Boyce Brown v. Commissioner, 45 T. C. 1502 (1965)

Property held primarily for sale to customers in the ordinary course of a taxpayer’s
business is not considered a capital asset, even if sold to a controlled corporation.

Summary

In Boyce Brown v. Commissioner, the court addressed whether gains from selling
real estate to a controlled corporation should be taxed as ordinary income or capital
gains. Boyce Brown, engaged in real estate development, acquired land for
subdivision and sold it to his controlled corporation, Boyce Brown Development Co.
The court ruled that the land was held primarily for sale in the ordinary course of
Brown’s business, thus the gains were taxable as ordinary income. The decision
hinged on Brown'’s active involvement in land development and the nature of the
transactions, which were part of his ongoing business pattern, not isolated
investment deals.

Facts

Boyce Brown, previously involved in buying lots, building houses, and selling them,
expanded his business in 1958 to include acquiring raw land for subdivision. He
purchased the Emmons and Anderson properties, intending to subdivide and
develop them. Brown then sold these properties to his controlled corporation, Boyce
Brown Development Co. , at a gain of $71,636. 31. The contracts and trust
agreements related to these properties explicitly mentioned subdivision and
development, and Brown personally initiated platting and development activities
even before the corporation was formed.

Procedural History

Brown challenged the Commissioner’s classification of his gains as ordinary income,
arguing they should be treated as capital gains. The Tax Court reviewed the case
and determined the nature of the properties as held for sale in the ordinary course
of Brown'’s business, leading to the classification of the gains as ordinary income.

Issue(s)

1. Whether the Emmons and Anderson properties were held by Brown primarily for
sale to customers in the ordinary course of his trade or business, thus not qualifying
as capital assets under Section 1221 of the Internal Revenue Code.

Holding

1. Yes, because the court found that Brown held the properties primarily for sale in
the ordinary course of his business, evidenced by his active involvement in their
development and the pattern of his business operations.
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Court’s Reasoning

The court applied the legal standard from Section 1221, which excludes property
held primarily for sale to customers in the ordinary course of business from being
classified as capital assets. The court’s decision was based on the factual analysis of
Brown'’s business activities, emphasizing his history in real estate development and
the specific language in the contracts and trust agreements indicating intent for
subdivision and development. The court rejected Brown’s claim of holding the
properties for investment, finding his testimony and that of his lawyer unconvincing.
The court also considered prior case law, such as Tibbals v. United States and
Burgher v. Campbell, which supported the view that sales to controlled corporations
do not necessarily convert business income into capital gains. The court
distinguished this case from Ralph E. Gordy, where the transactions were deemed
isolated and not part of a business pattern.

Practical Implications

This decision clarifies that the nature of a taxpayer’s business activities and the
purpose for holding property are critical in determining whether gains from
property sales are taxed as ordinary income or capital gains. For real estate
professionals, it underscores the importance of documenting and proving the
purpose of property acquisitions, especially when selling to related parties. The
ruling may affect how real estate developers structure their transactions and could
influence tax planning strategies to ensure gains are appropriately classified.
Subsequent cases, like Browne v. United States, have cited Boyce Brown in
affirming that sales to controlled corporations do not automatically qualify as capital
gains if the property is held for business purposes.
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