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E. R. Sovereign and Phyllis E. Sovereign, Petitioners, v. Commissioner of
Internal Revenue, Respondent, 32 T.C. 1350 (1959)

For property to qualify for capital gains treatment under sections 117(j) of the 1939
Code and 1231 of the 1954 Code (pertaining to the sale or exchange of certain
property used in a business), it is essential that the business in which the property
was used be owned by the same taxpayer who owned the property and derived gain
or sustained the loss from its sale.

Summary

The  U.S.  Tax  Court  addressed  whether  the  gain  from the  sale  of  unimproved
building lots qualified for capital gains treatment under Sections 117(j) of the 1939
Code and 1231 of the 1954 Code. The court held that the sections did not apply
because the lots were owned and sold by the wife, while the business to which the
lots’ use was related was owned solely by the husband. Furthermore, even if the
husband had owned and sold the lots,  the court found that the lots were held
primarily for sale to customers in the ordinary course of business, rendering them
ineligible for capital gains treatment. The temporary use of the lots for advertising
did not change this primary purpose.

Facts

E.R. Sovereign, a real estate broker, and his wife, Phyllis, filed joint income tax
returns. During the years in question, Sovereign’s wife held title to 35 unimproved
building lots. Sovereign used these lots to display advertising signs related to his
brokerage business.  The lots were sold over several  years.  Sovereign’s primary
income sources were commissions from his brokerage activities, as well as rents
from two residential properties. Sovereign claimed capital gains treatment for the
profits realized from the sale of the lots.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the Sovereigns’
income tax, disallowing capital gains treatment for the lot sales. The Sovereigns
filed  a  petition  with  the  U.S.  Tax  Court  contesting  the  Commissioner’s
determination.  The  Tax  Court  consolidated  the  cases  for  trial.

Issue(s)

1. Whether the gains from the sale of the building lots could be treated as capital
gains under Section 117(j) of the 1939 Code and Section 1231 of the 1954 Code,
given that the lots were held in the wife’s name, but used in the husband’s business.

2. If the lots were held in the husband’s name, whether the lots were held primarily
for sale to customers in the ordinary course of business, thus disqualifying them
from capital gains treatment.
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Holding

1. No, because the business to which the property’s use was related was owned
solely by the husband, while the property was owned and sold by the wife.

2. Yes, the lots were held primarily for sale to customers in the ordinary course of
the husband’s business.

Court’s Reasoning

The court focused on the identity of the taxpayer and the nature of the property’s
use. The court held that for capital gains treatment under Sections 117(j) and 1231,
the business and the property must be owned by the same taxpayer. Because the
wife owned the lots and the husband owned the business, the capital gains provision
did not apply. The court emphasized that filing a joint return does not negate the
separate tax identities of the spouses. The court cited the statute’s intent to give
preferential treatment to a taxpayer who has realized long-term gains or losses from
sales of his own real properties which were held primarily for use in the operation of
his own business.

The Court stated:  “If,  as a matter of  fact,  the lots here involved actually were
acquired, held, and sold by the wife — so that she is the taxpayer who derived the
gains therefrom — we think that said sections 117(j)  and 1231 have no proper
application in this case”.

The court also determined that, even if the husband had been the owner of the lots,
they  were  held  primarily  for  sale  to  customers  in  the  ordinary  course  of  his
brokerage business. The court reasoned that the placement of temporary “For Sale”
signs did not transform the lots’ primary purpose from sales to use in the business,
and that such advertising was a temporary expedient and did not change the nature
of the property.

Practical Implications

This case emphasizes the importance of identifying the taxpayer and determining
the nature of the business for federal income tax purposes. It underscores that for
property to qualify for capital gains treatment under sections 117(j) of the 1939
Code and 1231 of the 1954 Code, the business in which the property was used and
the property itself must be owned by the same taxpayer. The case provides guidance
for assessing whether property is held primarily for sale in the ordinary course of
business,  and  that  temporary  uses  should  be  distinguished  from  the  ultimate
commercial goal.


