45 B.T.A. 58 (1941)

When property is involuntarily converted into money, the taxpayer must strictly
comply with the requirements of Section 112(f) of the Revenue Act to avoid
recognition of gain, including establishing a bona fide replacement fund and
acquiring similar property within the prescribed timeframe.

Summary

Halleran Homes received compensation from New York City for condemned
property. It sought non-recognition of the capital gain under Section 112(f) of the
Revenue Act, claiming it established a replacement fund and acquired similar
property. The Board of Tax Appeals held that while Halleran Homes did apply to
establish a replacement fund, it failed to properly establish or use it, and only a
portion of the award money was used to acquire similar property “forthwith”. The
Board determined that the gain should be recognized to the extent the award money
was not used for qualified replacement purposes. Additionally, the Board addressed
other issues, including unreported interest income and the reasonableness of
officer’s salaries.

Facts

Halleran Homes, Inc. owned property condemned by New York City, receiving
compensation in 1932, 1935, and 1936. The compensation resulted in a capital gain.
Halleran Homes claimed it was entitled to non-recognition of the gain under Section
112(f) of the Revenue Acts of 1932, 1934, and 1936 because it purportedly
established a replacement fund and acquired similar property. Halleran Homes
invested some of the award money in mortgages, commingled some with its other
funds, and used some to pay dividends and expenses. Halleran Homes also claimed
deductions for officer’s salaries.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Halleran Homes’
income tax. Halleran Homes appealed to the Board of Tax Appeals, contesting the
Commissioner’s determination regarding the capital gain from the condemnation
award, unreported interest income, and the disallowance of a portion of the
deductions claimed for officer’s salaries.

Issue(s)

1. Whether Halleran Homes properly established a replacement fund as required by
Section 112(f) of the Revenue Acts.

2. Whether Halleran Homes expended the award money “forthwith” in the

acquisition of other property similar or related in service or use to the property
condemned, as required by Section 112(f) of the Revenue Acts.
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3. Whether the Commissioner properly determined that Halleran Homes had
unreported interest income.

4. Whether the Commissioner properly disallowed a portion of the deductions
claimed by Halleran Homes for officer’s salaries.

Holding

1. No, because Halleran Homes failed to invest the award money in assets
specifically designated for replacement purposes and commingled the funds with its
other assets.

2. No, only a portion of the award money was expended “forthwith” in the
acquisition of similar property, as the remainder was invested in mortgages or used
for other purposes not qualifying under Section 112(f).

3. Yes, Halleran Homes failed to refute the presumed correctness of the
Commissioner’s determination that it had unreported interest income.

4. Yes, Halleran Homes failed to demonstrate that the compensation paid to its
officers was reasonable and commensurate with the services they actually rendered.

Court’s Reasoning

The Board reasoned that establishing a reserve account on the ledger does not
constitute a replacement fund. The taxpayer must invest the money in assets
designated for replacement purposes. The Board found that Halleran Homes did not
adequately segregate or designate funds for this purpose. The Board emphasized
that the test for determining whether property is a proper replacement is the
character of service or use, not a financial test. Investing in mortgages did not
constitute acquiring property similar or related in service or use to the condemned
property. Regarding the interest income, the Board found Halleran Homes did not
present enough evidence to overcome the presumption of correctness attached to
the Commissioner’s determination. As for officer’s salaries, the Board determined
that Halleran Homes had not met the burden of proving the amounts deducted were
reasonable compensation for services actually rendered, noting that most of the
work was done by a non-officer manager and that the payments to the family
members who were officers appeared to be disproportionate to the services
provided.

Practical Implications

This case underscores the importance of strict compliance with the requirements of
Section 112(f) (now Section 1033 of the Internal Revenue Code) to avoid recognition
of gain from involuntary conversions. Taxpayers must clearly demonstrate that they
have established a bona fide replacement fund and that they have used the proceeds
from the conversion to acquire qualifying replacement property “forthwith.” This
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case also serves as a reminder that deductions for officer’s salaries must be
reasonable and based on actual services rendered, especially in closely held
corporations. Subsequent cases cite Halleran Homes for the proposition that setting
up a reserve account is insufficient to establish a replacement fund and that the
replacement property must be similar or related in service or use to the converted

property.
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