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<strong><em>Fifteen  Hundred  Walnut  Street  Corporation,  Petitioner,  v.
Commissioner of Internal Revenue, Respondent, 25 T.C. 61 (1955)</em></strong>

Rental income is realized, for tax purposes, when a taxpayer provides services that
satisfy a debt, rather than at the time an agreement for such services is made or an
instrument is delivered.

<strong>Summary</strong>

Fifteen Hundred Walnut Street Corporation (the taxpayer) sought a redetermination
of tax deficiencies for 1948, 1949, and 1950, arguing that it realized rental income
in 1943 when it executed a non-negotiable instrument to its lessee, discharging a
debt. The Tax Court held that the income was realized during the years the taxpayer
provided office space to the lessee’s sublessee, thereby satisfying its debt obligation
through services. The court distinguished the situation from an upfront payment.
The  court’s  rationale  was  that  income  is  realized  when  the  taxpayer  actually
provides  the  services  that  satisfy  the  debt,  not  when an  agreement  for  future
services is made.

<strong>Facts</strong>

The taxpayer (Fifteen Hundred Walnut Street Corp.) acquired an office building in
Philadelphia. The taxpayer’s predecessor, Wiltshire, had leased space to The First
National Bank of Philadelphia (National). Wiltshire owed National on debentures.
Wiltshire defaulted on interest payments, and National had the right to extend the
lease to recover these debentures. In 1942, a dispute arose regarding the defaulted
interest,  which led to lawsuits.  To resolve the suits,  the taxpayer and National
entered into  an agreement  on September 14,  1942,  where the taxpayer  would
consent to a sublease by National. On May 28, 1943, the taxpayer executed a non-
negotiable instrument to National for $53,868.75 representing unpaid coupons. In
August 21, 1943, this was replaced with another demand note for $122,500. The
agreement stipulated that the note would be used for rent during the extended lease
term, commencing June 15, 1948. From 1948-1950, the taxpayer provided office
space to National’s sublessee. The taxpayer recorded debits to a “Note Payable”
account each year reflecting the offset for the rent provided. The Commissioner
included these amounts in the taxpayer’s income for 1948, 1949, and 1950, which
the taxpayer disputed.

<strong>Procedural History</strong>

The Commissioner of Internal Revenue determined deficiencies in the taxpayer’s
income tax for 1948, 1949, and 1950, due to rental income. The Tax Court heard the
case.

<strong>Issue(s)</strong>

Whether the taxpayer realized rental  income in 1948, 1949, and 1950, when it
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provided office space to National’s sublessee, or in 1943, when it executed the note
and the debt was discharged.

<strong>Holding</strong>

Yes, the taxpayer realized rental income in 1948, 1949, and 1950, because the debt
was discharged by providing services during those years.

<strong>Court’s Reasoning</strong>

The court determined that the execution of the note in 1943 did not constitute the
realization of income. It differentiated the situation from an advance rental payment.
The  court  found  that  the  taxpayer’s  obligation  was  to  provide  office  space  to
National’s  sublessee and that  the income was realized only  when the taxpayer
provided those services. The court emphasized that the taxpayer’s unrestricted right
to extinguishment of debt did not mature until the services were provided. The court
referenced the intention of the parties and accounting entries made by both the
taxpayer and National. The court stated that “income may be realized in a variety of
ways, other than by direct payment to the taxpayer, and, in such situations, the
income may be attributed to him when it is in fact realized.”

<strong>Practical Implications</strong>

This  case  is  crucial  for  understanding  when  to  recognize  income in  situations
involving the discharge of debt through services. It establishes that the economic
substance of the transaction, i.e., the performance of the service, determines the
timing of income recognition, not the date of the agreement or the note. It guides
legal practitioners in tax planning for real estate transactions, lease agreements,
and debt settlements involving services. The case also emphasizes the importance of
the  accrual  method  of  accounting  and  how  it  applies  to  revenue  recognition.
Attorneys should advise clients to recognize income at the time the services are
rendered, not when the agreement is signed or when the note is issued. This has
implications for business valuation and financial reporting in similar cases.


