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Foy v. Commissioner, 84 T. C. 50 (1985)

Contract rights in a franchise network can constitute capital assets if they represent
proprietary or equitable interests similar to those of an owner of property.

Summary

James and Nancy Foy, along with their corporation Expansion Enterprises, sold their
contract  rights  in  the  Environment  Control  franchise  network  to  Environment
Control  Building  Maintenance  Co.  (ECI)  for  $290,000.  The  Foys  reported  the
proceeds under the installment method, claiming capital gain treatment. The Tax
Court held that the contract rights were capital assets because they represented
proprietary interests in the franchise network, stemming from the Foys’ significant
involvement in its development and operation. The court also upheld the use of the
installment method for reporting the sale’s proceeds. However, the court sustained
an addition to tax against Expansion Enterprises for late filing of its 1975 return.

Facts

James Foy co-founded the Environment Control franchise network, which provided
janitorial  services.  The Foys  and their  corporation,  Expansion Enterprises,  held
various contract rights in the network, including profit shares, veto rights over new
franchisees, and responsibilities for sales guarantees. In 1976, the Foys sold these
rights to ECI for $290,000, receiving $30,000 in cash and a $260,000 promissory
note. They reported the sale’s proceeds under the installment method, claiming
capital gain treatment.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the Foys’ and
Expansion Enterprises’ federal income taxes, asserting that the proceeds should be
treated as ordinary income. The cases were consolidated and submitted to the U. S.
Tax Court on stipulated facts. The court ruled in favor of the Foys on the capital
asset  and  installment  method  issues  but  upheld  the  addition  to  tax  against
Expansion Enterprises for late filing.

Issue(s)

1. Whether the proceeds received by the Foys from the sale of their contract rights
in the Environment Control franchise network are taxable as ordinary income or as
capital gain?
2. Whether the proceeds are reportable under the installment method?
3. Whether Expansion Enterprises is subject to an addition to tax under section
6651(a)(1) for late filing of its 1975 return?

Holding
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1.  No,  because  the  contract  rights  constituted  capital  assets  due  to  the  Foys’
proprietary interests in the franchise network.
2. Yes, because the sale qualified as a casual sale of personal property under section
453(b), and the payments received in the year of sale did not exceed 30% of the
selling price.
3.  Yes,  because Expansion Enterprises  failed to  present  evidence disputing the
Commissioner’s determination of late filing.

Court’s Reasoning

The court analyzed whether the Foys’ contract rights qualified as capital assets
under section 1221. It considered factors such as how the rights originated, how
they were acquired, whether they represented an equitable interest in property, and
whether they were merely a right to receive ordinary income. The court found that
the Foys’ significant involvement in developing and operating the franchise network,
their financial risks, and their rights to veto new franchisees and share in sales
proceeds indicated proprietary interests similar to those of an owner of property.
The court rejected the Commissioner’s argument that the rights were merely a right
to receive ordinary income, citing cases like Commissioner v. Ferrer and Michot v.
Commissioner. The court also upheld the use of the installment method, as the sale
qualified under section 453(b). However, it sustained the addition to tax against
Expansion Enterprises due to its failure to dispute the late filing.

Practical Implications

This decision clarifies that contract rights in a franchise network can be treated as
capital  assets  if  they  represent  proprietary  interests.  Attorneys  should  analyze
whether clients’ rights in similar situations include significant involvement in the
business’s development and operation, financial risks, and control over key aspects
of the business. The ruling also supports using the installment method for reporting
proceeds  from such  sales,  provided  the  transaction  meets  the  requirements  of
section  453(b).  Businesses  should  be  aware  that  the  IRS  may  scrutinize  the
characterization of contract rights as capital assets, especially when they involve
ongoing income streams. Subsequent cases like Michot v. Commissioner have built
upon this decision, distinguishing between capital gains from proprietary interests
and ordinary income from earned commissions.


