Milledge L. Middleton and Estate of Leone S. Middleton, Deceased, Milledge
L. Middleton, Executor, Petitioners v. Commissioner of Internal Revenue,
Respondent, 77 T. C. 310 (1981)

Abandonment of property subject to nonrecourse debt results in a capital loss, not
an ordinary loss, as it constitutes a sale or exchange.

Summary

In Middleton v. Commissioner, the U. S. Tax Court determined that losses from the
abandonment of real property subject to nonrecourse mortgages were to be treated
as capital losses rather than ordinary losses. The case involved Madison, Ltd. , a
partnership that had acquired land for investment purposes during a recession when
property values fell below the mortgage amounts. Madison attempted to abandon
the properties by ceasing payments and offering deeds in lieu of foreclosure, but the
mortgagees declined and later foreclosed. The court held that the abandonment, not
the foreclosure, was the loss realization event, and that such abandonment
constituted a sale or exchange under the tax code, resulting in capital losses subject
to statutory limitations.

Facts

Madison, Ltd. , a Georgia limited partnership, purchased several tracts of
undeveloped land in 1973 for investment, using a combination of cash, existing
nonrecourse mortgages, and purchase-money mortgages. Due to a recession in
1974-75, the fair market value of the properties decreased below the mortgage
amounts. In 1975 and 1976, Madison determined certain parcels were worthless,
ceased making mortgage and property tax payments, and offered to deed the
properties back to the mortgagees, who refused. The mortgagees eventually
foreclosed on the properties between 1975 and 1977.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the Middletons’
income tax for 1975 and 1976, asserting that losses reported as ordinary should be
treated as capital losses. The Tax Court granted the Commissioner leave to amend
his answer, increasing the deficiency amounts. The court then ruled on the timing
and characterization of the losses.

Issue(s)

1. Whether the partnership sustained losses upon the mortgage foreclosures or upon
an earlier abandonment of the properties.

2. Whether the losses resulting from the abandonment of the properties subject to
nonrecourse mortgages are ordinary or capital losses.

Holding
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1. No, because the partnership sustained the losses at the time of abandonment in
1975 and 1976, not at the later foreclosure dates.

2. No, because the abandonment of properties subject to nonrecourse debt
constitutes a sale or exchange, resulting in capital losses subject to the limitations of
sections 1211 and 1212 of the Internal Revenue Code.

Court’s Reasoning

The court reasoned that the partnership effectively abandoned the properties when
it ceased payments and offered deeds in lieu of foreclosure, despite the mortgagees’
refusal. The court relied on the precedent set in Freeland v. Commissioner, which
held that relief from nonrecourse debt, even without a formal reconveyance,
constitutes a sale or exchange. The court rejected the notion that the foreclosure
date determined the loss, emphasizing that abandonment was the decisive event.
The court also overruled Hoffman v. Commissioner, which had previously allowed
ordinary loss treatment for abandoned properties, aligning the treatment of
abandonment with the principles established in Crane v. Commissioner and
subsequent cases. The court considered the taxpayer’s intent and affirmative acts of
abandonment as key to determining the timing of the loss, not the mortgagee’s
actions in foreclosure.

Practical Implications

This decision clarifies that abandonment of property subject to nonrecourse debt
should be treated as a sale or exchange, resulting in capital losses rather than
ordinary losses. Practitioners advising clients on real estate investments must
consider the tax implications of abandonment, especially when nonrecourse
financing is involved. The case affects how losses are reported and the timing of
such reporting, potentially impacting cash flow and tax planning strategies. It also
underscores the importance of documenting intent and actions taken to abandon
property, as these factors determine the timing of loss realization. Subsequent cases
have followed this precedent, reinforcing the treatment of abandonment as a sale or
exchange for tax purposes.
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