Professional Equities, Inc. v. Commissioner, 89 T. C. 165 (1987)

Temporary regulations governing wraparound installment sales were held invalid as
inconsistent with the statutory language and purpose of the installment method
under section 453 of the Internal Revenue Code.

Summary

Professional Equities, Inc. challenged the IRS’s application of temporary regulations
to their wraparound installment sales, which required reducing the total contract
price by the underlying mortgage. The Tax Court invalidated these regulations,
ruling they were inconsistent with section 453 of the Internal Revenue Code. The
court upheld the method established in Stonecrest Corp. v. Commissioner, where
the full sales price is used in calculating the contract price for wraparound sales,
ensuring that gain recognition aligns with the actual receipt of payments. This
decision reinforces the statutory purpose of spreading gain recognition over the
payment period and impacts how similar sales are taxed.

Facts

Professional Equities, Inc. purchased undeveloped land and resold it using
wraparound mortgages. These mortgages included the unpaid balance of the seller’s
existing mortgage, with the buyer paying the seller directly. The IRS challenged the
company’s tax reporting, asserting that the temporary regulations required the
contract price to be reduced by the underlying mortgage, thereby increasing the
proportion of gain to be recognized in the year of sale. Professional Equities argued
that these regulations conflicted with the established judicial interpretation in
Stonecrest and the statutory language of section 453.

Procedural History

Professional Equities filed a timely petition in the United States Tax Court
challenging the IRS’s determination of a deficiency in their fiscal 1981 income tax.
The court reviewed the validity of the temporary regulations and their application to
the company’s wraparound installment sales.

Issue(s)

1. Whether the temporary regulations promulgated in 1981, which required the total
contract price in wraparound installment sales to be reduced by the underlying
mortgage, are valid under section 453 of the Internal Revenue Code.

Holding

1. No, because the temporary regulations are inconsistent with the statutory
language and purpose of section 453, which mandates a constant proportion of gain
recognition based on payments received.
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Court’s Reasoning

The court analyzed the statutory language of section 453, which requires gain to be
recognized as a proportion of payments received, and found that the temporary
regulations conflicted with this mandate by using two different proportions for gain
recognition, thus accelerating gain into the year of sale. The court emphasized the
purpose of the installment method, which is to spread gain recognition over the
payment period, and found that the regulations failed to align with this purpose. The
decision relied on the precedent set in Stonecrest Corp. v. Commissioner, where the
court established that in wraparound sales, the full sales price should be used in
calculating the contract price. The court also noted that Congress, through the
Installment Sales Revision Act of 1980, had not altered the critical language of
section 453 relevant to wraparound sales, and the temporary regulations were not
supported by the changes made in the Act. The court concluded that the regulations
were invalid due to their inconsistency with the statutory intent and the established
judicial interpretation.

Practical Implications

This decision reinforces the method of taxing wraparound installment sales
established in Stonecrest, requiring the full sales price to be used in calculating the
contract price. It impacts how similar sales should be analyzed and reported for tax
purposes, ensuring that gain recognition aligns with the actual receipt of payments.
Legal practitioners must be aware of this ruling when advising clients on installment
sales, as it invalidates the temporary regulations that sought to accelerate gain
recognition. The decision also underscores the importance of judicial interpretations
in shaping tax law, particularly when statutory language remains unchanged despite
regulatory attempts to alter established practices. Subsequent cases involving
wraparound sales have applied this ruling, further solidifying its impact on tax
practice.
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