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12 T.C. 900 (1949)

A securities dealer can hold securities for investment purposes, in which case the
securities are considered capital assets and the profit from their sale is taxed as a
capital gain, rather than ordinary income.

Summary

Van Tuyl,  a  securities  dealer,  sold  900 shares of  Wisconsin stock in  1945 and
reported the profit as a capital gain. The IRS argued that the profit should be taxed
as ordinary income because the stock was held as inventory for sale to customers.
The Tax Court held that the shares were held for investment purposes, not for sale
to customers in the ordinary course of business, and therefore constituted capital
assets.  The  court  relied  on  evidence  that  the  shares  were  segregated  on  the
company’s books as an investment and were never offered for sale to customers.

Facts

Van Tuyl was a securities dealer.
In 1945, Van Tuyl sold 900 shares of Wisconsin stock.
Van Tuyl reported the profit from the sale as a capital gain.
The IRS asserted the profit should be taxed as ordinary income.
On January 3, 1945, Van Tuyl’s directors took action to correct book entries to
reflect that 900 shares of Wisconsin stock was held as investment.
Certificates for these shares were held by the bank, along with Van Tuyl’s other
securities, as collateral for a loan.
The shares were segregated in Van Tuyl’s books and were never offered for sale to
Van Tuyl’s customers.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Van Tuyl’s income
tax.
Van Tuyl petitioned the Tax Court for a redetermination.
The Tax Court reviewed the case.

Issue(s)

Whether the gain on the sale of 900 shares of Wisconsin stock in 1945 was ordinary
income or a capital gain.

Holding

Yes, the gain on the sale of the stock was a capital gain because the shares were
held  as  a  long-term  investment  and  constituted  capital  assets  under  Section
117(a)(1) of the Internal Revenue Code.
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Court’s Reasoning

The court found that the evidence showed the petitioner acquired and held the
shares as a long-term investment, rather than for trade in the regular course of its
business.
The court relied on the action taken by the petitioner’s directors on January 3, 1945,
which showed that the petitioner’s officers regarded the 900 shares of Wisconsin
stock as an investment. The corporate resolution was for the purpose of correcting
the book entries to so show.
The court also emphasized that the shares were segregated in the petitioner’s books
and were never offered for sale to petitioner’s customers.
The court cited I.T. 3891, C.B. 1948-1, p. 69: “Where securities are acquired and
held by a dealer in securities solely for investment purposes, such securities will be
recognized as capital assets, as defined in section 117 (a) (1) of the Internal Revenue
Code, 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 rejected the IRS’s argument that the petitioner should have inventoried
the securities since it regularly used inventories in making its returns, noting that
the investment shares were never properly included in inventory and were correctly
taken out of inventory by the entry made January 3, 1945.

Practical Implications

This case clarifies that securities dealers are not automatically required to treat all
securities they own as inventory.  It  establishes that securities dealers can hold
securities for investment purposes, and those securities can be treated as capital
assets, leading to capital gains treatment upon their sale.
To ensure capital gains treatment, securities dealers should clearly document their
intent to hold securities for investment, segregate the securities on their books, and
avoid offering them for sale to customers in the ordinary course of business. This
case shows the importance of contemporaneous documentation in tax planning.
This ruling has implications for securities dealers’ tax planning, allowing them to
potentially lower their tax liability on profits from the sale of certain securities by
classifying them as capital gains rather than ordinary income. Subsequent cases and
IRS guidance have further refined the criteria for distinguishing between investment
and inventory securities held by dealers.


