32 T.C. 618 (1959)

The frequency, continuity, and nature of real estate sales, along with the taxpayer’s
other business activities, determine whether gains from real estate sales are treated
as ordinary income or capital gains.

Summary

In this case, the U.S. Tax Court considered whether profits from real estate sales
made by James G. Hoover and the Hoover Brothers Construction Company were
taxable as ordinary income or as capital gains. The court found that the sales were
of investment properties, not properties held for sale in the ordinary course of
business. The court emphasized the infrequent nature of the sales, the long holding
periods, and the investment intent of the taxpayers. The court determined that the
real estate activities were incidental to the taxpayers’ main construction and
investment businesses. The court also addressed issues regarding a claimed stock
loss and the deductibility of payments to a land trust employee. The court ruled
against the IRS on several issues.

Facts

James G. Hoover and Charles A. Hoover were partners in Hoover Brothers
Construction Company. James managed the company and was involved in numerous
other businesses. Hoover Brothers and James G. Hoover acquired properties over
many years, mostly vacant land, and occasionally farms and residences. During the
years 1953-1955, Hoover Brothers and James sold multiple parcels of real estate.
Neither Hoover Brothers nor James actively marketed the properties, and sales
often resulted from unsolicited inquiries. James claimed a loss deduction for
worthless stock in a community development corporation and deducted payments
made to an employee of the Land Trust of Jackson County, Missouri, as expenses
related to real estate sales.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the income tax of
James G. and Edna Hoover, and Charles A. and Della Hoover. The taxpayers
challenged these deficiencies, and the cases were consolidated in the U.S. Tax
Court. The Commissioner claimed additional deficiencies by amendment to the
answer. The Tax Court heard the case and rendered a decision.

Issue(s)

1. Whether gains from the sale of real estate in 1953, 1954, and 1955, including
installment payments from prior years, should be taxed as capital gains or as
ordinary income.

2. Whether James and Edna Hoover were entitled to a long-term capital loss
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deduction in 1953 for worthless stock in a community development corporation.

3. Whether payments made to an employee of the Land Trust of Jackson County,
Missouri, were properly deductible as expenses in the sale of properties acquired
from the Land Trust.

Holding

1. No, the gains were taxable as capital gains, because the properties were held for
investment and not primarily for sale to customers in the ordinary course of
business.

2. No, the loss deduction for worthless stock was disallowed because the taxpayers
did not meet their burden of proof in establishing the stock became worthless in
1953.

3. Yes, the payments were deductible as expenses in the sale of the properties
because the IRS did not prove that the payments violated state law.

Court’s Reasoning

The court applied several tests to determine whether the real estate sales generated
ordinary income or capital gains. These tests included the purpose of acquiring and
disposing of the property, the continuity and frequency of sales, the extent of sales
activities like advertising and improvement, and the relationship of sales to other
income. The court emphasized that no single test was determinative; instead, a
comprehensive view considering all factors was necessary. The court found the
taxpayers were not in the real estate business, highlighting that they did not actively
solicit sales, held the properties for long periods, and the real estate sales were
incidental to their primary construction business. The court rejected the
government’s assertion that the taxpayers were in the real estate business because
they did not engage in advertising, subdivision, or other active sales activities, and
the sales were not a primary source of income. Regarding the stock loss, the court
found the taxpayers failed to prove the stock became worthless in the taxable year.
Regarding the payments to Richart, the court placed the burden of proof on the IRS
to prove the payments were illegal. The court found insufficient evidence of an
illegal arrangement and allowed the deductions.

Practical Implications

This case provides guidance on distinguishing between ordinary income and capital
gains in real estate transactions. Attorneys should analyze the facts of each case,
paying close attention to the taxpayer’s intent, the nature and extent of sales
activities, and the relationship between the real estate activities and the taxpayer’s
other business endeavors. Evidence of active marketing, frequent sales, and
property development will support a finding of ordinary income. Conversely, long
holding periods, passive sales, and investment intent support capital gains
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treatment. The case underscores the importance of having sufficient evidence to
support claims of loss or deductions, as the burden of proof rests with the taxpayer.
The case highlights that the courts look at the substance of transactions and
activities and that there is no bright-line test for determining whether property is
held for investment or for sale in the ordinary course of business.
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