10T.C. 445 (1948)

Payments received by a lessor that may be applied either as rent or towards the
purchase price of the property under an option are taxable as income when received
if the primary intent is for rent.

Summary

Gilken Corporation received advance payments under a lease agreement that
included an option to purchase the leased property. The Tax Court addressed two
issues: whether Gilken could deduct property taxes paid on property it purchased,
and when the advance lease payments should be recognized as income. The court
held that Gilken could not deduct the property taxes because it was not the owner
when the tax liability arose. Further, it ruled that the advance lease payments were
taxable as income when received, despite the purchase option, because the primary
purpose of the payments was for rent, not as a security deposit or option payment.
Gilken, using the cash method of accounting, was required to pay taxes on amounts
when received regardless of the contingency of applying those funds to a purchase
agreement.

Facts

Gilken Corp. acquired an apartment hotel on June 1, 1940. Prior to the acquisition,
Gilken had an executory contract to purchase the property. The City of Detroit
assessed property taxes on April 1, 1940, and these became a debt of the owner
from that date. Gilken paid these taxes after acquiring the property. Subsequently,
Gilken leased the property and received $3,200 in 1940 and $5,000 in 1941 from the
lessee. The lease agreement stipulated that these amounts would serve as security
for the lessee’s performance and be applied to the last months’ rent. The lease also
granted the lessee an option to purchase the property, with these payments to be
credited towards the purchase price if the option was exercised.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Gilken’s income
and declared value excess profits tax liability for the fiscal years ended in 1940 and
1941. Gilken petitioned the Tax Court for review, contesting the Commissioner’s
disallowance of a deduction for property taxes paid and the timing of income
recognition for the advance lease payments. The Tax Court upheld the
Commissioner’s determination.

Issue(s)

1. Whether Gilken could deduct property taxes paid on property purchased when
it was not the owner on the tax assessment date.

2. Whether advance payments received under a lease agreement with a purchase
option are taxable as income when received or when applied to rent.
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Holding

1. No, because Gilken was not the owner of the property on April 1, 1940, when
the tax liability became a debt of the owner.

2. Yes, because the primary purpose of the payments was for rent, despite the
provision for application to the purchase price if the option was exercised.

Court’s Reasoning

The court reasoned that under Detroit city charter, the property tax became a debt
of the owner on April 1. Since Gilken did not acquire the property until June 1, it was
not the owner when the tax liability was established. The court distinguished prior
cases where the vendee was in possession of the property under a land contract.
Here, Gilken only had an executory contract without possession on the assessment
date.

Regarding the advance payments, the court acknowledged precedents that treat
advance rental payments as income when received and security deposits as income
when an event causes the deposit to become the lessor’s property. Referencing
Hirsch Improvement Co. v. Commissioner, 143 F.2d 920, the court emphasized the
payments were “subject to petitioner’s unrestrained control” and were explicitly
designated to “apply upon the last two months * * * rent”. Despite the purchase
option, the court concluded the primary purpose was rent, stating, “we think that
primary purpose was the payment of rent, and that the applicability upon purchase
price is so secondary as not to require a different conclusion.” The court considered
the entire lease agreement and modifications, noting the ten-year lease term and the
shorter three-year option period.

Practical Implications

This case clarifies the tax treatment of advance payments in lease agreements that
also include purchase options. It highlights the importance of determining the
primary intent behind such payments. Legal practitioners should carefully draft
lease agreements to clearly define the purpose of advance payments, considering
whether they are primarily for rent, security, or an option to purchase. If the
payments are structured primarily as rent, they are likely to be taxable when
received, even if a purchase option exists. Later cases and rulings in similar
circumstances must examine the specific terms of the lease to properly designate
the payments.
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