A. Benetti Novelty Co. v. Commissioner, 13 T.C. 1072 (1949)

Gains from the sale of depreciable assets, such as rental machines, are treated as
capital gains under Section 117(j) of the Internal Revenue Code when the assets
were primarily held for rental income, even if the taxpayer also engaged in the
occasional sale of such assets.

Summary

A. Benetti Novelty Co. disputed the Commissioner’s determination that profits from
selling slot machines and phonographs were ordinary income, not long-term capital
gains. The company primarily rented these machines but sold older models,
especially during wartime shortages. The Tax Court ruled in favor of the company,
holding that the machines were initially purchased and primarily held for rental
income, thus qualifying for capital gains treatment under Section 117(j) of the
Internal Revenue Code, regardless of the later sales.

Facts

A. Benetti Novelty Co. derived most of its income from renting slot machines and
phonographs in Nevada. It also sold bar supplies and equipment. The company
acquired slot machines and phonographs by purchase and rented them to various
establishments, splitting the gross take with the local operator. Prior to the tax
years in question, the company occasionally sold older or less desirable machines.
During the war years, new machines were scarce, leading to increased demand for
used machines. The company actively purchased machines, even sending agents to
other states to acquire them, and then sold older machines previously used in its
rental operations, retaining the newest models for its rental business.

Procedural History

The Commissioner determined deficiencies in the company’s excess profits tax and
declared value excess profits tax for 1943, 1944, and 1945, arguing that the profit
from the sale of machines was ordinary income. The Tax Court reviewed the
Commissioner’s determination.

Issue(s)

Whether gains from the sale of slot machines and phonographs, initially acquired
and used in the taxpayer’s rental business but later sold due to obsolescence or
market conditions, constitute ordinary income or long-term capital gains under
Section 117(j) of the Internal Revenue Code?

Holding

No, the gains qualify as long-term capital gains because the machines were
primarily held for rental income, and their sale was incidental to the company’s
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rental business.
Court’s Reasoning

The Tax Court relied on the precedent set in Nelson A. Farry, 13 T.C. 8, emphasizing
that the primary purpose for which the property is held is the controlling factor. The
court found that the company’s “regular operations” consisted of renting the
machines. It deemed the gains in question were derived from sales of machines
which were originally purchased and held for rental purposes only. The court stated,
the fact that in the taxable years he received satisfactory offers for some of them
and sold them does not establish that he was holding them ‘primarily for sale to
customers in the ordinary course of his trade or business.” The evidence shows that
he was holding them for investment purposes and not for sale as a dealer in real
estate.” It distinguished the Commissioner’s reliance on Albright v. United States,
noting that the appellate court reversed the district court’s decision, holding that
the gains from the sale of dairy cattle culled from a breeding herd constituted
capital gains and were not ordinary income. The court determined that the
machines, at the time of sale, were held primarily for rental and that “A dairy farmer
is not primarily engaged in the sale of beef cattle. His herd is not held primarily for
sale in the ordinary course of his business. Such sales as he makes are incidental to
his business and are required for its economical and successful management.”

Practical Implications

This case provides a practical guide for determining whether gains from the sale of
depreciable assets qualify for capital gains treatment. It clarifies that the initial and
primary purpose for which the asset was held is critical. Even if a business
occasionally sells such assets, capital gains treatment is appropriate if the assets
were originally acquired and primarily used for rental or operational purposes, not
for sale in the ordinary course of business. This ruling impacts businesses that rent
equipment, clarifying their tax obligations when selling older assets. Later cases will
consider whether the asset was initially acquired for business operations and
whether sales were incidental or a primary business activity.
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