17 T.C. 1304 (1952)

Payments received by a lessor during the term of a lease, even if designated as
consideration for a future transfer of a building on the leased property, may be
treated as ordinary rental income rather than capital gains from a sale if the overall
substance of the transaction indicates a continuation of the lessor-lessee
relationship.

Summary

The case addresses whether monthly payments received by lessors under a new
lease agreement constituted ordinary income or capital gains. The lessors had an
existing lease with a lessee who constructed a building on the property. A new lease
was executed 13 years before the original lease’s termination, with monthly
payments designated for the building’s future sale to the lessee. The Tax Court held
that these payments were essentially rent and thus taxable as ordinary income,
considering the lack of actual transfer of ownership and continuation of the lessor-
lessee relationship.

Facts

In 19006, J. Frankenfield leased property to John Grosse for 50 years, with the lease
stipulating that any buildings constructed by the lessee would become the lessor’s
property upon termination. Bullock’s, Inc. eventually acquired the lessee’s interest
and constructed a department store building on the land. In 1943, before the
expiration of the Grosse lease, Frankenfield entered into a new lease (“Bullock’s
lease”) with Bullock’s, set to begin immediately after the Grosse lease expired. This
new lease included a provision (Paragraph 3) where Bullock’s would pay $475
monthly to the lessors, ostensibly for the future purchase of the building on the
property. Despite the designation of these payments as a sale of the building, the
building remained security for the performance of the lessee’s obligations under the
new lease.

Procedural History

The Commissioner of Internal Revenue determined that the monthly payments
received by the Frankenfield estate under the Bullock’s lease were taxable as
ordinary income. The estate challenged this determination, arguing that the
payments represented proceeds from the sale of a capital asset taxable as a long-
term capital gain. The Tax Court consolidated the proceedings for the tax years
1946, 1947, and 1948.

Issue(s)

Whether monthly payments received by lessors under the terms of a lease constitute
ordinary income, as determined by the Commissioner, or amounts received from the
sale of a capital asset subject to capital gains provisions of the Internal Revenue
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Code.
Holding

No, the payments constituted ordinary income because, despite being labeled as
payments for a future sale, the substance of the transaction indicated a continuation
of the lessor-lessee relationship, and no actual sale or exchange of the building
occurred.

Court’s Reasoning

The Tax Court reasoned that the central question was whether a genuine sale
occurred, or if the payments were effectively rent or a bonus for extending the
original lease. The court emphasized examining the entire transaction, including
both the original Grosse lease and the subsequent Bullock’s lease, rather than
isolating Paragraph 3 of the Bullock’s lease. The Court highlighted the absence of a
provision for the conveyance of the building, the building remaining as security for
the lessee’s obligations, and the conflicting provisions regarding ownership of the
building at the termination of each lease. The court concluded that the parties
intended a continuation of the lessor-lessee relationship. The court distinguished
cases cited by the petitioners, noting that relevant sections of the tax code applied
to income *other than rent* derived *upon termination of a lease*, whereas the case
at hand involved payments in the nature of rent *during* the lease term. The court
determined that the payments were likely a bonus or incentive for Bullock’s securing
a lease extension 13 years before the original lease expired.

Practical Implications

This case illustrates that the tax treatment of payments related to leased property
depends on the economic substance of the transaction, not merely its form or
labeling. Courts will scrutinize lease agreements to determine whether purported
sales are, in reality, disguised rental payments or lease extension bonuses. Attorneys
should advise clients to clearly document the intent behind such payments and
ensure the lease terms align with the desired tax treatment. Taxpayers cannot
simply designate payments as capital gains if the overall arrangement suggests they
are a form of rent. This case is relevant when analyzing lease modifications,
extensions, or any arrangements involving payments for improvements on leased
property, especially in the context of potential lease renewals. Later cases would
cite this to support the precedent that the nature of payment is determined by the
reality of the agreement not simply the semantics within.
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