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Philbin v. Commissioner, 26 T.C. 1171 (1956)

Whether the profit  realized from the sale  of  real  estate is  considered ordinary
income or capital gains depends on whether the property was held primarily for sale
in the ordinary course of business, as opposed to investment purposes.

Summary

This case concerns whether profits from the sale of vacant lots by a law partnership
should be taxed as ordinary income or as capital gains. The petitioners, who were
attorneys, purchased and sold numerous lots over several years. The Tax Court held
that the profits constituted ordinary income because the lots were held primarily for
sale in the ordinary course of business, despite the petitioners’ claims of investment.
The court considered factors such as the frequency and substantiality of sales, the
active involvement in real estate transactions, and the nature of the petitioners’
activities,  concluding  that  the  real  estate  sales  were  an  integral  part  of  their
business activities.

Facts

Joseph M. Philbin, a lawyer, opened a real estate and law office in Chicago. He was
joined by two other lawyers to form a law partnership. Philbin was listed under
“Real  Estate”  in  the  phone directory.  From 1949 to  1952,  the  partners  jointly
purchased and sold vacant lots. The sales were frequent and involved a significant
number of lots each year. Their office was covered with signs advertising real estate
services. While they didn’t advertise extensively or make improvements, they did
remove liens to make the property marketable. In 1951 and 1952, the net profit from
the sale of lots was much greater than their net income from practicing law.

Procedural History

The Commissioner of Internal Revenue determined that the profits from the sale of
the lots  were ordinary income,  not  capital  gains.  The petitioners  appealed this
decision to the United States Tax Court.

Issue(s)

1. Whether the profits from the sale of vacant lots in 1951 and 1952 were taxable as
long-term capital gains or ordinary income.

2. Whether the income realized upon the sale of the lots is self-employment income
and therefore subject to the tax provided in sections 480 and 481, Internal Revenue
Code of 1939.

Holding

1. No, the profits  were taxable as ordinary income because the lots were held
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primarily for sale in the ordinary course of business.

2. Yes, because the sales were not performed in their capacity as lawyers, but as
real estate dealers.

Court’s Reasoning

The court focused on whether the petitioners held the lots primarily for sale to
customers in the ordinary course of their trade or business. The court considered
numerous factors, including the purpose for acquiring the property, the continuity
and  frequency  of  sales,  and  the  extent  of  sales-related  activity.  The  court
emphasized that the sales were continuous and substantial. The court rejected the
petitioners’ argument that they were simply liquidating an investment, noting that
they were simultaneously purchasing more lots while selling others. The court also
found that the petitioners engaged in sufficient activities to promote sales, even
without formal advertising. The court reasoned that the profits from the real estate
sales  were  substantial  compared  to  their  legal  income  and  that  their  actions
indicated they were real estate dealers. “Whether property is purchased for sale or
for investment depends upon the number and proximity of purchases and sales to
one another.” The fact the petitioners were lawyers did not preclude them from
being in another business. The court distinguished this case from cases where the
taxpayer’s  real  estate  activities  were  less  extensive  and  more  aligned  with
investment.

Practical Implications

This case is significant for understanding the distinction between capital gains and
ordinary income in real estate transactions, especially for those involved in other
professions.  It  underscores  that  the  frequency,  continuity,  and substantiality  of
sales, combined with related business activities, are critical in determining whether
property is held for sale in the ordinary course of business. Lawyers and other
professionals  engaged  in  real  estate  transactions  must  carefully  document  the
purpose and nature of their activities to establish their intention as investors rather
than dealers. This case highlights how courts will scrutinize factors such as: the
number of transactions, the timing of purchases and sales, and how the taxpayer
presents  themselves  to  potential  customers  (e.g.,  advertising,  signs,  broker’s
licenses) when making the determination.


