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Azar Nut Co. v. Commissioner, 94 T. C. 455 (1990)

Losses from the sale of a house purchased from an employee under an employment
contract are treated as capital losses, not ordinary losses, under Section 1221.

Summary

In Azar Nut Co. v. Commissioner, the Tax Court ruled that a loss incurred by a
company on the resale of a house it purchased from a terminated executive was a
capital loss, not an ordinary loss. Azar Nut Co. had agreed to buy the house at fair
market value as part of the executive’s employment contract. After termination, the
company sold the house at a loss and sought to deduct it as an ordinary business
expense. The court, guided by the Supreme Court’s decision in Arkansas Best Corp.
v. Commissioner, determined that the house was a capital asset under Section 1221,
and thus the loss was subject to capital loss limitations.

Facts

Azar Nut Co. employed Thomas Frankovic as an executive under a contract that
required the company to purchase his El Paso house at fair market value if his
employment was terminated. After two years, Azar terminated Frankovic due to
unsatisfactory performance and bought the house for $285,000. Despite efforts to
resell,  the  house  remained  unsold  for  two  years  and  was  eventually  sold  for
$185,896, resulting in a loss of $111,366. Azar claimed this loss as an ordinary loss
on its tax return, but the IRS disallowed it, treating it as a capital loss.

Procedural History

The IRS issued a deficiency notice to Azar Nut Co. for $51,228. 38, disallowing the
$111,366 loss as an ordinary deduction. Azar appealed to the U. S. Tax Court, which
heard the case on a stipulated record and ruled in favor of  the Commissioner,
determining the loss to be a capital loss.

Issue(s)

1. Whether the loss incurred by Azar Nut Co. on the resale of the house purchased
from Frankovic is deductible as an ordinary loss under Section 162(a) or Section
165(a).

Holding

1. No, because the house was a capital asset under Section 1221, and the loss on its
sale is therefore a capital loss subject to the limitations of Section 165(f).

Court’s Reasoning

The  court  applied  the  Supreme  Court’s  ruling  in  Arkansas  Best  Corp.  v.
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Commissioner,  which clarified that  a property’s  status as a capital  asset  under
Section 1221 is determined without regard to its connection with the taxpayer’s
business. The house was a capital asset because it did not fall under any of the
statutory  exceptions  to  Section  1221,  and Azar  did  not  intend to  use  it  in  its
business. The court rejected Azar’s arguments that the loss should be treated as an
ordinary and necessary business expense or an ordinary loss, citing that the house
was purchased for fair market value and not as compensation or for business use.
The court emphasized that the nature of the property as a capital asset dictated the
tax treatment of the loss.

Practical Implications

This decision reinforces the principle that losses from the sale of assets acquired
under employment contracts are generally treated as capital losses, impacting how
companies structure such agreements and report losses for tax purposes. It also
highlights  the  importance  of  considering  the  tax  implications  of  contractual
obligations  to  purchase  personal  property  from  employees.  Businesses  must
carefully consider whether such properties will be treated as capital assets and plan
accordingly for the potential tax consequences of any losses. This ruling influences
subsequent cases by solidifying the application of Arkansas Best Corp. to similar fact
patterns and may affect how companies negotiate and draft executive employment
contracts to mitigate tax risks.


