32 T.C. 1127 (1959)

The transfer of rights to a potential condemnation award in exchange for a payment
can be considered a sale of a capital asset, even if the amount of the award is
uncertain, and the payment received is treated as capital gain, especially when
determining the basis of the sold right is impractical.

Summary

The United States Tax Court considered whether a payment received by a property
owner from a lessee, in exchange for the owner’s rights to a potential condemnation
award, should be taxed as ordinary income or as a capital gain. The court held that
the payment was for the sale of a capital asset, the right to the condemnation award,
and therefore should be treated as a capital gain. The court emphasized that the
substance of the transaction was a sale of a property right, not a modification of the
lease. Because it was impractical to determine the basis of the sold right, the court
determined that the payment would reduce the owner’s cost basis in the entire
property.

Facts

Clara Trunk owned a building in New York City, leased to S.S. Kresge Company
(Kresge). Kresge planned to demolish the existing building and construct a new one.
The city proposed to widen the street, taking a 9-foot strip from Trunk’s property.
Trunk saw this as an opportunity for a condemnation award if Kresge didn’t
demolish the building first. Trunk obtained a court order restraining Kresge from
demolition. Kresge, wanting to proceed with the building, purchased Trunk’s rights
to the condemnation award for $80,000. The lease was modified, providing slightly
higher rentals and allowing Kresge to build a smaller building. The IRS argued the
$80,000 was ordinary income, while the Trunks argued it was capital gain.

Procedural History

The Commissioner of Internal Revenue determined a tax deficiency, arguing that the
$80,000 received by the Trunks constituted ordinary taxable income. The Trunks
contested this determination in the U.S. Tax Court. The Tax Court reviewed the case
based on stipulated facts and exhibits, and found in favor of the Trunks.

Issue(s)

1. Whether the $80,000 payment from Kresge to Trunk was a payment by a lessee to
a lessor for the modification of a lease, constituting ordinary taxable income?

2. Whether the $80,000 constituted proceeds from the sale of a capital asset or
compensation for damage to a capital asset, to be treated as a capital transaction for
tax purposes?
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Holding

1. No, because the court held that the substance of the transaction was the sale of a
capital asset.

2. Yes, because the court determined that the $80,000 was payment for the transfer
of a capital asset, specifically, Clara Trunk’s right to a potential condemnation
award.

Court’s Reasoning

The court focused on the substance of the transaction. The court found that the
primary concern of Trunk was to maximize the potential condemnation award, which
would be diminished if the building were demolished before the condemnation.
Trunk sought legal advice and was informed of the potential benefits of the award.
The court concluded that the key element was the sale of Trunk’s conditional right
to the condemnation award, which was considered a property right. The fact that
Trunk secured a temporary restraining order against Kresge, essentially controlling
the timing of the demolition and the potential condemnation award, underscored the
value of the right being sold. The modification of the lease was seen as secondary.
The court stated that “the conditional ‘right’ of Clara to compensation in the form of
a condemnation award upon the taking by the sovereign of such property or a part
thereof, even though conditional, is a property right incident to ownership.” Because
the court determined that the transfer of this right constituted a sale of a capital
asset, and the basis of the right transferred was impractical to ascertain, the
payment was applied to reduce the cost basis of the entire property.

Practical Implications

This case illustrates that the classification of a payment for tax purposes depends on
the substance of the transaction, not just its form. For attorneys, it is crucial to
carefully analyze the economic realities of agreements, particularly those involving
property rights and potential future events like condemnations. It suggests that
negotiating to maximize the value of a potential condemnation award and
transferring rights to that award can be a strategic tax planning tool. Business
owners and legal professionals must be aware of the potential tax implications when
dealing with payments related to future events or contingent rights, such as those
arising from eminent domain. The determination of whether a payment is ordinary
income or capital gain can significantly affect the net financial outcome. This case is
frequently cited for its analysis of the sale of property rights and its emphasis on
substance over form in tax law.
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