SHAFFER v. COMMISSIONER
19 T.C.M. 978; P-H T.C. Memo 160,186 (1960).

Editor's Summary
Key Topics

CUTTING AS A SALE OR EXCHANGE

» Contract right to cut v. service contract

*s Proprietary interest requirement

eee Effect of limitation on taxpayer's right to sell

Facts

A partnership engaged in the business of cuffing timber and manufacturing lumber and lumber
products acquired the right to cut timber from the McCann tract, owned by Eastern Timber
Company. Eastern was a corporation controlled by the same persons who controlled Fairhurst
Lumber Company, a corporation which acted as sales agent for the partnership's products. Under
the cutting contract for the McCann tract, the partnership agreed to purchase al of the timber and
to pay Eastern a percentage of gross sales or a minimum price per thousand board feet of timber
cut. The contract designated Fairhurst as sales agent and gave it aright of first refusal on timber
products but not on logs. Title to all logs and timber products was to remain in Eastern until paid
for. Eastern was to pay taxes on the land and standing timber, but the partnership was to pay
taxes on timber products and to bear any loss resulting from the destruction of products or cut
logs by fire. The contract was by its terms not assignable. The partnership did in fact sdll al of its
lumber and lumber products to Fairhurst, but it sold logs to other purchasers. It determined the
selling price of its lumber products without question by Eastern or Fairhurst. The partnership
elected under section 117 (k) (1) to treat its cutting of the lumber from the McCann tract asa sale
or exchange. The Commissioner contended that the partnership was not entitled to make the
election because it was merely performing logging services and did not have any interest in the
timber. The Commissioner argued that Fairhurst's right of first refusal, the nonassignability of the
contract, and the reservation of title by Eastern al indicated that the partnership did not have the
requisite interest in the timber.

Tax Court

Held: For the taxpayers. On the record as awhole it is clear that the partnership possessed a
proprietary interest in the timber. In Carlen, where the taxpayer was held to have no interest in
the timber, the cutting contract did not give the taxpayers the right to sell or use the timber for
their own account. This case is clearly distinguishable. The contract refers to 'he partnership as
purchaser, not as logger; it uses terms of purchase and sale; it places al risk of loss and damage to
the cut timber and lumber products on the partnership; it gives the partnership the right to sell
products to outsiders if Fairhurst fails to meet other offers, and it gives the partnership the right to
sall logs to anyone. For these reasons, the partnership is held to have sufficient interest in the



timber to permit it to make the election under section 117(k)(1).

Case Text
MEMORANDUM FINDINGS OF FACT AND OPINION

WITHEY, Judge: Respondent determined deficiencies in the income taxes of the petitioners for
the years and in the amounts as follows:

Docket
Docket No. | Petitioner Y ear Deficiency
78708 Stanley Shaffer and
France Shaffer 1953 $1,242.05
1954 7,832.51
1955 14,951.31
78765 George Lindsey and
Tilda Lindsey 1953 1,250.62
1954 6,837.27
1955 14,549.38

The sole issue presented for our decision is the correctness of the respondent's action in
determining that petitioners did not have a contract right to cut timber from atract of land for sale
or for use in their trade or business within the meaning of section 117(k)(1 ) of the Internal
Revenue Code of 1939 and section 631(a) of the Internal Revenue Code of 1954.

FINDINGS OF FACT

Some of the facts have been stipulated and are found accordingly. Petitioners Stanley and Frances
Shaffer and George and Tilda Lindsey are husbands and wives, respectively, residing in Fortuna,
California. They filed joint returns for the years here involved with the director at San Francisco,
Cdlifornia.

Petitioners Stanley Shaffer and George Lindsey, together with M. F. McLean, are partners
engaged in business under the name of Lindsey Lumber Company (sometimes hereinafter referred
to as the partnership or Lindsey) and were so engaged as partners during the years here involved.
The partnership has been active since its formation on June 9, 1948, in the business of purchasing
and cutting timber, manufacturing lumber and lumber products in its sawmills, and selling logs and
lumber products to others:

In connection with its logging and lumber manufacturing operations the partnership acquired
sawmills and some redwood mills. By January 1, 1952 it had invested approximately $85,000 in
such facilities and equipment. In addition, the partnership invested $35,000 during 1952 for a
permanent planing mill and constructed a permanent sawmill at a cost of $70,000 in 1955. During
1953, 1954, and 1955, the partnership employed an average of 100 persons in connection with its
logging and manufacturing operations.



In order to effect the sales of its lumber products, the partnership, commencing in 1948, entered
into an arrangement with Fairhurst Lumber Co. of Caifornia (sometimes hereinafter referred to as
Fairhurst) whereby Fairhurst acted as sales agent for the partnership. Fairhurst then was, and has
since continued to be, awholesaler of lumber and lumber products, the activity of which isthe
purchasing of such products from sawmills and selling them.

In 1950 the partnership, seeking to acquire additional timber, became interested in atract of
timber, consisting of approximately 8,000 acres and containing an estimated 100 million board
feet. This particular tract (hereinafter referred to as the McCann tract) was owned by California
Eastern Timber Co. (sometimes hereinafter referred to as Eastern). Eastern was, and has
continued to be, engaged in the business of buying, holding, and selling timber and timberlands. It
does not conduct logging or milling activities, but restricts its business to the acquisition,
possession, and sale of growing timber.

The outstanding capital stock of California Eastern Timber Co. and Fairhurst Lumber Co. was
owned during the years here involved by the following individuals in the percentages indicated:

Cdlifornia Eastern | Fairhusrt
Timber Co. Lumber Co.
Jack Fairhurst 33 1/3% 33%
C. J. Fairhurst 33 1/3% 17%
A.W. Fairhurst | 33 1/3% 50%

C. J. Farhurst and A. W. Fairhurst are brothers; Jack Fairhurst is the son of C. J. Fairhurst.

The McCann tract was attractive to the partnership because it could be acquired without a large
initial cash investment and because it was located close to amain line railroad. On October 1,
1950, the partnership entered into a written contract under which it purchased all of the standing
and down merchantable fir timber located on the McCann tract. Because of the partnership's
satisfactory and profitable relationship with Fairhurst, which since 1948 had been purchasing
practicaly all of itslumber products, Fairhurst was also made a party to the timber contract. The
pertinent provisions of the contract are as follows:

THIS AGREEMENT, Made this 1st day of October, 1950 between CALIFORNIA
EASTERN TIMBER CO., a California corporation the FIRST PARTY and M. F. McLean, S. J.
Shaffer and George Lindsay a partnership d/b/aLINDSAY LUMBER COMPANY the SECOND
PARTY, and FAIR-HURST LUMBER CO. OF CALIFORNIA a California Corporation,
THIRD PARTY,

WITNESSETH:

1. For and in consideration of one dollar paid by the Second Party to the First Party, receipt of
which is hereby acknowledged, and in further consideration of services to be rendered as
hereinafter provided by the Third Party to both the First Party and to the Second Party, the value
of which is hereby acknowledged by the First Party and the Second Party, the First Party hereby
agrees to sell and the Second Party hereby agrees to purchase, all of the standing and down



merchantable fir timber on the following described lands in Humboldt County, State of California,
to-wit:
(as attached)

2. Said Second Party shall pay to the First Party a sum equal to 8~ % of the gross sale price of
product manufactured but not less than $4.00 per thousand feet, except as provided in paragraph
nine hereof, for all ties and lumber cut at the mill of the Second Party based on the lumber scale.

3(a). The Second Party agrees that they will commence cutting lumber at the above described
mill not later than Dec. 1, 1950; that they will take the timber clean as they go and will cut the
same with a minimum of waste, cutting ail logs and trees thereon that can be manufactured into
salable lumber so that after they shall have finished operations nothing shall remain which can be
manufactured into salable lumber; that they shall not remove any larger dabs than is customary by
first class manufacturers of salable lumber; that any logs which cannot profitably be cut at Second
Party's Mill above described need not be cut into lumber on the premises but may be removed,
with the written consent of the Third Party, sold and accounted for as hereinafter set forth; that
any trees which contain excessive pitch or other defects which render them useless for the
manufacture of salable lumber, in the judgment of the First Party and the Third Party, are to be
left standing upon the ground; should, however, the Second Party wish to remove these bad trees
by making forest food of them, they shall pay to the First Party through the Third Party 50¢ per
cord of 128 cubic feet, which payment shall be made before the wood is removed from said
premises, Second Party shall burn all wood refuse and waste, including tops and limbs, in such
manner and at such times as will not injure the adjoining timber and they shall at all times during
the logging operations take every necessary precaution to prevent the spreading of fire and shall
comply with all the provisions of the State Law on forest protection, and assume all responsibility
under said law for the spread of fire.

3(b). To guarantee faithful compliance by the Second Party with the burning requirements
aforesaid and also to guarantee full compliance with State and/or Federal laws prescribing certain
practices with reference to the cutting and removal of timber, the leaving of reserve trees or
seedlings and the protection of such residua stands and trees left uncut as a source of seed
supply, from destruction by fire or unnecessary damage resulting from logging or milling
operation in the above described timber, the Third Party shall deduct, in addition to any
deductions for stumpage, from any monies otherwise due to the Second Party the sum of .25
Cents per thousand FBM until the total sum of $5,000.00 shall have been so deducted. These
monies shah be held in a Trust Fund by the Third Party and shall be refunded to the Second Party
provided he shall have promptly and in seasonable time complied with the requirementsin
paragraph 3(c) hereof and not otherwise.

4. Second Party, whenever they shall have removed from any one of the tracts hereinbefore
described, all timber and timber products, shall immediately surrender possession thereof to the
Party of the First Part and remove their equipment (and logging and/or trucking roads if requested
so to do by the First Party) from such tract, unless the same shall be needed as right of way to
reach the timber upon other tracts not yet logged.

5. Second Party shall pay all Socia Security, Industrial Insurance and Workmen's
Compensation premiums and assessments and all labor employed in the logging of said timber and
the manufacture thereof, promptly, so that no liens can be filed against said timber or against any
logs cut from the premises above described, and the First Party and the Third Party reserve the



right in the event the Second Party shall fail to pay for such labor and material, to pay for the
same and deduct the amount so paid from any sums due to the Second Party, but the First Party
and the Third Party do not obligate themselves to pay such labor and material bills. All taxes
levied and payable on land, timber and for fire patrol, on the property hereinbefore described, shall
be for the account of the First Party.

6. Second Party assumes all risks of loss and damage to all lumber and timber products
manufactured by them until the same are delivered to the purchaser. The Second Party assumes all
taxes levied against the manufactured product and against their mill and improvements.

7. Second Party agrees to cut a minimum of 1,500,000 feet board measure for and during each
calendar month, weather conditions permitting, that this contract may be in force, and to enter
upon said premises and cut and remove the timber in the following manner and not otherwise;
they will first log that forty acre tract on which they first locate their mill and will not enter upon
or trespass upon any other tracts of land until ail the timber and forest products shall have been
entirely cut and removed therefrom; and whenever Second Party has cut and removed ail timber
and timber products from the tract upon which they first entered and have otherwise complied
with the terms of this contract to be performed .by them, they may then enter upon an adjoining
forty acre tract of the property above described and in like manner cut and remove the timber and
forest products from said tract; and so continue upon one additional forty acre tract at a time until
all of the said timber shall have been cut, removed and accounted for under the terms of this
contract.

8. Second Party shall sl al of their manufactured products through the Agency of the Third
Party, and said Third Party agrees during the term of this contract to use its best effortsin
disposing of ail the salable products manufactured by the Second Party under this contract.
Second Party grantsto said Third Party full and exclusive sales agency the right of disposing of
and marketing all of said Second Party's products, whatsoever be the nature thereof, and agrees
with the Third Party and the First Party that they will not directly or indirectly, during said
contract, sell or market or dispose of any of the salable lumber manufactured under this contract
except through the agency of the Third Party. Second Party for the services rendered by the Third
Party and in consideration of the Third Party assuming the sales agency, agrees to pay to the
Third Party asum equal to five per cent of the gross sales, exclusive of any discounts for cash, F.
O.B.casor F. A. S. vessdl at the shipping point, of al products or materias sold by the Second
Party, during the term of this contract and whether such sale is made by the Third Party or
through any other source, including sales made by the Second Party for any price, it being
understood that if any such products or materials or output of Second Party is taken by Second
Party or by Third Party either in their own name or for their own account, this shall be allowed
hereunder and deemed a sale, the same asif sold to a Fourth Party. Second Party agrees that if
any lumber or forest products are sold by them with the consent of the Third Party the same shall
be sold in the name of the Third Party, invoiced to the consignee by the Third Party, and the
proceeds therefrom collected by the Third Party.

9. The Third Party agreesto useits best endeavor to sell all of said forest products at their fair
market value existing at the time of the sale, and the Second Party agrees to honor al such sales
made by the Third Party, and if the Second Party shall receive orders for materials they shall
notify the Third Party thereof and the same shall be billed by the Third Party in its own name and
collections made by it the same as though the orders had originated with the Third Party. Second
Party agreesthat if at any time they shall receive for any forest products a bid from any Fourth



Party, or desire to sell to a Fourth Party, then before making said sale or accepting said bid the
Second Party shall give to the Third Party afive days pr]or option in writing to take at such bid
or sales price, it being the intention that the Third Party shall have the first right to sell al of the
Second Party's output and in all cases shall he entitled to its five per cent commission on all sales,
to whomsoever and at whatsoever prices made. If any sales are made by the Second Party to
fourth parties, except under the conditions set forth in this paragraph, then the rate of stumpage to
be paid by the Second Party on such sales shall he $10.00 dollars instead of the rate specified in
paragraph 2 hereof. All of the provisions of this paragraph and of paragraph 8 above shall remain
in full force and effect until all of the timber described in paragraph one (1) hereof shall have been
cut and removed.

10. The Third Party agrees and the Second Party consents that the Third Party shall remit to
the First Party (as provided in par. 2), per thousand board feet, except as provided in paragraph 9
hereof, on al lumber sold and handled by the Third Party for the Second Party under the terms of
this contract and for all logs taken from the said premises by the Second Party, which logs shall be
sold exclusively by and through the agency of the Third Party; that the said Third Party may at
their option also pay flora the proceeds of any sales made by or through it of the forest products
taken from the above described premises, any sum which may be due to any parties from the
Second Party upon its saw mill and machinery which it may be holding under conditional sate
contract, so as to prevent aforfeiture of such contract; and the Third Party agrees to remit the
balance collected by it to the said Second Party less said charges above mentioned and less its
commission of five per cent, hereinbefore provided for.

11. Second Party shall fill al orders given or taken by the Third Party promptly and to the full
cutting capacity of said mill at its highest delivery ability, and all products and materials shall be of
first quality according to the grade ordered.

14. The First Party shall have the right at its option to terminate this contract at any time when
the Second Party shall fail to perform the conditions and terms hereof or whenever they shall bein
default for the performance of any of said conditions and upon such termination this contract shall
become null and void and all payments on said timber, including all moniesin the Trust Fund (Par.
3(b)), shall be and forever remain the absolute property of the First Party, to be retained as
liquidated damages and not as penalty, it being expressy understood and agreed that time is of the
essence of this contract. It is agreed between the First Party and the Third Party that, in the event
the First Party exercises any of the rightsin this paragraph above provided, the Third Party shall
have a reasonable time and not less than ninety days, wherein to replace the mill and logging
operation of the Second Party and having so replaced the operation, this contract will remainin
full force and effect the same as if there had been no change in the identity of the Second Party
and the First Party agrees to execute a new contract to the newly provided Second Party, the
samein all terms and conditions as this contract save only the name of the Second Party.

15. Second Party agrees, that to secure the performance of this contract the mills shall not be
removed from said lands until al the timber is cut and removed, and all monies due to the First
Party and Third Party shall have been paid, and in case the party of the Second Part shal fail to
perform this contract, or to pay for timber cut thereon as provided herein, the Party of the First
Part shall have the right, by itself or its agencies, to take possession of the said mill and use the
same for the purpose of completing the cutting of the timber on said lands without further
compensation to the owner.



16. Second Party shall not assign this contract or any interest therein without the written
consent of the First Party and the Third Party.

17. All products manufactured under the terms of this contract and the logs shipped under the
terms thereof, shall be and remain the property of the First Party until the payments herein
provided to be made to it have been paid.

On May 8, 1953, Lindsey, Eastern, and Fairhurst executed another timber contract relating to the
McCann tract which was substantially identical to the contract executed October 1, 1950, except
for some adjustment in the stumpage price.

The partnership had the sole right to direct its operations with respect to the cutting of timber and
manufacturing of lumber products from timber removed from the McCann tract. It alone made the
decisions as to what lumber products were to be produced from the cut timber. Such decisions
were made by the partnership primarily on the basis of the price obtainable for such products.

The normal procedure followed by the partnership in selling its lumber products was that it first
would receive a purchase order from Fairhurst. If the price offered by Fairhurst for the lumber and
lumber products was agreeabl e to the partnership, the purchase orders would be accepted. In the
event that such purchase orders requested the delivery of lumber products not then being
manufactured or in the event such orders offered a price unacceptable to the partnership, it would
refuse to accept such purchase orders. On many occasions the partnership did in fact refuse to
accept such purchase orders, and its right to so refuse was always recognized by Fairhurst.

Although the partnership in fact sold al of its lumber and lumber products manufactured from
timber cut from the McCann tract to Fairhurst during 1953, 1954, and 1955, it sold logs to any
purchaser it selected without first offering to sell them to Fairhurst.

The partnership from time to time carried in its inventory logs and lumber products cut from
timber removed from the McCann tract until such atime as they could be sold for a price higher
than the prevailing market price. The partnership always determined the sell-mg price of the
lumber products manufactured by it without its decisions being questioned or disputed by either
Eastern or Fairhurst.

As aresult of aflood which occurred in December 1955 the partnership incurred alossin its
inventory of approximately 500,000 board feet of lumber upon which it paid stumpage charges to
Eastern with respect to the lumber so damaged or |ost.

During the years here involved approximately 45 per cent of the partnership's product came from
timber cut from areas other than the McCann tract and from timber stands in which neither
Fairhurst nor Eastern had an interest.

Lindsey Lumber Co., during the years here in issue, possessed a contractual right to cut timber
from the McCann tract under which it sold logs and lumber products on its own account and also
used such lumber in its business of manufacturing lumber products.



OPINION

Sections 117(k) (1) of the 1939 Code * and 631(a) of the 1954 Code 2 provide for the optional
treatment of gain realized from the cutting and sale of timber as capital gain if the taxpayer either
owns such timber or possesses a contract right to cut it for sale or for use in his trade or business.

The petitioners here contend that Lindsey Lumber Co. possessed a contract right to cut the timber
on the McCann tract both for sale and for use in its business as a manufacturer of lumber products
and a seller of logs and lumber products to others, and therefore is entitled to capital gain
treatment of the proceeds of the logs and lumber disposed of during the yearsin issue.

The respondent takes the position that the contracts here involved were merely "service" or
employment contracts under which petitioners were required to perform logging servicesin
removing timber from the McCann tract and that the partnership therefore did not acquire any
interest in the timber as cut which it could dispose of by sale.

The parties on brief are in essential agreement that the principles expressed in Helga Carlen, 20
T. C. 573, aff'd. 220 F. 2d 338, are controlling of the issue here presented. The respondent also
contends that the Carlen case is factually in point. The petitioners however, contend that the facts
in the present record are sharply distinguishable from the situation involved in Helga Carlen,
supra.

In the Carlen case, the taxpayers were members of a partnership engaged in logging and cutting
timber. The partnership was not engaged in cutting timber for sale on its own account or for use
initsbusiness. A contract was executed in 1945 between taxpayers and the owners of certain
tracts of timberland whereby the partnership agreed to log off specified types of merchantable
timber. For this "service" (so described in the contract) the taxpayers were to receive an agreed
amount, which was to be deducted from the ultimate selling price of the logs upon their sale by
the timber owner. The contract provided that the timber owner was to retain "absolute title and
control of all logs' until their fina disposition.

We held in the Carlen case that a taxpayer must have not only the contractua right to cut the
timber but also the right to sell it on his own account or to useit in his trade or businessin order
to claim the benefit of section 117(K) (1) of the 1939 Code. We sustained the Commissioner's
construction of that section to the effect that it does not cover a taxpayer who cuts timber in
which he does not himself possess a proprietary interest that he could dispose of by sale. Since the
contractual arrangement between the taxpayers and the timber - owner there in issue did not even
purport to show a sale of the timber as cut to the partnership or to create in the partners any
proprietary interest in the timber either before or after cutting, and since the contract clearly
contemplated that the taxpayers were simply employed as contractors to cut timber on the lands
of another for compensation determined on the basis of the market price of the logs, we upheld
the respondent's contention that they were not entitled to the benefits of section [17(k) (1).

We agree with petitioners that the contractual relationship and the consistent course of conduct
between Lindsey, Eastern and Fairhurst dearly distinguish this case from Helga Carlen, supra.



The contracts here in question do not resemble the employment-type contract there involved.
Petitioners are not referred to as "loggers,” or otherwise shown to be merely employees or
contractors hired to perform a service for compensation. The fact that under the contracts Eastern
agreed to "sall" and the partnership agreed to "purchase" the timber, that petitioners assumed all
risk of loss and damage to the cut timber and lumber products manufactured by them and had the
right to possession of such logs and lumber products, that the partnership was obligated to pay
Eastern for the cut timber, that Lindsey agreed to "sell" its manufactured lumber products through
the agency of Fairhurst, that the partnership had the right to sell to outsiders in the event Fairhurst
failed to meet an offer in excess of its own, and that Lindsey sold its logs to outside purchasers of
its own selection, all tend to establish that petitioners acquired title to the McCann tract timber as
it was cut.

Unlike the contracts involved here, which provide for title to cut timber to passto Lindsey upon
its payment of stumpage fees, the timber contract in Helga Carlen, supra, provided for the
retention of title to and of al logs by the timber owner.

A further point of distinction between the case at bar and the Carlen case is the fact that the
taxpayers there did not use the cut timber in their trade or business. In Carlen, ail of the timber
was owned and used by parties other than the loggers.

Consequently, respondent's contention that the record herein presents a situation identical to the
fact in Helga Carlen, supra, is not well founded.

Our decisionin Volney L. Pinkerton, 28 T. C. 910, and the decision of the Court of Appeals for
the Ninth Circuit in United States v. Johnson, 257 F. 2d 530, closely parallel the situation here
presented.

Volney L. Pinkerton, supra, involved a partnership engaged in a genera logging business
consisting of the cutting of timber, marketing logs and lumber products, and purchasing and
salling tracts of timberland. During the years there in issue, the taxpayers were engaged in logging
timber and selling logs under a contract with atimber company. The contract referred to the
timber company as "seller" and the taxpayers as "buyer." The partners were given the right to
remove al merchantable timber and to sell the logs, provided they were sold "in the Puget Sound
Log Market." They agreed to make stumpage payments for the timber on the basis of a
percentage of the average gross sales price of the logs, to log the property clean, and to pay for all
merchantable timber not logged, damaged, or destroyed by fire. The taxpayers continued to cut
timber under this contract and to sell the timber removed from the timberland described therein
for aperiod of 10 years. All of the proceeds from the sale of logs cut by the partners from the land
covered by the contract there in issue were retained by the partnership for its own account, and
after the payment of operating expenses and stumpage the balance of the proceeds consistently
was credited to the individual accounts of the partners.

The taxpayers also made an agreement with a sawmill company which provided that the sawmiill
company was to have "first call,” at going market prices, on al logs cut by the taxpayers under
their timber contract. During the years involved the taxpayers in fact sold the major portion of



their logs to the sawmill company.

The Commissioner there contended that the taxpayers were not entitled to claim the benefits of
section 117 (K) (1) of the 1939 Code on the ground that they did not possess any proprietary
interest in the logs as cut because they did not have the right to sell them on their own account.
Applying the principle set forth in Helga Carlen, supra, we there held that the taxpayers did in
fact have the right to sell the timber specified in the timber contract on their own account, stating
at page 917:

Despite the equivocal language used in some of the written instruments incident to the
transactions involved we think that the tenor of the dealings between * * * Eagle Gorge
[taxpayer], and Weyerhauser [timber owner] over aimost a 10-year period is convincing
evidence that Eagle Gorge had rights in the timber such as entitled the partnership to the
benefits of section [17(k)(1), * * *

United Sates v. Johnson, supra, isaso in point here. The taxpayers, as here and in Volney L.
Pinkerton, supra, were partnersin alogging company which had executed a written contract with
an owner of timber, pursuant to which the partners had the right to remove all merchantable
timber from the specified land. The partners agreed to pay stumpage for the timber removed in
accordance with a schedule based in effect on the prevailing market prices of logs. The contract
referred to the timber company as "Owner" and to the logging company (taxpayers) as "Logger."
The timber company agreed to "purchase" from the partners at current market prices all of the
logs removed by them from the described land. The taxpayers did not contract to sell al of the
logs to the timber company, although in practice they did so. The Court of Appealsfor the Ninth
Circuit denied the Commissioner's contention that the contract in question was alogging service
contract which did not create in the taxpayers any proprietary interest in the timber. The court
held that the arrangement there in question contemplated that the partners were to acquire title to
the logs as the timber was cut and thereafter to sell them. The court also pointed out that since the
partners were not required to dispose of any of the logs to the timber company, the parties must
have contemplated that the logs could be sold to other purchasers, and this could not have been
possible unless the taxpayers had acquired title to the logs. The Court of Appeals acknowledged
that certain provisions in the timber contract are normally associated only with logging service
contracts, but found that such provisions were of arelatively minor nature and could not override
the fundamental intention of the parties as there expressed. We are of the opinion that the
Pinkerton and Johnson cases are closely in point here and serve to clarify the essential difference
between the arrangement shown by the record before us and the situation presented in Helga
Carlen, supra.

In further support of his contention that the petitioners did not acquire under the timber contracts
aproprietary interest in the timber which could be disposed of by sale, the respondent points to
certain features of those contracts which, he contends, are inconsistent with the acquisition of
such an interest.

Paragraph 16 of the timber contracts prevents the petitioners from assigning the contracts without
the written consent of Eastern and Fairhurst. This provision, the respondent insists, discloses an



intention to be bound to a personal service contract because the work to be performed demanded
skill on the part of the timber cutters and the nonassignment clause was an expression of Eastern's
confidence in them. From an examination of the record, however, it is clear that the principa
reason for the inclusion of such a nonassignment provision in the timber contracts was that it gave
to Eastern the right to insist upon a favorable contract revision or a higher stumpage rate as the
consideration for its consent to an assignment. In response to a question asked at the trial by
counsdl for respondent with respect to the reason for the insertion of a nonassignment clause in
such contracts, Jack Fairhurst, Executive Vice President and General Manager of Eastern,
testified as follows:

The principal reason isthe inflationary trends that have affected timber; and usualy if a
contract is made today between two parties upon the terms and conditions similar to our
contract between Perry Wheat and Whitlow, to protect the seller, the seller insists that a
nonassignment be put in so that if the buyer is going to resell the contract and make some
substantial gains; because of inflation in timber values, it gives the seller a chance to comein
and say, "Yes, we will assign if you will pay usalittle more money," and that usually has been
the case.

The respondent also points to paragraph 17 of the timber contracts which provides that title to the
logs and lumber products cut from timber removed from the McCann tract is to remain in Eastern
until petitioners have made the stumpage payments. It is true that the retention of title by the
seller until payments have been received appears inconsistent with an outright sale of property.
However, such provisions are very commonly inserted in sales contracts for security purposes
only. The record shows that such title retention provisions frequently appear in logging and timber
contracts solely for security purposes. The testimony here discloses that the provision in the
timber contracts for the retention of title by Eastern until the payment of stumpage was regarded
as "boilerplate" by the parties and was in-eluded without any thought of depriving Lindsey of a
property interest in the timber.

The respondent also argues that certain provisions in the timber contracts relating to restrictions
as to the method in which the timber should be removed constitute evidence that the petitioners
were merely logging contractors and did not acquire any proprietary interest in the timber. These
provisions are contained principally in paragraphs 3(a) through (e), 4, 5, 6, 15, and 17(a) through
(e) and cover such matters as petitioners obligation to log the property clean, with a minimum of
waste, to comply with the fire regulations, to comply with certain practices prescribed by law for
the protection of seedling trees, to surrender possession of the tracts after being logged, to refrain
from hunting or using firearms on the timber property, to repair fences, gates, and cattleguards
and to protect grazing lands located on the McCann tract. We recognize that provisions similar to
these commonly appear in contracts to perform logging services only, but we are unable to agree
that they are inappropriate in a contract for the sale of timber to the timber cutter as cut. These
provisions clearly serve to protect the interest of the landowner in preventing waste and insuring
workmanlike logging practices.

The respondent also calls to our attention the portion of paragraph 9 of the contract which grants
Fairhurst aright of first refusal with respect to the lumber processed by the partnership and



imposes upon petitioners a treble stumpage rate in the event of their failure to give Fairhurst 5
days written notice before selling to another purchaser. If Fairhurst failed to meet a higher offer
within 5 days after receiving written notice from Lindsey, the partnership was freeto sell to a
higher bidder. It is respondent's argument that this provision isinconsistent with asalesincein
effect it enables Fairhurst to control al of the lumber cut and milled by Lindsey, thereby canceling
its property interest in such lumber. Since the net effect of this provision however is to enable the
partnership to sell its manufactured lumber products to the highest bidder, and since the testimony
shows that the sole reason for the insertion of this portion of paragraph 9 was for record-keeping
purposes in connection with stumpage payments, that is, to prevent sales to other buyers without
the knowledge of Fairhurst or Eastern, we are unable to agree with the respondent's contention on
this point.

The respondent further contends that since the capital stock of both Eastern and Fairhurst was
owned solely by Jack Fairhurst, C. J. Fairhurst, and A. W. Fairhurst, the petitioners were deprived
of any substantial proprietary interest in the timber because the Fairhurst family controlled both
the source of the timber cut and milled by Lindsey and, by reason of holding aright of first
refusal, its final disposition. Fairhurst, however, had no rights of refusal with respect to the logs
sold by Lindsey, but only with respect to the lumber processed in its mill. In the light of United
Sates v. Johnson, supra, it isimmateria that the timber owner is also the purchaser of the logs
and lumber from the logging operator. In the Johnson case, the timber owner agreed to purchase
all of the logs removed from the specified tracts of land. The logging company (taxpayers) was
not obligated to sell its logs to the owner of the land, but in fact it did so. As heretofore stated,
the taxpayers there were found to have a contract right to cut timber under section 117(k)(1) of
the 1939 Code. The recent cases of Gilmore v. United States, 180 F. Supp. 354; and Wirkkala v.
United Sates, 181 F. Supp. 338, likewise confirm that right of first refusal held by the timber
owner does not adversely affect the logging operator's contract right to cut. Consequently, if the
owner of the timber himself can control its disposition and still convey a proprietary interest in the
logs, it does not appear that the possession of aright of first refusal by Fairhurst, whichisa
separate corporation from the owner of the timberland, militates against petitioners property
interest in the logs and lumber products even though Fairhurst and Eastern are owned by the same
individuals.

Although some of these contractual provisions are commonly associated with logging service
contracts, they are not inconsistent with timber-sales contracts and they are not of predominant
importance in ascertaining the fundamental intention of the parties here. We are unable to accept
the proposition that such provisions should be construed to override the expressed intention of the
partiesin severa other provisions to which we have previoudly referred and which clearly
evidence the transfer of incidents of ownership to the petitioners and the creation of avery
substantial proprietary interest in the timber as cut.

In addition to the provisions contained in the timber contracts which disclose the acquisition of a
proprietary interest in the logs on the part of the petitioners, a business relationship and a course
of conduct had developed between Eastern, Fairhurst, and the partnership that indicate the
intention to convey a property interest in the timber by way of sale. The record clearly shows that
the partnership alone decided what timber products would be manufactured in its sswmillsand in



what quantities, and determined the price at which such lumber products would be sold. If, asthe
result of negotiations with Fairhurst, petitioners did not agree as to the selling price or some other
factor, they refused to sell to Fairhurst on itsterms.

In view of the foregoing, it is our opinion that the record discloses a situation that is plainly
distinguishable from the facts presented in Helga Carlen, supra, and the petitioners appear clearly
to have acquired a proprietary interest in the timber because of their acquisition of the right to sell
logs and lumber products on their own account. See also Gilmore v. United States, supra; Stone
v. Granquist, (D. C. Ore,, Dec. 17, 1959) 60-1 ustc 1 9148; Wirkkala v. United Sates, supra.

In addition to the acquisition of a contract right to cut timber from the McCann tract for sale on
their own account, petitioners also acquired the right to cut timber for use in their trade or
business as a manufacturer of lumber products and a seller of logs and lumber to others. It is
undisputed that the partnership had acquired sawmills, a planing mill, and other equipment which
it was utilizing during the years in question in the processing of lumber. The timber stand on the
McCann tract served as one but not the sole source of raw materials for use in Lindsey's business
of manufacturing and selling finished lumber products. Consequently, even if petitioners had not
established the fact that they had acquired a contract right to cut timber from the McCann tract
for sale on their own account under sections 117(k)(1) of the 1939 Code and 631(a) of the 1954
Code, they nevertheless have established the possession of aright to cut such timber for usein
their business, within the meaning of those sections. The petitioners therefore are entitled to treat
the gain realized from the sale of logs and lumber derived from timber removed from the McCann
tract as long-term capital gain pursuant to sections 117(k) (1) of the 1939 Code and 631 (a) of
the 1954 Code.

Decision will be entered under Rule 50.

11.R. C. 1939.
SEC. 117. CAPITAL GAINSAND LOSSES.
(k) Gain or Loss in the Case of Timber or Coa -

(2) if the taxpayer so elects upon his return for a taxable year, the cutting of timber (for sale or
for use in the taxpayer's trade or business) during such year by the taxpayer who owns, or has a
contract right to cut, such timber (providing he has owned such timber or has held such contract
right for a period of more than six months prior to the beginning of such year) shall be considered
as asae or exchange of such timber cut during such year * * *

21.R.C. 1954.

SEC. 631. GAIN OR LOSS IN THE CASE OF TIMBER OR COAL.

(a) Election to Consider Cutting as Sale or Exchange - If the taxpayer so elects on hisreturn for a
taxable year, the cutting of timber (for sale or for use in the taxpayer's trade or business) during
such year by the taxpayer who owns, or has a contract right to cut, such timber (providing he has
owned such timber or has held such contract right for a period of more than 6 months before the
beginning of such year) shall be considered as a sale or exchange or such timber cut during such
year. * % *



