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Editor's Summary

Key Topics

CUTTING AS A SALE OR EXCHANGE
- Ownership of timber

- Contract right to cut v. service contract
-+ Proprietary interest requirement

.-« Effect of grantor's right of first refusal

Facts

Under a contract with Weyerhaeuser Company, the taxpayers acquired title to and the right to cut
all timber on a described tract of land. They were required to pay for al the timber whether
removed or not. All of the incidents of ownership, whether advantageous or not, were obtained by
them. However, Weyerhaeuser retained the option of first refusal to purchase the logs at current
market price. If Weyerhaeuser did not choose to exercise its option, the taxpayers were free to
sell the logs on such terms, conditions and price as they saw fit. The taxpayers el ected under
sections 117(k)(1)and 631(a) to treat their cutting of the timber as a sale or exchange. The
Government contended that the taxpayers were neither owners of the timber nor the holders of a
contract right to cut but were merely contract service loggers not qualified to elect under sections
117(k)(2) or 631(a).

District Court

Held: For the taxpayers. Unless the single fact that the owner of the timberland had the option
to purchase the logs at market value makes sections 117(k)(1) and 631(a) inapplicable, this caseis
controlled by the decision in Johnson v. United States. That fact alone does not distinguish the
two cases. Thefirst refusal option did not itself prevent; passage of title to the taxpayers. If the
option was not exercised by Weyerhaeuser, the taxpayers had the logs for disposal as best they
could. Thus, the taxpayers had the required proprietary interest in the timber and could elect to
treat their cutting as a sale Or exchange under sections 117(k)(1) and 631(a).

Case Text

BOLDT, District Judge: By this action plaintiffs seek recovery of income taxes paid under protest
on deficiencies assessed for the years 1952, 1953 and 1954. The question for decision is whether
plaintiffs acquired the necessary proprietary interest in logs cut pursuant to the contracts involved
for capital gain treatment under Int. Rev. Code of 1939, § 117, 26 U.S.C.A. § 117, and Int. Rev.
Code of 1954, § 631, 26 U.S.C.A. 8 631, on income derived from sale of the logs in the yearsin



guestion. Plaintiffs so assert. The government contends plaintiffs were merely a contract service
logger.

Fair market value of the logs in question having been stipulated, no controlling facts arein
dispute. In all material respects the facts are identical to those in United Sates v, Johnson, 9 Cir.,
1958, 257 F.2d 530, with a single exception. The contract in the Johnson case gave the logger an
option, but not the obligation, to sell cut logs to the owner of the timberlands. In the present case
the contract provided that plaintiff logger deliver logs cut to Weyerhaeuser, the owner of the
timberland, for afirst refusal option to purchase the logs. In these circumstances neither an
extended recitation of the facts of the instant case, as set out in detail 'in the pretrial order nor a
recital of the facts of the Johnson case is necessary.

The recent Johnson decision is determinative of the present case unless the single fact difference
referred to alters the applicability of Int. Rev. Code of 1939, 117 (k); All other facts in the instant
case present substantially as strong a position for the taxpayer as those in the Johnson case;. By
provisions of the contract now under consideration, Weyerhaeuser as owner of the timberlands
conveyed the right to cut merchantable timber to plaintiffs: who were required to pay for all such
timber whether removed or not. All of the incidents of ownership, whether advantages or
disadvantages, were acquired by plaintiffs. The Contract gave Weyerhaeuser the option of first
refusal to purchase the logs at current market price. If the option was not exercised plaintiffs
were free to sdll the logs on such terms, condition and price as they saw fit. Thefirst refusa
option retained by the owner of the timberland, in itself, did not prevent the passage of title to
plaintiffs aslogs were cut. If Weyerhaeuser did not elect to purchase the logs, plaintiffs had them
for: their disposal as best they could. The contract as a whole and alt the Circumstances make it
plain that from the moment of cutting, if not before, title in the logs vested in plaintiffs. This factor
clearly distinguishes Carlen v. Commissioner, 20 T.C. 573, affirmed 9 Cir.; 1955, 220 F.2d 338,
and Ellison v. Frank, 9 Cir., 1957, 245 F.2d 837, relied on by the government.

Under the rationale of the Johnson decision, plaintiffs were entitled to capital gain treatment on
the income from sale of the logs in question.

The recent Court of Claims decison in Gilmore v. United Sates, Ct. C1., 180 F. Supp. 354, is
cited by plaintiffs as following the Johnson decision with approval, which it does. However, the
factor of substantial control over the log cutter, not present in the instant ease, renders the
Gilmore decision of questionable value. If taken in entirety the Gilmore case goes well beyond
anything required to support plaintiffs recovery in the present case.

Findings, conclusions and judgment in accordance herewith may be presented at the convenience
of counsel.



