Soelling v. Commissioner, 70 T. C. 1052 (1978)

Expenses incurred for professional fees in connection with condemnation and
rezoning efforts are capital in nature and must be added to the basis of the property,
rather than currently deducted.

Summary

Warner Soelling incurred professional fees related to a condemnation proceeding
and an attempt to rezone property he owned for investment purposes. The Tax Court
held that these fees were not currently deductible under I. R. C. § 212 as ordinary
and necessary expenses, but instead were capital expenditures that increased the
basis of the property. This decision overturned the court’s prior ruling in Madden v.
Commissioner and clarified that the origin and character of the expenditures, not
the taxpayer’s primary purpose, determines their capital nature. The court also
ruled that basis apportionment for condemnation should be based on the property’s
acquisition date values, not adjusted for subsequent severance damages.

Facts

In 1968, Warner Soelling purchased 13. 031 acres of property in Modesto,
California, with potential for rezoning to commercial use. In 1969, Stanislaus County
initiated condemnation proceedings to acquire 2. 295 acres for a roadway. Soelling
contested the condemnation, hiring professionals to evaluate and protect his
property’s access. In 1971, he also engaged professionals to attempt rezoning of the
remaining property. Soelling deducted these professional fees under I. R. C. § 212 as
expenses for the conservation of property held for income production. The
Commissioner disallowed these deductions, characterizing them as capital
expenditures.

Procedural History

The Commissioner issued a statutory notice of deficiency in 1975, disallowing
Soelling’s deductions for professional fees. Soelling petitioned the U. S. Tax Court,
which heard the case in 1978. The court ruled in favor of the Commissioner,
determining that the professional fees were capital expenditures and not currently
deductible.

Issue(s)

1. Whether amounts expended for professional fees in connection with
condemnation proceeds and attempted rezoning are currently deductible under I. R.
C.§212.

2. How the basis should be apportioned for purposes of calculating capital gain
realized from the condemnation award.

Holding
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1. No, because the origin and character of the expenditures were capital in nature,
aimed at increasing the property’s value rather than maintaining or conserving it.

2. The basis should be apportioned as of the date of acquisition, with adjustments for
professional fees related to the condemnation and rezoning efforts.

Court’s Reasoning

The court applied the ‘origin and character’ test from Woodward v. Commissioner,
focusing on the source of the expenditure rather than the taxpayer’s primary
purpose. The fees were incurred to increase the property’s value through
condemnation proceedings and rezoning efforts, which inherently relate to the
property’s eventual sale. The court overruled its prior decision in Madden v.
Commissioner, aligning with the Ninth Circuit’s reversal of that case. Regarding
basis apportionment, the court clarified that the critical date for determining cost
basis is the date of acquisition, not adjusted for subsequent severance damages. The
court apportioned the professional fees between the condemnation award and
severance damages based on the jury’s allocation, adding the appropriate portion to
the basis of the property taken and retained.

Practical Implications

This decision requires taxpayers to capitalize expenses related to condemnation and
rezoning efforts, rather than deducting them currently. Legal professionals advising
clients on real estate investments must consider these costs as part of the property’s
basis, affecting future capital gains calculations. The ruling clarifies the treatment of
such expenses for investment properties, potentially impacting real estate
development and investment strategies. Subsequent cases have followed this
precedent, reinforcing the principle that the origin and character of an expenditure,
not the taxpayer’s intent, determines its tax treatment.
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