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Anders v. Commissioner, 68 T. C. 474 (1977)

The sale of an option to purchase land can be recognized for tax purposes if the
transaction has economic substance and the parties act in their own interests.

Summary

Claude and Joyce Anders, along with Wade and Ethel Patrick, held an option to
purchase 82. 199 acres of land. They sold the option to their accountant, J. B. Holt,
who then exercised it  and sold portions of the land to various buyers. The IRS
argued the transaction was a sham, but the Tax Court found the sale of the option
had economic substance. The Anders and Patricks reported the gain as long-term
capital  gain,  which was upheld.  However,  the Patricks  were found liable  for  a
negligence penalty due to unreported income in 1968 and 1969.

Facts

In 1963, the Anders and Patricks acquired an option to purchase 82. 199 acres of
land in Tennessee, which they could exercise by October 31, 1968. In May 1968,
they received an offer to buy part of the land but instead sold the entire option to
their accountant, J. B. Holt, on May 31, 1968. Holt exercised the option, bought the
land, and subsequently sold portions of it to various buyers, paying the Anders and
Patricks from the sale proceeds. The Anders and Patricks reported the gain from the
option sale as long-term capital gain in their 1968 tax returns.

Procedural History

The IRS issued notices of deficiency to the Anders and Patricks, disallowing the
long-term capital gain treatment and asserting they sold the land directly, resulting
in short-term capital gain. The Anders and Patricks petitioned the U. S. Tax Court.
The court consolidated the cases and held a trial, ultimately ruling in favor of the
Anders and Patricks on the option sale issue but upholding the negligence penalty
against the Patricks for unreported income.

Issue(s)

1. Whether the sale of the option to Holt was a bona fide transaction, allowing the
Anders and Patricks to report the gain as long-term capital gain.
2. Whether the Patricks are liable for the negligence penalty under section 6653(a)
for unreported income in 1968 and 1969.

Holding

1. Yes, because the transaction had economic substance and Holt acted in his own
interest in exercising the option and selling the land.
2. Yes, because the Patricks conceded unreported income in 1968 and 1969 and
failed to offer an explanation.
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Court’s Reasoning

The Tax Court found that the Anders and Patricks sold the option to Holt in a bona
fide transaction. The court emphasized that Holt exercised the option and sold the
land for his own account, not as an agent for the Anders and Patricks. The court
rejected the IRS’s argument that the transaction was a sham, noting that Holt stood
to gain significantly from the land sales and that all legal documents reflected Holt’s
ownership. The court applied the economic substance doctrine, finding that the
transaction  had  both  objective  economic  substance  and  a  subjective  business
purpose. The court also considered that the Anders and Patricks held the option for
over 6 months, satisfying the holding period for long-term capital gain under section
1222(3). Regarding the negligence penalty, the court upheld it against the Patricks
due to their concession of unreported income without explanation.

Practical Implications

This decision clarifies that the sale of an option can be recognized for tax purposes if
it  has economic substance and the parties act  independently.  Taxpayers should
ensure that any intermediary acquiring an option has a genuine interest in the
underlying property. The case also highlights the importance of reporting all income
to avoid negligence penalties. Subsequent cases have applied this ruling to similar
option sales, emphasizing the need for economic substance and independent action
by the option buyer. For legal practitioners, this case underscores the importance of
structuring  transactions  to  withstand  IRS  scrutiny  under  the  sham transaction
doctrine.


