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Aragon v. Commissioner, 37 T. C. 1047 (1962)

Securities held for investment and sold for a profit are considered capital assets, not
property held for sale to customers in the ordinary course of business.

Summary

In  Aragon  v.  Commissioner,  the  Tax  Court  determined  that  the  Northwestern
National Life Insurance Co. stock sold by the second syndicate, of which petitioners
were members, qualified as a capital asset. The court rejected the IRS’s argument
that the stock was held for sale to customers, emphasizing the distinction between
traders and dealers in securities. The syndicate’s purchase and sale of the stock
were deemed speculative investments rather than sales to customers in the ordinary
course of business, leading to the conclusion that the gains were long-term capital
gains, not ordinary income.

Facts

The second syndicate,  managed by James C. Bradford,  purchased Northwestern
National Life Insurance Co. stock at a price below its market value. The syndicate
held the stock for over six months before selling it  to a group of underwriters
represented by Lehman Bros. The petitioners, members of the syndicate, were not
securities dealers and did not purchase the stock on behalf of any customer. The IRS
argued that the stock was held primarily for sale to customers, but the court found
that the syndicate’s purpose was to realize a capital gain from a rise in the stock’s
value.

Procedural History

The  case  originated  with  the  IRS  determining  that  the  gain  from the  sale  of
Northwestern stock by the second syndicate should be taxed as ordinary income.
The petitioners contested this determination before the Tax Court, which heard the
case and issued a ruling in favor of the petitioners, classifying the gain as a long-
term capital gain.

Issue(s)

1. Whether the Northwestern stock sold by the second syndicate was a capital asset
under section 1221 of the Internal Revenue Code of 1951.
2. Whether the gain from the sale of the Northwestern stock should be taxed as
ordinary income or as long-term capital gain.

Holding

1. Yes, because the stock was held as an investment and not primarily for sale to
customers in the ordinary course of business.
2. No, because the gain from the sale of the stock was a long-term capital gain, as
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the stock was held for more than six months and sold at a profit.

Court’s Reasoning

The court  applied section 1221 of  the Internal  Revenue Code,  which defines a
capital asset as property held by the taxpayer but excludes property held primarily
for sale to customers in the ordinary course of business. The court found that the
second syndicate’s purchase of Northwestern stock was a speculative investment,
not  a transaction with customers.  The court  distinguished between traders and
dealers, quoting, “Those who sell ‘to customers’ are comparable to a merchant. . .
Such sellers are known as ‘dealers. ‘ Contrasted to ‘dealers’ are those sellers of
securities who perform no such merchandising functions. . . Such sellers are known
as ‘traders. ‘” The court determined that the syndicate acted as traders, not dealers,
and thus the stock was a capital asset. The court also dismissed the relevance of the
Nielsen case cited by the IRS, noting factual differences that made it inapplicable to
the present case.

Practical Implications

This decision clarifies the distinction between traders and dealers in securities for
tax purposes. It underscores that securities held for investment and sold at a profit
after  more than six  months are  considered capital  assets,  subject  to  long-term
capital gains tax rates. Legal practitioners should advise clients on the importance
of documenting the purpose of holding securities, as this can impact tax treatment.
The ruling impacts how syndicates and investment groups structure their activities
to  optimize  tax  outcomes.  Subsequent  cases,  such  as  Mirro-Dynamics  Corp.  v.
United  States,  have  reinforced  this  principle,  guiding  the  analysis  of  similar
transactions.


