<strong><em>Lakin v. Commissioner</em>,</strong> 28 T.C. 475 (1957)

Whether gains from the sale of real estate are taxed as ordinary income or capital
gains depends on whether the property was held primarily for sale to customers in
the ordinary course of a trade or business, a determination based on the specific
facts of each case.

<strong>Summary</strong>

The petitioners, shareholders and officers in a lumber company and a home-building
company (Model Homes), sold approximately 55 lots held as tenants in common. The
Commissioner determined that the gains from these sales were ordinary income, not
capital gains. The Tax Court agreed, finding that the petitioners held the lots
primarily for sale to customers in the ordinary course of business, despite the lack of
aggressive sales activities. The court emphasized the connection between the lot
sales and the petitioners’ lumber business, as the lumber company supplied
materials for homes built on these lots, and Model Homes purchased the lots from
the petitioners. This established a business purpose, leading the court to uphold the
Commissioner’s determination that the gains were ordinary income.

<strong>Facts</strong>

The petitioners were the principal stockholders and officers of a lumber company
and Model Homes, a speculative home-building company. From 1942 to 1951, they
acquired land, subdivided it into about 240 lots, and sold these lots. Model Homes
was a significant purchaser of lots from the petitioners. The lots sold to third parties
included a requirement that they purchase building materials from the lumber
company. During the years in question, the petitioners sold about 55 lots, with 21 of
them sold to Model Homes.

<strong>Procedural History</strong>

The Commissioner of Internal Revenue determined that the gains from the sale of
lots by the petitioners were ordinary income rather than capital gains. The
petitioners challenged the determination in the U.S. Tax Court. The Tax Court
upheld the Commissioner’s determination.

<strong>Issue(s)</strong>

1. Whether the gains from the sale of the lots were ordinary income or capital
gains under Section 117(a) of the Internal Revenue Code.

2. Whether the petitioners held the lots primarily for sale to customers in the
ordinary course of their trade or business.

<strong>Holding</strong>

1. Yes, the gains were ordinary income.
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2. Yes, the petitioners held the lots primarily for sale to customers in the ordinary
course of their trade or business.

<strong>Court's Reasoning</strong>

The court found that the issue of whether the gain was ordinary income or capital
gain depended upon whether the lots were held primarily for sale to customers in
the ordinary course of trade or business, which is a question of fact. The court
acknowledged that the petitioners were not engaged in a traditional real estate
business. However, it emphasized the close relationship between the petitioners’
activities and their interest in the lumber company. The petitioners, through the
lumber company, supplied materials for homes built on the lots, which they sold to
builders, including Model Homes. This integrated business model and purpose of
promoting the lumber company’s interests led the court to conclude that the lots
were held for sale in the ordinary course of business. The court stated, “These facts,
we think, clearly show that the petitioners were selling the lots for the purpose, at
least in part, of promoting their interests in the lumber company.” The lack of active
sales efforts, a real estate license, and customer solicitations were not dispositive
because of the substantial nature of the sales, their importance to the lumber
company, and the petitioners’ established connections in the community.

<strong>Practical Implications</strong>

This case highlights that the determination of whether income from real estate sales
is ordinary or capital gains is highly fact-specific, and the court will look at the
substance of the transactions, not just the form. It underscores that engaging in
related activities, such as supplying materials for homes built on the sold lots, can
be strong evidence that the sales are part of a business, even without traditional
sales activities. Attorneys should carefully analyze the facts, focusing on the purpose
of the real estate holdings and their relationship to other business interests. The
case is particularly relevant for businesses that are vertically integrated or have a
close relationship between land sales and other aspects of the business (e.g.,
construction, lumber, or development). Later cases will likely cite this ruling in
analyzing business activities and determining the proper tax treatment of profits
from those activities, especially in cases involving land or property sales.
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