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Clara P. Trunk v. Commissioner, 23 T.C. 525 (1955)

The assignment of a right to a potential condemnation award is treated as the sale of
a capital asset, the proceeds of which are considered a return of capital to the extent
that they do not exceed the basis of the property.

Summary

Clara Trunk,  a property owner,  assigned her right to a potential  condemnation
award to Kresge in exchange for $80,000. The IRS argued the $80,000 was ordinary
income because it represented a modification of the lease. The Tax Court held the
$80,000 was a  return of  capital  because it  was payment  for  the transfer  of  a
property right—the right to the condemnation award. The court found the taxpayer
had sold a capital asset. Since it was impossible to determine the basis of this right
separate from the entire property, the court treated the $80,000 as a reduction in
the cost basis of the entire property. This decision highlights the distinction between
transactions affecting income and those related to the disposition of a capital asset.

Facts

Clara  Trunk  owned  a  property  leased  to  Kresge.  A  condemnation  proceeding
threatened a  portion  of  the  property.  Clara,  anticipating a  large  condemnation
award,  sought to prevent Kresge from demolishing the existing building,  which
would reduce the award’s value. To resolve this, Clara assigned to Kresge all her
rights to any condemnation award, and the lease was modified to allow Kresge to
proceed with building plans. In return, Clara received $80,000. The IRS asserted
this was ordinary income from a lease modification, but Trunk claimed capital gains
treatment.

Procedural History

The case was initially brought before the United States Tax Court. The IRS argued
the payment was ordinary income. The Tax Court sided with the taxpayer,  and
treated the payment as a return of capital from the sale of a capital asset. The court
did not find any further appeals.

Issue(s)

1. Whether the $80,000 received by Clara Trunk from Kresge represented ordinary
taxable income.

2. Whether the $80,000 payment constitutes a capital gain as proceeds from the sale
of a capital asset.

Holding

1. No, because the $80,000 did not represent ordinary taxable income.
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2. Yes, because the $80,000 represented proceeds from the sale of a capital asset,
specifically the assignment of the right to the condemnation award, treated as a
return of capital.

Court’s Reasoning

The court examined the substance of the transaction, not just its form. It determined
that Clara sold her right to a potential condemnation award to Kresge. This right
was deemed a property right, and the assignment constituted a sale. The court
emphasized that the primary motivation for the transaction was to obtain the best
possible outcome from the threatened condemnation. The court distinguished this
from a lease modification affecting income. The court noted that Kresge had a
strong incentive to obtain the right to the condemnation award, since they were
preparing to demolish the building. The court held that no part of the payment could
be considered as representing anticipated income or  as  in  lieu of  income.  The
payment was for the right to a potential condemnation award, therefore it was the
transfer of a capital asset. The $80,000 was treated as a return of capital, reducing
the cost basis of the entire property, since the basis of the transferred right could
not be calculated independently.

Practical Implications

This case is a cornerstone for analyzing the tax treatment of transactions involving
the assignment of rights to future payments, particularly in the context of eminent
domain or condemnation proceedings. Attorneys should consider:

The importance of correctly characterizing the transaction. Is it a disposition of
a capital asset or merely a modification of income-generating contracts?
The significance of determining the asset’s basis. If the basis cannot be easily
calculated, the proceeds will typically be treated as a return of capital.
The necessity of reviewing the substance of a transaction over its form to
ensure appropriate tax treatment, especially when resolving disputes with the
IRS.
Similar transactions will be scrutinized for the transfer of a property right. The
court highlighted the significance of the right to the condemnation award.

This case provides a framework for structuring transactions to achieve favorable tax
outcomes, highlighting the capital asset versus ordinary income distinctions. Later
cases citing Trunk reinforce the principle that  proceeds from the transfer of  a
property right, even a contingent one, are generally treated as capital gains.


