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Echols v. Commissioner, 93 T. C. 553, 1989 U. S. Tax Ct. LEXIS 140, 93 T. C.
No. 45 (U. S. Tax Ct. 1989)

A taxpayer must manifest an intent to abandon property through an overt act or
statement to third parties to claim a loss under Section 165(a), and actual notice to
the IRS satisfies  the notification requirement  for  DISC status  under Section 1.
992-1(g).

Summary

In Echols v. Commissioner, the Tax Court addressed two issues: the timing of a
partnership’s  abandonment  loss  under  Section  165(a)  and  the  notification
requirements for a corporation’s DISC status under Section 1. 992-1(g). The court
ruled that a partnership’s decision to stop payments on a property was insufficient
to claim an abandonment loss in 1976, as no overt act was made to third parties. For
the DISC issue,  the court  found that  actual  notice to  the IRS during an audit
satisfied the notification requirement, despite no formal written notice being given,
leading to the corporation being treated as a regular corporation for tax purposes.

Facts

John C. Echols held a 75% interest in Mann Properties N/W Freeway Ltd. , No. 2
(Freeway), which owned a tract of land in Houston. In 1974, Freeway sold a 50%
interest in the tract,  but the buyer defaulted in 1976, leading Freeway to stop
making mortgage and tax payments. The property was foreclosed upon in 1977.
Separately, Echols was a 40% shareholder in National Exporters, Inc. (Exporters),
which had elected to be taxed as a DISC. During an audit, the IRS determined
Exporters did not meet the DISC requirements due to improper handling of loans,
and this was discussed with Exporters’ representative.

Procedural History

The IRS issued a statutory notice of deficiency to Echols for the years 1974-1977,
leading to the case being heard in the U. S. Tax Court. The court addressed the
abandonment loss issue and the DISC status of Exporters, resulting in a ruling on
both matters.

Issue(s)

1.  Whether  Echols  is  entitled  to  a  capital  loss  under  Section  165(a)  for  the
abandonment of Freeway’s property in 1976.
2. Whether Exporters provided adequate notification under Section 1. 992-1(g) that
it did not qualify as a DISC for its fiscal year ending September 30, 1974.

Holding

1. No, because there was no overt manifestation of abandonment in 1976; the loss
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could only be recognized upon the actual foreclosure in 1977.
2. Yes, because the IRS had actual notice during the audit that Exporters did not
qualify as a DISC, fulfilling the notification requirement under Section 1. 992-1(g).

Court’s Reasoning

For the abandonment issue, the court relied on the principle that a loss is only
sustained when evidenced by closed and completed transactions and identifiable
events.  The  court  cited  Middleton  v.  Commissioner,  where  an  overt  act  like
tendering title was required for abandonment. In this case, Freeway’s inaction and
internal decisions were insufficient. The court emphasized the need for an overt act
or statement to third parties to establish abandonment.
For the DISC issue, the court interpreted Section 1. 992-1(g) to require notification
to the IRS that a corporation is not a DISC. The court held that actual notice during
an audit,  communicated by Exporters’ representative, satisfied this requirement,
even though no formal written notice was given. The court noted that the purpose of
the regulation is to prevent corporations from claiming regular corporate status
after the statute of limitations has expired, but found that actual notice during an
audit precludes such reliance by the IRS.

Practical Implications

This  decision  clarifies  that  for  tax  purposes,  abandonment  must  be  overtly
manifested to third parties, impacting how taxpayers should document and time
their abandonment losses. It also sets a precedent for what constitutes adequate
notification of DISC status, suggesting that actual notice during an audit can suffice,
which may affect how corporations and the IRS handle DISC status disputes. This
ruling could influence future cases involving similar tax issues and may prompt
taxpayers to be more diligent in documenting their intent to abandon property and
ensuring clear communication with the IRS regarding corporate status changes.


