rather than hourly, rates that were renegoti able annually on the
| ease anniversary date. Cybermation Machi ne was | eased under a
witten agreenent for a flat fee of $200 per nonth plus $100 per
hour of actual use.

As noted, the record contains no evidence of a witten
agreenent with respect to six itens of equi pnent (Bobcat #743,
Lift #1, Lift #2, Lift #3, Forklift, and Fusion Machine) | eased
to petitioner by Bryan Yearout. However, petitioner's records of
paynment indicate that all six were rented at nonthly rates except
Bobcat #743, which was rented at an hourly rate. Petitioner's
annual paynent schedul es by item of equi pnent indicate that
petitioner paid rent for less than full-tinme use in certain years
for three of these itens of equipnment (Lift #1, Lift #2, and
Bobcat #743). See app. A

Petitioner and its sharehol ders generally established rental

rates on the basis of their industry expertise, their prior
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experience with third-party rental conpanies, and investigation
into current rates being charged for conparabl e equi pnment by
third-party rental conpanies in the Al buquerque area. Appendix B
sunmari zes prevailing third-party rental rates!® in Al buquerque
for listed equipment during the taxable years in issue as well as
petitioner's contract rates wth its sharehol ders. Appendix A
contains a sunmary of the rents petitioner accrued and paid to
its sharehol ders by item of equi pnent and by cal endar year.

In general the rental anounts billed to and paid by
petitioner during the taxable years in issue were consistent with
its witten contract rates.?® The contract rate for Brake Press
was $3,900 per nonth, but petitioner was actually billed and paid
$3,686 per nonth. Petitioner's initial Cean Room | ease was
replaced with a new agreenent at a higher rental rate, but the
parties' course of dealing indicates that the higher rate was

never i npl enment ed.

8These rates are based upon the reports of each party's
expert. Petitioner also offered the testinony of a fornmer
operator of an equi pment rental business in Al buquerque during
the years in issue. However, the figures provided by that
W tness, on the basis of his recollections, depart fromthose
provi ded by both experts. W consequently find the experts
figures nore reliable and accept them

The billing schedul es reveal that there were occasional de
mnims deviations fromthe witten | ease agreenents with respect
to rents paid. For exanple, on one day during the taxable years
in issue Manlift #1 was rented for $105 per day rather than the
stated contract price of $6.25 per hour. The sane occurred for
Manlift #2. Manlifts #1N and #7 were intermttently billed at
$6.50 rather than $6.25 per hour.
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The record reflects no other witten contract nodifications.
However, uncontroverted testinony and the parties' course of
dealing, as illustrated in petitioner's annual paynent schedul es
by item of equi pnent, reveal that the parties agreed to
nodi fications to sonme of petitioner's contracts. FromJuly
t hrough Septenber 1996, and again from Novenber 1996 through
January 1997, owing to the denmands of petitioner's project |oad
during that tine, the parties agreed to double paynents for the
three lifts petitioner |eased fromBryan Yearout. During roughly
the same tine period the parties also agreed to add a tenporary
$25- per-hour usage rate to the nonthly $2,100 rate for Forklift.

As petitioner's workload increased and petitioner's
managenent anticipated that the manlifts and Boomift #6 woul d be
used on double shifts or 6 to 7 days a week, the contracting
parties agreed to switch fromhourly to flat nonthly rates equal
to the original hourly rate tinmes 160 hours. Wth m nor
exceptions petitioner was billed at the nonthly rate unless the
hourly rate produced a | ower charge for that nonth. Finally,
while the witten |lease rate for QuickPen Conputer was $2, 715 per
nmont h, the anmount petitioner paid increased to $2,851. 20 per
nonth in August 1996, then to $3,421.80 per nonth in Decenber
1996.

As a result of the "actual usage" termin nost of the

witten rental agreenents, petitioner generally incurred a rent
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obligation to its sharehol ders only when the equi pnment was
actually used. Petitioner incurred no rental expense when

equi pnent rented on an hourly basis sat idle because of
fluctuations in workloads due to its high-tech clients
unanti ci pated changes in construction needs, petitioner's |ack of
success in penetrating the high-tech construction market, or

ot her unforeseen circunstances. As noted, the paynent records
for the equi pnment petitioner |eased from sharehol der Bryan
Yearout without a witten agreenment also reflect that petitioner
paid rent for less than full-tinme use for sonme of this equi pnent.

Petitioner's clients had know edgeabl e purchasi ng agents who
reviewed petitioner's itemzed billings and woul d have returned
bills to petitioner for adjustnent if petitioner's billings for
equi pnent rental expense were not in line with the prevailing
mar ket rat es.

Deci si ons about whether, or to what extent, any piece of
shar ehol der - omned equi pnent woul d be used on a particul ar project
were made by the project foremen without input fromthe
shar ehol ders.

During the taxable years in issue either petitioner's
enpl oyees or third parties at petitioner's direction and expense

performed mai ntenance on 5 of the 24 itens of equi pnent |eased
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fromits shareholders.?® Petitioner kept a detail ed maintenance
|l og for each itemof equipnment. Those logs indicate that the
types of mai ntenance perfornmed included replacing seats, changing
filters, servicing engines, adding fluids, replacing swtches,
checking tire condition and pressure, reworking harnesses, and
rebui l di ng cylinders. 2

Respondent's Position

Respondent determned in a notice of deficiency that
petitioner's clainmed deductions for the rental of property from
its sharehol ders were excessive, and therefore not ordinary and
necessary expenses deductible for Federal income tax purposes, to
t he extent of $125,988 and $381, 551 for petitioner's TYE August
31, 1996 and 1997, respectively. This position resulted in
deficiencies of $42,836 and $129, 727 for 1996 and 1997,
respectively. Respondent's determ nations were based upon the
report of an Internal Revenue Service val uation engi neer
(val uation engi neer), who concluded that the fair market rent was
an anmount that would produce a 30-percent return on equity for

t he equi pment petitioner |eased from sharehol ders Kim and Bryan

20The itens mai ntained by petitioner were Backhoe #1,
Backhoe #2, Manlift #4, Bobcat #943, and Forklift.

2INothing in the record establishes which, if any, of these
mai nt enance tasks were extraordinary rather than routine. W
note, however, that the mai ntenance |ogs indicate that servicing
done by petitioner's enpl oyees never took | onger than a day to
conpl et e.



- 21 -

Yearout and a 35-percent return on equity for the equipnent it

| eased from sharehol der Kevin Yearout. The rate of return

differential was appropriate, according to the valuation

engi neer, because the itens Kevin Yearout |eased to petitioner

were "sophisticated high-tech equi pnment” that, unlike genera

construction equi pment, was not generally available in the third-

party rental market and carried a greater risk of obsol escence.
By amendnent to answer respondent asserted that petitioner's

cl ai med deductions were overstated by $340,998 and $522, 119 for

1996 and 1997, respectively; i.e., the amounts by which the

cl ai mred deductions exceeded what respondent's expert w tness

contends was the "fair market value of petitioner's five year

| easehol d interest in construction equi pnent |eased fromits

sharehol ders”. The position taken by respondent in the anmended

answer resulted in increased deficiencies of $115,940 and

$177,520, respectively, for 1996 and 1997.

Burden of Proof

During pretrial proceedings respondent informally sought
i nformati on concerning petitioner's operations, the |ease
agreenents with its shareholders, and its rental expenditures by
item of equi pnent. \When repeated informal requests proved
fruitless, respondent sought Court enforcenment of his formal
di scovery requests, which was granted. Petitioner thereupon

provi ded satisfactory responses.



OPI NI ON

Burden of Proof

Respondent concedes that under Rule 142(a)(1) he bears the
burden of proof with respect to the increased deficiencies
asserted in his amendnent to answer. Wth respect to the
original deficiencies, petitioner contends that the burden of
proof wth respect to the factual issues thereunder has shifted
to respondent pursuant to section 7491(a) because it has
i ntroduced credible evidence bearing on those issues. W
di sagr ee.

To be eligible for the burden-shifting benefits set forth in
section 7491(a) (1) a taxpayer nust satisfy the substantiation,
cooperation, and net worth prerequisites of section 7491(a)(2).

Allnutt v. Conmi ssioner, T.C. Menp. 2004-239; GCatnman V.

Commi ssioner, T.C Menp. 2004-236; H Conf. Rept. 105-599, at 239

(1998), 1998-3 C.B. 747, 993. The parties agree that petitioner
satisfies the net worth prerequisite, and on the basis of the
record we conclude that the rental expense deductions at issue
have been substanti at ed.

The cooperation prerequisite requires that the taxpayer have
"cooperated with reasonabl e requests by the Secretary for
W tnesses, information, docunents, neetings, and interviews".
Sec. 7491(a)(2)(B). Petitioner contends that it cooperated

because it did so during respondent's exam nation for the taxable
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years at issue. However, the requirenment of cooperation extends

t hrough pretrial proceedings. See, e.g., Connors v.

Comm ssi oner, 277 Fed. Appx. 122 (2d Cr. 2008), affg. T.C. Meno.

2006-239; Krohn v. Comm ssioner, T.C Meno. 2005-145; Lopez v.

Conmi ssioner, T.C. Menp. 2003-142, affd. on this issue 116 Fed.

Appx. 546 (5th Cr. 2004).

Petitioner argues that it was unable to provide the
i nformati on and docunents requested during pretrial proceedings
because it did not maintain its records in the format respondent
requested; i.e., by itemof equipnent. Petitioner has at no
poi nt asserted that the material sought was confidential or

proprietary business information, see Kohler v. Conm ssioner,

T.C. Meno. 2006-152, and we are unpersuaded by the justification
asserted. The material petitioner resisted produci ng was
necessary to substantiate its clainmed rental expense deducti ons.
See sec. 6001; sec. 1.6001-1(a), Proced. & Adm n. Regs.
Petitioner's failure to conply with informal and formal discovery
covering reasonabl e requests for information and docunents,
resulting in Court-enforced discovery, precludes a finding that
it cooperated for purposes of section 7491(a)(2)(B). See AMC

Trust v. Conm ssioner, T.C. Menpb. 2005-180; R nn v. Conmni ssioner,

T.C. Meno. 2004-246. Accordingly, the burden of proof does not
shift to respondent with respect to the factual issues relevant

to the originally determ ned deficiencies.
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1. Petitioner's Rent Deductions for Sharehol der - Omed Equi pnent

Deductions are a matter of |legislative grace. |1NDOPCO, Inc.

v. Comm ssioner, 503 U.S. 79, 84 (1992); New Colonial Ice Co. v.

Hel vering, 292 U. S. 435, 440 (1934). Therefore, petitioner bears
the burden of proving that it is entitled to the deductions
claimed and of substantiating the anpbunt and purpose of those

deductions. Hradesky v. Conmm ssioner, 65 T.C 87, 89-90 (1975),

affd. per curiam540 F.2d 821 (5th Cr. 1976).

Section 162 permts a taxpayer to deduct all ordinary and
necessary expenses paid during the taxable year in carrying on
its trade or business, including "rentals or other paynents
required to be nmade as a condition to the continued use or
possessi on" of property. Sec. 162(a)(3). In determ ning whether
the paynents in issue are deducti bl e under section 162, the basic
question is whether the paynents were in fact rent and not

sonet hing el se disguised as rent. See Place v. Conm ssioner, 17

T.C. 199, 203 (1951), affd. per curiam 199 F.2d 373 (6th Cr.

1952); accord Levenson & Klein, Inc. v. Conm ssioner, 67 T.C.

694, 715 (1977). This is a question of fact, and the character
of the paynents in question is to be judged in view of (1) al
the terns and conditions of the agreenent establishing the
obligation to pay, and (2) all the facts and circunstances
existing at the time the agreenent was made. See Audano V.

United States, 428 F.2d 251, 256 (5th Gr. 1970); Brown Printing
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Co. v. Conm ssioner, 255 F.2d 436, 440 (5th Cr. 1958), revg.

T.C. Meno. 1957-37. Wen, as here, the lessor and | essee are
related, an inquiry into what constitutes "reasonable" rent
beconmes necessary to determ ne whether the anobunt paid is greater
than the | essee woul d have paid had he dealt with a stranger at

arms length. Brown Printing Co. v. Comm Ssioner, supra at 438;

Pl ace v. Commi ssioner, supra at 203.

A. Busi ness Reasons for Petitioner's Equi pnent Rentals From
|ts Sharehol ders

In the early 1990s petitioner faced a substantial new
busi ness opportunity in the formof expansion into the field of
hi gh-tech constructi on brought on by the influx of high-tech
manuf acturers in the Al buquerque area. To avail itself of that
opportunity, however, required substantial expenditures.
Petitioner made those expenditures--for additional staff, |arger
of fi ces, an expanded prefabrication shop, new small tools,
materials inventory, new trucks, and specialized equipnent--
| argely out of working capital and its lines of credit (up to
capacity) with its bank. Nonetheless petitioner still had
substantial construction equi pnment needs to satisfy in order to
be conpetitively positioned to enter the high-tech construction
mar ket .

G ven certain features of that market in the Al buquerque
area at the tine, petitioner's equi pnent needs were to sone

extent unusual. Critical features of the construction of high-
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tech manufacturing facilities were extraordinary pressure from
clients to get projects conpleted and "on |Iine" quickly because
of the conpetitive pressures the clients faced to bring new
products to market expeditiously, and volatility in the clients’
construction needs. |In addition, because the equi pnent was to be
used in clean roomenvironnents, it had to be specially prepared
and mai ntained for this purpose. Thus, given the tine
constraints and special conditions for its use, petitioner
essentially needed guaranteed, exclusive access to the equi pnent
used for high-tech construction projects to neet the denmands of
its clients.

The conventional neans for petitioner to obtain equipnent
were purchase, long-termlease, or short-termrental. Because
petitioner consuned its cashfl ow and worki ng capital acquiring
materials, tools, trucks, certain equi pnent, working space, and
staff, purchasing the remai ni ng necessary equi pnent woul d have
required petitioner to assune additional indebtedness. To the
extent petitioner had any remai ning borrow ng capacity,
petitioner's managenent did not consider it prudent to incur
addi ti onal debt given the uncertainty of whether petitioner would
succeed in its new line of business. For the sane reasons

petitioner's managenent did not believe |ong-terml eases were
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feasible.? Wth respect to both additional debt and | ong-term
| eases, petitioner's managenent was reluctant to encunber
petitioner with substantial |ong-termobligations in connection
with "tooling up" for the high-tech market as petitioner's
eventual success in that market was uncertain.

Short-termrentals of equipnment fromthird-party rental
conpani es on an "as needed" basis so that petitioner could
perform under the construction contracts it obtained al so
present ed substantial drawbacks. The short-termrental market
for general construction equipnment in the Al buguerque area was
overheated in the early 1990s as a result of the influx of high-
tech construction and other projects; shortages were preval ent,
equi pnent coul d not be obtained on short notice, and | essors were
increasingly exercising early termnation rights and reclai mng
equi pnent when higher rents could be secured el sewhere.

Mor eover, equi pnent obtai ned on a "spot" basis through short-term
rentals required extensive preparation for clean roomuse. Thus,

short-termrentals did not present a reliable or especially

22According to expert testinony in the record, a long-term
capital lease is often referred to as a conditional sales
contract because the | ease paynents create the sane kind of
obligation as interest paynents on debt. A capital |lease is
usual ly classified as a purchase by the | essee because it is
essentially a bank loan wth a buyout at the end; i.e., the
| essee makes an agreed nunber of fixed, nonthly paynents over the
contract period and then acquires the asset for a nom nal anount
at the conclusion of the |ease term Consequently, |long-term
| eases would inpair petitioner's financial condition in the same
manner as purchases nmade with borrowed funds.
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feasi bl e means of neeting petitioner's equi pnent needs for
entering the high-tech construction market, in managenent's view.
Yet managenent al so recognized that if a reliable supply of
rental equi pment were avail able, the sonmewhat greater expense
associated with short-termrental rates versus |long-terml ease
rates would be mtigated by the fact that petitioner's contracts
with its high-tech construction clients entitled petitioner to
bill those clients for equipnment rental at cost plus a 17.5-
percent markup.

Agai nst this backdrop, petitioner's managenent concl uded
that petitioner's general construction equi pnment needs for the
hi gh-tech market expansion could best be nmet if its sharehol ders
acquired the equipnent and leased it to petitioner under |ease or
rental agreenments? specially tailored to petitioner's
circunstances. Specifically, the agreenents had 5-year terns to
guarantee petitioner's exclusive access to the equipnment and to
protect petitioner's access as against the clains of the
shar ehol ders' fornmer spouses or creditors. However, petitioner
was generally obligated to pay its shareholders only for actual
use. That is, under the "actual usage" terns enployed in

petitioner's hourly rate agreenents, petitioner incurred rent

ZBQur use of the term"lease agreenent” or "rental
agreenent” is not intended to confirmor rebut respondent's
contention that petitioner held a "5-year |easehold interest”
pursuant to the contracts covering petitioner's conpensation of
its sharehol ders for the use of equipnment they owned.
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obl i gati ons based on the nunber of hours the equi pnment was
actually in use at a job site.? Wth respect to the itenms of
equi pnrent rented at a nonthly rate, petitioner's paynents were
equal to the cost of full-tinme use for the equi pnment subject to a
witten agreenent (Brake Press, C ean Room LVD Shear, and
Qui ckPen Conputer). However, wth respect to the five itens of
equi pnrent rented at nonthly rates without a witten agreenent,
petitioner's actual paynents for two itens (Lift #1 and Lift #2)
were less than the cost of full-time nonthly use, indicating that
petitioner did not pay for periods when the equi pnent was idle.

As a consequence, petitioner generally incurred no
obligation for rent for periods when the equipnent was idle or in
transit, although under petitioner's exclusive control. Thus,
the rental agreements between petitioner and its controlling
sharehol ders were hybrid arrangenents, containing both features
of long-term (5-year) |eases such as the "exclusive use" feature,
and features of short-termrental agreenents such as the "actual
usage" provision that generally protected petitioner fromthe

| ong-termobligations of such a lease.?® 1In this way, nost of

240ne item of equi pnent rented on an hourly basis, Bobcat
#743, did not have a witten agreenent covering the rental terns.
However, the paynment schedul e denonstrates that petitioner paid
for less than full-tinme hourly use, indicating that petitioner
did not pay for periods when the equi pnent was idle.

ZTwo of the twenty-four itens of equipnent for which the
rent paynents are at issue involved arrangenents where petitioner
(continued. . .)
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petitioner's agreenents nore closely resenbled the obligation
that petitioner would have incurred under short-termrental
contracts in the third-party rental market.

The rental paynments at issue, although clained as deductions
for petitioner's TYE August 31, 1996 and 1997, were nade pursuant
to agreenents that, for 19 of the 24 itens of equipnent, were
entered into before the taxable years in issue; i.e., between
1991 and the first 8 nonths of 1995. This period enconpassed
petitioner's initial efforts to penetrate the high-tech
construction nmarket and the onset of petitioner's financial
difficulties. The remaining five contracts were entered into or
renewed during petitioner's 1996 taxable year, when its financi al
difficulties fromits rapid growh and the Silmax contract were
acut e.

W are satisfied that petitioner had valid business reasons
for these arrangenents. Petitioner's managenent determ ned that
addi tional |ong-term debt or conparable comm tnents under | ong-
term| eases were inprudent for purposes of entering an untested

line of business.?® Petitioner's managenent |ikew se consi dered

25(...continued)
and a shareholder initially col eased equi pnent and the
shar ehol der then subl eased the equi pnent to petitioner at a
prem um Those arrangenents are discussed infra pp. 46-53.

2petitioner's nanagenent's conservatismregarding | onger
termcommtnents in the early 1990s proved well founded, as
petitioner encountered financial difficulties attributable in
(continued. . .)
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short-termrental s infeasible because of the shortages and ot her
uncertainties that had arisen as a result of an overheated short-
term general construction equi pnment rental market. The solution
was hybrid agreenments that guaranteed petitioner access to

equi prent it would need if it were successful in obtaining high-
tech projects without the financial burdens of carrying the cost
of acquired or long-term| eased equi pnent in the event its
contenpl ated work did not materialize or could not be perforned
profitably. The financial risk of owning equipnment that was not
depl oyed on projects was borne by petitioner's sharehol ders
rather than petitioner, a reallocation of the financial risk
underlying petitioner's capital needs that is not entirely unlike
the transfer of risk to a sharehol der who provides a guaranty for
his corporation's debt. Accordingly, if the paynents petitioner
made under its hybrid agreenents were reasonable, they constitute

deductible rent. See Roman Systens, Ltd. v. Conm ssioner, T.C.

Meno. 1981-273.

26(. .. continued)
significant degree to its m scal cul ati ons under one of its first
| arge high-tech construction projects, Silmax. By 1995 the
financial difficulties associated wth expansion and the Sil max
project culmnated in petitioner's credit rating being
significantly downgraded, its |longtinme banker severing its
relationship with petitioner, and its surety refusing to wite
any further performance bonds for petitioner. Had petitioner
i ncurred i ndebtedness or assuned long-term | eases to obtain the
equi pnent at issue, its precarious financial condition would no
doubt have arisen earlier and been significantly worse.
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B. Wre Petitioner's Rental Paynents "Required"?

Havi ng concl uded petitioner had valid business reasons for
renting at short-termrates rather than purchasing or entering
long-term | eases for the construction equi pnent it needed, we
must now deci de whether the rental paynents petitioner nade were
"required” within the neaning of section 162(a)(3). Since the
rental agreenents at issue were between related parties, we nust
determ ne whether, in view of the agreenents' terns and the facts
and circunstances existing at the tine the agreenents were made,
the anbunts paid as rent were reasonable; i.e., not nore than
petitioner would have been required to pay as the result of an

arm s-length bargain. Brown Printing Co. v. Conm ssioner, 255

F.2d at 438, 440; Place v. Comm ssioner, 17 T.C. at 203.

Respondent, enphasizing the 5-year ternms of the agreenents,
contends that petitioner had a "5-year |easehold interest” in
each item of equipnment and that arm s-length paynents for that
interest would equal the approximate fair market val ue of
paynents under a 5-year bank | oan, capital |ease, or true | ease?
for the acquisition or use of the equipnent. Moreover,

respondent contends, rentals of general construction equi pnment

2IA capital lease is, in a econom c sense, an agreenment to
purchase over tine whereby the | essee, after nmaeking "l ease"
paynments over a stated period, becones entitled to acquire the
asset fromthe |l essor at a nomnal cost. See supra note 22.
Under a true | ease, also known as an operating | ease, the |essee
pays to use the asset during the | ease termbut has no option to
purchase at the term s expiration
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are not available in the third-party rental market for 5-year
terms; the longest rate termgenerally available is nonthly or
quarterly. Expert testinony in the record corroborates this
point. Thus, respondent concl udes, anmounts petitioner paid as
rent that exceeded the fair market value of a 5-year |easehold
interest in the equi pnment do not represent an arm s-length price
for the use of the equi pnent, are excessive, and are accordingly
not deducti bl e under section 162(a)(3).2%

Petitioner argues that the "actual usage" termof its
agreenents resulted in the agreenents' nore closely resenbling
"at will" or short-termrental agreenents. The "actual usage"
feature was a material termof nost of its contracts, petitioner
argues, nmade necessary by petitioner's particul ar needs and
risks. Thus, in petitioner's view, the rental paynents that it
made to its sharehol ders, which were based on hourly or nonthly
short-termrates, were required to secure the equipnent on the

ternms petitioner needed and are therefore fully deductible.

22Respondent al so argues that petitioner's rental deductions
are excessive because its enpl oyees perfornmed "extensive
mai nt enance and rebuil ding” on the | eased equi pnmrent. As noted
supra note 21, the record establishes that none of the
mai nt enance perforned on the rented equi pnment took nore than a
day to conplete. 1In any event, in view of the limted anmount of
mai nt enance performed during the taxable years in issue as
conpared to the nunber of itenms of equipnment rented and the
significant nunber of hours the rented equi pnent was used by
petitioner, we find that any maintenance expense petitioner
incurred that was the contractual responsibility of the
shar ehol der | essors was de mnims
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Expert testinony, as summarized in appendix B, confirns that the
hourly and nonthly rates petitioner paid to its sharehol ders were
generally consistent wwth or belowrates in the short-termrental
mar ket in the Al buquerque area at the tine.

After a careful review of the expert testinony and the other
evidence in the record, including the particulars of the rental
agreenents and petitioner's course of dealing thereunder with its
sharehol ders, we agree with petitioner.

1. | ncreased Deficiencies Asserted in the Answer

We note as a threshold matter that while respondent's
contention that petitioner had a 5-year |easehold interest in the
rented equi pnent has sonme support in the case of the equi pnent
that was subject to witten | eases with 5-year terns, the sane
cannot be said for the six itens of equi pnment for which there
were no witten | eases; nanely Bobcat #743, Lift #1, Lift #2,

Lift #3, Forklift, and Fusion Machine. For this equipnent, where
there was nerely a course of dealing between petitioner and its
sharehol ders reflecting rental paynents at hourly or nonthly
rates, respondent's claimthat petitioner had a 5-year | easehold
interest is tenuous at best.

Wth respect to the equi pnment subject to witten | eases, a
princi pal defect in respondent's contention that the arm s-length
rate for petitioner's rent was equal to the cost of a 5-year

| easehol d interest is the prem se that petitioner in fact could
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have obt ai ned the equi pnment pursuant to |long-terml eases.
Petitioner has adduced persuasi ve evidence that it | acked
financial wherewithal or creditworthiness to do so during the
rel evant period. Petitioner had al ready enpl oyed bank financing
for other equi pnent and consunmed cashfl ow and working capital
addressing other capital needs. During the period when the
rental agreenents at issue were entered into, petitioner's
financial condition evolved froma situation (in the early 1990s)
where its managenent consi dered additional debt or |ong-term
| ease commtnents for this equipnment to be nerely inprudent,
gi ven petitioner's inexperience in high-tech construction, to a
situation where petitioner's inability to borrow or obtain |ong-
term| eases was obvious--that is, by early 1996 when its | ong-
ti me banker and surety both abandoned petitioner as a client. In
sum petitioner's financial condition precluded its obtaining 5-
year | eases for the equipnent at issue.

Respondent suggests on brief that this problemcould have
been renedi ed by the sharehol ders' giving their personal
guaranties for petitioner's indebtedness or |long-term|eases used
to secure the equi pnment. But such arrangenments woul d not have
been arm s I ength unless the sharehol ders were conpensated for
this assunption of risk. Here, instead of providing personal
guaranties to enable petitioner to acquire equi pnent,

petitioner's sharehol ders acquired the equi pnent thensel ves and
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leased it to petitioner. |In our view, armis-length rental rates
in these circunstances would be set at sone | evel above what
woul d be paid for a 5-year |easehold interest in order to
conpensate the sharehol ders for the risk they assuned in the
transaction; petitioner was entering an untested |ine of business
and, as a practical matter, the rent m ght not be paid. See

Roman Systenms, Ltd. v. Conm ssioner, T.C. Mnop. 1981-273.

Because we are not persuaded that petitioner could have
obt ai ned the equi pment at issue for paynents approximting the
cost of 5-year |easehold interests, respondent has failed to neet
hi s burden of proof with respect to the increased deficiencies
asserted in the amendnent to answer. Consequently, those
i ncreased deficiencies are not sustained.

2. Oiginal Deficiency Detern nation

The notice of deficiency determi ned that petitioner's
maxi mum al | owabl e rent deducti on was an anount that woul d provide
shar ehol ders Ki m and Bryan Yearout a 30-percent rate of return on
equity, and sharehol der Kevin Yearout a 35-percent return, on the
itens of equi pnent each | eased to petitioner. The valuation
engi neer reached this conclusion in part by analyzing what
petitioner would have paid if it had rented the equi pnent froma
third-party rental conpany at nonthly, rather than daily or
hourly, rates and in part by assum ng that returns on equity of

30 to 35 percent were reasonabl e expectations in the Al buquerque
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mar ket. Respondent did not support or defend this methodol ogy at
trial or on brief, devoting his argunments instead to the "5-year
| easehol d interest” nethodol ogy advanced by his expert and used
to conpute the increased deficiencies asserted in the anmendnent
to answer. W accordingly conclude that respondent has abandoned
t he nmet hodol ogy and anal ysis underlying the notice of deficiency.
Consequently, we nust deci de whether the original deficiency
determ nations can be sustained on the "5-year |easehold
i nterest” nethodol ogy advanced by respondent and his expert at
trial.

a. Equi pnent Leased at Monthly Rates

Wth respect to the seven rental agreenents under which
petitioner paid a nonthly rate, ?®° appendix B lists petitioner's
rental rates and the prevailing rates in the third-party rental
mar ket for simlar equipnment according to the expert w tnesses.
The report and testinony of respondent’'s own expert establish
that the nonthly rates petitioner paid for Lift #1, Lift #2, Lift
#3, and Forklift were less than the rates being charged for those
itens of equipnent by third-party rental conpanies.

Respondent's expert failed to provide an estimate of fair

mar ket rental value for Brake Press, C ean Room and Fusion

2The itens rented at nonthly rates were Brake Press, C ean
Room Lift #1, Lift #2, Lift #3, Forklift, and Fusi on Machi ne.
The subl eased itens of equi pnment that were rented at nonthly
rates, LVD Shear and Qui ckPen Conputer, are discussed infra pp.
46- 53.
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Machine. Petitioner relies on the rates estinated by its expert
toillustrate that the rates it paid for these itens of equi pnent
were either conparable to or below the rates available in the
third-party rental nmarket.3° Consistent with the aforenentioned
findings of respondent’'s expert, petitioner's expert's estinmates
of the nonthly third-party rental rates for this equi pment were
hi gher than those petitioner was charged by its shareholders; in
the case of Brake Press, substantially nore. The 5-year terns of
the nonthly rate agreenents negotiated at armis | ength m ght be
expected to exert sone downward pressure on the anmount a | essor
woul d charge; the fact that petitioner's sharehol ders generally
charged it less than prevailing third-party rental rates for
nmont h-t o- nont h arrangenents indicates that the 5-year termdid
in fact, affect rates in the direction of an arm s-length rate.

In addition, with respect to certain nonthly rental
arrangenments that did not have witten agreenents, petitioner's
annual paynent schedul es by item of equi pnent denonstrate that

petitioner paid for less than full-tinme use of Lift #1, Lift #2,

petitioner's expert surveyed | ocal and national third-
party rental conpanies to determ ne average nonthly rental rates
for widely avail able construction equi pment. For itens of
equi pnent not generally available fromthird-party conpanies,
petitioner's expert contacted other |ocal users of simlar

equi pnrent to determ ne average rental rates. |In all instances,
the rates relied upon were for equipnment that was simlar, if not
identical, to petitioner's; i.e., in job-ready condition and

nmeeting all code and safety requirenments. W find the
met hodol ogy enpl oyed by petitioner's expert to be sound.
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and Forklift during sone years. W conclude that, in practice,
petitioner paid only for actual use of this equipnent in a manner
simlar to the arrangenents under the witten agreenents covering
hourly rentals of equipnent. See app. A Since "actual usage"
terms were in practice applied in these nonthly agreenents, the
shar ehol der | essors were subjected to another elenent of risk for
which they were entitled to be conpensated. Rental rates that
were closer to short- rather than long-termrates did so.

G ven that (1) petitioner has shown that it was infeasible
for petitioner to obtain conventional long-termleases for this
equi pnent (as discussed supra pp. 34-36), (2) the expert evidence
denonstrates that the anounts petitioner paid its shareholders to
| ease equi pment at nonthly rates were generally | ess than anmounts
that were charged by third-party |lessors for the sane equi pnent,
and (3) in actual practice, petitioner was not required to pay
when at | east sonme of the equipnment rented at nonthly rates was
idle, we conclude that petitioner has carried its burden of
proving significant error in the notice of deficiency
determ nation that these rental paynents were excessive.

I nstead, we find by a preponderance of the evidence that the
monthly rents petitioner paid were reasonable. Accordingly, the
rental paynments nmade pursuant to the seven nonthly agreenents and
claimed as deductions for the years in issue are all owabl e under

section 162(a)(3).
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b. Equi prent Leased at Hourly Rates

Wth respect to the 15 itens of equi pnment petitioner |eased
on a hourly basis, there is an additional problemwth
respondent’'s position that the deductible portion of petitioner's
rent paynents should be Iimted to the value of a 5-year
| easehol d interest in the equi pnent. Respondent's equating of
petitioner's rental agreenents with a 5-year |easehold interest
takes no account of the "actual usage" term present in those
agreenents. Respondent contends that the "actual usage" termis
properly disregarded because it had "no value". Respondent
argues that

because the unprecedented construction boom kept

petitioner so busy, petitioner could not realistically

have ceased using any of the equipnent. Because

petitioner's argunment that it could stop further

accrual of liability at any tinme by ceasing to use the

equi pnent is contrary to the weight of evidence, this

["actual usage"] termis of no val ue.

We di sagree. Respondent reaches the concl usion that
petitioner could not realistically have ceased using the
equi pnent on the basis of conditions as they existed during the
t axabl e years at issue. However the rental paynments in dispute
were made pursuant to agreenents that were, for the nost part,
entered into during the 4 years before the taxable years in

issue. During that period petitioner was hoping to exploit the

new busi ness opportunities presented by the advent of high-tech
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construction clients, but it could not be certain that its
efforts woul d be successful.

As it turned out, petitioner in fact was able to secure
substantial high-tech business and was essentially working
overtime to performunder its contracts during the years in
issue. But this outcone could not be foreseen with any certainty
in 1992 or 1993 when the bulk of the contracts were entered into;
indeed, it occurred only after a near-ruinous start, represented
by the Silmax project, that had a significant adverse inpact on
petitioner's creditworthiness during the years in issue.

By assessing the reasonabl eness of petitioner's contracts as
of the taxable years in issue, when petitioner had established a
successful reputation as a high-tech manufacturing contractor and
was regularly working overtinme to satisfy project commtnents in
a boom ng market, respondent engages in the kind of hindsight
that is not permtted in determ ning whether rent is deductible
under section 162(a)(3); rather, the reasonabl eness of an
agreenent's terns generally nust be assessed at the tine the
agreenent was entered into, wthout the benefit of hindsight,
considering all the facts and circunstances existing at that

time. See Audano v. United States, 428 F.2d at 256; Brown

Printing Co. v. Conm ssioner, 255 F.2d at 438; Stanley Inernman v.

Comm ssioner, 7 T.C 1030, 1037 (1946); Estate of Sullivan v.
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Commi ssi oner, a Menorandum Qpi nion of this Court dated Aug. 10,

1951.

When all the facts and circunstances that existed at the
time petitioner's agreenents were entered into are considered, we
are not persuaded that the "actual usage" terns had no val ue.
The uncontroverted evidence is that petitioner's high-tech
clients' construction needs were difficult to predict.
Petitioner's conpetence in performng the new type of work was
untested at the tine that many of the contracts were entered
into. Later, when petitioner's conpetence was better
established, there was no certainty that demand for high-tech
construction would continue at the "boom |evels that
characterized the 2 taxable years at issue. W are persuaded
that the "actual usage" terns were an inportant hedge agai nst
petitioner's downside risks in pursuing a new |line of business.

Petitioner's actual experience under its rental agreenents
corroborates the significance of the "actual usage" provisions.
Had it been the case that petitioner used the equi pnent
essentially full time during the 5-year terns of the contracts,
respondent’'s position that the "actual usage" provisions should
be di sregarded m ght be nore persuasive. But that is not what
happened.

As illustrated in appendix A, with respect to 13 of the 15

itens of equipnent rented at hourly rates with "actual usage"
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provi sions, petitioner used the equipnent significantly |less than
full time; in many years actual use was | ess than 50 percent of
full-time use. Petitioner accordingly paid its sharehol ders
significantly | ess than short-termrates premsed on full-tinme
use for these itens of equipnent.3 Gven that the "actua
usage" provisions had a significant inpact on the anmounts
petitioner was required to pay its sharehol ders for excl usive
annual use, they cannot be disregarded as respondent contends. *?

A 5-year |ease with an "actual usage" provision, such as
t hose between petitioner and its shareholders, is not essentially
equi valent to a conventional long-termlease with a 5-year term
as respondent contends because in the fornmer the risk of the
equi pnent's nonuse has been shifted fromthe | essee to the
| essor. The lessor in such an arrangenent bears a risk simlar

to that of the lessor in a short-termequi pnent rental; for the

3petitioner al so achieved savings, notw thstandi ng payi ng
short-termrates, for any tine that a piece of equipnent was in
transit between jobs or being prepared for clean roomuse as
t hese periods did not constitute actual use. Thus, the
shar ehol der | essors received no rent for these periods, although
a conventional short-term]lessor woul d have.

32l n exam ning petitioner's experience under the rental
agreenents after they were executed, we do not depart fromthe
principle that the reasonabl eness of the agreenments nust be
assessed at the tine they are entered into and in view of the
conditions then existing. |Instead, the actual experience under
the agreenents gives rise to reasonabl e inferences concerning
what the parties to the agreenents antici pated when they were
entered into, including the inference that the possibility of
less than full-tinme use was anti ci pat ed.
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periods the equipnment is not in use, the lessor is not
conpensated and accordingly nmust recoup the idle periods by way
of a prem um charged for periods of actual use. A lessor in a
| ong-term | ease bears no such risk, and his arms-length rate is
accordingly |ess.

We are therefore not persuaded of respondent's position that
an anmount equivalent to the rent that would be paid on a
conventional 5-year, long-termlease for the equipnent is the
anount that would be paid under an arm s-1ength arrangenent for
the rights that petitioner obtained under the hourly rate | eases
with its shareholders.®* Instead we are persuaded that, in an
arm s-length arrangenent, |essors such as petitioner's
shar ehol ders woul d have demanded short-termrates to conpensate

for periods of nonuse and woul d have been wlling to assune the

33There are other substantial problens with the figures that
respondent asserts are the values of petitioner's 5-year
| easehol d interests in the equi pnment at issue. |In conputing
these figures, respondent's expert used interest rates prevailing
at the time his report was prepared rather than those prevailing
sone 10 years earlier when the agreenents were nade. The record
establishes that the rates in effect at the tinme petitioner's
rental agreenents were entered into were considerably higher than
those in effect 10 years later. Additionally, respondent
conput ed residual values using fair market value at the end of
the lease term According to petitioner's rebuttal expert, a
menber of the American Society of Appraisers with a specialty
certification in machinery and equi pnment appraisal, typical
| essors conpute residual value on the basis of orderly
i quidation value, which is between 15 and 25 percent |ess than
fair market value, and determ ne residual value at the beginning
of the lease termrather than the end, thereby elimnating the
effects of inflation during the | ease years.
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ri sk of periods of nonuse so long as they could reasonably
predict that the | essee's actual use of the equi pnent would be
significant over the | ease period. Petitioner's sharehol ders
obvi ously possessed sufficient know edge of petitioner's business
prospects to nake an infornmed judgnent that petitioner's actual
use of the equipnent would likely be sufficient for themto earn
a reasonable return on their investnent over tine.

Conversely, petitioner's side of the bargain was also arm s
length in our view, petitioner obtained exclusive use of the
equi pnent w t hout assum ng the downsi de risks posed by
i ndebt edness or long-termleases in the event that petitioner did
not succeed in a new venture. Moreover, petitioner could pass
al ong the costs of short-termrental rates to its clients, with a
17.5-percent markup, alleviating the burden of heavy use at
short-termrates.

In sum we are persuaded that in petitioner's circunstances,
t he paynent of essentially short-termrental rates for long-term
use of the equipnent was within the range of what woul d have been
paid in an arm s-1ength arrangenent to secure the sane rights.
Because the expert evidence denonstrates that the anounts
petitioner paid its shareholders to | ease equi pnment at hourly
rates were generally less than amounts that woul d be charged by
third-party | essors for the sane equi pnment, we concl ude t hat

petitioner has carried its burden of proving significant error in
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the notice of deficiency determ nation. |Instead, we find by a
preponderance of the evidence that the hourly rents petitioner
paid were reasonable. Accordingly, the rental paynents nmade by
petitioner pursuant to the 15 hourly agreenents and cl ai ned as
deductions for the years in issue are all owabl e under section
162(a) (3).

C. Equi prent  Subl eased

Petitioner and sharehol der Kevin Yearout entered into an
agreenent in February 1996 to col ease LVD Shear for 4 years at a
rate of $1,050 per nonth with an option to purchase for $1 on the
| ease expiration date. Kevin Yearout sinultaneously subleased
LVD Shear to petitioner at a rate of $1,600 per nonth. In the
noti ce of deficiency respondent determ ned that the naxi mumrent
al l omabl e for LVD Shear was $1,470 per nonth. 3

Petitioner and sharehol der Bryan Yearout entered an
agreenent in May 1996 to | ease Qui ckPen Conmputer for 5 years at a
rate of $2,430 per nonth, with an option to purchase for $1 at

the expiration of the |lease.® Bryan Yearout subleased Qui ckPen

34The maxi mum rent allowabl e was conputed by multiplying LVD
Shear's total acquisition cost of $50,400 by 35 percent (the rate
of return on equity attributed to Kevin Yearout) and dividing the
result by 12 to yield a nonthly rental rate. (The reports of
both experts confirmthat LVD Shear's total acquisition cost was
$50, 400, although the initial cost specified on the naster |ease
agreenent with the primary | essor was $41, 190.)

%®As noted in our findings of fact, respondent's concl usion
that a single | ease agreenent covered both Qui ckPen Conputer and
(continued. . .)
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Conputer to petitioner in July 1996 at rates ranging from $2, 715
to $3,422 per nonth. |In the notice of deficiency respondent
determ ned that the maxinumrent allowable for QuickPen Conputer
was $2, 650 per nonth. 36

Respondent, citing Connelly v. Conm ssioner, T.C Meno.

1994- 436, affd. w thout published opinion 99 F.3d 1154 (11th Cr
1996), argues on brief that when a subl essee pays nore for

equi pnent than the subl essor pays its own | essor (under a | ease-
to-own contract), it is an indication that the rate being paid by

t he subl essee is above fair market value.?® The gravanen of

3%(...continued)
Fusi on Machine is belied by the purchase price listed on the
agreenent, which represents the cost of the conputer alone.

3The maxi mumrent allowabl e was conputed by multiplying
Qui ckPen Conputer's initial acquisition cost of $106, 000 by 30
percent (the rate of return on equity attributed to Bryan
Yearout) and dividing the result by 12 to yield a nonthly rental
rate.

3’Respondent al so argues, for the first time on brief, that
petitioner has not proved that the respective sharehol ders
acquired petitioner's |l easehold interests in the originally
col eased equi pnent (i.e., LVD Shear and Qui ckPen Conputer) before
subleasing it back to petitioner. A party nmay not raise an issue
for the first time on posttrial brief where surprise and
prejudice are found to exist. See Sundstrand Corp. v.
Commi ssioner, 96 T.C 226, 346-347 (1991); Selignan v.
Comm ssioner, 84 T.C. 191, 198-199 (1985), affd. 796 F.2d 116
(5th Cr. 1986); Markwardt v. Comm ssioner, 64 T.C 989 (1975).
Since respondent did not raise the issue of the transfer of
petitioner's col essee interests until after trial, petitioner had
no opportunity to address it. Allowng the issue to be raised at
this point would prejudice petitioner, and we therefore decline
to do so.

(continued. . .)
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respondent’'s argunent is that petitioner could have | eased LVD
Shear and Qui ckPen Conputer directly fromthe prinmary |l essors; it
was therefore unnecessary for petitioner to enter into subl eases
with its shareholders for the equi pnent at higher rates than were
paid to the primary | essor. Therefore, respondent concl udes, the
| ease rates paid by the shareholders directly to the primary
| essor are the best evidence of fair market value for those
i tens.

Petitioner argues that any premuns paid to the sharehol ders
under the subleases are justified by the risks the sharehol ders

assuned as col essees, relying on Roman Sys., Ltd. v.

Conmi ssioner, T.C. Menp. 1981-273. Petitioner contends that

anounts paid to its sharehol ders under the subl eases that
exceeded the rents due under the primary | ease were conpensati on
for the sharehol ders' assunption of risks as guarantors of the
primary | ease paynents and as subl essors in respect of tort
clains (for which they woul d not have been responsible as

shar ehol ders) .

37(. .. conti nued)

Even if we allowed the issue to be raised, we would concl ude
on this record, in view of petitioner's precarious financial
condition when the | eases and subl eases were entered into, that
petitioner and its sharehol ders had informal agreenents in
respect of the | eased equi pnent under which petitioner agreed (1)
to transfer its rights as col essee to the col essee sharehol ders,
and (2) to sublease the equipment fromthe sharehol ders at a
prem um in consideration of the sharehol ders' effectively
serving as guarantors of petitioner's obligations under the
primary | ease.
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We agree with petitioner. Respondent's contention that
petitioner could have obtai ned LVD Shear and Qui ckPen Conputer
directly--that is, without a sharehol der serving as col essee--
finds no support in the record. When petitioner acquired the use
of these itens in 1996, its surety had ceased witing performance
bonds and its |ongti me banker had begun, for the first time, to
require petitioner's shareholders to provi de personal guaranties
for petitioner's indebtedness. Contrary to respondent's
argunent, petitioner's financial condition in 1996 strongly
supports the inference that the primary | essors of LVD Shear and
Qui ckPen Conput er woul d not have entered into | eases w t hout
Kevi n and Bryan Yearout as col essees, respectively-—-in substance,
the sanme condition being inposed by petitioner's banker for
| oans.

G ven these circunstances, petitioner's position is akin to

that of the taxpayer in Roman Sys., Ltd. v. Comm Ssioner, supra,

where we rejected an argunent very simlar to respondent's. In

Roman Systens, the taxpayer was "an unproven corporation

enbarking on a type of business venture which had a high failure
rate." 1d. The taxpayer needed a building for its proposed
restaurant operation, but the building's owners were unwilling to
| ease the building to the taxpayer on the basis of the

taxpayer's credit alone. Two of the taxpayer's sharehol ders

therefore fornmed a partnership that entered into a | ease with the
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buil ding's owners and then subl eased the building to the taxpayer
at a higher rate. The Conm ssioner argued that the taxpayer
coul d have |l eased directly fromthe owers and that consequently
t he anbunts paid under the sublease to the sharehol der
partnership that exceeded what the partnership paid under the
primary | ease was not rent for purposes of section 162(a)(3).
This Court concluded that the additional anmounts paid under the
subl ease served to conpensate the shareholders for their
assunption of risk and that these anpbunts were deductible as rent
so long as they did not exceed what woul d have been paid in an
arm s-1ength arrangenent.

The sanme anal ysis should apply here, because petitioner's
sharehol ders effectively served as guarantors for the rental

paynments to the primary | essor. For the sane reason, Connelly v.

Conmmi ssi oner, supra, relied on by respondent, is distinguishable.

In that case, the taxpayer argued that the amounts it paid as
subl essee that exceeded what its sublessor paid to the primry

| essor were conpensation for inprovenents nade to the | eased
property by the sublessor. W denied the section 162(a)(3)
deduction for the excess paynents because there was no persuasive
evi dence that the subl essor had nade the inprovenents as cl ai ned
by the taxpayer. Here, petitioner's claimthat its sharehol ders
provided their creditworthiness in connection with the subl easing

arrangenments i s supported by the evidence.
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Regarding the fair market rental val ue of LVD Shear,
respondent argues that the nost reliable nmeasure of fair market
rental value is what was paid in the arm s-1ength arrangenent
between the primary | essor and col essees petitioner and Kevin

Yearout; nanely $1, 050 per nonth. Followi ng Ronan Sys., Ltd. V.

Conmm ssi oner, supra, we disagree, since this figure does not

reflect any conpensation to Kevin Yearout for the guarantor risk
he assuned as col essee. Respondent's val uation engi neer took the
position that fair rental value for LVD Shear was the anpbunt that
woul d secure a 35-percent return on equity for Kevin Yearout, or
$1,470 per nmonth. Petitioner's expert's estimate of the fair
rental value of LVD Shear in the Al buquerque market during the
taxabl e years in issue was $4,500 per nonth; respondent offered
no expert testinmony on this point.

We believe sone doubt necessarily attaches to petitioner's
expert's estimate, given that petitioner and Kevin Yearout were
able to | ease LVD Shear for $1,050 per nonth. W nonethel ess
find that, in view of respondent's valuation engineer's estimate
that $1,470 per nonth was a reasonable rent, the $1,600 per nonth
petitioner paid as sublessee to Kevin Yearout was a reasonabl e
anount to conpensate Kevin Yearout for his risk as guarantor

gi ven petitioner's precarious financial condition when the |ease
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and subl ease were executed.®*® W therefore conclude that
petitioner has nmet its burden of proving that the $1, 600 per
month petitioner paid to sharehol der Kevin Yearout to subl ease
LVD Shear was within the range of fair market rental value and
was armls length. The deficiency determined wwth respect to this
itemis therefore not sustained.

Regarding the fair market rental value of QuickPen Conputer,
respondent |ikew se takes the position that the best neasure of
that value was the rent paid under the arm s-length arrangenent
between the primary | essor and col essees petitioner and Bryan
Yearout; nanely, $2,430. For the reasons just stated with
respect to the LVD Shear subl ease, we reject respondent's
contention. Respondent's valuation engi neer took the position
that fair rental value for QuickPen Conputer was the anmount that
woul d secure a 30-percent return on equity for Bryan Yearout's
i nvest ment of $106, 000, or $2,650 per nonth. The val uation
engi neer al so expressed the view, however, that a 30-percent
return was appropriate for general construction equi pnment but
that a 35-percent return was appropriate for high-tech equi pnent.

We find that QuickPen Conputer nore likely falls in the latter

3%\We al so note that the rents being charged petitioner by
its sharehol ders were subject to review by know edgeabl e
pur chasi ng agents of petitioner's clients. The undi sputed
testinony was that, under the typical GV construction contracts
petitioner had with its clients, these purchasi ng agents were
quick to reject any clainmed expenses for equipnent rental that
they considered in excess of prevailing rates.
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category. A 35-percent return on equity would suggest that fair
mar ket rental val ue under the val uation engi neer's nethodol ogy
woul d be $3,091.67 per nonth (($106,000 x .35) + 12).

Respondent offered no expert testinony as to the fair rental
val ue of QuickPen Conputer. Petitioner's expert estimted that
the fair market rental val ue of Qui ckPen Conputer in Al buquerque
during the taxable years in issue was $2,850 per nonth; this
estimate was based on nmarket rent conparables for QuickPen
Comput er rangi ng between $2, 200 and $3,500 per nonth. Under the
val uation engi neer's nethodol ogy, the fair market rental val ue
for QuickPen Conputer was $3,091. 67 per nonth. The anmounts
petitioner paid for QuickPen Conputer ranged from $2,715 to
$3, 422 per nmonth during the years in issue. On this record, we
conclude that petitioner has net its burden of proving that the
$2,715 to $3,422 per nonth it paid to sharehol der Bryan Yearout
to subl ease Qui ckPen Conputer was within the range of fair market
rental value and was armis length. The deficiency determ ned
Wth respect to this itemis therefore not sustained.

[11. Concl usion

Petitioner had valid business reasons for entering into
speci alized rental agreenents with its sharehol ders to secure
needed construction equipnent. W find on this record that the
rates petitioner agreed to pay its sharehol ders for the equi pnent

were reasonable at the tine the contracts were entered i nto and
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reflected arm s-length arrangenents. W therefore conclude that
petitioner's rental expense deductions clainmed during the years
in issue are allowed under section 162(a)(3).

We have considered all the remaining argunents nmade by the
parties for results contrary to those reached herein. To the
extent not discussed herein, we conclude those argunents are
moot, without nerit, or unnecessary to reach.

To reflect the foregoing,

Deci sion will be entered

for petitioner.
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APPENDI X A - RENTAL PAYMENT ANALYSI S

Annual Annua
Al'l owabl e Rent Using 5-yr Annual Rent Ampunts Amounts Amounts Amounts Anpunts Anpunts Anpbunts Anmpunts Anpunts
Annual Hourl y/ Leasehold for Full- Pai d Pai d Pai d Pai d Pai d Pai d Pai d Pai d Pai d
I'n Rent per Mnthly 3d- Interest Ti ne Use Share- Share- Share- Share- Share- Share- Share- Share- Share-
I'tem of Service Lease Deficiency Party Rental Value(R s per P's hol ders hol ders hol ders hol ders hol ders hol ders hol ders hol ders hol ders
Equi pnent Dat e Dat e Not i ce?! Rat es? Expert) Contract s® 1988 1989 1990 1991 1992 1993 1995 1996 1997
| TEMS RENTED HOURLY
Crane Apr-93 Apr-93 $24,000 $42, 000 $12, 000 $145, 600 XXX XXX XXX XXX XXX $28,359 $35,086 $24,251 $25, 565
Backhoe 1 Jun-86 Jun-91 17, 668 34, 800 3, 600 41, 600 $29,327 $7,190 $11,290 $3,900 $8,200 19,751 31,225 22,031 24,766
Backhoe 2 Apr-88 Apr-93 15, 240 34, 800 3, 600 41, 600 9,820 11,110 10,545 12,050 8,300 19,354 24,283 25,813 30,774
Manlift 1N Apr-94 Apr-94 3,714 7,500 960 13, 000 XXX XXX XXX XXX XXX XXX XXX 9,677 12,675
Manlift 1 Jun-87 Jun-92 5,211 7,500 3,100 13, 000 12,390 10,500 7,250 12,250 11,210 12,439 12,474 9,614 12,675
Manlift 2 Jul -94 Jul -94 3,714 7,500 3,120 13, 000 9,300 10,500 8,510 12,500 11,500 12,110 11,581 12,673 11,675
Manlift 3 May- 88 May-93 6, 457 12, 960 1, 020 15, 600 8,730 12,450 13,405 14,100 13,200 14,390 16,507 15,204 12,674
Manlift 4 Jul -88 Jul -93 6, 631 12, 960 1, 080 15, 600 5,100 12,900 7,901 15,600 15,500 16,437 12,698 15,204 13,311
Manlift 5 Aug-92 Aug-92 12, 509 16, 800 6, 000 23, 400 XXX XXX XXX XXX XXX XXX XXX 19,053 13,254
Manlift 64 May- 95 Aug- 92 3,790 8, 400 2,940 13, 000 XXX XXX XXX XXX XXX XXX 6, 353 9,192 12,497
Manlift 7 May- 95 Aug- 95 3,790 8, 400 2,940 13, 000 XXX XXX XXX XXX XXX XXX 4,235 11,185 12,375
Boonmift 6 Aug-92 Aug-92 7,967 28, 800 4,800 31, 200 XXX XXX XXX XXX XXX XXX XXX 23,783 13,063
Bobcat 943 Apr-88 May-88 8,739 28, 800 1, 320 41, 600 10, 605 9,971 2,130 10,540 8, 940 8,691 10,190 28,320 15,500
Bobcat 743 Cct-94 Cct-94 8, 550 18, 000 5,820 31, 200 XXX XXX XXX XXX XXX XXX 8, 405 7,245 6, 705
Cybermation Dec-86 Dec-96 22,925 42, 000 3,000 210, 400 21,938 35,999 21,565 24,961 33,288 71,151 83,383 104,698 153,420
| TEMS RENTED MONTHLY
Brake Press Dec-94 Dec-94 $43,253 $78, 000 $15, 600 $44, 232 XXX XXX XXX XXX XXX XXX $46, 800 $46,800 $36, 857
Cl ean Room Sep-95 Sep-95 21, 000 36, 000 7,800 31, 200 XXX XXX XXX XXX XXX XXX 7,800 31,200 30,559
Lift 1 Jun-93 Jun-93 1, 587 7,200 1, 080 6, 300 XXX XXX XXX XXX XXX $5, 555 5,321 9, 450 6, 825
Lift 2 Jun-93 Jun-93 1, 587 7,200 1, 080 6, 300 XXX XXX XXX XXX XXX 3,333 5,775 9, 450 6, 825
Lift 3 Mar-95 Mar-95 1, 254 7,200 840 6, 300 XXX XXX XXX XXX XXX XXX 4, 439 9, 450 6, 825
Forklift Jul -95 Jul -95 18, 561 28, 200 10, 200 25, 200 XXX XXX XXX XXX XXX XXX 12,600 50,275 31,250
Fusion Mach  Apr-96 Apr-96 8,124 28, 800 4,200 22, 800 XXX XXX XXX XXX XXX XXX XXX 17,100 22,800
| TEMS SUBLEASED
LVD Shear Feb-96 Feb-96 $17,640 $54, 000 $6, 000 $19, 200 XXX XXX XXX XXX XXX XXX XXX $19, 200 $16, 000
Qui ckPen May-96 May-96 31, 800 34, 200 28, 560 vari abl e XXX XXX XXX XXX XXX XXX XXX 20,394 41,062
NOTE: Ampunts in the "annual rent using nonthly third-party rates", "annual 5-yr |easehold interest value", and "annual rent for full-tine use

per P's contracts" colums are exclusive of State sales tax. The "anpunts paid sharehol ders" columms (by year) are taken directly from schedul es of
rate anal ysis by sharehol der prepared by respondent during examination, are by cal endar rather than fiscal year, and are inclusive of State sales tax

1This colum is based on the putative nethodol ogy that respondent used to conpute the maxi num al |l owable rents in the notice of deficiency, i.e.,
maxi mum al | owabl e rent was conputed by taking the appropriate return on equity (30 percent for equi pment owned by sharehol ders Kim and Bryan Yearout;
35 percent for equi pment owned by sharehol der Kevin Yearout) times the shareholder's investnment in the item of equipnent.

2This rent is conputed using the | owest hourly or nonthly (depending on the termin petitioner's agreenents) rental rate estimated by
respondent's expert, when avail able; otherw se using the rates estimated by petitioner's expert.

SFul | -tine use rent is conputed for the nobst part using the actual rates specified in petitioner's contracts, nultiplied by 12 for itens of
equi prent rented on a nonthly basis, and by 2,080 for those itens rented on an hourly basis. For Brake Press, the figure reflects the actual monthly
rate paid of $3,686 per nonth nultiplied by 12. For Cybermati on Machine, the value is the sumof the nonthly rental fee of $200 tinmes 12, and the
hourly rental fee of $100 tinmes 2,080. Were witten agreenments do not exist, the rent interval and rate were inferred frompetitioner's annua
paynment schedul es by item of equi pment. For Qui ckPen Conputer, the maxi mum annual full-time rent for 1996 was $20,392 (1 nonth at $2,715, 5 nonths at
$2,851 and 1 nonth at $3,422); for 1997, the naxi num annual full-tine rent was $41, 064

“The effective date of the witten |ease contract in the record for Manlift #6 is Aug. 30, 1992. However, the schedul es prepared by respondent's
revenue agent during the exam nation and the report of respondent's expert all show that Manlift #6 was not acquired until Aug. 30, 1995. On the
wei ght of the evidence, we conclude there was a typographical error in the witten | ease agreenent as petitioner, in fact, incurred no rental charges
with respect to Manlift #6 until cal endar year 1995



Item of Equi pnent

| TEMS LEASED HOURLY
Crane
Backhoe #1
Backhoe #2
Manlift #1N
Manlift #1
Manlift #2
Manlift #3
Manlift #4
Manlift #5
Manlift #6
Manlift #7
Boorm i ft #6
Cybermati on Machi ne
Bobcat #943
Bobcat #743

| TEMS LEASED MONTHLY

Brake Press

Cl ean Room

Lift #1

Lift #2

Lift #3

Forklift

Fusi on Machi ne

| TEMS SUBLEASED
LVD Shear
Qui ckPen Comput er

Lease Date

Apr - 93
Jun- 91
Apr - 93
Apr - 94
Jun- 92
Jul - 94
May- 93
Jul - 93
Aug- 92
Aug- 92
Aug- 95
Aug- 92
Dec- 96
May- 88
May- 88

Dec- 94
Sep- 95
Jun- 93
Jun- 93
Mar - 95
Jul - 95

Apr - 96

Feb- 96
Jun- 96
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APPENDI X B - SUMVARY OF EQUI PMENT RENTAL RATES

Contract Rate

$70/ hr
$20/ hr
$20/ hr
$6. 25/ hr
$6. 25/ hr
$6. 25/ hr
$7. 50/ hr
$7. 50/ hr
$11. 25/ hr
$6. 25/ hr
$6. 25/ hr
$15/ hr
$200/ no + $100/ hr
$20/ hr
$15/ hr

$3, 900/ no?
$2, 600/ no®
$525/ mo
$525/ mo
$525/ mo
$2, 100/ no
$1, 900/ no

$1, 600/ mo
$2, 715- $3, 422/ mo*

Petitioner's Expert

$76.50 to $85.50/ hr
$19.50 to $22.50/ hr
$19.50 to $22.50/ hr

$5.50 to $8.50/ hr; $650/ o
$5.50 to $8.50/ hr; $650/ o
$5.50 to $8.50/ hr; $650/ o

$8 to $15/hr; $1, 550/ nmo
$8 to $15/hr; $1, 550/ nmo

$10.50 to $17.50/ hr; $1, 750/ no
$5.50 to $8.50/ hr; $650/ no
$5.50 to $8.50/ hr; $650/ no
$15 to $20.50/ hr; $2, 050/ no
$70 to $80/hr or $7, 000/ no

$18 to $20/ hr
$18 to $20/ hr

$6, 500/ no
$3, 000/ no
$550/ no
$550/ no
$550/ no
$2, 200/ no
$2, 400/ no

$4, 500/ mo
$2, 850/ mo

Respondent's Expert!?

$85/ hr; $3, 500/ no

$35/ hr; $2,900/ nmo

$35/ hr; $2,900/ nmo

$8/ hr; $625 to $740/ no
$8/ hr; $625 to $740/ no
$8/ hr; $625 to $740/ no
$10/ hr; $960/ no

$15/ hr; $1, 080/ no

$23. 75/ hr; $1, 400/ no
$6. 87/ hr; $700/ no

$6. 87/ hr; $700/ no

$25/ hr; $2, 400/ no

none provi ded

$25/ hr; $2, 400/ no

$16. 87/ hr; $1, 500/ no

none provi ded
none provi ded
$600 to $660/ o
$600 to $660/ o
$600 to $660/ o
$2, 350/ mo

none provi ded

none provi ded
none provi ded

The hourly rates for Manlift #3, Manlift #4, Manlift #5, Manlift #6, Manlift #7, Bobcat #943, and Bobcat

#743 were conputed by dividing the daily fair market renta

’Petitioner's annua

$3, 900/ no.

%I n Decenber 1996, the parties entered a new witten | ease agreenent
Petitioner's annual

Cl ean Roomto $3, 900/ no.
never i npl ement ed.

“The parties' witten | ease agreenent specifies a nmonthly renta

payment schedul es by item of equi pment
Press was $3, 686/ np, even though the parties'

paynment schedul es by item of equi prent

i ncreasing the nonthly renta
indicate that this rate was

rate provided by respondent's expert by 8.

indicate that the nonthly rental rate for Brake
witten | ease agreenment specifies a nonthly rental rate of

rate for

rate of $2,715/nmo for QuickPen Conputer

Petitioner's annual paynent schedul es by item of equipnent indicate that in July 1996 the nmonthly rental rate

i ncreased to $2, 851/ no,

and i n Decenber

1996 the nmonthly renta

rate increased to $3, 422/ no.



