Ruth W. Harkness, 31 T.C. 1039 (1959)

Payments made by a lessee directly to a mortgagee to amortize a mortgage on the
leased property are considered rental income to the lessor, even if the lessor is not
personally liable on the mortgage, if such payments are part of the consideration for
the lease.

Summary

The case concerns whether a lessor’s share of mortgage amortization payments
made by a lessee should be treated as ordinary income. The Tax Court held that
such payments are indeed rental income to the lessor. The court reasoned that the
lease effectively treated the mortgage obligations as if they were the lessor’s, and
the amortization payments were a crucial component of the rental consideration.
The court found no merit in the argument that these payments should only affect the
lessor’s basis in the property, rather than being immediately taxable as income. The
lessee was required to pay the mortgage amortization payments, which reduced the
balance of the mortgage, and thereby increased the value of the lessor’s equity in
the property.

Facts

Ruth W. Harkness owned a 50% interest in an apartment hotel subject to a long-
term lease. Under the lease terms, the lessee was to pay cash rentals and also make
interest and principal amortization payments on two mortgages. In 1944, the lessee
paid a significant amount to the mortgagee for mortgage amortization. The
petitioner did not personally guarantee the mortgages. The Commissioner of
Internal Revenue determined that Harkness’s share of the amortization payments
constituted ordinary income to her.

Procedural History

The case was decided by the United States Tax Court. The court reviewed the
Commissioner’s determination that the mortgage amortization payments were
taxable as income. The Tax Court agreed with the Commissioner’s assessment.

Issue(s)

Whether mortgage amortization payments made by a lessee directly to a mortgagee,
when the lessor is not personally liable on the mortgage, constitute taxable rental
income to the lessor.

Holding

Yes, because the Tax Court held that the amortization payments were a form of
rental income, regardless of the fact that the lessor wasn’t personally liable on the
mortgage.
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Court’s Reasoning

The Tax Court relied on the Supreme Court case, Crane v. Commissioner, to
emphasize the economic reality of the situation. The court viewed the mortgage
obligations as effectively the lessor’s. The lease treated the amortization payments
as part of the rent, and the lessor benefitted from the reduction of the mortgage
balance, thereby increasing the value of her equity in the property. The court
referenced the lease language, which specifically considered the amortization
payments to be additional rent and treated the failure to make payments as a default
on rent. The court noted that the lessor was taking depreciation deductions based on
the full value of the property. The court distinguished the lack of personal liability of
the lessor, because in the court’s view, that factor did not alter the economic
substance of the transaction. The court also noted that the lessee was required to
make these payments, rather than the lessor. Furthermore, the court cited
precedent where payments made by a lessee directly to a third party (e.g., taxes or
dividends) were deemed taxable income to the lessor.

Practical Implications

This case is important for anyone involved in real estate transactions with leases.
The court’s decision means that lessors must recognize as income, and pay taxes on,
any portion of a lessee’s payments that are used to reduce the mortgage on the
property. Legal practitioners should carefully structure lease agreements,
considering this tax implication when allocating responsibilities for mortgage
payments. The ruling confirms that the IRS will look beyond the form of the
transaction to its substance, particularly when it comes to taxation of real estate
income. This case informs that lease agreements should specifically state how
mortgage payments are treated in regard to rental income to avoid disputes with the
IRS. The case has been cited in later cases to reinforce the principle that indirect
benefits to a lessor, such as the reduction of mortgage debt, can constitute taxable
income.
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