18 T.C. 81 (1952)

A loss on the sale of real property is deductible as a net operating loss only if the
property was acquired, held, or sold in the ordinary course of the taxpayer’s real
estate business, and not if the property was managed separately from that business.

Summary

Charles Guggenheimer, an attorney also engaged in real estate, sought to deduct a
loss from the sale of inherited property as a net operating loss carry-back. The Tax
Court held that the loss was not attributable to his real estate business because the
property was inherited, managed separately from his other real estate ventures, and
not the type of property he typically dealt with. The court also addressed deductions
for entertainment expenses, allowing a portion of claimed expenses based on
credible evidence.

Facts

Charles Guggenheimer was an attorney who also engaged in buying and selling real
estate. He had previously been associated with his mother and later with two other
individuals in real estate ventures. Guggenheimer inherited a one-third interest in a
Fifth Avenue property from his mother, which had been her residence. He and his
siblings formed a partnership to manage the inherited property. In 1937,
Guggenheimer purchased the property from the partnership. He sold the property at
a loss in 1945. He sought to deduct this loss as a net operating loss carry-back to
prior tax years. He also claimed deductions for entertainment expenses incurred in
his law practice.

Procedural History

The Commissioner of Internal Revenue determined income tax deficiencies for 1943
and 1944. Guggenheimer petitioned the Tax Court, contesting the disallowance of
the net operating loss carry-back and entertainment expense deductions.

Issue(s)

1. Whether the loss from the sale of the Fifth Avenue property in 1945 was
attributable to the operation of a trade or business regularly carried on by
Guggenheimer, entitling him to a net operating loss carry-back.

2. Whether Guggenheimer was entitled to deductions for entertainment expenses
incurred in his law practice for the years 1942 through 1945.

Holding

1. No, because the Fifth Avenue property was not acquired, held, or sold in the
ordinary course of his real estate business, but was instead inherited and managed
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separately.

2. Yes, in part, because the court found that expenses incurred entertaining clients
at the Bankers Club were ordinary and necessary business expenses, allowing a
deduction of $500 per year for 1942, 1943, and 1944 based on the Cohan rule.

Court’s Reasoning

The court reasoned that to qualify for a net operating loss deduction, the loss must
be attributable to the operation of a trade or business. In the case of real property,
this means the property must be acquired, held, or sold in the ordinary course of the
taxpayer’s real estate business. The court found that the Fifth Avenue property was
inherited, not purchased as part of Guggenheimer’s real estate business. It was
managed separately from his other real estate ventures, and was not the type of
property typically handled by the group of real estate ventures he had been part of,
which primarily dealt with older apartments and lodging houses. The court
emphasized the distinct nature of the inherited property and its management
compared to Guggenheimer’s other real estate activities. Regarding entertainment
expenses, the court cited Cohan v. Commissioner, and allowed a deduction for
expenses incurred at the Bankers Club, where he regularly entertained clients,
estimating a reasonable amount based on available evidence, since exact records
were not provided. As the court noted, the expenses had to be ordinary and
necessary to his law practice.

Practical Implications

This case illustrates the importance of distinguishing between investment activities
and operating a trade or business for tax purposes. Losses are only deductible as net
operating losses if they arise from the regular conduct of a business. This case
highlights that simply engaging in real estate transactions does not automatically
qualify all real estate losses for favorable tax treatment. The taxpayer’s intent, the
nature of the property, and the relationship between the property and the taxpayer’s
other business activities must be considered. It also demonstrates the application of
the Cohan rule, which allows courts to estimate deductible expenses when a
taxpayer can demonstrate that expenses were incurred but lacks precise records,
providing a pathway for taxpayers to claim legitimate business deductions even with
imperfect documentation. This principle applies broadly across various business
expense categories.
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