Latimer v. Commissioner, 55 T. C. 515 (1970)

Taxpayers must recognize gain from insurance proceeds if they fail to replace the
converted property within the statutory period and do not file a timely application
for extension.

Summary

In Latimer v. Commissioner, the U. S. Tax Court ruled that James E. Latimer
realized a long-term gain on insurance proceeds received after his leased property
was destroyed by fire. The court determined that Latimer held the proceeds under a
claim of right and could not defer the gain under IRC section 1033 because he failed
to replace the property within the required one-year period and did not file a timely
application for an extension. The case highlights the importance of adhering to
statutory deadlines for property replacement and the necessity of filing timely
applications for extensions to defer recognition of gain from involuntarily converted
property.

Facts

James E. Latimer received $110,000 in insurance proceeds following a fire that
destroyed a building on leased property. He credited $50,000 of the proceeds to his
drawing account with Latimer Motors, Ltd. , and used the funds to purchase student
contracts and promissory notes from National School of Aeronautics, Inc. (NSA), a
corporation controlled by his wife. Latimer did not replace the destroyed building
until late 1965, after leasing the property to a new tenant. He also failed to file an
application for an extension of the replacement period within the required time.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Latimer’s 1963
federal income tax and denied his late-filed application for an extension of the
replacement period. Latimer petitioned the U. S. Tax Court for review, which upheld
the Commissioner’s determination and denied Latimer’s claim for nonrecognition of
gain under IRC section 1033.

Issue(s)

1. Whether Latimer realized a long-term gain upon receipt of the insurance
proceeds.

2. Whether Latimer could defer recognition of the gain under IRC section 1033 due
to his failure to replace the property within the statutory period and his late filing of
an application for an extension.

Holding

1. Yes, because Latimer held the proceeds under a claim of right, treating them as
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his own despite lease provisions suggesting otherwise.

2. No, because Latimer failed to replace the property within the one-year statutory
period and did not file a timely application for an extension, as required by IRC
section 1033 and the regulations.

Court’s Reasoning

The court found that Latimer realized a long-term gain on the insurance proceeds
because he treated them as his own, evidenced by crediting them to his drawing
account and using them for personal purposes. The court rejected Latimer’s
argument that he held the proceeds as a trustee under the lease, noting his failure
to comply with lease provisions requiring the lessor’s involvement in insurance and
replacement decisions. Regarding the deferral of gain under IRC section 1033, the
court emphasized that Latimer did not replace the property within the one-year
statutory period and failed to file a timely application for an extension. The court
held that Latimer did not show reasonable cause for the late filing or that the
application was filed within a reasonable time after the deadline, as required by the
regulations. The court cited North American Oil v. Burnet and Healy v.
Commissioner to support its conclusion that Latimer’s actions indicated a claim of
right over the proceeds.

Practical Implications

Latimer v. Commissioner underscores the importance of adhering to statutory
deadlines for replacing involuntarily converted property and filing timely
applications for extensions under IRC section 1033. Taxpayers must be diligent in
replacing property within the required period or seeking extensions to avoid
immediate recognition of gain from insurance proceeds. The case also illustrates
that taxpayers cannot defer gain recognition by treating proceeds as belonging to
someone else without clear evidence of such an arrangement. Practitioners should
advise clients to carefully document their intentions and actions regarding the use of
insurance proceeds and to seek professional advice promptly if they anticipate
difficulty in meeting replacement deadlines. Subsequent cases, such as those
involving similar issues of involuntary conversion and gain recognition, have cited
Latimer for its principles on the claim of right doctrine and the strict application of
IRC section 1033 requirements.
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