Westchester Dev. Co. v. Commissioner, 63 T. C. 198 (1974)

Gain from real estate sales is ordinary income if the property was held for sale in the
ordinary course of business, but capital gain if held for investment.

Summary

Westchester Development Company sold portions of a tract of land, some as single-
family dwelling sites and others as reserve tracts. The court ruled that gains from
selling land intended for single-family homes were ordinary income because these
sales were part of the company’s regular business. However, gains from selling
reserve tracts, not held for sale in the ordinary course of business, were treated as
capital gains. The court also upheld the company’s bad debt reserve deductions as
reasonable and allowed a deferral of gain under section 1033 for land sold under
threat of condemnation, emphasizing the need to replace it with similar property.

Facts

Westchester Development Company acquired a 240-acre tract called the Statti tract
in 1966, intending to develop it into a residential subdivision named Westchester.
The company divided the tract into three sections, with plans to subdivide most of it
into single-family dwelling sites. However, certain areas near major roads were
designated as reserve tracts. Over time, the company sold various portions of the
land, including single-family lots and reserve tracts, to different buyers. The
company also provided financing to builders and maintained a reserve for potential
bad debts.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Westchester’s
federal income taxes for fiscal years ending February 29, 1968, and February 28,
1969, disputing the classification of gains from land sales and the deductions for
additions to the bad debt reserve. Westchester contested these determinations,
leading to a trial before the United States Tax Court.

Issue(s)

1. Whether the gain recognized by Westchester on sales of real estate other than
single-family dwelling sites was capital gain or ordinary income?

2. Whether the additions to Westchester’s bad debt reserve were reasonable in
amount and deductible under section 166(c)?

3. Whether Westchester was entitled to defer recognition of gain under section 1033
for the sale of land to the Spring Branch Independent School District?

Holding

1. No, because the sales of single-family dwelling sites were within the ordinary
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course of Westchester’s business, the gains from these sales were ordinary income.
However, the gains from the sales of reserve tracts were capital gains as these were
not held for sale in the ordinary course of business.

2. Yes, because the additions to the bad debt reserve were reasonable and based on
professional advice, and the Commissioner’s disallowance constituted an abuse of
discretion.

3. Yes, because the replacement property was similar or related in service or use to
the property sold under threat of condemnation, allowing deferral of gain under
section 1033.

Court’s Reasoning

The court analyzed the nature of Westchester’s business, which was primarily the
development and sale of single-family dwelling sites. It applied the criteria
established in previous cases to determine whether properties were held for sale in
the ordinary course of business, focusing on the frequency and continuity of sales,
and efforts to enhance marketability. For the single-family lots, the court found that
these sales were part of the company’s regular business operations, thus classifying
the gains as ordinary income. In contrast, the reserve tracts were not held for sale in
the ordinary course of business, as they were not subdivided or marketed like the
residential lots, leading to the classification of these gains as capital gains.

Regarding the bad debt reserve, the court found that Westchester’s additions were
reasonable, based on professional advice, and that the Commissioner’s method of
disallowance was flawed as it considered subsequent years’ events, which is not
permitted under the regulations. The court also upheld Westchester’s right to defer
gain under section 1033, rejecting the Commissioner’s narrow interpretation of
what constitutes similar property.

Key quotes include: “Section 1221(1) provides that the term ‘capital asset’ does not
include ‘property held by the taxpayer primarily for sale to customers in the
ordinary course of his trade or business. " and “Section 1033(a)(3) is applicable to
sales of property under threat of condemnation if the property sold is replaced with
property related to it in service or use. “

Practical Implications

This decision clarifies the distinction between capital gains and ordinary income for
real estate developers, emphasizing the importance of the intended use of the
property at the time of sale. Developers should carefully document the purpose for
holding different portions of land to support their tax treatment of gains. The ruling
also supports the use of professional advice in setting up bad debt reserves,
providing a defense against challenges to their reasonableness. For tax
practitioners, this case underscores the need to analyze the specific business
activities of their clients when classifying income from real estate sales.
Additionally, it affirms the broad application of section 1033 for deferring gains
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under threat of condemnation, which can be crucial for developers facing such
situations. Subsequent cases have referenced Westchester Dev. Co. when
addressing similar issues of property classification and tax treatment.
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