29 T.C. 914 (1958)

When a corporation regularly engages in real estate sales as an integral part of its
business, the profits from those sales are generally considered ordinary income
rather than capital gains, even if the properties were held for a long period of time.

Summary

The United States Tax Court determined whether gains from real estate sales by the
Canton Company, a subsidiary of the Pennroad Corporation, were taxable as
ordinary income or capital gains. Canton, incorporated in 1828, had continuously
developed and sold its land, advertising and holding itself out as a seller. The court
found that the properties sold were held primarily for sale to customers in the
ordinary course of Canton’s business, despite the long ownership period, lack of a
dedicated real estate department, or an official real estate license. The court
rejected Pennroad’s argument that the sales were a passive liquidation of
investment assets. The Court also addressed the argument that certain parcels
should be considered assets used in the trade or business, and further examined if
the sales of certain properties qualified for capital gains treatment under Section
117 of the 1939 Internal Revenue Code. The Court found that the sales were
properly classified as ordinary income.

Facts

Canton Company, a subsidiary of Pennroad, was incorporated in 1828 and owned
significant land in and around Baltimore. Canton developed and improved parts of
this land for continued use and rental while also selling portions. It advertised and
held itself out as having land for sale. During the tax years in question, Canton sold
land for both industrial and residential purposes. Canton also had a railroad
operation, Canton Railroad, and made a practice of retaining protective strips of
land to prevent competing railroads from obtaining access to the area served by
Canton Railroad. The Pennroad Corporation, as the common parent, filed
consolidated income tax returns for its affiliated companies, including Canton
Company. Canton made sales of real estate in 1950, 1951, and 1952. Canton’s real
estate sales were a part of its ordinary business operations and were not passive
liquidations of assets. The company did not have an internal real estate department
or official brokers in the tax years.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Pennroad’s
income tax for the years 1950, 1951, and 1952, disallowing the capital gains
treatment claimed by Pennroad on the sale of real estate. Pennroad challenged the
Commissioner’s determination in the United States Tax Court. The Tax Court
considered the case and rendered a decision based on the facts, legal arguments,
and tax code provisions.
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Issue(s)

1. Whether the gains realized from the sale of real estate by Canton during the
years 1950, 1951, and 1952 should be taxed as long-term capital gains or as
ordinary income.

2. Whether properties rented by Canton were assets used in its trade or business
within the meaning of Section 117(j) of the Internal Revenue Code.

3. Whether the sales of properties originally intended for a railroad extension, but
later sold, were sales in the ordinary course of Canton’s business.

Holding

1. No, because the properties were held primarily for sale to customers in the
ordinary course of Canton’s business.

2. No, because the rental of the properties was incidental to the primary purpose
of selling them.

3. Yes, because the facts showed the sales were part of Canton’s real estate
business.

Court’s Reasoning

The court applied Section 117 of the Internal Revenue Code of 1939, which defines
capital assets and excludes property held primarily for sale to customers in the
ordinary course of the taxpayer’s trade or business. The court emphasized that
Canton had continuously engaged in real estate sales as an integral part of its
business, actively advertising and marketing its properties. The court looked beyond
the length of ownership and assessed the nature of the business activity. Regarding
the claim that industrial sales were not to customers because of the restriction on
the buyers, the court found that the buyers were purchasers and therefore were
considered customers. The court also rejected the argument that certain parcels
should be considered assets used in Canton’s trade or business. It determined that
the rental of the properties was incidental to the primary purpose of selling them.
The court also noted that in its annual reports to stockholders, the company listed
its business as dealing in real estate, and the Court determined that the sales of the
real estate were part of the normal course of business. The Court determined that
the gains were not entitled to capital gains treatment.

Practical Implications

This case is critical for businesses that sell real estate as it establishes that the
frequency, continuity, and nature of sales are key factors in determining whether
gains are ordinary income or capital gains. It underscores that long ownership alone
does not dictate capital gains treatment if the business actively markets and sells
properties. This case clarifies the meaning of
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