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10 T.C. 158 (1948)

A taxpayer’s intent to liquidate a business does not automatically convert its stock in
trade into a capital asset, and profits from the sale of that inventory are taxed as
ordinary income.

Summary

Grace Bros., Inc. sold its entire wine stock and leased its winery after deciding to
discontinue the business. The Tax Court addressed whether the profit from the wine
sale should be treated as ordinary income or capital gain, and whether the California
franchise tax was deductible in the year accrued. The court held that the wine stock
remained stock in trade despite the liquidation intent, and the franchise tax was not
deductible until paid. This case clarifies that the nature of assets, not the intent to
liquidate, dictates their tax treatment.

Facts

Grace Bros., Inc. manufactured and sold wine for many years. Joseph T. Grace, the
sole  shareholder,  decided  to  discontinue  the  wine  business  in  late  1942.  The
company then sold its entire wine inventory and leased its winery to Garrett & Co. in
1943. In November 1942, Grace advised Garrett & Co. of his intent to abandon the
wine business. Garrett & Co. expressed interest in purchasing the inventory and
leasing the winery. The lease was terminated by mutual agreement in April 1944,
and the winery was sold to Taylor & Co. soon after.

Procedural History

The Commissioner  of  Internal  Revenue determined deficiencies  in  Grace  Bros.’
excess profits tax, treating the profit from the wine sale as ordinary income rather
than capital gain. Grace Bros. petitioned the Tax Court, arguing that the wine stock
had become a capital asset due to the company’s liquidation.

Issue(s)

1. Whether the profit from the sale of the wine stock in 1943 should be taxed as
ordinary income or as a capital gain.

2. Whether the California franchise tax for 1943 was deductible in that year, despite
being paid in 1944.

Holding

1. No, because the intent to discontinue the business does not convert stock in trade
into a capital asset.

2.  No,  because the California franchise tax,  imposed for  the privilege of  doing
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business  in  1944 and measured by  1943 income,  did  not  accrue  and was  not
deductible in 1943.

Court’s Reasoning

The court reasoned that the wine stock retained its character as stock in trade,
regardless of Grace’s intent to liquidate the business. The court distinguished the
case from those where assets were no longer held for sale in the ordinary course of
business. The court stated, “[W]e adhere to the view that an intent to discontinue
business  or  to  liquidate  does  not  convert  stock  in  trade  into  a  capital  asset.”
Regarding the franchise tax, the court followed precedent, citing Central Investment
Corporation, 9 T.C. 128, and held that the tax was not deductible until the year it
was actually paid.

Practical Implications

This case provides a clear rule that the mere intention to liquidate a business does
not automatically reclassify assets for tax purposes. The nature of the asset and how
it is held (e.g., for sale to customers in the ordinary course of business) remains the
key determinant. This ruling impacts how businesses undergoing liquidation must
classify  and  report  income  from  the  sale  of  assets.  Later  cases  distinguish
themselves based on whether the assets in question were truly stock in trade or had
been converted to investment property prior to sale. For instance, if  a business
actively markets and sells its inventory, it is more likely to be treated as ordinary
income, even during liquidation.


