Daugherty v. Commissioner, 78 T. C. 623 (1982)

Condemnation proceeds from property held for sale in the ordinary course of a real
estate business are taxable as ordinary income, not as capital gains, even after
notice of condemnation.

Summary

The Daughertys, operating a real estate business, purchased waterfront land in 1968
intending to subdivide and sell it. In 1973, Maryland notified them of its intent to
condemn the property, which was finalized in 1975 for $165,000. The Tax Court
ruled that the property was held for sale to customers at the time of condemnation,
and thus, the proceeds were ordinary income, not capital gains. The court rejected
the argument that the condemnation notice automatically changed the property’s
classification to a capital asset, emphasizing that the property’s purpose at the time
of sale governs its tax treatment.

Facts

In 1968, William and Charlotte Daugherty purchased 22. 78 acres of unimproved
waterfront land near Janes Island State Park for $11,000. They began subdividing
and developing the property for sale. In 1973, they received notice from Maryland of
its intent to condemn the land, and in 1975, the condemnation was finalized for
$165,000. The Daughertys reported half of the gain as ordinary income on their
1976 tax return but later attempted to amend it to claim capital gains treatment
under IRC section 1033.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the Daughertys’
1975 tax and additions to tax for 1976 and 1977. The Daughertys petitioned the Tax
Court, which ruled in favor of the Commissioner, holding that the condemnation
proceeds were ordinary income and that the Daughertys were negligent in their tax
filings for 1976 and 1977.

Issue(s)

1. Whether the gain received by the Daughertys from the condemnation of their
Janes Island property is taxable as ordinary income or capital gain?

2. Whether the Daughertys are liable for additions to tax under IRC section 6653(a)
for negligence or intentional disregard of rules and regulations in 1976 and 19777?

Holding

1. Yes, because the property was held for sale to customers in the ordinary course of
the Daughertys’ business at the time of the condemnation, making the proceeds
taxable as ordinary income.
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2. Yes, because the Daughertys were negligent in deducting loan principal as a
business expense, leading to underpayments of tax in 1976 and 1977.

Court’s Reasoning

The Tax Court applied the principle that the purpose for which property is held at
the time of sale determines its tax treatment. The court found that the Daughertys
held the Janes Island property for sale in the ordinary course of their real estate
business immediately before the condemnation notice and at the time of the sale.
The court rejected the per se rule from previous cases like Tri-S Corp. that a
condemnation notice automatically converts property into a capital asset. Instead, it
followed the Third Circuit’s decision in Juleo, Inc. , emphasizing that the
condemnation notice did not change the property’s purpose from inventory to
investment. The court also noted that the Daughertys failed to segregate the
property on their books as an investment, further supporting the ordinary income
treatment. The court emphasized the policy of narrowly construing capital asset
definitions and broadly interpreting exclusions.

Practical Implications

This decision clarifies that real estate dealers cannot automatically convert
inventory into capital assets upon receiving a condemnation notice. It impacts how
real estate businesses should account for property held for sale, emphasizing the
need for clear records distinguishing between inventory and investment properties.
The ruling affects how similar condemnation cases are analyzed, requiring a focus
on the property’s purpose at the time of sale rather than at the time of the
condemnation notice. It also reinforces the importance of accurate record-keeping
and tax reporting for real estate dealers, as the Daughertys were held liable for
negligence in their tax filings.
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