Elrod v. Commissioner, 87 T. C. 1055 (1986)

A transaction labeled as an “optional sales contract” may be treated as a completed
sale for tax purposes if it transfers the benefits and burdens of ownership, despite
language suggesting an option.

Summary

Johnie Vaden Elrod sought to classify payments received under an “optional sales
contract” as non-taxable option payments rather than installment sale payments.
The Tax Court determined that the contract constituted a completed sale because it
transferred ownership benefits and burdens to the buyer, despite the contract’s
ambiguous language. Elrod’s family partnership was recognized, allowing
deductions for consulting fees. However, his charitable contribution deduction was
partially denied due to anticipated personal benefit from the land transfer. The
special allocation of partnership losses was respected only for years when Elrod’s
capital account remained positive.

Facts

Johnie Vaden Elrod, an attorney, owned approximately 300 acres of land in Virginia.
In 1977, he entered into an “optional sales contract” with Ernest W. Hahn, Inc., to
sell 100 acres for a shopping center development. The contract included a down
payment of $825,000 and two promissory notes totaling $3. 5 million, with monthly
“option extension” fees. Elrod also agreed to sell an additional 29 acres to Hahn. He
claimed the payments were for a long-term option, not a sale. Elrod also deducted
consulting fees paid to his family members under an informal family partnership
agreement and claimed a charitable contribution for land conveyed to Virginia for
road improvements.

Procedural History

The IRS issued a notice of deficiency to Elrod for the taxable years 1975 and
1977-1980, disallowing his treatment of the payments as option payments, his
consulting fee deductions, his charitable contribution, and his special allocation of
partnership losses. Elrod petitioned the Tax Court, which upheld the IRS’s
determination on the sale versus option issue, partially upheld the family
partnership issue, partially denied the charitable contribution, and partially upheld
the special allocation of partnership losses.

Issue(s)

1. Whether the “optional sales contract” between Elrod and Hahn constituted a
completed sale or a mere option to purchase.

2. Whether Elrod’s payments to his family members were deductible as consulting
fees under a valid family partnership agreement.

3. Whether Elrod’s conveyance of land to the Commonwealth of Virginia constituted
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a charitable contribution eligible for a deduction.
4. Whether Elrod was entitled to a special allocation of 25 percent of the partnership
losses from EWH Woodbridge Associates.

Holding

1. No, because the contract transferred the benefits and burdens of ownership to
Hahn, indicating a completed sale rather than an option.

2. Yes, because the evidence showed that Elrod and his family members intended to
conduct real estate activities as a partnership, and the consulting fees were
reasonable.

3. No, for the land conveyed for the shopping center access, because Elrod
anticipated personal benefit from the road improvements; Yes, for the land and
easements granted for hospital access, as these were primarily for public benefit.

4. Yes, for 1977 and 1978, because Elrod’s capital account was positive; No, for
1979 and 1980, because the special allocation created deficits in his capital account
without an obligation to restore them.

Court’s Reasoning

The court analyzed the “optional sales contract” and found it ambiguous, but
determined it was a completed sale based on the transfer of ownership benefits and
burdens to Hahn, the substantial down payment, and Elrod’s initial tax treatment of
the transaction as a sale. The court applied the “strong proof” rule and admitted
parol evidence to clarify the contract’s intent. For the family partnership, the court
found credible evidence of an informal agreement among family members,
supported by correspondence and actions consistent with a partnership. The
charitable contribution was partially denied because the primary motive for the land
transfer was to benefit Elrod’s shopping center project, not the public. The special
allocation of partnership losses was respected for years when Elrod’s capital
account was positive, but not for years with deficits, as the partnership agreement
lacked a requirement for Elrod to restore any deficit upon liquidation. The court
considered the economic reality of the transactions and the relevant tax regulations
in its decisions.

Practical Implications

This case highlights the importance of the substance over form doctrine in tax law,
particularly in distinguishing between sales and options. Practitioners should ensure
that contracts clearly reflect the parties’ intentions and the economic realities of the
transaction. The recognition of an informal family partnership underscores the need
for clear evidence of partnership intent and operations, even without formal
agreements. The charitable contribution ruling emphasizes that anticipated personal
benefit can disqualify a transfer from being a deductible gift, even if it also benefits
the public. The special allocation decision clarifies that allocations must have
substantial economic effect to be respected for tax purposes, particularly in years
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where they create capital account deficits. Subsequent cases have cited Elrod in
analyzing similar issues, reinforcing its significance in tax law.
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