32 T.C. 1244 (1959)

To qualify for capital gains treatment under Section 117(k)(2) of the 1939 Internal
Revenue Code, a timber owner must dispose of their cutting rights to the timber,
retaining only an economic interest, such as a royalty.

Summary

In 1952, Joe S. Ray entered into a contract with the Mengel Company to produce
40,000 cords of pulpwood from his timberlands. The contract provided that Ray
would either cut the timber himself or arrange for its cutting; Mengel only had
cutting rights if Ray defaulted. Ray received an advance payment of $40,000. The
Commissioner determined this payment was ordinary income, not capital gains. The
Tax Court agreed, holding that Ray retained his cutting rights and thus did not make
a “disposal” under Section 117(k)(2) of the 1939 Internal Revenue Code. The court
distinguished between owners who cut their timber and those who lease it,
emphasizing that Ray’s arrangement primarily involved his own cutting, thereby
rendering the advance payment ordinary income.

Facts

Joe S. Ray, a farmer and timber owner, contracted with the Mengel Company in
1952. The contract stipulated that Ray would produce 40,000 cords of pulpwood
from his land over eight years, either by himself or with his arrangement. Mengel
only obtained cutting rights in the case of Ray’s default. The contract involved a
$40,000 advance payment to Ray. Ray’s sons, operating as Ray Naval Stores,
performed the cutting, commencing in 1954. The timber on the specified land
reverted to Ray after pulpwood delivery. Ray retained the risk of loss and paid all
taxes on the timber. Ray did not include the $40,000 as income on his 1952 tax
return, which the IRS then challenged. The contract allowed for the substitution of
timber from other lands.

Procedural History

The Commissioner of Internal Revenue determined a tax deficiency against Ray for
1952, claiming that the $40,000 advance payment was ordinary income. Ray
contended that the payment should be treated as long-term capital gain under either
Section 117(k)(2) or 117(j) of the 1939 Internal Revenue Code. The United States
Tax Court heard the case and agreed with the Commissioner, denying capital gains
treatment.

Issue(s)

1. Whether the $40,000 advance payment received by Ray from Mengel qualified for
long-term capital gains treatment under Section 117(k)(2) of the 1939 Internal
Revenue Code, given the terms of the contract and Ray’s retention of cutting rights.
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2. Whether, alternatively, Ray was entitled to capital gains treatment under Section
117(j) regarding the $40,000, as the payment stemmed from the sale of real estate
used in his business.

Holding

1. No, because Ray did not dispose of his cutting rights to the timber, but rather, he
retained them, and thus did not qualify for the capital gains treatment under Section
117(k)(2).

2. No, because the payment derived from the future severance and sale of timber,
thereby not qualifying as a sale of real property used in his trade or business under
Section 117(j).

Court’s Reasoning

The court focused on the meaning of “disposal” in Section 117(k)(2). It determined
that “disposal” required a timber owner to surrender cutting rights, which Ray did
not do. The contract stipulated that Ray, not Mengel, had the primary right and
obligation to cut the timber. Mengel’s cutting right was contingent upon Ray’s
default. The court analyzed the contract’s provisions, especially paragraphs 10 and
12, as well as a supplemental agreement, which clarified Ray’s cutting obligation.
The court distinguished the case from others where the timber owner leased the
land and retained only a royalty interest. The court deemed Ray’s arrangement
characteristic of a timber producer rather than a seller of standing timber and thus
determined Ray had an economic interest in the timber.

The court also addressed Ray’s alternative argument under Section 117(j). The court
held that the advance payment was essentially a substitute for future ordinary
income. The court cited that the contract’s terms, such as paragraph 3, which
characterized the payment as an advance payment for pulpwood, and not as a
downpayment for standing timber, supported this view. Therefore, the court
concluded that Ray did not sell real estate within the meaning of section 117(j).

Practical Implications

This case underscores the importance of the timber contract’s terms in determining
tax consequences. If a timber owner wishes to obtain capital gains treatment, the
contract must transfer the cutting rights to another party, rather than the owner
retaining them. A contract where the timber owner performs the cutting, even if
facilitated by others, is more likely to result in ordinary income treatment. This case
is critical for anyone involved in timber transactions, especially with respect to tax
planning and contract drafting. The decision clarifies the distinction between a
disposal under 117(k)(2) and mere cutting under 117(k)(1). Later cases would likely
consider the primary control over cutting and the allocation of risk to distinguish
Ray.
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