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Smith v. Commissioner, 59 T. C. 107 (1972)

Detention damages received in a condemnation settlement are taxable as ordinary
income under section 61(a)(4) of the Internal Revenue Code.

Summary

In  Smith  v.  Commissioner,  the  Tax  Court  ruled  that  $5,804.  35  of  a  $44,500
condemnation  settlement  received  by  the  Smiths  from  the  Commonwealth  of
Pennsylvania  was  taxable  as  ordinary  income.  The  settlement  included
compensation for the condemned land, severance damages, and detention damages,
the latter of which the court deemed as interest. The court’s decision was based on
Pennsylvania law, which entitles condemnees to delay compensation as a matter of
right, and federal tax law that classifies such interest as taxable income. This case
underscores  the  importance  of  properly  allocating  condemnation  awards  to
distinguish  between  taxable  and  non-taxable  components.

Facts

On  June  23,  1964,  a  portion  of  the  Smiths’  property  was  condemned  by  the
Commonwealth of Pennsylvania. The Smiths filed a petition for just compensation
and  detention  damages.  Appraisals  were  obtained,  and  negotiations  ensued,
culminating in a settlement of $44,500, which included detention damages, interest,
and litigation costs. The settlement was approved by the Court of Common Pleas,
allocating  $14,500  for  the  land  and  $30,000  for  severance  damages.  The
Commonwealth  then  allocated  $5,804.  35  of  the  total  as  detention  damages.

Procedural History

The Smiths filed a petition with the U. S. Tax Court challenging the Commissioner’s
determination that $5,804. 35 of their settlement was taxable as ordinary income.
The Tax Court, after reviewing the settlement and applicable law, ruled in favor of
the Commissioner.

Issue(s)

1.  Whether  the  $5,804.  35  received  by  the  Smiths  as  part  of  a  condemnation
settlement is  taxable as ordinary income under section 61(a)(4)  of  the Internal
Revenue Code.

Holding

1. Yes, because the amount was received as detention damages, which is in the
nature of interest, and thus taxable as ordinary income under section 61(a)(4) of the
Internal Revenue Code.

Court’s Reasoning
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The court applied Pennsylvania law, which mandates that condemnees receive delay
compensation (detention damages) at a 6% rate from the date of condemnation. The
court  noted  that  the  settlement  document  explicitly  included  interest,  and  the
Commonwealth’s allocation of $5,804. 35 as detention damages was consistent with
this statutory requirement. The court also relied on federal tax law precedents, such
as  Kieselbach  v.  Commissioner,  which  established  that  interest  received  in
condemnation proceedings is taxable as ordinary income. The court rejected the
Smiths’ argument that the absence of an explicit interest allocation in the court’s
order meant no interest was paid, emphasizing that the amount was calculable and
subject to taxation.

Practical Implications

This  decision  clarifies  that  detention  damages,  even  when part  of  a  lump-sum
condemnation settlement, are taxable as ordinary income. Attorneys and taxpayers
must carefully review and allocate condemnation settlements to ensure proper tax
treatment. The ruling may affect how settlements are negotiated and documented to
distinguish between taxable interest and non-taxable components. This case has
been cited in subsequent tax rulings and cases to support the taxation of interest in
condemnation awards, reinforcing the need for clear documentation and allocation
in such settlements.


