Ellis v. Commissioner, 56 T. C. 1079 (1971)

Profits from the sale of fill dirt are taxable as ordinary income unless the seller
proves they parted with their entire interest in the dirt and that recovery of capital
does not depend on its extraction.

Summary

In Ellis v. Commissioner, the Tax Court held that the profit from selling fill dirt must
be reported as ordinary income rather than capital gain. The case involved Richard
Ellis, who sold fill dirt from his land to J. C. O’Connor & Sons, Inc. , for use in a
highway project. The court found that the agreement between Ellis and O’Connor
did not constitute a sale of the dirt ‘in place,’ as it did not guarantee the removal of
all dirt and was contingent on the dirt meeting certain specifications. This decision
hinges on the principle that for a sale to qualify for capital gain treatment, the seller
must relinquish all interest in the sold material, and recovery of capital must not
depend on its extraction.

Facts

Richard L. Ellis owned a farm in Indiana and had previously sold part of his land to
the State for a highway project. In 1965, he entered into an agreement with J. C.
O’Connor & Sons, Inc. , to sell fill dirt from his remaining land. The agreement
specified areas for excavation but did not require all dirt to be removed, and
payment was contingent on the dirt meeting Indiana State Highway specifications.
O’Connor constructed a pond as per the agreement and paid Ellis $14,870. 65 for
the dirt removed. Ellis reported the profit as long-term capital gain, which the IRS
challenged as ordinary income.

Procedural History

The IRS assessed a deficiency against Ellis’s 1965 income tax return, claiming the
profit from the fill dirt sale should be treated as ordinary income. Ellis petitioned the
United States Tax Court for a redetermination of the deficiency. The Tax Court
upheld the IRS’s position, ruling that the profit should be taxed as ordinary income.

Issue(s)

1. Whether the profit from the sale of fill dirt should be taxed as ordinary income or
as long-term capital gain.

Holding

1. Yes, because the agreement did not meet the requirements for capital gain
treatment; Ellis did not part with his entire economic interest in the fill dirt, and his
recovery of capital depended on its extraction.
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Court’s Reasoning

The court applied the legal rule that profits from the sale of minerals or fill dirt are
taxable as ordinary income unless the seller can prove they relinquished their entire
interest in the material and that recovery of capital does not depend on its
extraction. The court noted that the agreement between Ellis and O’Connor did not
unconditionally obligate O’Connor to remove all the dirt from the designated areas,
nor did it estimate the quantity of dirt to be removed. The payment was contingent
on the dirt meeting state highway specifications, akin to market demand conditions
in other cases that resulted in ordinary income treatment. The court concluded that
Ellis’s profit depended solely on O’Connor’s extraction of the dirt, and thus, it should
be taxed as ordinary income. The court also considered Ellis’s intent to sell the dirt
‘in place’ but found the written agreement did not support this claim.

Practical Implications

This decision emphasizes the importance of the terms of the agreement in
determining tax treatment for the sale of minerals or fill dirt. For similar cases,
attorneys should ensure that agreements clearly indicate a sale ‘in place’ with
unconditional obligations to remove all materials and a fixed price for the entire
interest. This ruling affects how landowners and contractors structure agreements
for the sale of natural resources, potentially impacting their tax planning and
business strategies. Subsequent cases, like Collins, have applied similar reasoning,
reinforcing the need for careful drafting of such agreements to achieve desired tax
outcomes.
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