31 T.C. 1241 (1959)

When a taxpayer sells real property, the determination of whether the gain is taxed
as capital gain or ordinary income hinges on whether the property was held
primarily for sale to customers in the ordinary course of business.

Summary

The U.S. Tax Court addressed whether the sale of an 80-acre tract of land by a
partnership engaged in farming and real estate activities resulted in capital gains or
ordinary income. The court found that the land, which was initially acquired for
farming purposes and later sold to a construction company, was not held “primarily
for sale to customers in the ordinary course of business.” The court considered the
taxpayer’s intent when acquiring the property, the limited promotional efforts, and
the partnership’s overall business activities, concluding that the gain from the sale
was properly treated as a capital gain, rather than ordinary income. This decision
underscores the importance of analyzing the taxpayer’s purpose and actions in
determining the tax treatment of real estate transactions.

Facts

W. Linton Atkinson and Warren M. Atkinson formed a partnership in 1936, engaging
in farming, land brokerage, development, and residential construction. In 1952, they
owned approximately 1,640 acres of farmland. The partnership purchased an 80-
acre tract, known as the Lawrence 80 acres, with a residence, barn, and
outbuildings for farming. They made improvements to the property to make it more
suitable for farming. The partnership’s general ledger initially listed the land as
property held for subdividing, but later corrected it. The partnership did not
advertise the land for sale. ABC Construction Corporation expressed interest and
ultimately purchased the land. The partnership reported the gain from the sale as a
long-term capital gain, which the Commissioner disputed, asserting that the gain
should be treated as ordinary income.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the income taxes
of W. Linton Atkinson, Rosalea Atkinson, and Warren M. Atkinson for the calendar
year 1953, asserting that the gain from the sale of the Lawrence 80 acres should be
taxed as ordinary income. The taxpayers challenged this determination in the U.S.
Tax Court.

Issue(s)

Whether the gain from the sale of the Lawrence 80 acres by the partnership should
be taxed as capital gain or ordinary income?

Holding
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Yes, the gain from the sale of the Lawrence 80 acres should be taxed as capital gain
because the property was not held primarily for sale to customers in the ordinary
course of the partnership’s business.

Court’s Reasoning

The court considered whether the property was held primarily for sale to customers
in the ordinary course of business, applying factors established in prior cases,
including the purpose or nature of property acquisition, the activities of the seller to
attract purchasers, and the frequency and continuity of sales. The court emphasized
that the question was one of fact. The court found the land was purchased for
farming purposes, was not advertised for sale, and that the sale resulted from an
inquiry, not promotional efforts by the partnership. The court noted that the
partnership’s primary business included both farming and real estate, but the
Lawrence 80 acres was more akin to an investment in the farming business.
Furthermore, the Court noted that the partnership’s correction of the ledger to
reflect the correct purpose of the land acquisition demonstrated a good faith effort.
The court noted that the actions taken by the partnership in making the land
suitable for farming also showed a primary intent to farm the property. The Court
referenced Boomhower v. United States, 74 F. Supp. 997 (1947) as a guide in the
factual determination.

Practical Implications

This case is important for its guidance on distinguishing between capital gains and
ordinary income in real estate transactions. It highlights the importance of
demonstrating that the property was acquired and held for investment purposes,
rather than for sale to customers. Taxpayers should carefully document their
reasons for acquiring real estate, improvements made, and the nature of their sales
activities. If a taxpayer intends to treat the sale of real property as a capital gain, the
taxpayer should ensure that the property is not advertised or marketed in a manner
that would suggest it was held for sale in the ordinary course of business. The case
also underscores the relevance of an accurate accounting of the transactions in the
ledger to demonstrate the taxpayer’s intent, particularly where the property could
be interpreted as inventory.
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