19 T.C. 860 (1953)

Interest expenses on unsecured purchase money notes used to acquire rental
property are deductible from gross income when calculating adjusted gross income,
even if the notes are not secured by a mortgage on the property.

Summary

Koshland borrowed money on unsecured notes to purchase interests in rental
property. She sought to deduct interest paid on these notes directly from her gross
income to increase her charitable contribution deduction. The Commissioner of
Internal Revenue argued that the interest should be deducted from gross income to
arrive at adjusted gross income under Section 22(n)(4) of the Internal Revenue
Code, impacting the charitable contribution deduction. The Tax Court agreed with
the Commissioner, holding that the interest was directly attributable to the rental
property, regardless of whether the notes were secured by a mortgage or other
collateral. This case clarifies the definition of ‘adjusted gross income’ and what
deductions are considered ‘attributable’ to rental income.

Facts

Corinne Koshland inherited a one-fourth interest in rental property at 185 Post
Street, San Francisco, from her father. In 1916, she borrowed $330,000 from her
three children, issuing unsecured notes, to purchase the remaining three-fourths
interest from her sisters. Each child received a $110,000 note bearing 5% interest.
The notes were continuously renewed but never reduced in principal. Koshland also
inherited a substantial estate of marketable securities from her husband, but
preferred not to liquidate those assets to pay off the notes. In 1948, the rental
property generated $51,236.80 in rents; no rents were received in 1949 due to
remodeling.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Koshland’s
income tax for 1948 and 1949. Koshland contested the Commissioner’s calculation
of her adjusted gross income, which affected the allowable deduction for charitable
contributions. The Tax Court reviewed the Commissioner’s determination.

Issue(s)

Whether interest paid on unsecured purchase money notes used to acquire rental
property is a deduction “attributable to property held for the production of rents”
under Section 22(n)(4) of the Internal Revenue Code, and therefore deductible from
gross income in calculating adjusted gross income.

Holding
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Yes, because the interest paid on the unsecured notes was directly related to
acquiring the rental property, making it an expense “attributable” to that property
under Section 22(n)(4), irrespective of whether the notes were secured by a
mortgage or other security.

Court’s Reasoning

The Tax Court reasoned that the interest expense was directly connected to the
rental property because the loan proceeds were used to purchase the property. The
court stated, “It is concluded, therefore, that the interest represents a deduction
attributable to property held for the production of income under section 22 (n) (4). It
is immaterial that the notes were not secured by a mortgage on the property.” The
court relied on the Senate Finance Committee report accompanying the Individual
Income Tax Act of 1944, which clarified that deductions should be “directly
incurred” in the rental of property to be considered ‘attributable.” The court
concluded that the interest expense, as a cost of acquiring the rental property, fit
within this restricted definition of ‘attributable.” The court emphasized that
established accounting practices would treat this interest as a general expense of
carrying the rental property. The Court explicitly stated, “the term ‘attributable’
shall be taken in its restricted sense; only such deductions as are, in the accounting
sense, deemed to be expenses directly incurred * * * in the rental of property * * *.”

Practical Implications

This case provides guidance on determining adjusted gross income, particularly
when dealing with rental property. It clarifies that interest expenses incurred to
acquire rental property are directly attributable to that property for tax purposes,
even if the debt is unsecured. This ruling affects how taxpayers calculate their
adjusted gross income, which in turn impacts deductions like charitable
contributions. Later cases and IRS guidance would likely refer to Koshland for the
proposition that the “attributable” standard is based on a direct connection between
the expense and the rental property and should be interpreted in a restricted sense
based on standard accounting practices. The lack of security on the debt is not a
determining factor. This case emphasizes the importance of documenting the
purpose of loans when acquiring income-producing property.
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