Au Hoy v. Commissioner, 58 T. C. 201 (1972)

For the statute of limitations to begin running under Section 1033, taxpayers must
provide timely and detailed notification of property replacement to the IRS.

Summary

In Au Hoy v. Commissioner, the U. S. Tax Court addressed whether the taxpayers
adequately notified the IRS of property replacement to trigger the statute of
limitations under Section 1033 and whether they had actually replaced condemned
property within the extended period. The court ruled that the taxpayers’ notification
on their 1965 return was insufficient as it pertained to a supposed 1964 transaction
and lacked necessary details. Additionally, the court found that the taxpayers did not
purchase replacement property by the deadline, rejecting their evidence as not
credible. Consequently, the court upheld the IRS’s determination to include the gain
from the 1962 condemnation in the taxpayers’ 1962 income, as they did not qualify
for nonrecognition under Section 1033.

Facts

In 1962, the Au Hoys received $61,082. 35 from the State of Hawaii as proceeds
from a condemnation of their rental property. They applied for and were granted an
extension until December 31, 1964, to reinvest these proceeds under Section 1033.
They entrusted the funds to their financial advisor, Wong, with the expectation that
he would purchase replacement property. In 1966, the Au Hoys attached a
statement to their 1965 tax return detailing the condemnation award and alleged
replacement property, but no such transaction occurred in 1964, and the
documentation provided was found to be falsified.

Procedural History

The IRS determined a deficiency in the Au Hoys’ 1962 income tax for failing to
report the gain from the condemnation, asserting that they did not replace the
property within the extended period and did not provide adequate notification. The
Tax Court upheld the IRS’s determination, finding the notification insufficient and
the evidence of replacement property acquisition unconvincing.

Issue(s)

1. Whether the statement attached to the Au Hoys’ 1965 Federal income tax return
constituted adequate notification to commence the running of the special statute of
limitations under Section 1033(a)(3)(C).

2. Whether the Au Hoys purchased replacement property prior to the end of 1964 to
replace the property condemned in 1962.

Holding
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1. No, because the statement was not attached to the return for the year 1964, when
the replacement allegedly occurred, and it did not contain adequate details
concerning the replacement.
2. No, because the evidence established that the Au Hoys did not purchase
replacement property prior to the end of 1964, and the testimony and documents
presented were not credible.

Court’s Reasoning

The court applied Section 1033(a)(3)(C) and its regulations, which require
notification to be made on the return for the taxable year in which the replacement
occurs and to contain all details of the replacement. The court found that the
statement on the 1965 return, relating to a 1964 transaction, did not comply with
these requirements. Regarding the purchase of replacement property, the court
rejected the Au Hoys’ claim based on the lack of credible evidence and the
continued control of the alleged replacement property by their financial advisor,
Wong. The court emphasized the importance of timely and detailed notification and
the necessity of actual replacement within the specified period to qualify for
nonrecognition under Section 1033.

Practical Implications

This decision underscores the importance of strict compliance with the notification
requirements of Section 1033 to start the statute of limitations. Taxpayers must
ensure that their notification is included in the correct year’s return and provides all
necessary details. Additionally, the case highlights the need for tangible evidence of
property replacement within the statutory period. Practitioners should advise clients
to maintain thorough documentation and to act promptly in replacing condemned
property. Subsequent cases have reinforced the need for clear and timely
notification to the IRS in similar contexts, affecting how taxpayers and their advisors
approach involuntary conversions and the application of Section 1033.
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