Dunitz v. Commissioner, 7 T.C. 672 (1946)

Gains from the sale of bonds are taxed as ordinary income, not capital gains, when
the taxpayer holds those bonds primarily for sale to customers in the ordinary
course of their trade or business, rather than as an investment.

Summary

The Dunitz brothers, real estate investors, sought to treat profits from the sale of
bonds secured by mortgages on properties they managed as capital gains. The Tax
Court held that these profits were taxable as ordinary income because the bonds
were held primarily for sale to customers in the ordinary course of their business.
The Dunitzes’ activities, including frequent bond transactions and management of
underlying properties, demonstrated that the bonds were essentially inventory, not
long-term investments. This case clarifies the distinction between investment assets
and assets held for sale in the context of capital gains taxation.

Facts

Harry and Max Dunitz were real estate investors operating under the assumed name
Pingree Investment Co. They frequently bought and sold bonds secured by
mortgages on buildings. They also often managed or attempted to manage the
properties underlying the mortgages. In 1939, Pingree Investment Co. made sales
totaling $584,477.45, earning a profit of $177,762.48. The Dunitzes dealt in multiple
issues of bonds secured by mortgages on buildings, sometimes acquiring and
managing those buildings.

Procedural History

The Commissioner of Internal Revenue determined that the profits from the bond
sales constituted ordinary income, not capital gains. The Dunitzes petitioned the Tax
Court for a redetermination. The Tax Court upheld the Commissioner’s
determination, finding that the bonds were held primarily for sale to customers in
the ordinary course of their business.

Issue(s)

Whether the amounts realized by the petitioners from the disposition of bonds
originally executed by them and secured by mortgage on the Dexter Square Building
constituted ordinary income or capital gain.

Holding

No, because the bonds were held by the taxpayers primarily for sale to customers in
the ordinary course of their trade or business, and thus fall within an exception to
capital asset treatment under Section 117(a)(1) of the Internal Revenue Code.
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Court’s Reasoning

The court reasoned that the Dunitzes’ activities surrounding the bonds indicated
they were held for sale rather than investment. The court emphasized the frequent
purchase and sale of bonds, the management of properties underlying the
mortgages, and the Dunitzes’ intent to use the bonds to further their real estate
business. The court noted, “The purchase of the bonds in question and other similar
securities was inherent and necessary to the petitioners’ business. The manifest
purpose of acquiring them, their use to further that purpose, their retention, and
sale or other disposition to assist in accomplishing that purpose, show clearly that
the petitioners’ single intent was to hold the bonds primarily for sale to customers in
the ordinary course of their business.” The court distinguished between investment,
which involves laying out capital in a permanent form to produce income, and the
Dunitzes’ activities, which were akin to trading inventory.

Practical Implications

This case highlights that the classification of assets for tax purposes depends heavily
on the taxpayer’s intent and business activities. It reinforces the principle that
frequent transactions, active management of related properties, and a demonstrable
intent to sell to customers in the ordinary course of business can disqualify an asset
from capital gains treatment, even if the asset is technically a bond or security. The
case serves as a reminder that labels are not determinative; the substance of the
transaction and the taxpayer’s business practices dictate the tax treatment. Later
cases have cited Dunitz to distinguish between investment activities and active
business operations involving securities, emphasizing the factual nature of the

inquiry.
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