32 T.C. 1188 (1959)

Payments received as liquidated damages due to a buyer’s breach of a real estate
sales contract are treated as ordinary income, not capital gains, for federal income
tax purposes.

Summary

The Boatmans entered into a contract to sell a farm, receiving a down payment. The
contract stipulated liquidated damages if either party defaulted. When the buyer
failed to complete the purchase, the Boatmans retained the down payment. The IRS
determined this was ordinary income, not a capital gain. The Tax Court agreed,
ruling that the down payment represented liquidated damages for the buyer’s
breach of contract, not proceeds from a sale or exchange of a capital asset. Because
there was no sale, the income was taxed as ordinary income.

Facts

Ralph and Azalea Boatman (petitioners) contracted to sell their farm for $60,000,
with a $12,000 down payment. The contract specified that either party’s default
would result in liquidated damages of 20% of the sale price. When the buyer,
Burcham, failed to pay the balance and take possession, the Boatmans retained the
down payment. The Boatmans later sold the farm to a different party. On their 1952
tax return, they reported the retained down payment as part of the sale proceeds,
claiming a long-term capital gain. The Commissioner determined that the $12,000
was ordinary income, not a capital gain.

Procedural History

The IRS issued a notice of deficiency, reclassifying the $12,000 down payment as
ordinary income. The Boatmans challenged this in the U.S. Tax Court. The Tax Court
considered the case based on stipulated facts.

Issue(s)

1. Whether the $12,000 retained by the Boatmans, due to the buyer’s default on the
real estate contract, is taxable as a capital gain or ordinary income?

2. Whether the Boatmans substantially underestimated their estimated tax for the
year 19527

Holding

1. No, the $12,000 is taxable as ordinary income because it represents liquidated
damages.

2. Yes, the Boatmans substantially underestimated their estimated tax.
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Court’s Reasoning

The court found that the down payment was explicitly identified in the contract as
liquidated damages. Because the sale wasn’t completed, and the Boatmans kept the
down payment, it was not a sale or exchange, as required for capital gains
treatment. “After the payment the petitioner had exactly the same capital assets as
before the transaction was entered into. The entire transaction took place during the
taxable year of 1929. Consequently, there is no basis for contending that the $
450,000 income arose from the disposition of a capital asset. The income was
ordinary income, taxable at the prescribed rates.” Therefore, the down payment was
ordinary income under section 22(a) of the Internal Revenue Code, which taxes
gains from dealings in property. The court further dismissed the Boatmans’
alternative arguments, stating that there was no actual sale and that the retained
payment was liquidated damages for the vendee’s default. The court also upheld the
IRS’s finding of a substantial underestimation of estimated tax.

Practical Implications

This case clarifies that when a contract specifies liquidated damages for breach, and
a party receives such damages, the nature of the income (ordinary vs. capital) is
determined by what the damages represent and whether a sale actually occurred.
For attorneys and tax preparers, this means carefully reviewing the contract
language to ascertain the precise nature of payments resulting from contract
breaches, especially in real estate transactions. If the contract provides for
liquidated damages, and a sale is not completed, the payment is likely ordinary
income, not a capital gain, even if the underlying asset is a capital asset. Subsequent
case law continues to follow this principle, emphasizing the importance of the
contract’s terms. Business owners and individuals entering real estate contracts
must understand these implications for tax planning and compliance.
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