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3 T.C. 1031 (1944)

A deductible loss on real property sold for taxes is sustained in the year the taxpayer
abandons the property, when the taxpayer, acting in good faith, actively contests the
validity of the tax sale and deed until abandonment.

Summary

Edward and John Burke, Ltd. purchased property in 1929, which was sold for unpaid
1934  taxes  in  1935.  The  company,  believing  redemption  was  possible  due  to
occupancy provisions in New York tax law, contested the validity of the tax deed
issued to the purchaser. After attempts to redeem and consulting with attorneys, the
company abandoned the property in 1940 and sought to deduct the loss that year.
The  Tax  Court  held  that  the  deductible  loss  occurred  in  1940,  the  year  of
abandonment, because the company’s good-faith contest of the tax sale’s validity
prevented the transaction from being considered closed until then.

Facts

In 1929, Edward and John Burke, Ltd. bought a one-acre parcel of land in Marlboro,
NY, for $5,000. The property included a stucco building, which was mostly boarded
up and never used for business purposes after 1929. On December 28, 1935, the
property was sold for unpaid 1934 taxes. The company paid subsequent taxes on the
property through February 2, 1937. In September 1937, the company first learned
of the tax sale from a letter by the purchaser, J.M. Hepworth. Believing the sale was
improper,  the  company paid  $115.53 to  the  county  treasurer  in  an attempt  to
redeem the property. The company insured the property until October 1940.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the company’s
income taxes for the fiscal year ending October 31, 1940. The company disputed the
portion of  the deficiency related to  the timing of  the deductible  loss  from the
abandoned property. The Tax Court heard the case to determine whether the loss
was sustained in 1937, as argued by the Commissioner, or in 1940, as claimed by
the company.

Issue(s)

Whether the taxpayer sustained a deductible loss in the fiscal year ended October
31, 1940, as a result of abandoning real estate, when the property had been sold for
unpaid taxes in a prior year, but the taxpayer actively contested the validity of the
tax sale until abandonment.

Holding

Yes, because the taxpayer, acting in good faith, contested the validity of the tax
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deed, creating a bona fide dispute that prevented the loss from being fixed until the
property was abandoned in 1940.

Court’s Reasoning

The court  reasoned that  a  deductible  loss  must  be evidenced by a  closed and
completed transaction, fixed by identifiable events. While the property was sold for
taxes in 1935, the company contested the validity of the sale, primarily based on
potential occupancy provisions of New York tax law that could have extended the
redemption period. The court noted that failure to comply with Section 134 of the
New York Tax Law (regarding notice to occupants)  would prevent the tax sale
purchaser  from  acquiring  valid  title.  The  court  emphasized  that  they  weren’t
deciding the legal soundness of the company’s claim, but rather the company’s good
faith belief in it. The court analogized the situation to a case involving litigation over
a foreclosure sale, Morton v. Commissioner, where the loss wasn’t realized until the
litigation  was  settled.  Here,  the  bona  fide  dispute  over  the  tax  sale’s  validity
similarly postponed the fixing of the loss until the company abandoned the property
in 1940. As the court stated, “The litigation involved the validity of the sale itself and
until  it  was  determined  whether  the  sale  was  to  stand  or  the  property  or  its
equivalent would be recovered by the petitioner nothing concerning the transaction
was settled.”

Practical Implications

This case demonstrates that the timing of a deductible loss can be significantly
affected by a taxpayer’s good-faith contest of a property sale. It illustrates that a
mere sale is not always a closed transaction if the taxpayer actively disputes the
sale’s validity, particularly when complex legal issues like redemption rights are
involved. Legal professionals should advise clients to document all efforts to contest
a sale, as this can be crucial in establishing the proper year for claiming a loss. This
ruling also suggests that even without formal litigation, a good-faith dispute can
postpone the realization of a loss. Later cases may distinguish this ruling based on a
lack of demonstrated good faith or a failure to actively contest the sale.


