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21 T.C. 165 (1953)

The substance of a transaction, rather than its form, governs its tax consequences,
and a series of formally separate steps may be collapsed and treated as a single
transaction if they are substantially linked.

Summary

S. Nicholas Jacobs, a real estate developer, attempted to treat the sale of subdivided
land as a capital gain by transferring the land to a newly formed corporation and
then selling the stock of that corporation. The Tax Court disregarded the corporate
form, holding that the transaction was in substance a sale of real estate held for sale
to customers in the ordinary course of business, resulting in ordinary income. The
court applied the step-transaction doctrine, finding that the incorporation and stock
sale  were  merely  steps  in  a  single  integrated  transaction  to  sell  the  land.
Additionally, the court held that the taxpayer could not elect to report the gain on
the installment basis after initially reporting it using a different method.

Facts

Petitioner S. Nicholas Jacobs was a real estate developer in Sacramento, California,
who  had  been  subdividing  and  selling  land.  To  limit  personal  liability,  he
incorporated Hollywood Subdivision,  Inc.  (Subdivision).  Real  estate agent Frank
MacBride Jr. approached Jacobs to purchase Subdivision No. 3. Jacobs’ attorney
indicated the land was not for sale, but the corporate stock might be. Hollywood
Terrace,  Inc.  (Terrace),  controlled by MacBride,  was formed.  Jacobs exchanged
Subdivision No. 3 for Subdivision stock. Shortly after, Jacobs sold the Subdivision
stock to Terrace for a promissory note.  Terrace then dissolved Subdivision and
acquired the land directly. Jacobs reported the gain from the stock sale as a capital
gain and did not elect installment reporting on his 1948 tax return.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the petitioners’
income tax for 1948, arguing the gain was ordinary income, not capital gain, and
disallowed  installment  reporting.  The  Tax  Court  reviewed  the  Commissioner’s
determination.

Issue(s)

1. Whether the gain from the sale of Subdivision stock was ordinary income from the
sale of property held for sale to customers in the ordinary course of business, or
capital gain from the sale of corporate stock?

2. Whether, if the gain was ordinary income, the petitioners were entitled to report
it on the installment basis?
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Holding

1. No, the gain was ordinary income because the substance of the transaction was a
sale of real estate in the ordinary course of business, despite the form of a stock
sale.

2. No, the petitioners were not entitled to report the gain on the installment basis
because they did not elect this method in their original 1948 tax return and there
was no evidence the method used did not clearly reflect income.

Court’s Reasoning

The Tax Court applied the principle of substance over form and the step-transaction
doctrine. The court found that the incorporation of Subdivision, the exchange of land
for stock, and the sale of stock to Terrace were all component parts of a single
transaction designed to sell  the Sacramento real estate to MacBride. The court
emphasized that Subdivision served no business purpose other than as a conduit to
facilitate the land sale. Quoting Minnesota Tea Co. v. Helvering, the court stated, “A
given result at the end of a straight path is not made a different result because
reached by following a devious path.” The court disregarded the corporate entity of
Subdivision, concluding that the entire series of events was, in substance, a direct
sale  of  real  estate  by  Jacobs  in  his  ordinary  course  of  business.  Regarding
installment  reporting,  the  court  held  that  the  taxpayers  had  already  elected  a
different  reporting method and could  not  change it  retroactively,  citing  Pacific
National Co. v. Welch and United States v. Kaplan. Furthermore, the court found no
evidence that the initial reporting method failed to clearly reflect income.

Practical Implications

Jacobs v. Commissioner is a key case illustrating the step-transaction doctrine and
the principle of substance over form in tax law. It warns taxpayers that merely
structuring a transaction in a particular form to achieve a desired tax outcome will
not be respected if the substance of the transaction indicates otherwise. For legal
professionals, this case highlights the importance of analyzing the economic realities
of transactions and advising clients that tax planning must have genuine business
substance,  not  just  formal  compliance.  It  is  frequently  cited  in  cases  where
taxpayers  attempt  to  use  corporate  entities  or  multi-step  transactions  to
recharacterize ordinary income as capital  gain.  Later cases apply this ruling to
collapse artificial steps in transactions lacking independent economic significance,
focusing on the overall integrated plan and the ultimate intended result.


