15 T.C. 800 (1950)

Gains from the sale of unharvested crops, even when sold as part of a larger real
estate transaction, are taxed as ordinary income, not capital gains, if the crops are
considered property held primarily for sale to customers in the ordinary course of
business.

Summary

M. Gladys Watson and her brothers sold their orange grove, including the
unharvested orange crop. The IRS determined that the portion of the sale
attributable to the oranges should be taxed as ordinary income, not capital gains.
The Tax Court agreed, holding that the oranges were property held primarily for
sale to customers in the ordinary course of their business. The court determined the
portion of the selling price allocable to the crop and also ruled that a proportional
part of the selling expenses could be allocated to the crop sale.

Facts

M. Gladys Watson and her two brothers owned a 115-acre orange grove in
California. They operated the grove as a partnership. In 1944, they listed the
property for sale. A buyer, Pogue, offered to purchase the ranch because he
anticipated a net profit of $120,000 from the orange crop. The sale included the
land, trees, and the growing orange crop. The agreement stipulated that the sellers
would cover all operating costs until September 1, 1944. Pogue harvested 74,268
boxes of oranges, generating $146,000 in gross proceeds.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the Watsons’
income tax for 1944. Watson contested the deficiency, arguing that the gain from
the sale of the orange crop should be treated as a capital gain. The Tax Court
reviewed the Commissioner’s determination.

Issue(s)

1. Whether a portion of the proceeds from the sale of a citrus grove with
unharvested fruit should be allocated to the fruit and treated as ordinary
income.

2. If so, what portion of the proceeds should be allocated to the fruit?

3. Whether the expenses of the sale should be allocated between the fruit and the
other property sold.

Holding

1. Yes, because the growing crop of oranges was not real property used in the
petitioner’s trade or business under Section 117(j) of the Internal Revenue
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Code, and the crop was property held primarily for sale to customers in the
ordinary course of their business.
2. The portion of the selling price allocable to the growing crop was $40,000.
3. Yes, because a proportional part of the expenses incurred in selling the total
properties should be allocated to the crop.

Court’s Reasoning

The court reasoned that the crucial question was whether the oranges constituted
property held primarily for sale to customers in the ordinary course of the taxpayer’s
business. The court emphasized that state law characterization of the oranges as
real or personal property was not determinative for federal tax purposes. Quoting
Burnet v. Harmel, 287 U.S. 103, the court stated, “The state law creates legal
interests, but the Federal statute determines when and how they shall be taxed.”
The court found that the Watsons were in the business of producing oranges for
sale, and the sale of the unharvested crop was an integral part of that business. The
court distinguished cases involving the sale of breeding animals or timber, where
the primary business was not the sale of those specific assets. The court determined
the value of the orange crop based on testimony from both parties’ witnesses and
allocated a portion of the selling expenses to the crop sale, aligning with the
Commissioner’s concession on the matter.

Practical Implications

This case clarifies that the sale of unharvested crops can generate ordinary income,
even if the sale is part of a larger transaction involving real estate. It highlights the
importance of determining whether the asset (here, the unharvested crop) was held
primarily for sale to customers in the ordinary course of the taxpayer’s business.
Attorneys advising clients on the sale of agricultural property should carefully
consider the allocation of the selling price between different assets to accurately
reflect the tax consequences. This case informs how similar transactions are
analyzed, emphasizing the purpose for which the property is held rather than its
characterization under state law. Subsequent cases have cited Watson for its
emphasis on the “primarily for sale” test in distinguishing between capital gains and
ordinary income.
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