31 T.C.611 (1958)

When a taxpayer enters into an agreement to sell real property, even if initially
holding options to purchase that property, the substance of the transaction, not just
the form, determines whether any gain constitutes capital gain or ordinary income
for tax purposes.

Summary

Louis D. Blick held options or contracts to purchase several parcels of real estate.
He entered into an agreement with Macy’s to sell the land, and Macy’s would
purchase the land from the original owners. Blick claimed that he sold the options to
Macy'’s, entitling the gain to long-term capital gains treatment under the tax code.
The Tax Court disagreed, holding that the agreement with Macy’s was, in substance,
a sale of land, not options. The court found that the terms of the agreement, the
actions of the parties, and the economic realities of the transaction indicated that
Blick was selling the land itself, even if the conveyance was done directly from the
original owners to Macy’s. As a result, the court denied Blick’s request for capital
gains treatment on the profit from the transaction.

Facts

In 1948 and 1949, Blick acquired several options or contracts to purchase real
estate. These contracts limited his liability to the forfeiture of a deposit. Blick then
negotiated with Macy’s, which wanted to purchase the land for a new store. On May
9, 1951, Blick and Macy’s entered a “Contract to Sell” the land. The agreement
specified the parcels to be sold, the purchase price ($850,000), and the terms of
payment. The contract required Blick to obtain valid agreements for the acquisition
of title, and the conveyance of title was to occur on August 1, 1951. The agreement
also included provisions for property apportionment, risk of loss, and warranties.
Macy’s ultimately purchased the properties directly from the original owners. Blick
received a payment from Macy’s prior to closing and the balance at the closing,
totaling $147,800 after expenses. He claimed that his gain should be treated as
long-term capital gain.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Blick’s income tax
for 1951, disallowing long-term capital gains treatment for the gain. The deficiency
was based on the view that the transaction was a sale of land rather than the sale of
options. Blick petitioned the United States Tax Court challenging the
Commissioner’s determination. The Tax Court reviewed the facts and legal
arguments and ruled in favor of the Commissioner.

Issue(s)

Whether the amount Blick received from Macy’s was for the sale of land or for the
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sale or assignment of options to purchase real property.

Holding

No, because the Tax Court determined that Blick sold land, not options.
Court’s Reasoning

The court focused on the substance of the “Contract to Sell,” finding it was a
contract for the sale of land, not merely the assignment of options. The agreement
contained numerous provisions inconsistent with a simple option assignment, such
as Blick agreeing to sell and convey the lots, the contract’s provisions about
condemnation awards, Blick’s requirement to furnish warranty deeds, and the
apportionment of rents and taxes. The court noted, “The written ‘Contract To Sell’
dated May 9, 1951, is undeniably one to sell land, and even petitioner concedes on
brief that this ‘is the most reasonable interpretation’ thereof.” Further, the court
considered the real-world actions of the parties and the economic reality. The court
found that Blick paid a commission based on the sale of the land rather than the sale
of options. The court cited H. G. Butler, 43 B.T.A. 1005, and Barber v. United States,
215 F.2d 663, finding those cases similar in that the substance of the transaction
determined its character for tax purposes, notwithstanding the form of the
agreement. The court highlighted that Blick had a hybrid of optionor and optionee
rights, since he was not bound beyond deposits, and he was also bound to perform
as a vendor to Macy'’s.

Practical Implications

This case provides valuable guidance for structuring real estate transactions and
determining their tax consequences. When representing clients in similar situations,
attorneys must carefully analyze the substance of an agreement, not just its form.
Key factors for analysis include the rights and obligations of the parties, the intent of
the parties, the economic realities, and any related documents. Attorneys should
advise clients to document their transactions clearly and consistently with their
intended treatment. This case serves as a warning against using ambiguous
language and emphasizes the importance of ensuring that the actions of the parties
align with the legal characterization of the agreement. Future cases examining real
estate transactions will likely consider the substance-over-form approach used in
this case to prevent taxpayers from obtaining unintended tax benefits.
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