12 T.C. 900 (1949)

A securities dealer can hold securities as capital assets for investment purposes,
distinct from their inventory held for sale to customers in the ordinary course of
business, even if the securities are of the same type.

Summary

Van Tuyl & Abbe, a securities partnership, reported long-term capital gains from the
sale of certain railroad bonds. The IRS reclassified these gains as ordinary income,
arguing that the bonds were part of the firm’s dealer inventory. The Tax Court ruled
in favor of the partnership, holding that the bonds were segregated and held for
investment purposes, not for sale to customers. This case illustrates how securities
dealers can hold assets for investment, differentiating them from assets held as
inventory.

Facts

» The partnership purchased railroad bonds and certificates of deposit.

» Partners testified these securities were bought for their own account,
expecting a market rise.

» These securities were initially entered in the regular trading ledger.

» The firm then transferred them to a special account, identified them by
number, fastened them together, and earmarked them to be held intact.

» The firm maintained other ‘free securities’ as collateral, traded daily.

» Only two sales were made of the segregated bonds: a small sale in 1943 and
the bulk sale in 1944.

Procedural History

» The Commissioner of Internal Revenue determined a deficiency in the
petitioners’ income tax.

» The petitioners contested the deficiency in the Tax Court.

» The Tax Court reviewed the evidence and ruled in favor of the petitioners.

Issue(s)

1. Whether the railroad bonds sold by the partnership were capital assets as
defined in Section 117(a)(1) of the Internal Revenue Code, or were they
property held primarily for sale to customers in the ordinary course of
business?

Holding

1. Yes, the railroad bonds were capital assets because they were purchased for
speculation, segregated from inventory, and not held primarily for sale to
customers.
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Court’s Reasoning

The court reasoned that a taxpayer can be a dealer in some securities and an
investor in others. The key is the purpose for which the securities are held. The
court emphasized the evidence showing the securities were segregated, earmarked,
and held for investment purposes, not for sale to customers. The court distinguished
this case from Vance Lauderdale, where there was no evidence of a change in the
operation of the business or in the method of handling the securities. Here, the
segregation and earmarking of the bonds demonstrated a clear intent to hold them
for investment. The court cited 1.T. 3891, which states: “Where securities are
acquired and held by a dealer in securities solely for investment purposes, such
securities will be recognized as capital assets...even though such securities are of
the same type or of a similar nature as those ordinarily sold to the dealer’s
customers.” The court emphasized that “a taxpayer who trades for his own account
does not sell to ‘customers.’”” O. L. Burnett, 40 B. T. A. 605.

Practical Implications

This case provides guidance on distinguishing between securities held by dealers as
inventory versus those held as capital assets for investment. To treat securities as
capital assets, dealers must clearly segregate and earmark them, demonstrating an
intent to hold them for investment rather than for sale to customers. This case
clarifies that intent matters and that meticulous record-keeping supports a capital
asset classification. Later cases have cited Van Tuyl to emphasize the importance of
segregation and documentation in determining the character of securities held by
dealers. This case also highlights the importance of consistent treatment of assets
for tax purposes.
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