14 T.C. 1221 (1950)

A title insurance company that acquires property through default on a construction
project and completes it for sale to customers can treat the resulting loss as an
ordinary loss, not a capital loss, under Section 117(a)(1) of the Internal Revenue
Code.

Summary

Lawyers Title Company of Missouri, acting as an escrow agent for construction
loans, acquired properties after the contractor defaulted. The company completed
the construction and sold the properties, incurring a loss. The Tax Court addressed
whether this loss was an ordinary loss, fully deductible, or a capital loss, subject to
limitations. The court held that the loss was an ordinary loss because the properties
were held primarily for sale to customers in the ordinary course of the company’s
business, even though the company’s primary business was title insurance, not real
estate sales.

Facts

Lawyers Title Company of Missouri was in the business of examining and insuring
titles and acting as an escrow agent. The company entered into escrow agreements
for 36 construction loans in Rolla, Missouri, with Huff Construction Co. as the
contractor. Lawyers Title also guaranteed the lending institutions against losses
from mechanics’ liens and guaranteed completion of the buildings. To protect itself,
Lawyers Title obtained quitclaim deeds from the property owners. When the
contractor defaulted, Lawyers Title recorded the quitclaim deeds and took title to
the 35 unsold properties. Lawyers Title completed the construction, rented some
properties, and ultimately sold them, incurring a loss of $22,725.61.

Procedural History

Lawyers Title deducted the loss as an ordinary loss on its 1942 tax return. The
Commissioner of Internal Revenue disallowed a portion of the deduction, arguing it
was a capital loss. Lawyers Title petitioned the Tax Court for a redetermination of
the deficiency.

Issue(s)

Whether the loss sustained by Lawyers Title Company on the sale of the Rolla
properties was an ordinary loss deductible from ordinary income or a capital loss
subject to the limitations of Section 117 of the Internal Revenue Code.

Holding

Yes, the loss was an ordinary loss because the properties were held by Lawyers Title
primarily for sale to customers in the ordinary course of its business under Section
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117(a)(1) of the Internal Revenue Code.
Court’s Reasoning

The court reasoned that while Lawyers Title’s primary business was title insurance,
its actions after the contractor’s default constituted engaging in the real estate
business. The court emphasized that Lawyers Title took title to the properties,
supervised the completion of construction, rented some of the houses, and
ultimately sold them. The court distinguished this case from Thompson Lumber Co.,
43 B.T.A. 726, where the lumber company merely foreclosed on properties and listed
them for sale without further involvement. The court found that Lawyers Title’s
activities went beyond simply holding property for investment; it actively engaged in
improving and completing the properties for sale. The court quoted Thompson
Lumber Co, noting that “The section * * * must be construed precisely as written
and unless the particular property in question was held by petitioner ‘primarily for
sale to customers in the ordinary course of * * * [its] trade or business’ the loss is
limited as provided in section 117 (d).” The court noted that taking the properties
and completing them was a necessary incident to the conduct of its business, in
order to minimize its losses on its guarantee to the mortgagees.

Practical Implications

This case illustrates that a company’s actions, rather than its stated business
purpose, determine whether property is held for sale in the ordinary course of
business for tax purposes. It demonstrates that even a company primarily engaged
in a different business (like title insurance) can be considered to be in the real estate
business if it actively manages, improves, and sells properties. The case highlights
the importance of considering all facts and circumstances when determining the
character of a loss for tax purposes. This ruling can guide similar cases where
businesses acquire property through unusual circumstances, such as foreclosures or
defaults, and must decide whether to treat gains or losses as ordinary or capital. It
also shows that taking precautionary measures when entering a business deal (such
as Lawyer’s Title getting quitclaim deeds) can later affect the tax treatment of
losses.
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