<strong><em>Cameron Machine Company, Petitioner, v. Commissioner of Internal
Revenue, Respondent, 24 T.C. 394 (1955)</em></strong></p>

To qualify for nonrecognition of gain on an involuntary conversion, a taxpayer must
demonstrate a sufficient tracing of the conversion proceeds into the replacement
property, but the funds do not need to be explicitly earmarked.

<p><strong>Summary</strong></p>

<p>The Cameron Machine Company (taxpayer) received an award from New York
City for the condemnation of its property. The taxpayer had begun constructing
replacement facilities before receiving the award. The Tax Court addressed whether
the taxpayer could avoid recognizing the gain from the condemnation by reinvesting
the proceeds into replacement property. The Court examined whether expenditures
made before the award, from borrowed funds, and from a special account holding
the award proceeds qualified for nonrecognition of gain under Section 112(f) of the
1939 Internal Revenue Code (involuntary conversions). The court held that
anticipatory expenditures made before a loan or award were not eligible for
nonrecognition of gain. It also held that funds borrowed for construction and repaid
from the award, as well as funds directly from a special account established with the
award, met the tracing requirements for nonrecognition of gain.</p>

<p><strong>Facts</strong></p>

<p>The City of New York condemned a portion of Cameron Machine Company's
property. To avoid production interruption, the company began constructing
replacement facilities before receiving the condemnation award. The company
obtained a $150,000 loan specifically for this construction and agreed to repay the
loan from the award proceeds. The company made payments to a contractor for the
new facilities both before and after receiving the loan. The city paid the
condemnation award of $176,016.42, which the company deposited in a special
account. The company then repaid its loan and made further payments from the
special account to the contractor. The company's basis in the property was
$50,876.96, resulting in a gain of $112,512.27 from the involuntary conversion.</p>

<p><strong>Procedural History</strong></p>

<p>The Commissioner determined a deficiency in the taxpayer's corporate income
tax for 1947, asserting that the gain from the condemnation should be recognized.
The Tax Court reviewed the case and ultimately ruled in favor of the taxpayer in part
and the Commissioner in part, determining the extent to which the gain was not to
be recognized under Section 112(f). The court's decision was based on stipulated
facts.</p>

<p><strong>Issue(s)</strong></p>

<p>1. Whether anticipatory expenditures paid for replacement facilities out of the
taxpayer's general funds, and prior to payment of the award, qualify for
nonrecognition of gain under Section 112(f)?
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<p>2. Whether certain amounts paid out for replacement facilities were traceable
to funds borrowed for that purpose, and whether the borrowed funds so applied
were repaid out of the subsequent award under circumstances which qualified for
nonrecognition of gain under Section 112(f)?

<p>3. Whether certain amounts paid for replacement facilities subsequent to
receipt of the award from a special account in which the proceeds of the award had
been deposited qualify for nonrecognition of gain under Section 112(f)?

<p><strong>Holding</strong></p>

<p>1. No, because expenditures made out of general funds before the loan or
award are not considered to be the same as the proceeds under Section 112(f).</p>
<p>2. Yes, because the borrowed funds were expressly intended for replacement
facilities and repaid from the award proceeds, thus meeting the tracing
requirements.</p>

<p>3. Yes, because funds expended directly from the special account holding the
award proceeds were considered to be directly traceable.</p>

<p><strong>Court's Reasoning</strong></p>

<p>The court analyzed the applicability of Section 112(f) of the 1939 Internal
Revenue Code, which allowed for nonrecognition of gain from involuntary
conversions if the proceeds were used to acquire similar property. The court
distinguished anticipatory expenditures made from general funds from the
subsequent use of borrowed funds. The court emphasized that the key to
nonrecognition was the ability to trace the conversion proceeds into the
replacement property. The court determined that the taxpayer could trace the
money from the special loan (repaid by the award) and the award funds themselves
into the replacement facilities. The court referenced relevant regulations stating the
tracing did not require explicit earmarking of funds. The court cited the legislative
history of subsequent amendments, which revealed that Congress intended to
provide relief in anticipatory replacement cases where a loan or other borrowing
was undertaken to finance replacement property before receipt of the award
proceeds. A dissenting opinion argued that the court's analysis of anticipatory
expenditures was incorrect and should have been subject to the prior case law that
did not make that distinction.</p>

<p><strong>Practical Implications</strong></p>

<p>This case provides key guidance for attorneys in structuring real estate
transactions involving involuntary conversions. The case clarifies the importance of
tracing the proceeds of a condemnation award to replacement property. A taxpayer
must demonstrate a clear link between the funds received from the conversion and
the funds spent on acquiring similar property. It also shows that there are
permissible ways to do this, such as a special loan agreement with repayment from
the proceeds of the award, that will allow the taxpayer to avail itself of tax benefits.
The case also establishes that funds expended before receiving the conversion
proceeds do not qualify for nonrecognition, which means that taxpayers need to
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structure acquisitions strategically. Practitioners should advise clients to segregate
funds received from involuntary conversions and maintain detailed records to
demonstrate the direct application of those funds toward the purchase of
replacement property. This can involve establishing special accounts for holding and
disbursing funds to enhance traceability. The case also highlights the relevance of
the timing of expenditures to tax consequences.</p>
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