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In determining whether profits from real estate sales are ordinary income or capital
gains, the court considers the taxpayer’s dual role as a dealer and an investor,
focusing on the purpose for which the property was held, the frequency of sales, and
the nature of the taxpayer’s business.

Summary

The case involved a real estate broker,  Walter R. Crabtree, who built  and sold
houses  but  also  held  rental  properties.  The  Commissioner  of  Internal  Revenue
contended that the profits from selling houses and unimproved lots should be taxed
as ordinary income, as the properties were held for sale in the ordinary course of
business. The Tax Court, however, distinguished between properties held primarily
for investment and those held for sale. It held that profits from the sale of defense-
housing units and a lot were capital gains because they were held primarily for
investment. Profits from other unimproved lots were ordinary income, as they were
held for sale to customers in the ordinary course of business. The court emphasized
that Crabtree had a dual role as both a dealer and an investor and looked at the
purpose of holding the properties.

Facts

Walter R. Crabtree, a real estate broker, began his real estate activities in 1924. He
built houses, some of which he sold, and others that he retained for rental purposes.
During World War II, he built a defense-housing project, selling some units and
renting others.  Crabtree’s business evolved to include both building and selling
houses, and acquiring and holding rental properties, showing a clear dual role. After
the war, he sold the remaining rental units. He also sold several unimproved lots.
The Commissioner of Internal Revenue assessed deficiencies, contending that the
profits from these sales were ordinary income.

Procedural History

The Commissioner determined deficiencies in Crabtree’s income tax, treating the
profits from the sale of properties as ordinary income. Crabtree challenged this
determination in the United States Tax Court. The Tax Court consolidated several
cases related to different tax years and property sales and issued its decision.

Issue(s)

1. Whether gains from the sale of defense-housing units and a lot were properly
treated as long-term capital gains.

2. Whether gains from the sale of unimproved lots were properly treated as long-
term capital gains.
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Holding

1. Yes, because the court found that the defense-housing units and the lot were held
primarily for investment, not for sale in the ordinary course of business.

2. No, because the court found that the unimproved lots were held primarily for sale
to customers in the ordinary course of business.

Court’s Reasoning

The Tax Court considered whether the properties were held primarily for sale to
customers or for investment. The court acknowledged that a real estate dealer could
also  be  an  investor,  and it  looked at  the  purpose  for  which  the  property  was
acquired and held. The court emphasized that “the test which deserves greatest
weight  is  the  purpose  for  which  the  property  was  held  during  the  period  in
question.” The court noted that Crabtree had a clear intent to acquire and hold
rental investment property over many years. The court distinguished the case from
others where there was an aggressive effort to sell the properties or where the
taxpayer’s history was exclusively in the business of building houses for sale. “The
evidence is clear in this case that the nature and extent of petitioner’s business puts
him in the dual role of both a dealer and an investor in real estate.”

Practical Implications

This  case  is  vital  for  attorneys  and  tax  professionals  dealing  with  real  estate
transactions, especially when the taxpayer engages in both sales and rentals. It
demonstrates that the classification of profits as capital gains or ordinary income
depends  on  the  specific  facts  and circumstances.  The  court’s  emphasis  on  the
taxpayer’s intent, the nature of the business, and the purpose for which the property
was held provides a framework for analyzing similar cases. A key takeaway is that
maintaining separate records for investment properties and properties held for sale
and documenting the intent behind acquiring and holding each property type can
significantly  impact  the  tax  treatment.  Subsequent  courts  have  followed  the
reasoning in Crabtree,  often focusing on the taxpayer’s  purpose in holding the
properties and the nature and extent of the real estate business. It suggests that
taxpayers in a dual role should carefully document their activities to establish the
purpose for which properties are held to support the correct tax treatment.


