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18 T.C. 112 (1952)

Property held primarily for sale to customers in the ordinary course of a taxpayer’s
trade or business is not a capital asset, and losses from the sale of such property are
deductible as ordinary losses.

Summary

The Tax Court addressed whether losses sustained by real estate professionals on
mortgage interests should be treated as ordinary losses or capital losses. The court
determined that  the  taxpayers’  interests  in  certain  mortgages  were  not  capital
assets because they were held primarily for sale to customers in the ordinary course
of their business. As such, losses sustained on those mortgages were fully deductible
as ordinary losses.  The court also addressed whether two residences should be
considered a single unit for tax purposes. The Court held they should not, and a loss
on one sale could not offset a gain on the other.

Facts

Theodore Gutman and George Goldberg were partners  in  a  law firm that  also
engaged in the purchase and sale of real estate, mortgages, and interests therein.
Following the dissolution of their original partnership, Gutman and Goldberg formed
a new partnership that continued the same type of business, though on a smaller
scale.  The  partnership  acquired  interests  in  the  Harrison  Avenue  and  Crotona
Avenue mortgages. These interests were later distributed to Gutman and Goldberg
following the dissolution of a corporation formed to liquidate assets of the original
partnership. In 1944, Gutman and Goldberg sustained losses on these mortgage
interests. Elsie Gutman sold two residences in 1944, one at a loss and one at a gain.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the petitioners’
income tax for 1944. The Commissioner disallowed deductions claimed as ordinary
losses on the mortgage interests, determining that they should be treated as capital
losses. The Commissioner also disallowed a deduction for a loss on the sale of one of
Elsie Gutman’s residences. The taxpayers petitioned the Tax Court for review.

Issue(s)

Whether the taxpayers’ interests in the Harrison Avenue and Crotona Avenue1.
mortgages were capital assets.
Whether the loss sustained on the Harrison Avenue mortgage was a business2.
bad debt or a nonbusiness bad debt.
Whether the two residential properties owned by Elsie Gutman should be3.
treated as a single residence for tax purposes, allowing a loss on the sale of
one to offset a gain on the sale of the other.
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Holding

No, because the mortgage interests were held primarily for sale to customers1.
in the ordinary course of the taxpayers’ business.
The loss on the Harrison Avenue mortgage was a business bad debt because2.
the taxpayers were engaged in the real estate and mortgage business when the
debt became worthless, establishing a proximate relationship to their business.
No, because the properties were separate and distinct residences, acquired3.
and disposed of separately.

Court’s Reasoning

The  court  reasoned  that  the  Harrison  Avenue  and  Crotona  Avenue  mortgage
interests were not capital assets under Section 117(a)(1) of the Internal Revenue
Code, which defines capital assets and excludes property held primarily for sale to
customers in the ordinary course of the taxpayer’s trade or business. The court
emphasized that Gutman and Goldberg were in the business of buying and selling
real estate, mortgages, and interests in mortgages, and that the mortgage interests
were held for sale to customers. With respect to the Harrison Avenue mortgage, the
court determined that the loss was a business bad debt under Section 23(k)(1)
because it bore a proximate relation to the taxpayers’ business at the time the debt
became worthless. Regarding the residential properties, the court found that they
were separate and distinct properties and could not be treated as a single residence
for tax purposes. The court stated that “[w]e have here two separate and distinct
properties, each fully appointed and equipped for occupancy at any time. They were
situated in different towns a considerable distance apart… Neither does it appear
that they were ever regarded by the owner as anything other than separate and
distinct properties at any time prior to the reporting of the results of the sales for
income tax purposes.”

Practical Implications

This  case  illustrates  the  importance  of  determining  whether  property  is  held
primarily for sale to customers in the ordinary course of business when classifying
gains or losses for tax purposes. Taxpayers who actively engage in the real estate
business can treat losses on the sale of mortgage interests and similar assets as
ordinary losses, which are fully deductible. The decision provides clarity on what
constitutes a business bad debt versus a nonbusiness bad debt, and when a loss is
incurred in the taxpayer’s trade or business. The ruling on the residential properties
highlights that multiple residences are generally treated as separate assets unless
there is a clear indication that they function as a single economic unit and are sold
as such.


