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In a variety of situations, purchase options and alternative 
arrangements are used to hedge against market risk. For example, a land 
developer may secure an option on a piece of property that may be needed 
three or four years in the future. If the market price of the property 
drops, the option is allowed to expire unexercised and a deal is made to 
buy the land at the then market value. If land prices rise, the cost of 
that land is capped. Two recent technical advice memorandums involving 
corporate finance situations involve IRS agent challenges to section 165 
losses sought by the taxpayers in those situations. After exploring 
these current IRS National Office rulings, this article will then look 
at losses from abandoning a partnership interest.  
 

Letting the Option Expire 
 

TAM 200601029, Doc 2006-399, 2006 TNT 5-15, involved a corporation 
that had a five-year option to acquire all, but not less than all, of a 
target corporation’s stock at prices that increased over the five years. 
However, as the five years drew to a close, the corporation concluded 
that the target stock was not worth the option price. It made an offer 
to acquire the target stock at a lower price and allowed the option to 
expire. The offer was accepted. The corporation then wrote off its tax 
basis in the option as a loss under section 165(a). On examination, the 
IRS agent proposed to disallow the loss on the grounds that there was no 
loss suffered, because the goal of acquiring the target was achieved, 
the cost of the option was a step in acquiring the target, and therefore 
the cost of the option should be added to the tax basis of the stock 
acquired. The taxpayer objected and technical advice was then sought 
from the IRS National Office. 
 

The corporation argued that the option was a separate transaction 
unrelated to its acquisition of the target. The TAM cited the section 
165 language that allows a deduction for “any loss sustained during the 
taxable year and not compensated for by insurance or otherwise,” and 
emphasized the need to look at the substance of the transaction to 
determine whether expiration of the option resulted in a deductible 
loss. It concluded: 
 

Taxpayer had no intention of abandoning its efforts to acquire  
[target], nor did it perform any affirmative act suggesting that 
it was abandoning its efforts toward that goal. Taxpayer’s 
investment in the POA [purchase option agreement] was made to 
ensure the acquisition of [target], and this goal was ultimately 
achieved. . . . . Taxpayer’s basis in the POA should be added to 
its basis in [target].  

 
In a footnote, the TAM added that “we do not contest Taxpayer’s 

assertion that in most circumstances a holder of an option may claim a 
loss on an expired option even though the taxpayer subsequently 
purchases property of the type underlying the option.” For example, a 
taxpayer with an option to acquire 100 shares of a publicly traded stock 
in a large corporation allows the option to expire unexercised because 
the stock has fallen below the option price and instead proceeds to 
purchase 100 shares of that stock at the market price. That option loss 
is deductible -– albeit, we should note, as a capital loss under section 
1234.            
 

That is the ordinary situation. However, the TAM footnote added,  
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We believe there is a distinctly different situation if, as here, 
the property underlying the option is a unique property (unlike a 
small number of a corporation’s outstanding shares), the exercise 
of the option and the subsequent acquisition are mutually 
exclusive mechanisms for acquiring the property, and the acquirer 
has evidenced a pattern of maintaining dominion over the 
underlying property (with no indication it intends to relinquish 
the underlying property). 

 
In other words, the option was a method of maintaining temporary 

economic control over a property that the taxpayer intended to acquire 
in any event because of its importance to the taxpayer. Given that, said 
the TAM, the mere fact that the option was allowed to lapse while the 
purchase alternative was actually implemented in some other fashion does 
not result in a recognized loss for tax purposes but rather in an 
addition to the basis of the acquired property. 
 

Payment to Terminate Merger Agreement 
 

When the stock of a widely held publicly traded company drops, it 
often becomes an attractive takeover target. That was what had happened 
in TAM 200521032, Doc 2005-11742, 2005 TNT 103-15. Management of the 
taxpayer corporation discovered that one of the corporation’s 
competitors was busily acquiring its stock on the open market. They 
perceived that as a threat. Encouraged by the management, investors 
interested in a leveraged buyout of the corporation then formed a new 
company (Newco) to acquire the taxpayer. Newco and the taxpayer entered 
into a merger agreement that contemplated that Newco would make a tender 
offer to acquire all of the taxpayer’s stock at a price per share that 
was a premium over the market price. That would then be followed by the 
merger of Newco into the taxpayer, which would continue as before with 
the same senior management but as a privately held corporation.  
 

The taxpayer could terminate the merger agreement under certain 
circumstances, but would be required to pay Newco a substantial 
termination fee and reimburse Newco for its out-of-pocket fees and 
expenses incurred in connection with the aborted merger. However, the 
competitor that had been accumulating stock was not idle. It made an 
unsolicited offer to acquire all of the taxpayer’s stock in exchange for 
its own publicly held stock, a takeover transaction that the taxpayer’s 
management strongly opposed. The taxpayer’s management then encouraged 
still a third suitor -- a manufacturer of products complementary to the 
taxpayer’s products and with a business philosophy similar to the 
taxpayer’s --  to submit a bid. That bid involved part cash and part 
stock, but a better price than either of the other two. The third suitor 
did not anticipate merging the taxpayer into itself, but rather intended 
to keep it as a free-standing subsidiary. That was the bid that the 
taxpayer corporation ultimately accepted and that merger was 
consummated. The taxpayer paid the termination fee to Newco and deducted 
it as part of its cost of goods sold. It also deducted the legal 
expenses it incurred to terminate the Newco merger agreement. When the 
IRS auditor stumbled on this, we can imagine him growling, “Cost of 
goods sold? What kind of a fast one are these people trying to pull 
hiding this termination fee in cost of good sold?” And we can imagine 
the taxpayer’s representative quickly switching the discussion to 
deductibility of the payment as a section 165 loss. 
 

The section 165 issue was, of course, the one submitted to the IRS 
National Office. It saw the important questions as being “the nature of 
the benefits realized by Taxpayer upon entering into the Z Merger 
Agreement [which was the deal actually consummated] and whether the 
[Newco] Merger Agreement was terminated (and the Termination Expenses 
were paid) to achieve that benefit.” After looking at the facts, the IRS 
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concluded that the termination payments were not paid “as a defensive 
maneuver against an unfavorable merger,” in which case they might have 
been deductible, but rather “were paid to acquire a significant future 
benefit.” They had to be capitalized. For some thoughts on deductibility 
of takeover expenses, see our “Friendly Is Not the Issue With 
Takeovers,” Tax Notes, Sept. 25, 1995, p. 1613. 
 

Mutually Exclusive 
 

The transaction involving termination of the merger agreement 
between the taxpayer and Newco took place before January 1, 2004. The 
same transaction today would be covered by reg. section 1.263(a)-
5(c)(8), which provides that: 
 

An amount paid to terminate (or facilitate the termination of) an 
agreement to enter into a transaction described in paragraph (a) 
of this section [an acquisition of a trade or business or a change 
in the capital structure of a business entity, including 
reorganizations described in section 368] constitutes an amount 
paid to facilitate a second transaction described in paragraph (a) 
of this section only if the transactions are mutually exclusive.
An amount paid to facilitate a transaction described in paragraph 
(a) of this section is treated as an amount paid to facilitate a 
second transaction described in paragraph (a) of this section only 
if the transactions are mutually exclusive. [Emphasis added.] 

 
What does the term “mutually exclusive” mean? In probability 

theory, events are said to be mutually exclusive if the occurrence of 
any one of them automatically implies the nonoccurrence of the remaining 
events. Two mutually exclusive events can’t both occur. Thus, the 
outcomes are mutually exclusive that a flipped coin will come up both 
heads and tails on the same toss. The taxpayer in the TAM could not have 
both merged with Newco and also with the third, and successful, suitor. 
Thus, those were two mutually exclusive outcomes. 
 

Section 197 and Intangibles 
 

When costs of acquiring a business have to be capitalized, the 
consolation prize is that the intangibles involved may be amortizable 
over 15 years under section 197. But there is a caveat: The transaction 
can’t be wholly or partially tax-free. Reg. section 1.197-2(c)(12) 
provides that: 
 

Section 197 intangibles do not include any fees for professional 
services and any transaction costs incurred by parties to a 
transaction in which all or any portion of the gain or loss is not 
recognized under part III of subchapter C of the Internal Revenue 
Code [dealing with corporate organizations and reorganizations]. 

 
Reg. section 1.263(a)-5(g)(2) deals with the treatment of 

capitalized costs in taxable transactions. In those transactions, the 
acquirer adds those costs to the basis of the acquired assets. If assets 
are what is acquired, or if a section 338 election is made in a stock 
acquisition, the result will usually be that some amount of intangible 
assets will be eligible for section 197 amortization. If an amount 
incurred in an asset transaction is required to be capitalized by the 
target (for example, the taxpayer in TAM 200521032, if that transaction 
was for assets and not wholly or partially tax-free), the amount 
required to be capitalized is treated as a reduction of the target’s 
amount realized on the disposition of its assets.  
 

The regulations have reserved for the future any rules dealing with 
tax-free acquisitive transactions or the tax treatment of related target 
expenses in a stock acquisition. It is easy to see why the IRS has a 
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problem with the tax-free acquisitive transactions. The carryover basis 
rule of section 362(b) prohibits capitalized transaction costs from 
being added to the acquirer’s basis in the assets acquired, although 
that would otherwise be one possible approach to take in the section 263 
regulations. The other approaches would be to set up those capitalized 
costs as a separate intangible asset and amortize them under section 197 
or to treat them as similar to the costs of raising equity capital and 
thus forever deny any tax benefit for them. A separate section 197 
approach, however, seems to conflict with section 197(e)(7). That 
section provides that t he term “section 197 intangible” does not include 
“any fees for professional services, and any transaction costs, incurred 
by parties to a transaction with respect to which any portion of the 
gain or loss is not recognized under part III of subchapter C.” Thus, 
those amounts are not subject to amortization under section 197. Yet it 
seems preposterous that they fall into the same “never deductible” chasm 
as do fines paid for criminal activities. Tax practitioners may well be 
pitied as they try to explain those tax permutations to their clients.  
 

Abandonment of Partnership Interests 
 

Another difficult to explain but common transaction is the 
termination of a partnership interest. The main conceptual problem for 
the client who is trying to understand what is happening is the 
treatment of the partner’s share of partnership liabilities. Those are 
added to the tax basis of the partnership interest and also treated as 
additional cash received in the sale or exchange of that interest. 
Because that is usually a wash, the liabilities are usually ignored. But 
they can’t be ignored when dealing with the situation in which the 
client wants to just abandon a partnership involvement that appears to 
be going under.  
 

Even for limited partners, abandonment of a partnership interest 
without both tax and nontax consequences is sometimes more easily said 
than done, especially when the partner’s capital account has a debit 
balance.1 Too often the partnership has made distributions to the 
taxpayer that were really out of capital and not out of income and 
created an obligation for the distributee partner to restore that 
capital. Even if the partnership declines to enforce its right to have 
that capital account restored, creditors in any subsequent bankruptcy 
may not be so lenient. From an income tax perspective, just walking away 
without any tax consequences can also be difficult. A debit balance in 
the partner’s capital account means either or both of two situations 
exist: either other partners have credit balances in their capital 
accounts or the partnership has liabilities that have provided basis to 
the partner. Forgiveness of the obligation to restore will result in 
either cancellation of indebtedness income (for amounts forgiven which 
were owed to the other partners) or a receipt of cash (to the extent the 
creditor debt is released or reassigned). 
 

What the client usually wants, moreover, is not only an absence of 
taxable income from the abandonment, but also an actual, deductible 
ordinary loss! That too good to be true result can theoretically be 
achieved, as evidenced by two 1991 tax cases and a 1993 revenue ruling. 
Those establish that, under the right circumstances, it is possible to 
abandon a partnership interest and obtain an ordinary loss. It is also 
possible to obtain that loss if the interest is worthless, even though 
there has been no formal abandonment. Rev. Rul. 93-80, 1993-2 C.B. 239, 
93 TNT 232-23, sets forth the basic rules involving partnership 
liabilities and abandonment, while Citron v. Commissioner, 97 T.C. 200, 
91 TNT 164-30 (1991), and Echols v. Commissioner, 935 F.2d 703, 91 TNT 

1See, e.g., In the Matter of the Appeal of Young, No. 81A-0975-TL. 95 STN 60-26 (Calif. Bd. of 
Equalization, Dec. 14, 1994). 
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150-9 (5 th  Cir. 1991), rehearing denied, 950 F.2d 209, 92 TNT 9-20 (5 th  
Cir. 1991), lay out how the courts might view those situations.  
 

Abandonment vs. Worthlessness 
 

In Echols, the Tax Court held that there was no abandonment by 
either Echols or his partnership of a piece of real property. The Fifth 
Circuit reversed, holding that Echols either had abandoned his 
partnership interest or that it was worthless. The appeals court said, 
“The Commissioner would have us hold that there can be no loss deduction 
under code section 165 without either a transfer of title or an act of 
abandonment." That, however, can’t be the law, concluded the appeals 
court, "inasmuch as abandonment supports a loss deduction for a property 
that has not necessarily become worthless." 
 

The Echols opinion on the rehearing supports the position that 
taxpayers have flexibility in deciding the year in which a loss will be 
taken. If taxpayers want a current loss, they can abandon assets -- even 
though those assets may not, in fact, be worthless. However, they can 
delay a recognition of substantially diminished value until the year in 
which the asset is demonstrably worth nothing, and claim a loss from 
worthlessness in that year. The appeals court emphasized in its 
rehearing opinion that it was not its holding that a taxpayer could: 
 

“select” the year of deduction by making an entirely subjective 
determination of worthlessness. Such a reading of our opinion is 
too broad. Echols does not hold that the taxpayer may arbitrarily 
deduct a loss in any year he chooses. Rather, Echols holds that a 
loss based on worthlessness is deductible in a year that the 
taxpayer can and does properly deem the property worthless to him, 
provided the worthlessness is demonstrable by identifiable events 
or closed transactions. . . . The required identifiable events 
need not necessarily include an act of abandonment, but may be 
other events such as an increase in expense of operations, excess 
of liens over potential value, the need for costly renovations, 
and the like. 

 
Act of Abandonment 

 
The trial record showed that the value of the land in the Echols 

partnership had dropped to less than the unpaid mortgage due. Mr. Echols 
had informed the other partners at a May 1976 meeting that he would 
convey his interest to anyone who would take over the nonrecourse 
mortgage and make the tax payments due on the property. He clearly did 
not intend to commit any additional funds to the investment.  
 

The case on abandonment, of course, would have been even clearer if 
he had actually conveyed the partnership interest to someone else. But 
what he did was sufficient for the appeals court. At the May 1976 
meeting, Mr. Echols walked away from his ownership interest in the 
partnership. He never thereafter acted as an owner of the partnership 
interest in any fashion. "The declarations made by taxpayers in 1976, 
coupled with their overt acts, were more than sufficient to constitute 
an abandonment of their interest in the partnership in that year," the 
court said. 
 

The Girls of Company C 
 

Dr. Citron, the gastroenterologist who was the taxpayer in the 
Citron case, invested in a motion picture limited partnership in 1980, 
putting up $60,000 in cash. After the movie The Girls of Company C had 
been produced, cut, and edited, the negative wound up in the hands of 
the movie's executive producer, Joe Bardo, who was not one of the 
partners. 
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In early 1981 the general partner advised the limited partners that 
he previously had experienced some unsatisfactory dealings with Bardo. 
The general partner had a work print of the movie (a copy of the 
negative that is unsuitable for reproduction), but the movie could not 
be finished and released as planned without the actual negative. At the 
last of three subsequent meetings in which progress was reported on the 
attempts to obtain the negative, the general partner reported that all 
efforts had been unsuccessful and that an expensive and lengthy lawsuit 
was the only remaining alternative. However, he noted that something 
might be salvaged if the work print was converted, at additional 
expense, into an X-rated version of The Girls of Company C.

Dr. Citron had no financial obligation beyond his original $60,000 
outlay. At the third and final meeting, held in December 1981, he and 
the other limited partners decided to cut their losses and declined to 
put up any more money. Dr. Citron indicated that he had no desire, in 
any event, to be associated with an X-rated movie. The limited partners 
voted to dissolve the partnership, although nothing was ever reduced to 
writing. The general partner’s CPA prepared a Form 1065 showing a 
$270,000 loss for the partnership; Dr. Citron’s Schedule K-1 showed a 
$60,000 loss, which he claimed on his Form 1040. 
 

Another Abandonment 
 

The IRS challenged the validity of the $60,000 loss as a 
partnership loss. Dr. Citron’s position before the Tax Court was that, 
in the alternative, he was entitled to either a "theft or embezzlement" 
loss or a loss due to abandonment. The court decided that, whatever else 
had happened, no theft or embezzlement had occurred under California 
law. Had Dr. Citron abandoned his partnership interest? The IRS argued 
that no affirmative act of abandonment had occurred in 1981. "Little has 
been written concerning the abandonment of a partnership interest," 
wrote Tax Court Judge Joel Gerber. He reasoned that unlike tangible 
property, which can be physically abandoned, intangible property like a 
partnership interest needs "some express manifestation" to be deemed 
abandoned. However, there is "no requirement that a taxpayer relinquish 
title in order to establish a loss.” But the loss must be reasonably 
certain, both in fact and in amount.  
 

What sort of an "express manifestation" is required? To whom must 
it be manifested? In Citron, the only parties interested in the 
partnership were the general and limited partners. There were no 
mortgage holders and no bank creditors. The limited partners merely 
voted to dissolve and then ceased their involvement with the 
partnership. The general partner carried on, made the X-rated movie 
(released as Foxholes), and then filed suit against Bardo. The limited 
partners did not help finance any of that activity, nor did they share, 
or expect to share, in any of its proceeds. That was enough, Judge 
Gerber concluded, to establish that Dr. Citron abandoned his partnership 
interest. 
 

Conclusion 
 

Abandonment losses are taken under reg. section 1.165-2(a), which 
allows a deduction for the unrecovered tax basis of property when the 
business or transaction in which the property is used is discontinued or 
when the property is permanently discarded from use. The regulation also 
makes clear that the tax year for deducting the loss is not necessarily 
that in which occurs the abandonment of the property or the loss of 
title to it. It may be the year in which identifiable events establish 
that the property has become worthless. 
 

Doc 2006-1464 (7 pgs)

(C
) T

ax A
nalysts 2006. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



Often a taxpayer may hedge its bets by obtaining rights that allow 
for any one of two or more alternative deals that are mutually 
exclusive. The merger alternatives in TAM 200601029 are of that sort. 
Only one could actually be implemented. When that one was chosen, the 
costs of the abandoned alternatives became costs of implementing the 
chosen alternative and could not be deducted under section 165. They 
were costs of acquiring future benefits.  In Rev. Rul. 2004-58, Doc 2004-
11282, 2004 TNT 104-7, a filmmaker bought exclusive rights for the 
remainder of a  script’s copyright term in 2003 and then, in 2004, 
decided against putting the script into production. The filmmaker then 
wrote off all of the associated costs of the script for financial 
accounting purposes but retained the rights to the script itself. The 
ruling concluded that those did not constitute affirmative acts of 
abandonment nor were they identifiable events evidencing a closed and 
completed transaction establishing worthlessness. The taxpayer still had 
the potential of realizing value from the script at some time in the 
future, and no section 165 loss was allowed. 
 

Tax practitioners need to be alert to opportunities for clients to 
take loss deductions, even though they also need to keep in mind that 
documentation is needed to establish that losses actually occurred. 
Worthlessness, which can occur before formal acts of abandonment, 
requires proof, but it also offers possibilities for flexibility as to 
when the loss deduction is taken. And, as a final note, abandonment can 
sometimes produce an ordinary loss when the sale of the asset for a 
nominal amount would produce a capital loss, as in Citron and Echols,
because of the absence of any “sale or exchange” transaction. However, 
that rule does not apply to losses on the expiration of options, because 
of the specific language of section 1234(a)(1) -- that an option is 
deemed to be sold or exchanged on the day that it expires -- nor does it 
apply to losses from worthlessness of securities, because those are 
deemed to result from a sale or exchange transaction under section 
165(g).2

2At first blush, this might appear to bar ordinary loss deductions for abandonment of worthless partnership 
interests, such as in Echols and Citron. However, section 165(g)(2) has a narrower definition of worthless 
securities than might a state security commission or the federal Securities and Exchange Commission. 
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