D. L. Phillips, Petitioner, v. Comissioner of Internal Revenue, Respondent,
24 T.C. 435 (1955)

The character of real estate sales for tax purposes—whether as ordinary income
from a business or capital gains from investment—depends on whether the property
was held primarily for sale in the ordinary course of business or for investment.

Summary

The case involves a real estate developer, D.L. Phillips, who bought, developed, and
sold numerous properties. The IRS determined that profits from several sales should
be taxed as ordinary income, arguing that the properties were held primarily for sale
to customers in the ordinary course of his business, rather than as capital assets.
The Tax Court examined the nature of each property’s use, development, and sale to
determine whether the sales generated capital gains or ordinary income. The court
distinguished between properties held for sale as a dealer and properties held for
investment, finding that the sales of vacant lots and certain other properties were
subject to ordinary income tax, while sales of rental houses and a farm were entitled
to capital gains treatment.

Facts

D. L. Phillips was a real estate developer and contractor who purchased and sold
properties from 1935/1936 through the years in question. He engaged in activities
that included construction, rental, and sales of various properties. Over the years, he
acquired and sold a significant number of properties. Phillips sold lots in the
Chantilly and Overbrook Subdivisions (some with houses constructed, others
vacant), a golf course, and a farm. He also owned rental properties and other
investment assets. The IRS claimed that the profits from the sales of these
properties should be taxed as ordinary income instead of capital gains.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Phillips’ income
tax for the years 1947, 1948, and 1949. Phillips challenged this determination in the
United States Tax Court, arguing that the gains should be treated as capital gains.
The Tax Court addressed the issues of whether specific properties were held for sale
in the ordinary course of business and whether the statute of limitations barred the
assessment for 1947.

Issue(s)

1. Whether certain pieces of real estate sold during the taxable years were held
primarily for sale to customers in the ordinary course of the petitioner’s business.

2. Whether the deficiencies determined for 1947 were barred by the statute of
limitations.
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Holding

1. Yes, as to the vacant lots and certain other properties. No, as to the Overbrook
houses and farm.

2. Yes, the deficiency for 1947 was barred by the statute of limitations.
Court’s Reasoning

The court considered whether Phillips held each property “primarily for sale to
customers in the ordinary course of his trade or business.” The court distinguished
between a real estate dealer and an investor. For the vacant lots, the court found
that they were held primarily for sale and that the sales generated ordinary income.
“However, the essential fact seems to be that these properties were acquired for the
purpose of resale whenever a satisfactory profit could be made,” the court stated.

For the Overbrook houses, the court found the intent had changed. The court noted
that these houses were originally built for rental purposes, and the change to selling
happened passively as tenants inquired about purchasing, making the sales a
liquidation of investment assets. The sales of the farm also qualified for capital gains
treatment. “A decision to sell investment property, however, does not alone establish
that it is thereafter held primarily for sale in the ordinary course of a business.”

Regarding the statute of limitations, the court assumed that reporting ordinary
income as capital gains constituted an omission of income but concluded that the
omission did not exceed 25% of gross income, thus barring the assessment.

Practical Implications

This case provides a framework for distinguishing between a real estate dealer and
an investor for tax purposes. It highlights the importance of the taxpayer’s intent,
the nature of the property’s use, and the manner in which the sales are conducted.
Real estate developers must be careful to distinguish their investment properties
from those held for sale. The court’s focus on a “gradual and passive liquidation of
an asset” suggests that the manner of sale is as important as the intent. Real estate
professionals should carefully document their intent and activities to support their
tax positions. If a taxpayer, having originally held property for investment, decides
to sell it, they can still be eligible for capital gains treatment if they do so in a
passive manner, without extensive marketing or subdivision activities.
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