31 T.C. 910 (1959)

Real estate profits from a joint venture are taxed as ordinary income if the property
was held primarily for sale to customers in the ordinary course of business, even
when one party is a priest with non-profit motivations.

Summary

The United States Tax Court determined whether a Catholic priest’s profits from the
sale of real estate were taxable as ordinary income or capital gains. The priest,
Raymond Bauschard, partnered with a real estate developer, Edward Tonti, to
purchase and develop a tract of land. The court found they formed a joint venture,
with Tonti managing development and sales, and Bauschard providing financial
backing. Despite Bauschard’s initial motivation being to protect his parish from a
low-cost housing project, the court ruled that since the property was held primarily
for sale to customers in the ordinary course of business, profits were taxable as
ordinary income. The court emphasized the relatively short time between purchase,
development, and sale, indicating a business venture rather than a passive
investment.

Facts

Raymond Bauschard, a Catholic priest, partnered with real estate developer Edward
Tonti to purchase a 77-acre tract of land. The land was intended for development to
prevent a low-cost housing project that would negatively impact Bauschard’s parish.
Bauschard provided two-thirds of the $77,000 purchase price, with Tonti managing
the platting, subdivision, and improvement of the property. The property was
divided into two subdivisions and leased to Tonti’s corporation. The lots were sold to
builders. The land was held in trust for Bauschard and his partner, Harry Haney.
The sales occurred rapidly within three years. Profits were split between Bauschard
and Haney. Bauschard reported his share of the profits as long-term capital gains,
but the Commissioner determined it was ordinary income.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Bauschard’s
income tax, asserting that the gains from the sale of the real estate constituted
ordinary income rather than capital gains. The deficiencies resulted in additional
taxes, which were contested by Bauschard. The case was brought before the United
States Tax Court.

Issue(s)

1. Whether the gains realized on the sale of certain real estate were taxable as long-
term capital gains or as ordinary income.

2. If the gains are ordinary income, whether Bauschard was liable for self-
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employment taxes during the years in question.

3. Whether the additions to tax under specific sections of the Internal Revenue Code
were properly determined.

Holding

1. Yes, the gains were taxable as ordinary income because the property was held
primarily for sale to customers in the ordinary course of business.

2. The issue of self-employment taxes stands or falls with the decision on ordinary
income.

3. The court sustained the additions to tax, subject to recomputation.
Court’s Reasoning

The Court found that Bauschard and Tonti formed a joint venture for purchasing,
developing, and selling the property. The court determined the profits were not
capital gains, but ordinary income because the land was held primarily for sale to
customers in the ordinary course of business. The court referenced that Bauschard’s
activities, combined with Tonti’s, constituted a trade or business, as well as the
frequency of sales. The court noted the short period between acquisition and sale,
indicating an active business venture rather than a passive investment.
Furthermore, the court stated, “Where such has been the case, the original purpose
gives way to the purpose for which the particular property is held at the time of its
sale.” Therefore, even though Bauschard’s initial intent was to protect the
community, the subsequent profit motive and rapid sales categorized the venture as
a business.

Practical Implications

This case underscores the importance of the characterization of real estate holdings
for tax purposes. It demonstrates that courts will scrutinize the nature of the
taxpayer’s activities, the frequency of sales, and the intent behind the property’s
acquisition. This decision advises: Real estate development or sales, even if
undertaken for mixed purposes, is likely to be considered a business if done
frequently and with a profit motive. The speed with which the property was
developed and sold played a key role in determining whether the gains were
ordinary income. The court found that the property was not held for investment. The
case also illustrates the court’s willingness to look beyond the individual’s profession
or stated intentions to assess the actual nature of the activities. Finally, if the
property is held by a joint venture, the activities of all parties are considered when
determining if the sales were in the ordinary course of business.
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