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Smith v. Commissioner, 56 T. C. 1249; 1971 U. S. Tax Ct. LEXIS 67 (U. S. Tax
Court, August 31, 1971)

Partial condemnation of property does not qualify for nonrecognition of gain under
IRC Section 1033(a)(3)(A) unless it renders the remaining property impractical for
continued use in the taxpayer’s business.

Summary

In Smith v. Commissioner, the U. S. Tax Court ruled that partial condemnation of a
farming tract did not entitle the taxpayers to nonrecognition of gain under IRC
Section 1033(a)(3)(A).  The Smiths’  land was partially condemned for a highway
project, and they later sold a portion of the remaining land at a gain. They attempted
to offset this gain with the cost of adjacent land purchased as replacement property.
The court held that the condemnation did not make the remaining land impractical
for farming, and thus did not constitute an involuntary conversion of the entire
economic unit. This decision clarifies the requirements for nonrecognition of gain in
cases of partial condemnation.

Facts

O.  J.  and Minnie  R.  Smith  operated a  1,200-acre  farm in  Nash County,  North
Carolina, which included a non-contiguous 143. 4-acre tract known as Pitt No. 3. In
1965, the North Carolina State Highway Commission condemned 19. 91 acres of Pitt
No. 3 for Interstate Highway No. 95, reducing the tract’s cropland by 5. 4 acres. No
monetary compensation was awarded as the remaining land was deemed enhanced
in value. In 1967, the Smiths purchased an adjacent 83-acre tract (Devereaux tract)
for $36,000. In 1968, they sold 1 acre of the remaining Pitt No. 3 to Humble Oil Co.
for $50,000, realizing a gain of $48,923. 16. The Smiths claimed this gain should be
reduced by the cost of the Devereaux tract under Section 1033(a)(3)(A).

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the Smiths’ 1968
income tax return due to their treatment of the gain from the sale to Humble Oil.
The Smiths petitioned the U. S. Tax Court for a redetermination of this deficiency.
The court, presided over by Judge Irwin, heard the case and issued its decision on
August 31, 1971.

Issue(s)

1. Whether the partial condemnation of the Smiths’ property and subsequent sale of
a  portion  of  the  remaining  land  constituted  an  involuntary  conversion  of  an
economic unit under IRC Section 1033(a)(3)(A), allowing nonrecognition of the gain
from the sale.

Holding
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1.  No,  because the partial  condemnation did not  render the Smiths’  remaining
farming operation impractical, and they did not show the unavailability of suitable
nearby replacement property. The court found that the entire 1,200-acre farm, not
just  Pitt  No.  3,  was the relevant  economic unit,  and the Smiths  had sufficient
remaining cropland to continue their farming business.

Court’s Reasoning

The court applied the principles from Harry G. Masser, 30 T. C. 741 (1958), which
allowed  nonrecognition  when  a  partial  condemnation  rendered  the  remaining
property impractical for the taxpayer’s business. The court emphasized that the
Smiths’ entire farm, not just Pitt No. 3, was the relevant economic unit. The loss of
5. 4 acres of cropland did not make the remaining land impractical for farming, as
the Smiths still had ample cropland to accommodate their crop allotments. The court
also  noted  that  the  Smiths  did  not  demonstrate  the  unavailability  of  suitable
replacement property near the condemned land. The decision was influenced by
Rev. Rul. 59-361, which requires a substantial economic relationship between the
condemned  and  sold  property  and  proof  of  unavailability  of  suitable  nearby
replacement property. The court concluded that the Smiths’ voluntary sale of the 1-
acre lot was separate from the condemnation and did not qualify as an involuntary
conversion.

Practical Implications

This case clarifies that for nonrecognition of gain under IRC Section 1033(a)(3)(A) to
apply in cases of partial condemnation, the taxpayer must demonstrate that the
remaining property is impractical for continued use in their business. Taxpayers
must also show the unavailability of suitable nearby replacement property. This
ruling impacts how attorneys should advise clients on tax treatment following partial
condemnations, emphasizing the need to evaluate the entire economic unit and the
practicality of continuing the business on the remaining property. The decision also
underscores  the  importance  of  distinguishing  between  voluntary  sales  and
involuntary  conversions,  affecting  how  similar  cases  are  analyzed  in  the  future.


