Healy v. Commissioner, 50 T. C. 645 (1968)

The statute of limitations for assessing a tax deficiency on gains from involuntary
conversions does not begin until the taxpayer notifies the IRS of the replacement of
the converted property or an intention not to replace it.

Summary

In Healy v. Commissioner, the court addressed the statute of limitations for
assessing tax deficiencies on gains from involuntary conversions under section
1033(a)(3)(C)(i). The petitioner had not reported gains from a 1958 condemnation
on their tax return, which was deemed a constructive election to defer recognition of
the gain. The key issue was whether the petitioner’s 1959 return, which did not
explicitly mention the condemnation or an election under section 1033, constituted
proper notification to the IRS of a failure to replace the property. The court held that
the notification requirement was not met, as the statute requires notification of
replacement or an intention not to replace, not merely a failure to replace. This
ruling impacts how taxpayers must notify the IRS to start the statute of limitations
for assessing deficiencies on involuntary conversion gains.

Facts

In 1958, the petitioner experienced a condemnation of their leasehold interest,
resulting in gains that were not reported on their tax return for that year. The
parties agreed that these gains were to be treated as capital gains for 1958. By not
reporting the gains, the petitioner was deemed to have made a constructive election
under section 1033 to defer recognition of the gain. In 1959, the petitioner filed a
return that included a “Net Credit in Condemnation” on the balance sheet but did
not explicitly mention the 1958 condemnation or an election under section 1033.
The IRS issued a notice of deficiency for the 1958 gains almost 9 years after the
return was due, raising the issue of whether the statute of limitations had expired.

Procedural History

The case originated with the IRS issuing a notice of deficiency for the 1958 tax year.
The petitioner contested this deficiency, leading to the case being heard by the Tax
Court. The court needed to determine whether the statute of limitations for
assessing the deficiency had begun to run based on the petitioner’s 1959 tax return.

Issue(s)

1. Whether the petitioner’s 1959 tax return constituted a valid notification under
section 1033(a)(3)(C)(i) of the replacement of the converted property or an intention
not to replace it.

Holding
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1. No, because the petitioner’s 1959 return did not provide the required notification
of replacement or an intention not to replace the converted property as mandated by
section 1033(a)(3)(C)(i).

Court’s Reasoning

The court’s analysis focused on the statutory language of section 1033(a)(3)(C)(i),
which requires that the taxpayer notify the IRS of the replacement of the converted
property or an intention not to replace it to start the three-year statute of limitations
for assessing deficiencies. The court found that the petitioner’s 1959 return did not
meet this requirement, as it only showed a “Net Credit in Condemnation” on the
balance sheet without explicitly mentioning the 1958 condemnation or an election
under section 1033. The court emphasized that the statute does not consider mere
“failure to replace” as sufficient notification. The court also noted that the
regulations could not expand the statutory requirement to include notification of
“failure to replace. ” The decision was influenced by the need for clear notification
to allow the IRS to properly assess deficiencies within the statute of limitations.

Practical Implications

This ruling clarifies that taxpayers must explicitly notify the IRS of either the
replacement of involuntarily converted property or their intention not to replace it to
start the statute of limitations for assessing tax deficiencies on conversion gains.
Legal practitioners should advise clients to make clear and timely notifications to
avoid extended periods of IRS scrutiny. The decision impacts tax planning for
involuntary conversions, requiring taxpayers to be proactive in their notifications to
the IRS. Subsequent cases, such as Feinberg v. Commissioner, have reinforced the
importance of clear intent in these notifications. Businesses dealing with property
subject to involuntary conversion must understand these requirements to manage
their tax liabilities effectively.
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