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30 T.C. 1236 (1958)

When a property owner has a dual intention for the use of their property — both as a
means of experimenting with the property and as a means to sell that property —
the gain from the sale is taxed as ordinary income if the property was held for sale
in the ordinary course of business at the time of the sale.

Summary

The case involves a dispute over whether the gain from the sale of a sawmill was
taxable as ordinary income or capital gains, as well as the tax treatment of an initial
payment  made under  a  lease-option agreement.  The court  determined that  the
sawmill,  initially  built  for  experimental  purposes,  was  ultimately  held  for  sale,
making the gain from its sale ordinary income. The court also determined that the
initial payment was primarily rent, not a security deposit or part of the purchase
price. This decision turned on the corporation’s intentions and the terms of the
lease-option agreement.

Facts

Harrah  Bros.,  Inc.,  built  sawmill  plants,  including  a  portable  sawmill  for
experimental purposes. They initially intended to use the mill to test the viability of
such mills. Later, they leased the mill to Mal Coombs with an option to purchase.
Coombs paid an initial sum designated as rent. After nine months, Coombs exercised
the option to purchase. The IRS determined the gain from the sale was ordinary
income because the mill was held primarily for sale. Additionally, the IRS claimed
that the initial payment was rent. The corporation reported the sale as a sale of a
capital asset held for more than six months.

Procedural History

The U.S. Tax Court heard the case after the Commissioner of Internal Revenue
determined deficiencies against the Harrah brothers as transferees of Harrah Bros.,
Inc., for income and excess profits taxes. The court had to decide the proper tax
treatment of the sale of the sawmill and an initial payment made under a lease-
option agreement.

Issue(s)

1. Whether the sawmill constructed by Harrah Bros., Inc., constituted property used
in its trade or business under section 117(j) of the 1939 Code, so that the gain on its
sale under a lease-option agreement was taxable at capital gain rates?

2. Whether the initial payment, made under the lease-option agreement, which were
subsequently allowed as credits on the purchase price, were rentals taxable in the
year of their receipt or part of the purchase price taxable when the option was
exercised?



© 2025 SCOTUSreports.com. All rights reserved. | 2

Holding

1. No, because the mill, at the time of the sale, was considered property held for sale
to customers in the ordinary course of business.

2. Yes, because the initial payment of $15,000 was primarily a prepayment of rent.

Court’s Reasoning

The court  applied the rule  that  property  is  not  considered used in  a  trade or
business, as defined by Section 117(j), if it is held primarily for sale to customers in
the  ordinary  course  of  that  trade  or  business.  The court  found that  while  the
corporation  initially  constructed  the  sawmill  for  experimental  purposes,  it  also
intended to  sell  the  mill  if  the  experiment  proved  successful.  The  lease-option
agreement demonstrated the intention to sell. The court cited Rollingwood Corp. v.
Commissioner, where rental property with an option to purchase was held for sale.
The court determined that when the agreement was executed an ultimate sale was
contemplated by the parties. The court further held that the initial payment was
primarily a prepayment of rent, based on the agreement’s language and the parties’
uncertain responses regarding the payment’s return if the option was not exercised.

Practical Implications

This case emphasizes that the characterization of property for tax purposes depends
on the seller’s intentions at the time of sale. If a company has a dual purpose for an
asset, the tax treatment will depend on which purpose is primary at the time of sale.
This  has  significant  implications  for  businesses  that  may  use  property  for
experimentation or development but ultimately sell it. The court’s focus on the lease-
option agreement provides guidance on the importance of  how agreements are
structured and written. If a payment is made under a lease-option agreement, and
the terms of the agreement do not provide for return of the money, this implies that
it is a prepayment of rent. Tax professionals should analyze the substance of the
transaction, not just its form, and consider all available evidence.

Meta Description

The case clarifies how the IRS determines whether gain from selling property is
treated as ordinary income or capital gains, particularly when multiple intentions
exist for using the property.
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