15 T.C. 69 (1950)

Gains from the sale of real property are taxed as ordinary income when the property
is held primarily for sale to customers in the ordinary course of the taxpayer’s trade
or business, rather than for investment purposes.

Summary

McGah v. Commissioner addressed whether the profits from the sale of houses
should be treated as ordinary income or capital gains. The Tax Court held that the
houses were held primarily for sale to customers in the ordinary course of business.
The partnership, San Leandro Homes Co., built houses with the initial intention of
renting them. However, financial pressures and the opportunity for profitable sales
led them to sell the houses as they became vacant. The court emphasized the
frequent and continuous nature of the sales, concluding that the houses were held
primarily for sale rather than investment.

Facts

E.W. McGah and John P. O’Shea formed San Leandro Homes Co. to construct houses
for defense workers during World War II. They obtained preference ratings for
building materials to build 169 houses. Initially, the plan was to rent the houses, but
due to low rent ceilings imposed by the government, renting was not profitable. San
Leandro financed the project with FHA loans. In 1943, San Leandro sold 74 houses.
Starting in 1944, pressured by their bank to reduce debt, San Leandro decided to
sell houses as existing tenants vacated them, rather than seeking new tenants. They
sold 14 houses in 1944, 31 in 1945, 12 in 1946, and 3 in 1947, leaving 35 houses still
rented.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the petitioners’
income tax liability for the fiscal year 1944. The taxpayers contested the deficiency,
arguing that the gains from the sales should be treated as capital gains rather than
ordinary income. The Tax Court consolidated the cases for trial and opinion.

Issue(s)

Whether the gains realized from the sales of 14 houses in 1944 are taxable as
ordinary income under Section 22(a) of the Internal Revenue Code, or as long-term
capital gains under Section 117(j).

Holding

No, because the houses were held by San Leandro primarily for sale to customers in
the ordinary course of its business, and not primarily for investment purposes,
within the meaning of Sections 117(a) and 117(j) of the Internal Revenue Code.
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Court’s Reasoning

The court emphasized that the question of whether property is held primarily for
sale is a factual one, with the burden on the taxpayer to prove it was not held for
sale. The court noted several factors supporting its conclusion. San Leandro’s initial
purpose to rent the houses changed when they decided to sell due to financial
pressures and the opportunity for profit. The sales were frequent and continuous.
The partnership’s capital was small, and it relied heavily on borrowed funds, making
sales crucial for financial viability. The court highlighted that “the crucial factor to
consider in determining the character of the property in question is the purpose for
which it was held during the period in question, i.e., in the taxable year.” The court
distinguished Nelson A. Farry, supra, noting that in Nelson A. Farry, supra, the
taxpayer had accumulated rental properties over many years as long-term
investments, whereas San Leandro’s venture was shorter-term and more sales-
oriented. The court concluded, “It appears in these proceedings that the business of
San Leandro was building houses, that sales thereof were part of that business, and
that it was only by selling houses than San Leandro could turn over its capital and
build more houses.”

Practical Implications

This case illustrates the importance of determining the taxpayer’s primary purpose
for holding property when classifying gains as ordinary income or capital gains.
Attorneys should carefully analyze the frequency and continuity of sales, the
taxpayer’s business activities, and the financial pressures influencing the taxpayer’s
decisions. A change in the taxpayer’s intent regarding the property can be a
determining factor. The case underscores the principle that even if a property was
initially intended for investment, its character can change if the taxpayer
subsequently holds it primarily for sale in the ordinary course of business. Later
cases will often cite this case to evaluate whether a taxpayer’s activities constitute a
trade or business for tax purposes. Cases involving real estate developers often
grapple with this distinction.
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