18 T.C. 653 (1952)

Property held primarily for sale to customers in the ordinary course of a taxpayer’s
trade or business is not a capital asset and therefore generates ordinary income, not
capital gains, upon its sale.

Summary

John W. Williamson, a cotton farmer and ginner, sold cotton acquired from local
farmers under “call” arrangements, where the final price depended on future
market prices. The IRS contended that the profits should be taxed as ordinary
income rather than capital gains. The Tax Court agreed with the IRS, holding that
the cotton was not a capital asset because Williamson held it primarily for sale to
customers in the ordinary course of his business. The court emphasized the
regularity and integral nature of these sales within Williamson’s overall business
operations.

Facts

John W. Williamson owned farmland farmed by sharecroppers, a cotton gin, a cotton
warehouse, cotton seed warehouses, and a mercantile store. He regularly purchased
the bulk of the cotton ginned at his facility from local farmers. He then resold this
cotton on “call” arrangements with cotton merchants. Under these arrangements,
the cotton was shipped immediately to the merchant, who could resell it, and
Williamson would set the final price based on the market price at a future date.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Williamson’s
income tax for 1945 and 1946. Williamson petitioned the Tax Court, contesting the
Commissioner’s determination that profits from cotton sales should be taxed as
ordinary income rather than capital gains.

Issue(s)

Whether the profit derived from the sale of cotton owned by the petitioner in each of
the tax years should be taxed as ordinary income or as capital gain.

Holding

No, because the cotton was not a capital asset within the meaning of Section 117(a)
of the Internal Revenue Code, as it was property held primarily for sale to customers
in the ordinary course of the taxpayer’s trade or business.

Court’s Reasoning

The court reasoned that Williamson’s purchases and resales of cotton were a
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significant and regularly recurrent aspect of his overall cotton business. The court
emphasized that he purchased cotton each year from about 100 to 150 farmers, and
the merchants to whom he sold were regular customers. The court noted that even
though Williamson described himself as a “speculator,” the cotton was acquired in
the regular course of his business and sold to regular customers. Therefore, the
cotton fell within the exception to the definition of a capital asset found in Section
117(a) for property held primarily for sale to customers in the ordinary course of
business. The court stated, “In the circumstances, such cotton was not a capital
asset within the meaning of section 117 (a), and the gain on disposition must be
taxed as ordinary income.” The court distinguished an unreported District Court
decision favorable to Williamson, noting it lacked sufficient information about that
case’s record.

Practical Implications

This case illustrates the importance of the “ordinary course of business” exception
to capital asset treatment. Taxpayers cannot treat profits from regular sales of
inventory-like assets as capital gains, even if some speculative elements are
involved. Legal practitioners must carefully analyze the frequency and regularity of
sales, the relationship with customers, and the taxpayer’s overall business
operations to determine whether an asset is held primarily for sale in the ordinary
course of business. Later cases applying Williamson would focus on similar fact
patterns, distinguishing it when the sales are infrequent or involve assets not
typically considered inventory. This case clarifies that the taxpayer’s subjective
intent is less important than the objective nature of the sales activity.
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