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Section 1:  
Tax Imposed


2003 ACT:  Accelerated Phaseout of Marriage Penalty.  To alleviate the impact of the “marriage penalty” on two-earner couples with relatively equal incomes, § 1(f)(8) requires that the ceiling of the 15% tax bracket for joint return filers be adjusted relative to the ceiling of the 15% tax bracket for unmarried taxpayers.  Section 1(f)(8) was introduced in the Economic Growth and Tax Relief Reconciliation Act of 2001 (the “2001 Act”), but was originally scheduled to kick in starting in 2005.  By 2008, the 15% bracket for joint filers would be double the size of the 15% bracket for unmarried taxpayers, thus completely eliminating the marriage penalty in that bracket.  The 2003 Act, however, accelerated the benefit to joint return filers by completely eliminating the marriage penalty for 2003 and 2004.  Curiously, in 2005, the adjustment will revert to a partial elimination of the marriage penalty as originally provided in the 2001 Act.  It should also be noted that § 1(f)(8) is scheduled to terminate altogether in 2011.  Absent Congressional action before then, therefore, the marriage penalty will return in full force starting in 2011.  Section 1(f)(8).

2003 ACT: Reduction in Preferential Rates for Net Capital Gains.  The preferential tax rate applicable to a taxpayer’s “net capital gain” has been reduced from 20% (10% in the case of taxpayers in the lower tax brackets) to 15% (5% in the case of taxpayers in the lower brackets).  In addition, the 5% rate for taxpayers in the lower brackets is scheduled to be reduced to zero in 2008 (but only for that year).  The 25% rate is retained for unrecaptured § 1250 gain and the 28% rate for collectibles gain and § 1202 gain.  The special reductions for property acquired after 2000 and held more than five years were repealed.  Section 1(h)(1) – (2).

2003 ACT: Qualified Dividend Income Taxed as Net Capital Gain. The preferential rates for capital gains now also apply to “qualified dividend income,” defined as most dividends from domestic corporations and even certain dividends from foreign corporations organized in countries that have income tax treaties with the United States.  There is no requirement that the dividends come from earnings that were previously subject to tax or from earnings attributable to dates after the enactment of the 2003 Act—all distributions from current or accumulated earnings and profits will qualify for the reduced rates.  Section 1(h)(11).

2003 ACT: Reduction in Marginal Tax Bracket Rates.  The 2001 Act conferred rate reductions applicable to the four highest tax brackets for all taxpayers, but these reductions were supposed to be phased in from 2001 to 2006.  The 2003 Act accelerated the phase-in to 2003.  Now the four highest tax brackets are 25%, 28%, 33%, and 35%.  No other rate reductions are scheduled before 2011, when both the 2001 Act and the 2003 Act expire.  At that time, the original rates listed in § 1(a) – (d) will resurface.  Section 1(i)(2).
Section 23:
Adoption Expenses


Proposed Revenue Procedure on Finality of Adoptions for Foreign Children.  Section 23(e) states that in the case of an adoption of a child who is a nonresident alien at the time the adoption commences (a “foreign adoption”), that: (1) the credit is allowed only if the adoption becomes final, and (2) qualified adoption expenses paid or incurred in any taxable year before the taxable year in which the adoption becomes final are treated as paid or incurred in the taxable year in which the adoption becomes final.  Treasury has issued a proposed revenue procedure that establishes certain safe harbors for determining the finality of a foreign adoption.  Each of the safe harbors relates to the adoption of a foreign-born child who has received an "immediate relative" (IR) visa from the Department of State. The Department of State issues an IR visa only to a foreign-born child who enters the United States pursuant to a decree of adoption or guardianship granted by a court or other governmental agency.  The proposed revenue procedure provides that a taxpayer may treat an adoption of a foreign-born child who receives an IR-3 visa as final for federal income tax purposes in the taxable year in which the competent authority enters a decree of adoption. The adoption of a foreign-born child who receives an IR-4 visa and enters the United States under a guardianship or legal custody arrangement may be treated as final for federal income tax purposes in the taxable year in which a court of the home state enters a decree of adoption.  A taxpayer who adopts a foreign-born child who receives an IR-2 visa, or who receives an IR-4 visa and enters the United States under a decree of simple adoption, may treat the adoption as final for federal income tax purposes in the taxable year in which a home state court enters a decree of re-adoption or the home state otherwise recognizes the adoption decree of the foreign-sending country.  Notice 2003-15 (March 3, 2003).

Section 24:
Child Tax Credit


2003 ACT: Credit Amount Temporarily Increased.  The “per child amount” for purposes of the child tax credit was increased to $1,000 for 2003 and 2004.  The following table shows the credit amount for 2003 and all subsequent years:


For taxable years beginning in

The per child amount is


2003 or 2004



$1,000



2005 – 2008



$  700



2009




$  800



2010 – thereafter


$1,000
Section 25A:
HOPE and Lifetime Learning Credits


Final Regulations Issued.  Treasury has published final regulations that provide guidance to individuals claiming the HOPE scholarship credit or the lifetime learning credit for payment of postsecondary education expenses.  The final regulations make only a few changes from regulations proposed in 1999.  For example, the final regulations now clarify that a nonresident alien student cannot generally claim either credit.  The final regulations also provide that the credits are allowable for qualified expenses paid in one tax year for independent study during an academic period that begins in the tax year of payment or within the first three months of the following tax year.  The regulations also provide that a credit is allowable for the amount of any reduction in tuition only if the amount of the tuition reduction is included in the employee's gross income.  Finally, with respect to timing, the final regulations clarify that qualified expenses paid with loan proceeds disbursed directly to an institution are treated as paid when the loan proceeds are actually credited to the student's account. If the date is unknown, the taxpayer must treat the expenses as paid on the last date for payment prescribed by the institution.  Treas. Reg. § 1.25A-1 through 1.25A-5 (December 26, 2002).

Section 41:  
Credit for Increasing Research Activities


Tenth Circuit Requires Discovery Despite Proposed Regulations That Don’t.  Section 41 offers a credit for “qualified research” activities, defined in part by the statute as research “undertaken for the purpose of discovering information.”  The taxpayer, an S corporation that developed and sold computer software programs, incurred expenses in 1993 and 1994 in developing four programs for tax and accounting professionals.  The Service disallowed the taxpayer’s claimed credits for those years, concluding that the expenses were not incurred to advance computer sciences to any new frontier.  Thus, said the Service, the taxpayer failed to meet the “discovery” requirement.  A federal district court granted the taxpayer’s request for refund, finding that the “discovery test” is met even where a taxpayer uses existing technology to develop innovative products.  On appeal, the Tenth Circuit reversed the lower court.  It ruled that the discovery test requires the taxpayer’s research to develop new information that is then applied to the development of a product.  The software industry, of course, dislikes the decision.  Indeed, the timing of the decision is unfortunate.  In January of 2001, Treasury finalized regulations interpreting the discovery test as limiting the credit for research and experimentation expenses on activities that advanced the state of knowledge in a particular field.  This interpretation, fairly consistent with the Tenth Circuit’s interpretation, was strongly criticized.  Only a month later, Treasury suspended the regulations, and by December of that year, Treasury proposed new regulations that eliminated the discovery test altogether.  It appears that the Service would not stick to the discovery test for credits claimed after December, 2001, but any credits claimed before then may still be open for attack to the extent the statute of limitations still open.  Armed with this decision, the Service has a forceful argument against credits for pre-2002 expenses that flunk the discovery test.  Tax and Accounting Software Corp. v. United States (10th Cir. August 29, 2002).

Section 55:
Alternative Minimum Tax Imposed


2003 ACT: Exemption Amounts Increased.  Beginning in 2003, the AMT exemption amounts have been increased.  For joint return filers and surviving spouses, the exemption amount in 2003 and 2004 will be $58,000 (it was $49,000).  For unmarried taxpayers, the exemption amount in 2003 and 2004 will be $40,250 (it was $35,750).  For married taxpayers filing separate returns, the exemption amount in 2003 and 2004 will be $29,000 (half of the exemption amount for joint return filers, as was the case under the 2001 Act.  The exemption amount for an estate or trust is unchanged ($22,500).  Starting in 2005, however, the exemption amounts are scheduled to decrease to $45,000 for joint return filers and surviving spouses, $33,750 for unmarried taxpayers, and $22,500 for married taxpayers filing separate returns.  Section 55(d)(1).

Section 61:
Gross Income Defined


After Further Review, Loans Made to Raiders Were Bona Fide After All.  This case involved several transactions stemming from the temporary re-location of the Oakland Raiders football franchise to Los Angeles, but the most important transaction related to a Memorandum of Agreement (MOA) between the Raiders and the Los Angles Memorial Coliseum Commission (LAMCC).  Under the MOA, the LAMCC agreed to loan the Raiders $6.7 million at 10% interest.  The Raiders were obligated to repay the loan from 12% of the net receipts from the operation of luxury suites to be constructed by the Raiders at the L.A. Coliseum. The repayment was to begin in the third year of suite rentals.  The MOA provided that the construction "shall commence as soon as practicable as determined by [the Raiders] in [their] reasonable discretion, having in mind pending and potential litigation involving the parties hereto, or either of them, financial considerations, and other considerations reasonably deemed important or significant to the [Raiders]." The Lease further provided that the Raiders "shall use [their] best efforts to begin and complete Suite construction as soon as possible."  Actual construction of the suites began in 1987, but was halted when the LAMCC demanded that suite construction stop because the Raiders had not obtained necessary performance bonds. The Raiders said they were willing and able to provide the required bonds, but that construction would cease because of the LAMCC's failure to make certain improvements to the Coliseum. Due to this dispute, construction never resumed and the suites were never completed.  The Raiders never made any payments on the loan, so the Service attacked the loan as a sham and concluded that the Raiders had $6.7 million of income in the year of receipt.  The Tax Court held that the loan was a sham because the Raiders’ obligation to construct the suites was illusory.  The Ninth Circuit reversed on this issue, finding that the lease required the Raiders to use their "best efforts" to construct the suites as soon as possible.  At no point were the Raiders free to ignore their obligation to construct the suites.  This created a “non-illusory obligation both to construct the suites and to repay the loan that would have been enforceable under California law.”  Milenbach v. Commissioner (9th Cir. February 6, 2003).


Lower Court Embraces Minority Position on Contingent Fee Issue.  The taxpayer was canned from his job with IBM, so he hired a law firm to commence a wrongful termination action against his now-former employer.  The taxpayer and the law firm agreed that the firm would receive one-third of all amounts recovered in the litigation.  A jury awarded nearly $870,000 to the taxpayer, and by the time IBM paid the judgment in 1998, the accrued interest on the judgment caused the total payment to be nearly $930,000.  IBM paid the entire amount to the law firm.  The firm withheld $310,000 (and another $33,000 in expenses) and sent the balance to the taxpayer.  The taxpayer originally included the entire $930,000 in gross income, but that created exposure to alternative minimum tax liability (since the attorneys’ fees are not deductible for AMT purposes).  The taxpayer then sued for refund under the theory that no portion of the amount allocable to the law firm should have been included in the taxpayer’s gross income.  In the past few years, nine of the thirteen federal circuit courts of appeal have addressed this issue.  Six of the nine have concluded that the plaintiff must include the entire judgment (including the amount payable to an attorney or a law firm) in gross income.  Many of these circuits have justified this conclusion as consistent with the “assignment of income” doctrine, and some have noted that an attorney’s claim to the attorney’s share of the award is junior to that of the client under the attorney lien statutes in several states.  Three circuits have concluded that the plaintiff should not be taxed on the attorney’s share of the award, finding a contingent fee arrangement akin to a joint venture formed before the plaintiff became entitled to any money and while the success of the claim was still speculative.  But this case would be appealed to the Second Circuit, one of the four circuits that has yet to decide this issue on appeal.  Free to choose the position it thinks is superior, the federal district court here concluded that the minority of circuits have it right.  It thus upheld the taxpayer’s claim for refund.  Should the Service appeal, a tenth circuit will weigh in on this issue.  Raymond v. United States (D. Vt. December 17, 2002).  


Taxpayer Need Not Include Attorney’s Share of Contingent Fee Award After All.  The taxpayer, an Oregonian, sued his employer for wrongful discharge in 1989 and received damages in 1995 as follows: $650,000 for lost past and future compensation; $625,000 for emotional distress; and $5 million in punitive damages.  In addition, the taxpayer received post-judgment interest.  The taxpayer included the interest in gross income but excluded the rest.  The Tax Court held that the damages for lost compensation had to be included in gross income under the Schleier test, for although the wrongful termination was a tort, the damages were not “on account of personal injuries or sickness.”  The court excluded the damages for emotional distress (which would not be the case if the lawsuit arose today, of course, absent some other physical injury or sickness).  The court also required inclusion of the punitive damages—even that portion payable to the taxpayer’s attorneys under a contingent fee agreement.  The attorney’s portion of the total award was included under both the discharge of debt and constructive receipt doctrines, although the court recognized the split among the various circuit courts as described above.  On appeal, the Ninth Circuit recognized that its earlier ruling in Sinyard v. Commissioner required an examination of state attorney lien statutes.  Lo and behold, it turns out that Oregon law confers high ranking to an attorney’s interest in judgments and settlements: an attorney lien in Oregon is superior to all but tax liens, and that attorneys have equal rights as clients to the judgment funds.  Thus, since the taxpayer’s rights to the attorney’s share of the punitive damages award were not superior to the attorney’s rights, the court concluded that it was an error to require inclusion of the attorney’s fee in the taxpayer’s gross income.  Banaitis v. Commissioner (9th Cir. August 27, 2003).

Section 63:
Taxable Income


Guess What?  There is No Slavery Reparations Credit After All.  On their 1998 return, the taxpayers claimed an $80,000 refundable credit for “black investment taxes.”  The Service processed the return and then mailed a check for over $81,000 to the taxpayers.  The Service then sent a deficiency notice to the taxpayers “because there is no … credit for the payment of reparation for slavery.”  The taxpayers marched to Tax Court, where they asked the court that “the total amounts plus any penalties be dropped, due to negligence of the I.R.S.”  The Service responded by simply arguing that there is no authority for a slavery reparations credit.  In response, the taxpayers faulted the Service for “negligence” in not informing the public (and particularly the black community) of the slavery reparations scam.  In granting the government’s motion for summary judgment, the court determined that the taxpayers’ argument amounted to a claim for equitable estoppel.  Yet the court found no evidence that the Service made any false representations on its website or in other communications with taxpayers, so estoppel was an inappropriate remedy.  Wilkins v. Commissioner, 120 T.C. No. 7 (February 26, 2003).


2003 ACT:  Standard Deduction Adjusted for Marriage Penalty.  To alleviate the impact of the “marriage penalty” on two-earner couples with relatively equal incomes, § 63(c)(7) requires that the standard deduction for joint return filers be adjusted relative to the standard deduction for unmarried taxpayers.  This adjustment was introduced in the 2001 Act but was originally scheduled to kick in starting in 2005.  By 2009, the standard deduction for joint filers would be double the size of the standard deduction for unmarried taxpayers, thus completely eliminating the marriage penalty.  The 2003 Act, however, accelerated the benefit to joint return filers by completely eliminating the marriage penalty for 2003 and 2004.  Curiously, in 2005, the adjustment will revert to a partial elimination of the marriage penalty as originally provided in the 2001 Act.  It should also be noted that § 63(c)(7) is scheduled to terminate altogether in 2011.  Absent Congressional action before then, therefore, the marriage penalty will return in full force starting in 2011.  Section 63(c)(7).
Section 66:  
Treatment of Community Income


Tax Court Lacks Jurisdiction to Hear Stand-Alone Petition for Denied Relief.  The taxpayer filed individual returns as “married filing separate” from 1993 through 1996.  During these years, the taxpayer was married and living in California, a community property state.  The Service issued deficiency notices for these years, and the taxpayer did not file a petition in Tax Court to challenge the determinations.  The taxpayer later made a request for relief from tax on community property income pursuant to § 66(c).  The Service denied the request, so the taxpayer filed a petition in Tax Court seeking review of the Service’s determination.  The Service argued that the Tax Court lacked jurisdiction to hear the case because nothing under § 66 gives a taxpayer the right to file a “stand alone” petition in Tax Court challenging a denial of a request for relief under § 66(c).  Although this right exists with respect to innocent spouse relief requests under § 6015, the Tax Court agreed that no similar provision exists in § 66.  Since the taxpayer did not file a timely petition in response to the original notices of deficiency, the court granted the Service’s motion to dismiss.  Bernal v. Commissioner, 120 T.C. No. 6 (February 20, 2003).  


Regulations Applying Exceptions to Community Property Principles Finalized.  Spouses living in community property states who file separate returns must normally report one-half of the total community income earned by the spouses during the taxable year.  Section 66, however, offers four exceptions from this general rule: (1) where the spouses live apart at all times during the year and no earned income is transferred directly or indirectly between such spouses during the year; (2) where an evil spouse hoards all of his or her earned income and fails to notify an innocent spouse of the nature and amount of the evil spouse’s earned income prior to the due date for filing the return; (3) where an innocent spouse has no knowledge or reason to know of any earned income; and (4) where it is inequitable, under the facts and circumstances, to apply the general rule that equally divides community income.  Treasury has finalized regulations interpreting these exceptions and detailing the procedures to be used in claiming any of the exceptions.  Most of the text is devoted to the last two exceptions, and the criteria here strongly resemble those used in the innocent spouse relief provisions of § 6015.  The regulations became effective on July 10, 2003.  Regulations §§ 1.66-1 through 1.66-5 (July 10, 2003).

Section 67:  
2-Percent Floor on Miscellaneous Itemized Deductions


Mellon is Not a Lemon.  Section 67(e)(1) generally provides that deductions paid or incurred by estates and trusts in connection with the administration of the estate or trust which would not be incurred if the related property were not held in such trust or estate shall be treated as “above-the-line” deductions solely for purposes of avoiding the 2% haircut of § 67.  In Mellon Bank v. United States, a 2001 case in the Federal Circuit, the court held that fees for investment advice relating to assets held in a trust did not qualify for the benefit of § 67(e)(1) where such fees are common given the assets inside the trust.  In this case, the trustees of a trust paid for outside investment advice, and they argued that the fees should not be a miscellaneous itemized deduction.  The lower court favorably cited the Mellon case and rejected the trustee’s claim for refund.  The court refused to apply more favorable precedent, finding no evidence that the trustees were required to pay for outside advice.  Even with such a finding, however, the court suggested that the trustees would still lose because there is no proof that the same advice would not have been obtained if the corpus were not held in trust.  On appeal, the Fourth Circuit affirmed.  The court found Mellon persuasive and the cases cited by the trustees to be “flawed.”  Scott v. United States (4th Cir. May 1, 2003).
Section 71:  
Alimony and Separate Maintenance Payments


Payments Not “Alimony” For Lack of “Termination-on-Death” Clause.  Under an Oregon divorce decree, the taxpayer was required to make a variety of cash payments to his former spouse.  Some of the payment obligations stemmed from the spousal support section of the decree, and another obligation arose from the money judgment section of the decree.  The spousal support obligations would terminate upon the death of the ex-spouse, but the money judgment obligation did not contain such a provision.  A federal district court concluded that the taxpayer could not deduct the cash payment in satisfaction of the money judgment obligation because there was no guarantee that the obligation would terminate at the former spouse’s death.  Thus, under § 71(b)(1)(D), the cash payment was not “alimony.”  The Ninth Circuit affirmed, underscoring the lesson that parties to a divorce must be careful in the language of a final decree or other divorce agreement.  Fithian v. United States (9th Cir. August 27, 2002).

Section 83:  
Property Transferred in Connection With Performance for Services


Restricted Period on Sale Begins When Stock Option Granted, Not When Exercised.  The taxpayer planned to acquire control of Polyphase Corp.  The corporation required the taxpayer to enter into a lockup agreement whereby the taxpayer agreed not to sell any Polyphase stock acquired for two years.  Violation of the lockup agreement would be subject to § 16(b) of the Securities Act of 1934 (disgorgement of insider short-swing profits).  By the end of 1992, the taxpayer had acquired 65% of Polyphase’s stock.  In 1993, the taxpayer received a nonstatutory employee stock option.  He exercised the option in 1994.  In order to exercise the option, the taxpayer borrowed money from a friend, pledging the new shares as collateral.  The lender ultimately sold a portion of the pledged stock.  Polyphase furnished the taxpayer with a Form 1099 for the year, showing “other income” of $728,000 (the difference between the exercise price and the value of the stock on the date of exercise).  The taxpayer did not include this income, and the Service assessed a deficiency.  The taxpayer argued that the stock was still subject to a substantial risk of forfeiture under § 83(c)(3) because of the risk of § 16(b) sanctions for sale of the stock.  The Service said that was baloney because the six-month probation period under § 16(b) began when the option was granted, not when it was exercised, so § 83(c)(3) would not apply.  The Tax Court agreed with the Service, noting also that the taxpayer’s willingness to extend the probation period to 2 years under the lockup agreement was not effective to reach the exemption of § 83(c)(3).  On appeal, the Fifth Circuit affirmed, noting that the lockup agreement kept the taxpayer from selling (but not assigning) the stock, and that the stock was clearly transferable and substantially vested.  Tanner v. Commissioner (5th Cir. March 26, 2003).


Service Attacks Transfers of Compensatory Stock Options to Related Parties.  The Service has announced its intention to challenge a popular scheme used by executives and other employees who attempt to defer income and employment taxes by transferring their nonstatutory compensatory stock options to related parties.  New temporary and proposed regulations have been issued to commence the battle.  In the typical transaction now under scrutiny, an employee sells a nonstatutory compensatory stock option to a related person (usually a family member or a family limited partnership controlled by the employee) in exchange for an unsecured and non-negotiable promissory note, calling for a balloon payment of the principal amount at the end of the note's 30-year term.  Promoters of this scheme argue that the options should be treated as sold in an arm's length transaction for purposes of Reg. § 1.83-7, meaning that the employee doesn't recognize income when the related person exercises the option. They also contend that the employee does not recognize income from the sale until the related person pays the amounts due under the note. Meanwhile, the related parties are not taxed until they sell the shares received from the sale, and the promoters of this scheme claim that the related parties can claim the face value of the note as their basis for the options.  Under the new regulations, effective July 1, 2003, a stock option sale or other disposition to a related person does not close the application of the § 83 rules with respect to the option.  The treatment of sales or dispositions of options in an arm's length transaction with an unrelated person is not changed.  Notice 2003-47; Temp. Reg. § 1.83-7T; Proposed Regulation § 1.83-7 (July 2, 2003).
Section 104:
Compensation for Injuries or Sickness


Exemplary Damages Ineligible for Exclusion.  The survivors of an individual killed in the line of duty brought a wrongful death action against the individual’s employer.  The surviving wife at first included her share of the exemplary damages recovered in gross income, but then filed a claim for refund on the grounds that the damages were excluded under § 104(c).  The Service noted that the appellate court in the taxpayer’s jurisdiction has held that exemplary damages served a punitive purpose.  The Service concluded that the taxpayer’s share of damages was properly included in gross income.  Even if the exemplary damages were considered compensatory in nature, however, the Service observed that the jury instructions in the wrongful death case implied that the damages were punitive in nature and not to compensate the taxpayer for any personal injury she suffered.  Thus there would be no grounds for claiming the § 104(a)(2) either.  Technical Advice Memorandum 200243021 (November 4, 2002).


Municipal Court Judge Can Exclude Disability Retirement Benefits.  The taxpayer, a municipal court judge for Sonoma County, California, left office six months before the scheduled end of his term because “an exceptionally heavy workload and his inability to cope with the ramifications of his judicial decisions” caused him to sink into a major depression that left him unable to perform his duties.  The taxpayer received disability retirement benefits.  Under California law, judges qualify for this benefit by either serving for two years (the taxpayer served over five years) or becoming disabled as a result of an injury or disease arising out of (and in the course of) judicial service.  The taxpayer excluded the benefits from gross income under the theory that the governing statute was in the nature of a workers’ compensation act and thus the § 104(a)(1) exclusion applied.  The Service argued that the statute did not qualify as one that gave rise to the § 104(a)(1) exclusion.  The Tax Court noted that the general rule requires inclusion where the authorizing statute does not distinguish between work-related injuries and other types of injuries.  But where a “dual-purpose statute” allows payment both for work-related injuries and other injuries, the exclusion can apply if the taxpayer qualifies under the limitations for work-related injuries.  Here, since the taxpayer’s disability arose out of his judicial service, the taxpayer would have qualified for benefits even if the two-year service route were not available.  Thus the court determined that the taxpayer’s exclusion was proper.  Byrne v. Commissioner, T.C. Memo. 2002-319 (December 30, 2002).


Pilot’s Argument for Excluding Disability Benefits Doesn’t Fly.  The taxpayer was a pilot for U.S. Airways until 1995, when he left work because of carpel tunnel syndrome.  In 1999, the taxpayer received a disability benefits package that had been negotiated through a collective bargaining agreement.  The taxpayer’s entitlement to the $83,000 in benefits received was computed based on the taxpayer’s age, years of service, and salary (not on the basis of his medical condition).  The taxpayer excluded the benefits citing § 104(a)(3), which excludes amount received through accident or health insurance or some equivalent arrangement.  The Service argued that the benefits here fell within the statutory exception for amounts attributable to contributions made an employer which were not included in the gross income of an employee.  The taxpayer argued that in fact the amounts contributed to the disability benefits plan were paid by the employees because the employees specifically made wage concessions in order to receive disability benefits as part of the collective bargaining agreement.  The Tax Court unanimously refused to apply the taxpayer’s interpretation of the statute, finding it contrary to congressional intent.  Tuka v. Commissioner, 120 T.C. No. 1 (January 6, 2003).


Limiting Exclusion to Physical Injuries is Constitutional.  The taxpayer received a settlement from his employer from a discrimination suit.  The employer withheld federal income taxes on the settlement because the taxpayer suffered no physical injury or sickness.  The taxpayer sued for refund of the withheld tax, arguing that the distinction between physical and non-physical injuries violated his equal protection rights under the Fifth Amendment.  The government argued that the distinction meets the rational basis test, and the court agreed.  It dismissed the taxpayer’s suit with prejudice.  The court held that the government had a legitimate interest in providing certainty to taxpayers, and this policy was a rational basis for making the distinction between physical and non-physical injuries.  The taxpayer appealed, but the Sixth Circuit affirmed.  The court concluded that the distinction between physical and non-physical injuries did not violate a fundamental right of the taxpayer, and that the distinction passed the rational basis test as applied by the lower court.  Young v. United States (6th Cir. April 28, 2003).


Front and Back Pay Award Under ADA is Taxable.  The taxpayer sued his former employer under the Americans with Disabilities Act (ADA) for failure to make accommodations for his on-the-job injuries and for wrongful termination.  The taxpayer recovered a jury award for front and back pay.  The employer withheld federal income taxes on the pay award, and the taxpayer filed a Form W-4 claiming 107(!) exemptions.  The taxpayer excluded the pay award from income and sued for refund of the taxes withheld.  The Service issued the refund but contested that the refund was in error.  A Colorado federal district court held that the award was not excluded under § 104(a)(2), for even though the lawsuit was brought under the ADA and even though his work-related injuries created the condition that required accommodation, the taxpayer’s claim was based on discrimination and not on physical injury.  The decision was affirmed on appeal, as the Tenth Circuit saw the claim as arising from wrongful termination and not from physical injury or physical sickness.  Johnson v. United States (10th Cir. August 28, 2003).

Section 107:  
Rental Value of Parsonages


Teachers and Staff are Not Ministers of the Gospel.  A private religious school offers instruction for students in kindergarten through eighth grade.  The school is accredited with the state, and all of the teachers are state-certified.  Teachers did not have to attend a bible college or divinity program to teach at the school, although all school employees are required to attend a church (though not necessarily the church affiliated with the school).  The school board approved a plan giving all teachers and administrators a “parsonage allowance.”  The Service concluded that these allowances are ineligible for the § 107 exclusion because none of the recipients are “ministers of the gospel.”  The Service found that “[a] minister of the gospel must do a majority of the following: administer sacerdotal functions; conduct worship services; perform services in the control, conduct and maintenance of a religious organization; be considered a spiritual leader by his or her religious body; and be ordained, licensed or commissioned.”  As none of those duties matched the ones performed by the faculty and staff, the § 107 exclusion was unavailable.  Technical Advice Memorandum 200318002 (May 2, 2003).
Section 121:  
Exclusion of Gain From Sale of Principal Residence


Final Regulations Issued.  Late in 2000, Treasury issued proposed regulations for § 121.  The regulations have now been finalized after making some changes requested by commentators.  The proposed regulations provided that if a taxpayer alternates between two properties, the property that the taxpayer uses a majority of the time during the year will ordinarily be considered the taxpayer's principal residence.  Commentators wanted a bright-line test or a list of factors to identify a property as the taxpayer's principal residence in the case of a taxpayer with multiple residences. The final regulations continue to provide that the residence that the taxpayer uses a majority of the time during the year will ordinarily be considered the taxpayer's principal residence. However, this test is not dispositive. The final regulations also include a nonexclusive list of factors that are relevant in identifying a property as a taxpayer's principal residence.  In addition, commentators wanted guidance as to when vacant land surrounding a residential structure would be treated as part of the residence for purposes of the exclusion.  The final regulations provide that the exclusion also applies to the contemporaneous sale or exchange of vacant land that is adjacent to land containing the residence.  But for purposes of applying the maximum limitation amount, sales or exchanges of the dwelling unit and vacant land are treated as one sale or exchange.  A final change related to the partial exclusion available to taxpayers who flunk the two-year ownership and use tests because of a forced sale attributable to a change in place of employment, health, or unforeseen circumstances.  Many commentators wanted guidance as to what constituted an “unforeseen circumstance.”  Because the rules formulated in response to the comments are extensive, the Treasury decided to publish this additional guidance in the form of proposed and temporary regulations to provide the public with adequate notice and opportunity to comment. Under these temporary regulations, a sale will be considered to be made because of health if the primary reason is related to a disease, illness, or injury of a “qualified person.”  A definition of a qualified person is provided, and it includes those who sell or exchange their residence to care for sick family members.  As for “unforeseen circumstances,” the temporary regulations list (1) an involuntary conversion of the residence; (2) a disaster, war or terrorist attack that results in a casualty to the residence; (3) death; (4) the unexpected cessation of employment; (5) divorce or legal separation; or (6) multiple births from the same pregnancy.  The commissioner may designate other events as “unforeseen circumstances” in published guidance or in a ruling directed to a specific taxpayer. These situations will be addressed under a facts-and-circumstances test.  Treas. Reg. §§ 1.121-1 through 1.121-4 and Temp. Reg. § 1.121-3T (December 24, 2002).


Taxpayers Did Not Sell a “Principal” Residence.  Section 121(a) provides for the exclusion of all or a portion of the gain from a sale if, “during the 5-year period ending on the date of sale ..., such property has been owned and used by the taxpayer as the taxpayer's principal residence for periods aggregating 2 years or more (emphasis added).”  The taxpayers bought their Wisconsin residence in March, 1993, and sold it on September 15, 1998.  During the five-year period prior to the sale of the Wisconsin residence the taxpayers also owned homes in Georgia and Arizona.  The Georgia home, which they owned when they purchased the Wisconsin residence, was sold in 1996, at which time they purchased a home in Arizona.  The taxpayers generally resided in Wisconsin during the warmer months and at the Georgia or Arizona homes during the rest of the year.  It was agreed that during the five-year period prior to the sale, the taxpayers occupied their Wisconsin home for 847 days, their Georgia home for 563 days, and their Arizona home for 375 days.  Following the final regulations, the court looked first to whether the taxpayers lived in one home for the majority of a year.  Although the taxpayers lived in Wisconsin more days than the other homes, Wisconsin was their principal residence only for the first year in the five-year period.  In the second and third years, Georgia was the principal residence, and for the fourth and fifth years the principal residence was Arizona.  Although the court noted that some of the factual factors suggested that Wisconsin was their primary residence, the taxpayers did not prove clearly that Wisconsin was their principal residence, so they are not entitled to the exclusion.  Guinan v. United States (D. Ariz. April 9, 2003).

Section 132:  
Certain Fringe Benefits


Employee Fishing Trip Nets Taxable Wages.  The taxpayer sponsored annual fishing trips for its employees.  On each trip, the employees met for a two-day sales meeting followed by three days of fishing.  Employees received regular compensation on trip days, and the trip did not count against any employee’s vacation time.  The Service argued that the taxpayer should have treated the expenses as wages to the employees and assessed an employment tax deficiency.  The taxpayer argued in federal district court that the benefit to the employees could be excluded as a “working condition fringe” under § 132.  The court held that the fishing trips did not create ordinary and necessary business expenses because the taxpayer did not require attendance and because the fishing portion of the trip was completely divorced from the business meeting.  Thus, the benefit to the employees did not give rise to a working condition fringe, for if the employees incurred the expenses themselves they would not be entitled to a deduction for the costs.  The benefit to the employees should have been treated as taxable wages, so the court upheld the deficiency.  Townsend Industries, Inc. v. United States (S.D. Iowa August 30, 2002).

Section 139:
Disaster Relief Payments


Revenue Ruling Offers First Interpretation of New Exclusion.  The Victims of Terrorism Tax Relief Act of 2001 added § 139 to the Code, which provides that gross income does not include any amount received by an individual as a “qualified disaster relief payment.”  In a ruling, the Service analyzes three situations where this new exclusion comes into play.  In the first situation, a state government enacted emergency legislation appropriating funds for grants to pay or reimburse uninsured medical, temporary housing, and transportation expenses individuals incurred as a result of a flood that was a Presidentially declared disaster.  Although the state program does not require individuals to provide proof of actual expenses to receive a grant payment, it does contain limitations designed to ensure that the grant amounts are reasonably expected to be commensurate with the amount of unreimbursed expenses individuals incur as a result of the flood. The Service concludes that while the payments are not gifts because they lack detached and disinterested generosity (the state makes the payments because of its duty to relieve disaster hardship), they qualify for exclusion from gross income under § 139 because of the limitations contained in the state program.  In the second situation, a disaster relief charity also makes grants to distressed individuals affected by the flood described in the first situation. The grants will pay or reimburse individuals for uninsured medical, temporary housing, and transportation expenses they incur as a result of the flood.  The Service here concludes that because the charity does not have a moral or legal duty to offer relief, the payments are made out of detached and disinterested generosity.  Therefore, the recipients can exclude them as gifts.  The Service finds it unnecessary to determine whether the charity’s payments also meet the criteria for exclusion under § 139.  In the third situation, an employer makes grants to its employees who are affected by the same flood.  Like the other situations, the grants will pay or reimburse employees for uninsured medical, temporary housing, and transportation expenses they incur as a result of the flood.  The employer does not require individuals to provide proof of actual expenses to receive a grant payment. But the employer’s offer contains limitations designed to ensure that the grant amounts are reasonably expected to be commensurate with the amount of unreimbursed expenses the employees incur as a result of the flood.  Consequently, the payments (while not gifts) are excludable from gross income under § 139.  Revenue Ruling 2003-12 (January 21, 2003).
Section 162:  
Trade or Business Expenses


LILO in Stitches.  As expected, the Service has ruled that rent and interest expenses claimed in a “lease-in, lease-out” (LILO) transaction are not deductible.  The rulings posits a situation where X, a domestic corporation, leases property estimated to have a remaining useful life of 50 years from FM, a foreign municipality, for a lease term of 40 years.  This is referred to as the “Headlease.”  X immediately leases the property back to FM for an initial, renewable term of 20 years.  The ruling refers to this as the “Sublease.”  The Headlease requires X to make two rental payments to FM during the 40-year term: (1) an $89 million prepayment at the beginning of the term; and (2) a postpayment at the end of term that has a present value of $8 million.  The parties agree to allocate (for federal income tax purposes) the prepayment over the first six years of the term and to allocate the postpayment over the remaining 34 years of the term.  The Sublease requires FM to pay annually to X an amount equal to 90% of the estimated fair rental value of the property.  X funds $60 million of the $89 million prepayment through nonrecourse loans from banks.  The payments on the bank loans mirror those due to X under the Sublease.  Upon receipt of the prepayment, FM deposits the $89 million with the same banks that financed the nonrecourse loans to X.  The banks agree to pay interest on FM’s deposit in an amount equal to the amount X is required to pay to the banks as interest.  Thus, the bank pay interest to FM, who then transfers the same amounts to X as rental income under the Sublease, who then transfers the same amounts back to the banks as interest on the nonrecourse loans.  X in essence generates two deductions: one for the allocated rental payment under the Headlease and one for the interest to the banks.  It receives only the rental income from X under the Sublease, so the deduction amounts exceed the amount X has to include in gross income.  The Service ruled that this entire transaction represent offsetting obligations between the parties that should be ignored for tax purposes.  Consequently, the Service ruled that claimed deductions for rent and interest expenses were disallowed.  Revenue Ruling 2002-69 (November 4, 2002).


Legal Fees for Sole Shareholder’s Criminal Defense Not Deductible.  The taxpayer is a Rhode Island corporation that sells pornography.  The taxpayer and its sole shareholder made “tribute” payments to a capo in the Gambino crime family in exchange for protection from extortion by other mob families.  The shareholder was indicted on charges on conspiring to help the capo obstruct the Service’s collection of tax.  The taxpayer paid the shareholder’s defense costs and deducted them.  The shareholder did not include the taxpayer’s payments in gross income.  The Service argued that the taxpayer’s payments were not deductible and that the shareholder received a constructive dividend.  The Tax Court agreed on both counts.  It held that the payment of another’s legal expenses was not made to protect or promote the taxpayer’s business.  The taxpayer said the criminal charges resulted in part from the tribute payments, so a deduction would be proper since the defense costs were related to the taxpayer’s payments for protection.  The court rejected the claim, finding that the criminal charges bore no relation to the tribute payments.  On appeal, the First Circuit affirmed the Tax Court’s decision, finding no proof of the connection between the payments and the tax conspiracy.  Capital Video Corporation v. Commissioner, (1st Cir. November 27, 2002).


Daughter’s Dance Lessons Not a Business Expense.  The taxpayer created a sole proprietorship.  Its sole asset was a talent-agent agreement with the taxpayer’s daughter.  The taxpayer claimed deductions totaling $14,000 for the daughter’s dance education, maintaining the expenses were part of the sole proprietorship.  The Service disallowed the deductions, and the Tax Court upheld the disallowance.  The court concluded that the proprietorship was more akin to a hobby than a for-profit business, noting the commingling of various funds and the lack of a business plan and budget for the proprietorship.  The motive of the taxpayer was pride and personal gratification, not profit.  In a desperate attempt to dance around defeat, the taxpayer argued the Service’s deficiency notice was invalid because it listed a legal holiday as the last date they could file a timely petition.  The court stopped the music and the taxpayer did not have a chair.  The taxpayer appealed to the Fourth Circuit, but the appellate court affirmed the decision of the Tax Court in an unpublished, per curiam opinion.  Bush v. Commissioner (4th Cir. November 27, 2002).


Lack of Business Purpose Invalidates $22 Million Deduction.  The original shareholders of the taxpayer wanted to sell their stock to an unrelated corporation, but the potential buyer wanted to buy the taxpayer’s assets instead.  Enter Doug Wolf, lawyer, who proposed to use his own corporation to facilitate a transaction that would appease both sides.  Wolf’s corporation had a subsidiary shell, and Wolf arranged to have the shell borrow $20.5 million from a bank and use the proceeds plus about $3 million of extra cash to buy all of the taxpayer’s stock from its original shareholders.  The shell and the taxpayer then merged, with the taxpayer surviving.  The taxpayer then sold its assets for $20.5 million to the original potential buyer, causing the taxpayer to recognize $11 million in gain.  A short time later, coincidentally, Wolf had the taxpayer pay $22 million to get out of “onerous” lease agreements, and the taxpayer claimed a $22 million deduction that not only sheltered the gain from the asset sale but also generated a net operating loss carryback.  The Service zeroed in on the $22 million payment, and, finding no reason for getting out of the commercially reasonable lease agreements, disregarded the payment as having a sole purpose of generating a tax deduction.  The Tax Court carefully parsed through these very complex transactions and found no business or economic reason for the extremely high payoff.  It thus denied the deduction.  On appeal, the taxpayer insisted that there was economic substance to the transaction, but the Second Circuit affirmed the decision of the lower court and held that the deduction was properly disallowed.  Nicole Rose Corp. v. Commissioner (2d Cir. December 16, 2002).


There’s a Cold Wind Blowing … a Crook’s Deduction Off the Return.  The taxpayer was indicted in 1996 for smuggling freon into the United States and for evading the payment of excise taxes associated with the importation of freon.  In 1997, the taxpayer entered into a plea agreement with the United States.  Among other aspects to the agreement, the taxpayer agreed to forfeit nearly $5 million in assets to the federal government.  The forfeiture occurred in 1997, and the taxpayer claimed a deduction for that amount on an amended 1997 return.  Not surprisingly, this created a net operating loss, which the taxpayer used to offset deficiencies from prior years.  The Service disallowed the deduction on the amended return, so the taxpayer sued for refund in federal district court.  The court upheld the Service’s disallowance of the deduction.  First, because the taxpayer’s claimed losses were forfeitures arising directly out of his criminal activity of smuggling freon and evading related excise taxes, and because allowance of the forfeiture amounts as deductions would obviously frustrate the national policy prohibiting such criminal activity, the court concluded that no deduction was available under § 165.  The taxpayer then argued that because his excise tax payments (which are actually made in connection with his legitimate freon business) are usually treated as ordinary and necessary business expenses, the forfeiture payments are likewise deductible as business expenses under § 162.  The court rejected this argument, not only because it ignores the fact that his forfeiture payments were not the result of the taxpayer’s legitimate business (but rather his illegal business) but also because the forfeiture payments were not payments of, or a substitute for payment of, those excise taxes which Wood evaded, the very criminal act resulting in the forfeiture payments. “Admittedly, the forfeiture payments represented ill-gained monies from [the taxpayer’s] off-the-books freon business, and that excise taxes should have been paid on the freon.  However, this does not transform the forfeiture payments into the excise taxes which [he] should have, but failed to pay.”  The court also rejected the taxpayer’s efforts to apply the mitigation provisions and his last-ditch constitutional claim.  Wood v. United States (S.D. Fla. December 17, 2002).


Day Care Providers May Now Use Rate Tables for Deducting Food Costs.  It’s not enough that they change diapers and wipe faces, day care providers must also feed children in their care.  The food costs are, of course, deductible, but the deductibility of groceries in a sensitive issue.  Day care providers must keep detailed records that substantiate deductions for food provided to eligible children.  Because family day care providers often purchase food that is used for their own families as well as in carrying on their business, they may have difficulty meeting the normal substantiation rules.  To minimize disputes and to reduce burden by eliminating the need to keep all receipts for food purchased during the taxable year, the Service will now permit family day care providers to use standard meal and snack rates provided in this Revenue Procedure to compute the deductible cost of food in lieu of using actual costs.  If a day care provider complies with all the provisions of this Revenue Procedure, he or she will be deemed to meet the substantiation requirements for the purpose of computing the deductible cost of food provided to children in the day care.  Revenue Procedure 2003-22 (March 10, 2003).


Wholly-Owned Corporation Cannot Deduct Shareholders’ Personal Expenses.  The taxpayers were the sole shareholders of Holland America, a C corporation.  The corporation is engaged in the business of importing and growing flower bulbs for sale to cut flower producers.  The corporation’s principal place of business, a farm in Woodland, Washington, was also the location of taxpayer’s personal residence.  Under signed agreements, the taxpayers leased warehouses, a shed, and the crop land located on the property to the corporation.  Although none of the lease agreements made mention of the taxpayer’s house, the taxpayers argued in court that there was an oral lease that also leased the house to the corporation.  Accordingly, the corporation deducted various expenses related to the house, including electricity, hazard insurance premiums and even the groceries of the taxpayers (!).  The Tax Court, unimpressed with the self-serving testimony of the taxpayers with respect to the oral lease agreement, held that no enforceable lease of the house was proven to exist.  Accordingly, the court disallowed the claimed deductions.  The corporation also tried to deduct the costs incurred for landscaping the property, but the court noted that most of the landscaping was at or near the house.  The corporation’s claim that the landscaping was a necessary advertising expense thus held little weight because most customers to the business portion of the property would not see the landscaping.  In addition to denying the corporation’s deductions, the court found that the taxpayers had constructive dividends from the corporation’s payment of their personal expenses.  The taxpayers figured they had a good case for appeal, so they went to the Ninth Circuit.  But the appellate court affirmed on all issues.  Dobbe v. Commissioner (9th Cir. March 19, 2003).


Check It Out:  Law Librarian Cannot Deduct Expenses to Attend Law School.  The taxpayer has been a law librarian for 25 years.  She worked full-time as a law librarian while attending law school from 1994 to 1998.  Her current position did not require that she earn a law degree, but she expensed the costs of attending law school as improving or maintaining her skills as a law librarian.  The Service disallowed the deduction on the grounds that the costs qualified her for a new trade or business.  The Tax Court agreed with the Service and denied the deduction, citing a long line of precedent.  The taxpayer appealed, but the Eighth Circuit affirmed the decision.  Galligan v. Commissioner (8th Cir. April 15, 2003).


Minister’s Deduction for Education Expenses Didn’t Have a Prayer.  The taxpayer, a Methodist minister, decided that he needed to improve his ministry skills, including interpersonal communication, relationship building, sermon writing, leadership, and management.  In 1994, he took courses at the University of Great Falls.  The classes were not required for him to continue as a local pastor.  By the end of 1995, the taxpayer earned a bachelor’s degree in human services.  On the 1994 tax return, the taxpayer claimed a deduction of $9,698 for “Continuing Education” expenses.  The amount claimed represented tuition, books, and course-related fees incurred and paid by the taxpayer for the courses taken at the University of Great Falls.  The Service disallowed the deduction, and the taxpayer challenged the decision in Tax Court.  The court held that the courses, which ultimately led to a bachelor’s degree, qualified the taxpayer in a new trade or business.  “The courses provided him with a background in a variety of social issues that could have prepared him for employment with several public agencies and private non-profit organizations outside of the ministry.  Whether or not petitioner remains in the ministry is irrelevant; what is important under the regulations is that the degree “will lead” petitioner to qualify for a new trade or business.”  the court conceded that “[i]t may be all but impossible for a taxpayer to establish that a bachelor’s degree program does not qualify the taxpayer in a new trade or business.”  Warren v. Commissioner, T.C. Memo. 2003-175.

Section 163:  
Interest


Corporate Tax Shelter Alert:  COLI Tax Shelter Still Not Music to a Court’s Ears.  The taxpayer’s subsidiary, Camelot Music, purchased corporate-owned life insurance (COLI) on the lives of 1,430 employees in 1990.  Camelot paid an annual premium of $10,000 on each policy.  After the first payments, when the aggregate value of the policies was slightly in excess of $14 million, Camelot took out a $13 million loan against the policies.  It used the loan proceeds to pay future premiums until such time as the policies themselves had enough value to pay premiums.  Camelot paid interest on the loan, and the interest deduction produced a tax benefit that outweighed the projected economic loss from the transaction.  It was remarkably similar to the COLI tax shelter scheme struck down by the Tax Court in Winn-Dixie Stores, Inc., v. Commissioner in 1999.  Not surprisingly, then, the Delaware District Court  agreed with the Service that the loan interest was not deductible because the transaction was a sham.  On appeal, the Third Circuit affirmed.  IRS v. CM Holdings, Inc. (3rd Cir. August 19, 2002).


Deficiency Interest Not Deductible Even if Related to Business.  The taxpayer operated a law practice as a sole proprietor.  In 1989, the taxpayer’s returns for 1986 and 1987 were audited, and the Service increased the amount reported as gross income from the business in both years.  The adjustment resulted in increased tax and penalties for those years, which the taxpayer paid.  The taxpayer did not completely pay the interest component of the deficiency, however, and in 1994 the IRS seized the taxpayer’s property.  The Service sold the property and applied the proceeds to the interest deficiency in 1995.  The taxpayer then deducted the deemed interest payment on the taxpayer’s 1995 return.  The Service disallowed the deduction.  Before the Tax Court, the taxpayer argued that the interest was on debt “properly allocable to a trade or business” and thus deductible under § 163(h)(2)(A).  The Service countered that any interest paid on underpayments of individual income taxes is non-deductible “personal interest” under Reg. § 1.163-9T(b)(2)(i)(A).  The taxpayer argued that the regulation was invalid, citing Redlark v. Commissioner, a 1996 decision of the Tax Court.  But the court noted that five circuit courts have disagreed with Redlark (even Redlark itself had been reversed on appeal to the Ninth Circuit).  Since an appeal in this case would lie in a circuit that had not already decided the issue, the court was not constrained to follow these other courts.  Yet the majority of the Tax Court (11-6) did so, formally revoking Redlark.  The majority observed that Congress has not amended § 163(h)(2)(A) since the introduction of the Temporary Regulation in 1987, a suggestion that Congress at least passively agrees that the regulation is valid.  Conducting its own analysis, the majority finds the regulation an acceptable interpretation of the statute.  The dissenters stuck to Redlark, concluding it was the better interpretation of the statute.  Robinson v. Commissioner, 119 TC No. 4 (September 5, 2002).

No Portion of Redemption Settlement Payment is Interest.  Michael Polsky was president of the taxpayer when his employment was terminated in 1990.  A dispute then arose as to whether the termination violated the terms of an employment agreement between Polsky and the taxpayer and also as to the value of certain taxpayer stock that Polsky had to surrender upon termination.  An arbitrator determined that Polsky was entitled to about $21.7 million from the taxpayer, $15 million for damages from wrongful termination and $6.7 million for the value of the stock.  When Polsky went to court to confirm the judgment, the taxpayer argued that the arbitrator lacked jurisdiction.  The court agreed and vacated the damages portion of the award.  The court confirmed the $6.7 million award for the value of the stock.  While Polsky sought an appeal of the court’s action, the taxpayer and Polsky reached a settlement for $19.8 million.  Polsky then commenced an action to enforce the settlement.  In that action, he stated that the $19.8 million represented the value of his shares plus interest.  The taxpayer then paid the $19.8 million to Polsky.  The taxpayer took the position that $4.8 million of the amount paid represented interest, but the Service argued that was not true because the taxpayer did not issue Polsky a Form 1099-INT.  When the Service denied the interest deduction and assessed a deficiency, the taxpayer fled to Tax Court.  The court agreed with the Service that the substance of the settlement agreement suggests a settlement price of $19.8 million with no portion allocable to interest.  The taxpayer argued that Polsky should be precluded from arguing that no portion of the payment is interest because he maintained that a portion was interest when he sought to enforce the settlement agreement.  But the court observed that Polsky’s statement in that proceeding was not clearly inconsistent with the position he now takes (that the entire amount represents the value of his stock).  Indeck Energy Services, Inc. v. Commissioner, T.C. Memo. 2003-101 (April 11, 2003).

Section 167:
Depreciation


Tax Court Sticks to Its Guns on Recovery Period for Pipeline Gathering System.  Over four consecutive taxable years, the taxpayer (a buyer, transporter, processor, and seller of natural gas) depreciated its pipelines using a seven-year recovery period.  The Service assessed deficiencies, concluding that the applicable recovery period was 15 years.  In a 1997 decision, the Tax Court sided with the Service when a similar taxpayer made the same argument.  That decision was reversed by the Tenth Circuit in the next year, so the taxpayer here asked the court to follow the lead of the Tenth Circuit now.  Not constrained to follow the Tenth Circuit in this case because an appeal would lie in the Fifth Circuit, the court (in a 10-6 decision) declined to reverse its earlier holding.  The court disagreed with the appellate court’s application of the class life tables to the natural gas industry and not to the particular use made by the taxpayer.  The dissenters generally read the relevant authorities as requiring only that the pipelines be used by the taxpayer (and not both owned and used by the taxpayer) in order to get the shorter recovery period.  Clajon Gas Co., L.P. v. Commissioner, 119 T.C. No. 12 (October 25, 2002).

Section 168:  
Accelerated Cost Recovery System


2003 ACT:  Bonus Depreciation Allowance Extended and Expanded.  Under legislation effective in 2002, depreciable tangible personal property and computer software acquired after September 10, 2001, and before September 11, 2004, and placed in service before January 1, 2005, was eligible for an additional up-front depreciation deduction equal to the 30% of the asset’s adjusted basis after taking into account any § 179 election made with respect to the property.  The regular depreciation deductions would then be computed based on whatever basis remains after the § 179 election and the 30% bonus.  The 2003 Act made two modifications to this bonus: (1) the deadline for acquiring property eligible for the bonus was extended to the end of 2004; and (2) property acquired after May 5, 2003, and before January 1, 2005, is eligible for a 50% bonus deduction instead of a 30% bonus deduction.  The bonuses (30% and 50%) do not apply to intangibles amortized under § 197 (with the limited exception of computer software), or to start-up expenses amortized under § 195.  The bonuses also do not apply to assets with a class life in excess of 20 years or to used property.  Section 168(k).


Proposed Regulations Grapple with Changes in Use of Depreciable Property.  Treasury has issued proposed regulations containing rules for determining the annual depreciation allowance for property for which the use changes in the hands of the taxpayer.  Changes in use include a conversion of personal use property to a business or income-producing use, a conversion of depreciable property to personal use, or a change in use of depreciable property that results in a different recovery period, depreciation method, or both.  The proposed regulations provide that personal use property converted to business or income-producing use is treated as being placed in service by the taxpayer on the date of the conversion. Thus, the property is depreciated by using the applicable depreciation method, recovery period, and convention prescribed for the property beginning in the taxable year the change of use ("year of change") occurs.  The depreciable basis of the property for the year of change is the lesser of its fair market value or adjusted depreciable basis at the time of the conversion.  A conversion of MACRS property from business or income-producing use to personal use is treated as a disposition of the property. Depreciation for the year of change is computed by taking into account the applicable convention. No gain, loss, or depreciation recapture is recognized upon the conversion.  The proposed regulations also provide rules to apply when a taxpayer changes the use of the property after the property's placed-in-service year but the property continues to be depreciable property in the hands of the taxpayer.  The proposed regulations also provide rules for determining the applicable depreciation method, recovery period, and convention used to determine the depreciation allowances for the property for the year of change and subsequent taxable years.  If a change in the use of property results in a shorter recovery period and/or a more accelerated depreciation method (for example, property ceases to be used predominantly outside the United States), the adjusted depreciable basis of the property as of the beginning of the year of change is depreciated over the shorter recovery period and/or by the more accelerated depreciation method beginning with the year of change as though the property is first placed in service in the year of change.  Under certain circumstances, this rule may adversely affect taxpayers. For example, under this rule, if a change in the use of property results in a shorter recovery period, a taxpayer must depreciate that property over the new shorter recovery period even if the remaining portion of the original longer recovery period is less than the new shorter recovery period.  To avoid this adverse effect, the proposed regulations allow a taxpayer to elect to continue to depreciate the property for which the new recovery period is shorter or a more accelerated method is allowed as though the change in use had not occurred.  If a change in the use of property results in a longer recovery period and/or slower depreciation method (for example, property begins to be used predominantly outside the United States), the adjusted depreciable basis of the property is depreciated over the longer recovery period and/or by the slower depreciation method beginning with the year of change as though the taxpayer originally placed the property in service with the longer recovery period and/or slower depreciation method.  Accordingly, the adjusted basis of the property as of the beginning of the year of change is depreciated over the remaining portion of the new, longer recovery period as of the beginning of the year of change.  The proposed regulations will be applicable to any changes in the use of depreciable property in taxable years ending on or after the date on which the regulations are finalized.  Proposed Regulation § 1.168(i)-4 (July 21, 2003).

Section 170:  
Charitable Contributions and Gifts


Prior Ruling “Warrants” Summary Judgment for Taxpayers.  The taxpayers owned warrants in NMG, a closely-held corporation.  An unrelated corporation, WCP, notified NMG of its interest in acquiring all of the stock in NMG.  After this notice had been received, the taxpayers assigned their warrants to four different charities.  At the time of the transfer, none of the donees were under an obligation to sell the warrants, and no donee could be compelled to sell the warrants it received.  Eventually, the donees in fact sold all of their warrants to WCP.  The Service thought that the taxpayers should have been taxed on the unrealized appreciation in the value of the warrants at the time of the transfers (which amounted to a cool $4.7 million), arguing that the transfers were an anticipatory assignment of income.  The taxpayers argued for the application of Revenue Ruling 78-197, which held that where a donor makes a charitable contribution of stock, the donor will be taxed on the unrealized appreciation only where the charity is legally bound (or can be compelled) to sell the shares.  The Tax Court unanimously held that the ruling clearly applies to the taxpayers’ situation.  The Service argued that it should not be bound by the ruling, but the court found no modification of the ruling since it was issued over a quarter-century ago.  The court thus granted the taxpayers’ motion for summary judgment.  Rauenhorst v. Commissioner, 119 T.C. No. 9 (October 7, 2002).


Transfer of Car to Charity’s Agent Qualifies for Deduction.  The Service has ruled that a donor’s transfer of an automobile to a charity’s authorized agent will be treated as a transfer to the charity even where the agent is a for-profit auto dealership.  The ruling posits a situation where a charitable organization and a for-profit dealer have negotiated a written agency relationship valid under applicable state law.  The dealership receives a fee in exchange for its services in administering the fundraising program for the charity.  On these facts, the Service concluded that a transfer of a car to the dealer as agent for the charity is a charitable gift that qualifies for the § 170 deduction.  The Service also stated that any acknowledgment furnished by the dealer as the charity’s agent satisfies the requirements of § 170(f)(8).  Finally, the Service ruled that in valuing the car, the donor may use an established used car pricing guide so long as the factors used in the pricing guide (make, model, year, condition) match the donated vehicle exactly.  If the factors do not match, the donor must use some other reasonable basis to value the car.  Revenue Ruling 2002-67 (November 25, 2002).


Ruling Discusses Deductibility of Patent Contributions to Schools.  The Service has issued guidance related to the contribution of a patent to a charitable organization in three separate situations.  In the first situation, a taxpayer contributes a license to use a patent, but retains the right to license the patent to others.  The Service concluded that the contribution constitutes neither of the taxpayer’s entire interest in the patent, nor a fraction or percentage of each and every substantial interest or right that the taxpayer owns in the patent.  Thus, the contribution is one of a partial interest, and no deduction under § 170(a) is allowable. The Service said that the result would be the same even if the donor had contributed the patent (or a license to use it) solely for use in a particular geographic area while retaining the right to use the patent (or license) in other areas.  In the second situation, the donor contributes a patent on the condition that a faculty member of University (an expert in the technology covered by the patent) continues to be a faculty member of the recipient University during the remaining life of the patent.  The patent will expire 15 years after the date of contribution to the University.  The Service concluded that because the chances that the faculty member will no longer be affiliated with the University are “not so remote as to be negligible,” no deduction is allowed.  In the third situation, the donor contributes all interests to the patent, but restricts the University from selling or licensing it for three years from the date of transfer.  The restriction does not in any way benefit the donor, and it is not a restriction that could result in a reversion to the donor.  Thus, the contribution in this situation is deductible under § 170(a), assuming all other applicable requirements are satisfied, and subject to the percentage limitations of § 170.  Revenue Ruling 2003-28 (March 17, 2003).

Section 179: 
Election to Expense Certain Depreciable Business Assets


2003 ACT: Dollar Limitations Increased.  Until 2006, a taxpayer may expense the first $100,000 (not $25,000) of depreciable property purchased during the taxable year for use in the active conduct of a trade or business activity, even though normal rules would require depreciation of such costs.  This “extra first-year depreciation” remains elective—a taxpayer need not claim the bonus depreciation if he or she does not want it (but in most cases, of course, he or she would).  If the total amount of qualifying property purchased in any year exceeds $400,000, however, the $100,000 bonus is reduced dollar for dollar.  Thus, if a taxpayer purchased qualifying property for $413,000, only $87,000 of qualifying property can be expensed under § 179.  The $100,000 limitation will be reduced to $25,000 beginning in 2006.  In addition, the $400,000 threshold for reducing the dollar limitation will also be reduced to $200,000 beginning in 2006.  The $100,000 and $400,000 figures are set to be adjusted for inflation.  Section 179(b).
Section 197:  
Amortization of Goodwill and Certain Other Intangibles


Noncompete Pursuant to Redemption Agreement Must Be Amortized Over 15 Years.  The taxpayer, an auto dealership, sold all of its stock in 1987 to Roundtree Automotive Group, Inc., a company that bought and operated car dealerships.  Roundtree installed Menholt, one of its employees, to manage the taxpayer’s dealership.  Over the next seven years, Menholt acquired 25% of the taxpayer’s stock from Roundtree.  In 1994, the taxpayer, Roundtree, and Menholt signed a redemption agreement, whereby the taxpayer agreed to redeem all of Roundtree’s shares, leaving Menholt as the sole owner of the taxpayer.  As part of the redemption agreement, the taxpayer agreed to make 60 monthly payments of $20,000 to Roundtree and its president in exchange for their covenant not to compete against the taxpayer for 5 years.  The Service argued that the noncompete was a § 197 intangible that had to be amortized over 15 years.  The taxpayer argued that because the noncompete agreement was not part of the “acquisition” of a business, § 197 did not apply.  The taxpayer therefore argued that it could amortize the noncompete over its 5-year life.  The Tax Court, however, held that the Service was right.  The court found nothing in the legislative history to suggest that redemptions were beyond the scope of § 197.  It was enough that the taxpayer indirectly acquired an interest in a corporation (itself) that engaged in a trade or business.  The court noted that Treas. Reg. § 1.197-2(b)(9)—which states that redemptions are within the purview of § 197—did not apply because its effective date was after the date of the redemption agreement.  Still, the court seemed to look upon the regulation favorably.  On appeal, the Ninth Circuit affirmed.  The court found that the legislative history contemplated that an interest in a business included not only the assets of the business but also stock in a corporation engaged in that business.  Frontier Chevrolet Co. v. Commissioner (9th Cir. May 28, 2003).

Section 213:
Medical Expenses


Reconstructing Breasts and Correcting Vision are Deductible, But Whitening Teeth is Not.  In this ruling, Taxpayer A undergoes mastectomy surgery that removes a breast as part of treatment for cancer and pays a surgeon to reconstruct the breast.  Taxpayer B wears glasses to correct myopia and pays a doctor to perform laser eye surgery to correct the myopia.  Taxpayer C's teeth are discolored as a result of age.  C pays a dentist to perform a teeth-whitening procedure. None of taxpayers are compensated for their expenses by insurance or otherwise, and the issue is whether the expenses qualify for the § 213 deduction.  The Service determined that the breast reconstruction surgery ameliorates a deformity directly related to a disease and therefore qualifies for the deduction.  The laser eye surgery is also deductible because the procedure meaningfully promotes the proper function of the body.  Vision correction with eyeglasses or contact lenses qualifies as medical care, and likewise surgery to correct defective vision (including laser procedures such as LASIK and radial keratotomy) corrects a dysfunction of the body. The teeth-whitening procedure, however, does not treat a physical or mental disease or promote the proper function of the body, but is directed at improving C's appearance. The discoloration is not a deformity and is not caused by a disfiguring disease or treatment.  Consequently, the cost is not deductible as an expense for medical care.  Revenue Ruling 2003-57 (June 2, 2003).


Unprescribed Equipment May be Deductible, But Unprescribed Medication is Not.  The taxpayer has an injured leg and uses crutches to enhance mobility while the leg is healing.  The taxpayer uses bandages to cover torn skin on the leg, and the taxpayer’s physician recommends that taking aspirin to treat pain in the leg.  The taxpayer also has diabetes and uses a blood sugar test kit to monitor the taxpayer’s blood sugar level.  None of these expenses is compensated for by insurance or otherwise, so the question is whether they are deductible under § 213.  The Service noted that the statute is quite clear that medication costs are deductible only where the medicine is prescribed.  Since aspirin is a medication that does not require a physician's prescription, its cost is not deductible under § 213, even if a physician recommends its use to a patient.  But the requirement of a prescription does not apply to items that are not medication.  In this case, the crutches and bandages mitigate the effect of the taxpayer’s injured leg and the blood sugar test kit monitors and assists in treating the taxpayer’s diabetes.  Therefore, the costs of these items are deductible, subject to the regular limitations of § 213.  Revenue Ruling 2003-58 (June 2, 2003).

Section 263:
Capital Expenditures


Proposed Regulations Offer Comprehensive Rules for Capitalization of Intangibles.  As promised, Treasury issued proposed regulations applicable to the capitalization of intangible assets for cash method taxpayers.  The proposed regulations represent an attempt to offer comprehensive guidance on what has proven to be an elusive and litigious topic.  The proposed regulations generally require a taxpayer to capitalize: (1) any amount paid to acquire, create, or enhance an intangible asset; (2) any amount paid to facilitate the acquisition, creation, or enhancement of an intangible asset; and (3) any amount paid to facilitate a restructuring or reorganization of a business entity or a transaction involving the acquisition of capital, including a stock issuance, borrowing, or recapitalization.  An amount is paid to “facilitate” a transaction “if the amount is paid in the process of pursuing the transaction.”  Simplifying conventions provide exceptions for compensation paid to employees and certain de minimis amounts.  In addition to these general rules, the proposed regulations offer a special 12-month rule.  Under this rule, a taxpayer is not required to capitalize amounts paid to create or enhance an intangible asset if the amounts do not create or enhance any right or benefit for the taxpayer that extends beyond the earlier of: (1) twelve months after the first date on which the taxpayer realizes the right or benefit; or (2) the end of the taxable year following the taxable year in which the payment is made.  Proposed Regulation § 1.263(a)-4 (December 19, 2002).

Section 264:  
Certain Amounts Paid in Connection with Insurance Contracts


Dow Chemical’s COLI Plan Has the Substance Others Don’t.  In 1988, the taxpayer purchased corporate-owned life insurance (“COLI”) policies on about 4,000 executives.  Three years later, the taxpayer purchased a group COLI policy on another 17,000 employees.  The executive COLI policies required level annual premium payments for nine years.  The taxpayer used policy loans to make the payments in the first three years, a combination of policy withdrawals and interest to pay the premiums in the next two years, policy interest only to pay the premiums in the following two years, and policy loans to pay the last two annual premiums.  With respect to the rank-and-file COLI plan, the taxpayer used policy loans to pay the first three annual premiums, then policy withdrawals to pay the next four premiums, followed by another policy loan for the eighth and final annual premium.  Generally, § 264(a)(3) disallows a deduction for interest paid or accrued on any debt used to pay for life insurance as part of a plan whereby the taxpayer contemplates borrowing against the increases in the cash value of the insurance policy.  Section 264(d)(1), however, contains an exception: if four of the first seven annual premiums are paid for with unborrowed funds, the interest on the three “borrowed premiums” is deductible.  Contending that the policy withdrawals were a use of unborrowed funds, the taxpayer deducted the interest payments on the loans from the COLI policies because it had meet the “four-of-seven” test with respect to both COLI plans.  The Service disallowed the deductions and assessed a small deficiency ($22.2 million).  The taxpayer paid the deficiency and sued for refund.  The Service argued that the COLI plans lacked economic substance because the “unborrowed funds” were really circular transactions because they were paid from the policies themselves.  The Service tossed in citations to many cases in the last several years where courts have found similar plans to lack economic substance.  In a brief opinion (only 140 pages), the federal district court held that the taxpayer’s plans were legitimate.  Unlike the abusive tax shelter cases cited by the Service, the taxpayer could expect positive pretax cash flow from these transactions after 18 years (in the abuse cases, a positive cash flow was not expected until at least 50 years).  In addition, the substantial economic gain to the taxpayer from the tax-free growth of the policies justified its expenses.  Thus, the court found that there was something more to the plans than just the interest deductions.  Dow Chemical Company v. United States (E.D. Mich. March 31, 2003).
Section 274:  
Disallowance of Certain Entertainment, Etc. Expenses


Denial of Racetrack’s Deduction for Full Cost of Meals “Affirmed.”  The taxpayer conducts live horse races, including the Kentucky Derby.  Among the Derby-related events sponsored by the taxpayer is the Sport of Kings Gala, a brunch hosted immediately after the drawing for post positions in the Derby.  The gala includes a cocktail party, dinner, and entertainment.  In 1994, the taxpayer also hosted the Breeders’ Cup race.  As part of its Breeders’ Cup hosting duties, the taxpayer sponsored a cocktail party and breakfast.  The Service argued that these expenses were subject to the 50% haircut of § 274(n)(1) for meals and entertainment.  The taxpayer first argued that it is in the entertainment business, and thus not subject to § 274(n)(1).  The Tax Court rejected this argument, for while the taxpayer is in the entertainment business, the meals and entertainment expenses at issue were not part of the taxpayer’s normal entertainment product (horse races and parimutual wagering).  The taxpayer argued alternatively that § 274(n)(1) did not apply because of the exception in § 274(n)(2)(A) for expenses made available to the public.  The taxpayer argued that the Derby and Breeders’ Cup were open to the public, thus supporting the exception.  But the court observed that the expenses at issue related to invitation-only events, so the exception does not apply.  The taxpayer appealed the decision, but the Sixth Circuit affirmed on all grounds.  The taxpayer’s reference to legislative history on appeal was not persuasive.  Churchill Downs, Inc. v. Commissioner (6th Cir. October 8, 2002).

Section 446:  
General Rule for Methods of Accounting


Service Proposes Expanding the Scope of Advance Payment Deferrals.  The Service has issued a proposed Revenue Procedure that would expand the list of advance payments that qualify for deferral reporting.  Currently, accrual method taxpayers receiving payment in Year 1 for services to be rendered by the end of Year 2 may defer reporting the income until the year in which the services are performed.  This is permitted by Revenue Procedure 71-21.  But this deferral is only allowed with respect to advance payments for services and not to payments for goods or for payments for a mix of goods and services.  The proposed Revenue Procedure will also allow deferral reporting for: (1) the sale of most goods; (2) the use of intellectual property; (3) the use of space or property if the use is ancillary to the provision of services (like advance payments for use of rooms at a hotel or for booth space at a trade show); (4) subscriptions (whether tangible or intangible in format); (5) warranties with respect to services, goods, the use of intellectual property, or the use of space or property ancillary to the provision of services; and (6) memberships.  Deferral is specifically not allowed for: (1) most rents; (2) insurance; and (3) payments with respect to financial instruments (like letters of credit, futures, and credit card arrangements).  The proposed Revenue Procedure would become effective when finalized.  Notice 2002-79 (December 16, 2002).

Section 451:  
General Rule for Taxable Year of Inclusion


What’s Good for the White Sox is Good for the Devil Rays.  The taxpayer is a limited partnership that owns and operates the Tampa Bay Devil Rays baseball franchise (though some might argue that the term “Devil Rays baseball” is an oxymoron).  In the taxable years at issue, the taxpayer received deposits from customers on advance season tickets, as well as deposits on reservations for private suites.  The cash method taxpayer treated these receipts as “deposits” and “deferred income,” so it did not include them in gross income.  The Service argued that the prepaid income should have been included in the year of receipt.  The court held that the taxpayer was entitled to defer the reporting of the prepaid income.  The court noted that this case was almost exactly like Artnell Co. v. Commissioner, where the owner of the Chicago White Sox was able to defer the income from advance ticket sales until the year in which the games were played.  Although the general rule for cash method taxpayers requires inclusion of advance payments in the year of receipt, there is a narrow exception under Artnell where the taxpayer can prove that services will be performed on fixed dates in one or more subsequent taxable years.  By deferring income in those limited situations, there is a better matching of income and related expenses. Tampa Bay Devil Rays, Ltd. v. Commissioner, T.C. Memo. 2002-248 (September 30, 2002).


Guidance for Accrual Method Taxpayers When Goods Are Mistakenly Shipped or Billed.  The Service has issued a ruling concerning an accrual method taxpayer who manufactures two products that are sold to retailers for resale.  The taxpayer normally recognizes gross income from sales of the two products when it ships them to the retailer.  In the first situation, a retailer orders 1,000 cases of one product at a price of $15 per case in October, Year 1.  P ships the order and sends an invoice in November, Year 1.  But a typo in the bill states that the amount due is $16,000 instead of $15,000.  In January, Year 2, the customer notifies the taxpayer of the erroneous invoice and the taxpayer acknowledges the error.  The customer pays the taxpayer later in Year 2.  In this situation, the Service states that the taxpayer may not accrue $16,000 of gross sales in gross income in Year 1 because the taxpayer lacks a fixed right to that amount. Rather, the taxpayer should accrue $ 15,000 of gross sales, less the corresponding cost of goods sold, in gross income in Year 1.  If the taxpayer has already filed its income tax return for Year 1 when the mistake is discovered, the taxpayer should file a claim for refund of any overpayment of tax arising from reporting an improper amount of income on that return.  In the second situation, another retailer orders 600 cases of a product in September, Year 1, at a price of $15 per case.  The taxpayer ships the order in October, Year 1, and sends an invoice for the correct amount ($9,000) with the order.  In November, Year 1, the customer discovers that the taxpayer sent the wrong product, so it notifies that the taxpayer of its refusal to pay.  In January, Year 2, the retailer and the taxpayer settle their dispute when the retailer agrees to pay (and the taxpayer agrees to accept) $4,500 for the product that was already shipped.  Here, the dispute arises in the taxable year of sale. Accordingly, says the Service, because the taxpayer lacks a fixed right to the income, it may not include any amount from that transaction (including the corresponding cost of goods sold) in gross income in Year 1. Instead, the taxpayer must accrues $4,500 of gross sales (less the corresponding cost of goods sold) in gross income in Year 2, when the dispute is settled.  In the third situation, yet another retailer each month orders 300 cases of one product at a price of $10 per case and 700 cases of the second product at a price of $15 per case (total price for the order = $13,500).  On December 28, Year 1, the taxpayer mistakenly ships 400 cases of the cheaper product (100 too many) and 600 cases of the more expensive product (100 too few), along with an invoice of $13,000.  In January, Year 2, the customer discovers the shipping error and notifies the taxpayer.  The customer asks the taxpayer to correct the error by adjusting the regular shipment for January, Year 2.  The taxpayer agrees, shipping 200 cases of the cheaper product and 800 cases of the more expensive product later that month.  The customer pays $13,000 to the taxpayer in February, Year 2, and $14,000 in March, Year 2.  Here, because the customer does not dispute the shipment, the taxpayer has a fixed right to income relating to the shipment in Year 1. Accordingly, the taxpayer accrues $13,000 of gross sales (less the corresponding cost of goods sold) in gross income in Year 1.  Revenue Ruling 2003-10 (January 21, 2003).

Section 453:  
Installment Method


“Contingent Installment Sales” May Lack Economic Substance, But Tax Court Should Still Reconsider the Case.  Brunswick Corporation realized very large capital gains in a taxable year, and they were desperate for offsetting capital losses.  Merrill Lynch came to the rescue, proposing a complex transaction designed to create losses.  Brunswick and a foreign bank created two general partnerships, and the two partnerships purchased private placement notes and certificates of deposit.  Less than a month later, the two partnerships sold the notes and CDs for cash and LIBOR notes in a transaction designed to qualify as a contingent installment sale.  90% of the gain from the sales was allocated to the foreign bank, so no U.S. tax was paid.  After the end of the first partnership taxable year, Brunswick acquired a greater interest in each of the partnerships (through direct purchases of the bank’s interests and through the partnerships’ redemptions of the bank’s interests).  The partnerships then distributed cash and the LIBOR notes to Brunswick, which then sold the LIBOR notes for cash.  Brunswick allocated the remaining bases in the original private placement notes and CDs to the sales of the LIBOR notes, as permitted under the ratable basis recovery rules in Treas. Reg. § 15A.453-1(c).  Accordingly, Brunswick was able to claim $175 million in capital losses on the sale of the LIBOR notes.  The Tax Court sustained the Commissioner’s disallowance of the losses, finding no economic substance or business purpose to the transactions giving rise to the claimed losses.  On appeal, the District of Columbia Circuit decided that while the transactions undertaken by Brunswick likely did lack economic substance, the Tax Court did not sufficiently consider whether the partnerships used by Brunswick also lacked economic substance, and that latter issue is controlling.  So the case was remanded back to the Tax Court for that determination.  On remand, the Tax Court (not surprisingly) found that the partnerships were shams because the bank was essentially paid to participate in the partnerships because it was assured of a minimum return on its capital.  Saba Partnership v. Commissioner, T.C. Memo. 2003-31 (February 11, 2003).

Section 752:  
Treatment of Certain Liabilities


Service Provides for Netting of Liabilities.  In this ruling, a general partnership with two equal partners owns Blackacre, a parcel of real property, with a fair market value of $300x and an inside basis of $80x.  The property is subject to a liability of $100x.  The partnership enters into a deferred like kind exchange of properties that qualifies for nonrecognition.  Pursuant to an agreement, the partnership transfers Blackacre on October 16, Year One, subject to the liability.  On January 17, Year Two, the partnership receives Whiteacre, which has a fair market value of $260x and is subject to a liability of $60x.  Thus, as a result of the exchange, the partnership has a net decrease in liability of $40x.  The Service ruled that where a partnership enters into a deferred like kind exchange in which property subject to a liability is transferred in one taxable year of the partnership and property subject to a liability is received in the following taxable year of the partnership, the liabilities are netted for purposes of § 752. Furthermore, any net decrease in a partner's share of partnership liability is taken into account for purposes of § 752(b) in the first taxable year of the partnership, and any net increase in a partner's share of partnership liability is taken into account for purposes of § 752(a) in the second taxable year of the partnership.  In this example, therefore, the partnership’s amount realized from the exchange is $300x (the fair market value of the replacement property ($260x), increased by the liability relief ($100x), and decreased by the liability assumed ($60x)).  Since the inside basis in Blackacre is $80x, there is a realized gain of $220x. Under § 1031(b), the partnership recognizes gain only to the extent of money or other property received in the exchange.  The relinquished liability of $100x is offset by the replacement liability of $60x in determining the amount of money or other property that P is treated as receiving.  Therefore, under § 1031(b), the partnership is treated as receiving $40x of money or other property and therefore recognizes a gain of $40x in Year One.  That gain is allocated $20x to each partner as part of his or her distributive share of the entity’s Year One income.  Furthermore, under § 752(b), each partner is treated as receiving a deemed distribution from the partnership of $20x in Year One, and this deemed distribution of $20x is treated as an advance or drawing of money to the extent of each partner's distributive share of the partnership’s Year One income.  Revenue Ruling 2003-56 (June 9, 2003).

Section 861:
Income From Sources Within the United States


Boeing’s Challenge to Old Regulation Grounded.  The old rules for "domestic international sales corporations" (DISCs) provided that no tax was payable on the DISC's retained income until it was distributed.  Where a domestic corporation formed a DISC subsidiary, this created an incentive to maximize the DISC's share (and to minimize the parent's share) of the parties' aggregate income from export sales.  The statute gave three alternative ways for a parent to divert a limited portion of its income to the DISC.  In this case, the avenue that Boeing chose limited the DISC's taxable income to a little over half of the parties’ "combined taxable income" (CTI).  The Treasury Regulation at issue, Reg. § 1.861-8(e)(3) (now superceded), governed the accounting for research and development (R&D) expenses when a taxpayer elects to take a current deduction, telling the parent and its DISC “what” must be treated as a cost when calculating CTI, and “how” those costs should be allocated among different products and “how” they should be apportioned between the DISC and its parent.  With respect to the "what" question, the regulation included a list of Standard Industrial Classification (SIC) categories (e.g., “transportation equipment”) and required that R&D for any product within the same category as the exported product be taken into account.  The regulations used gross receipts from sales as the basis for both "how" questions. Boeing organized its internal operations along product lines (e.g., “767 aircraft”) for management and accounting purposes, each of which constituted a separate "program" within the organization. $3.6 billion of its R&D expenses were spent on "Company Sponsored Product Development," meaning product-specific research.  Boeing's accountants treated all Company Sponsored costs as directly related to a single program and unrelated to any other program.  Because nearly half of the Company Sponsored R&D at issue was allocated to programs that had no sales in the year in which the research was conducted, that amount was deducted by Boeing currently in calculating its taxable income for the years at issue, but never affected the calculation of the CTI derived by Boeing and its DISC from export sales.  The Service reallocated Boeing's Company Sponsored R&D costs for 1979 to 1987, thereby decreasing the untaxed profits of its export subsidiaries and increasing its taxable profits on export sales. After paying the additional taxes, Boeing filed for refund in federal district court.  The lower court found the Regulation invalid, reasoning that its categorical treatment of R&D conflicted with congressional intent that there be a direct relationship between items of gross income and expenses related thereto, and with a specific DISC regulation that gave the taxpayer the right to group and allocate income and costs by product or product line. The Ninth Circuit reversed this decision, and the United States Supreme Court (7-2) affirmed the reversal.  The Court concluded that the Regulation was a proper exercise of rulemaking authority.  The Code did not support Boeing's argument that the statute and certain regulations give it an unqualified right to allocate its Company Sponsored R&D expenses to the specific products to which they are factually related and to exclude such R&D from treatment as a cost of any other product. The Court stated that any Regulation must be treated with deference, but quickly noted that there are some limits on Treasury’s interpretive authority.  In this case, however, the Court determined that the Regulation’s approach was both reasonable and consistent with the statute.  Justice Thomas dissented, arguing that Boeing’s approach was consistent with the Service’s approach for a number of years prior to the years at issue.  The Boeing Company v. United States (U.S. Supreme Court, March 4, 2003).  

Section 901:  
Foreign Tax Credit


Court Invokes Equitable Recoupment to Save Service’s Dignity.  In 1991 and 1992, the taxpayer participated in a series of transactions involving American Depository Receipts (ADRs).  By engaging in these transactions, the taxpayer generated $13.5 million in foreign tax credits, $3.1 million in interest expense, and $82.7 million in capital loss carryovers, all at the cost of $90.8 million in dividend income.  The Service challenged the transactions as shams, and thus denied all the deductions and credits.  Necessarily, then, it also excluded the dividend income.  While the lower court agreed with the Service, the Eighth Circuit concluded that the transactions had economic substance.  On remand, the taxpayer sought refunds from 1989 and 1990 (the carryback years), which the Service conceded.  The taxpayer also wanted a refund for 1992, as some of the capital loss carryover was still alive for that year.  The Service insisted that the 1992 refund request be denied because the taxpayer’s computation of the refund forgot to reinclude the $90.8 million in excluded dividend income.  If reincluded, the taxpayer would have an underpayment of tax, not an overpayment.  The lower court agreed with the Service with respect to the treatment of the 1992 return, and allowed the Service to recoup the deficiency from 1992 against the refund amount it owed to the taxpayer for 1989 and 1990 (thus reducing the total net refund to the taxpayer).  IES Industries Inc. v. United States (N.D. Iowa August 15, 2002).


Costa Rican Soak-Up Tax Ineligible for Credit.  Costa Rica imposes a withholding tax on various types of income paid to persons operating or residing outside of the country.  The Costa Rican Tax Administration has authority to grant a total or partial exemption from liability for withholding taxes if the persons who act as withholding agents (or the interested parties) prove that the recipient of such income is not granted a credit in the country in which it operates or resides for the withholding tax paid to Costa Rica.  The Service ruled that the Costa Rican withholding tax is thus ineligible for the United States foreign tax credit under a long-standing regulation that conditions the United States credit for a foreign tax on the requirement that the foreign tax be payable even if the United States did not allow for a credit.  Revenue Ruling 2003-8 (January 21, 2003).

Section 911:
Citizens or Residents of the United States Living Abroad


Johnston Island is Not a Foreign Country, So No Exclusion Applies.  The taxpayer lived and worked on Johnston Island, the main island of Johnston Atoll, a United States military installation and bird refuge.  On the federal income tax returns for 1994, 1995, and 1996, the taxpayer treated $ 70,000 of his earnings each year as excludable from gross income as "foreign earned income." The Service disallowed the exclusions, and a federal district court held that the taxpayer’s Johnston Island income was not excludable under either § 911 or § 931.  Section 911 does not apply because Johnston Island is not a foreign country, but a United States insular possession.  Section 931 does not apply because Johnston Atoll is not part of Guam, American Samoa, or the Northern Mariana Islands, and was specifically excluded from the islands making up the State of Hawaii.  On appeal, the Ninth Circuit agreed, affirming the district court’s decision on all counts.  Farrell v. United States (9th Cir. December 24, 2002).


The Magic of Stare Decisis.  The taxpayer here also lived and worked on Johnston Island, and likewise claimed an exclusion for income earned there under either § 911 or § 931.  Following the Farrell case, the Tax Court held that neither exclusion applied to the taxpayer since Johnston Island was neither a foreign country nor one of the possessions specifically identified in § 931.  Jones v. Commissioner, T.C. Memo. 2003-14 (January 14, 2003).


Look, How Many Times Do We Have to Address This Issue?  The taxpayer in this case lived and worked on (surprise!) Johnston Island, and just like the taxpayers discussed above, he claimed an exclusion for income earned there under § 911.  The Ninth Circuit applied Farrell to deny the exclusion, affirming a prior decision of the Tax Court.  Interestingly, the taxpayer’s attorney in this case was the attorney for the taxpayer in Farrell.  Haessly v. Commissioner (9th Cir. June 16, 2003).
Section 927:
Other Definitions and Special Rules (Foreign Sales Corporations)


Computer Software Masters are “Export Property.”  The taxpayer claimed “export property” deductions for commissions paid to its foreign sales corporation (FSC) for use of computer software master copies.  The Service disallowed the deductions on the grounds that computer software master copies were not “export property” as defined in the statute during the years at issue.  The statute excluded copyrights from the definition of export property, but provided an exception for “films, tapes, records, or similar reproductions, for commercial or home use.”  The taxpayer argued that the master copies were “similar reproductions” and thus qualified as export property.  The Service prevailed in Tax Court, as the court found the term “similar reproductions” to be limited to reproductions similar to films, tapes, or records.  But on appeal, the Ninth Circuit agreed with the taxpayer.  Because the software industry and the entertainment industry use similar media to distribute their content, the reproductions of a software company’s works are “similar” and thus qualify as export property.  The court refused to defer to a Regulation that confirmed the Service’s interpretation, finding it contrary to congressional intent.  Given the statute was changed in 1997 to specifically include computer software within the definition of export property, and given the repeal of the entire FSC regime in 2001, this case is of little importance as a matter of defining “export property.”  But the case does illustrate the fundamental interpretive issues that courts face when dealing with facts that occur before an on-point revision to the Code is made.  Microsoft Corp. v. Commissioner (9th Cir. December 3, 2002).

Section 931:
Income From Sources Within Guam, American Samoa, or N. Mariana Islands


Exclusion Applies Even Without Enabling Regulations.  The taxpayer is a United States citizen residing in American Samoa.  For the years at issue (1995 – 1997), the taxpayer was the chief engineer of a fishing vessel that operated mostly in international waters.  Section 931 allows a resident of American Samoa to exclude income that is American Samoan source or effectively connected with a trade or business in American Samoa.  Section 931 says that the determination of income source for purposes of this exclusion shall be made under regulations.  Here’s the trick: no such regulations have been issued!  The taxpayer argued that he was entitled to the exclusion, and the Service argued that until regulations are promulgated, he cannot claim the exclusion.  The Tax Court (15-1) held that the exclusion can apply even though regulations have not been issued.  To the extent that the taxpayer’s income was earned in international waters, however, the income was not American Samoan source and thus had to be included in gross income.  The majority found other cases where Treasury’s failure to issue enabling regulations did not prevent a taxpayer from claiming the underlying benefit.  Judge Foley, the sole dissenter, argued that the statute clearly delegated the power to make source determinations to Treasury, and that this delegation meant the exclusion had no force or effect unless and until regulations were issued.  Francisco v. Commissioner, 119 T.C. No. 20 (December 19, 2002).
Section 1031:
Like-Kind Exchanges


Farmland and Water Rights Not Like-Kind.  The taxpayers were partners in a partnership that owned land in an irrigation district.  The partnership owned the rights to irrigate its land using water from the Colorado River.  The partnership was free to sell these water rights to any third party using a governmental water district as intermediary.  The partnership did so, selling its water rights for about 160 acres of farmland.  The taxpayers took the position that the gain on the sale of the water rights was excluded because the farmland and the water rights were like-kind (as they both represented interests in land).  A federal district court agreed that the water rights were in an interest in land, but noted that the water rights at issue were subject to a number of limitations, the most significant of which was the fact that the water rights expire at the end of 50 years.  There were also limits on the amount of water that could be claimed from the Colorado River and on the partnership’s priority to the water against others with equal rights.  The court was persuaded by a 1955 revenue ruling on very similar facts which concluded that the exchange of a fee simple interest in land for water rights of limited duration was not an exchange of like-kind properties.  The taxpayers tried to apply an example from the Regulations that said an exchange of a leasehold interest for a fee simple interest qualified for nonrecognition.  But the court found that the limits applicable to the partnership’s water rights made it less like a leasehold interest and more like the interest at issue in the 1955 ruling.  The court thus concluded that the taxpayers had to recognize gain from the sale.  Wiechens v. United States (D. Ariz. September 11, 2002).


Nonrecognition Denied Where Related Party Effects Disposition of Acquired Property.  Felix owns Blackacre (value $150x, basis $50x), and Oscar owns Whiteacre (value $150x, basis $150x).  Felix and Oscar are related persons under § 267(b).  Blanche (unrelated to everyone) wants to buy Blackacre for cash, so Felix, Oscar and Blanche (together with a qualified intermediary) enter into an exchange agreement.  Under the agreement, Felix transfers Blackacre to the intermediary and the intermediary transfers Blackacre to Blanche for $150x cash.  One week later, Oscar transfers Whiteacre to the intermediary in exchange for the cash proceeds, and the intermediary then transfers Whiteacre to Felix.  The Service ruled that Felix is not entitled to nonrecognition treatment under § 1031 where, as part of the transaction, Oscar (a related party) receives cash or other non-like-kind property for the replacement property.  The Service concluded that § 1031(f) applied here.  Section 1031(f) precludes nonrecognition for a transaction involving related parties if one of the parties disposes of the property received in the transaction within two years of the exchange.  Although technically there was no disposition of Blackacre by Oscar or of Whiteacre by Felix, § 1031(f)(4) permits the Service to group together a series of transactions that have the same economic effect as a prohibited disposition.  Because the actual transactions in the ruling are the same as if Felix and Oscar had exchanged properties and Oscar subsequently disposed of Blackacre for cash, Felix must recognize gain.  Revenue Ruling 2002-83 (December 9, 2002).

Section 1041:  
Transfers of Property Between Spouses or Incident to Divorce


Regulations Relating to Stock Redemptions Finalized.  Suppose Fred and Wilma each own 50 shares in X Corporation.  Fred and Wilma divorce, and X Corporation redeems Wilma’s shares for cash.  Under case law, there is uncertainty as to whether Wilma’s redemption qualifies for nonrecognition under § 1041 since there was no direct transfer from Wilma to Fred.  To provide a clear rule, the Service issued proposed regulations generally providing that if Wilma’s redemption is treated as a constructive distribution to Fred under corporate tax principles, then the transaction will be treated as if Wilma transferred her shares to Fred (which qualifies for nonrecognition under § 1041) and then Fred had the shares redeemed for the cash used to pay Wilma (a dividend to him, assuming sufficient earnings and profits).  If, on the other hand, Wilma’s redemption is not a constructive distribution to Fred, then § 1041 will not apply to the redemption and Wilma will be taxed on any resulting gain.  So when is a redemption a constructive distribution to Fred under current law?  When Fred has the primary and unconditional obligation to buy Wilma’s shares.  So if the divorce agreement imposes an obligation on Fred to buy Wilma’s shares, then the corporation’s satisfaction of Fred’s obligation via the redemption is a constructive distribution to him.  If the divorce agreement states only that Wilma shall sell her shares to the corporation, then the redemption is not a constructive distribution to Fred because he is not primarily and unconditionally obligated to purchase the shares.  The proposed regulations, however, specifically allowed Fred and Wilma to insert a clause in their divorce agreement whereby the parties agree to treat a corporate redemption as though there had been a transfer first to Fred followed by a corporate redemption.  In other words, the parties can determine who should bear the tax bite and structure the divorce agreement accordingly.  The proposed regulations have now been finalized.  Commentators expressed concern that the proposed regulations contained no provision addressing the situation where (using the example above) the redemption results in a constructive distribution to Fred under applicable tax law, but the spouses nevertheless would like to agree that the redemption will be treated as a redemption distribution to Wilma.  They suggested that the final regulations allow the spouses to agree in writing that the redemption will be taxable to Wilma notwithstanding that the redemption might otherwise result in a constructive distribution to Fred.  Treasury acquiesced to this request, adding a new “Example (2)” to illustrate this special rule.  The regulations are effective as of their date of publication.  Treas. Reg.  § 1.1041-2 (January 13, 2003).

Section 1060:  
Special Allocation Rules for Certain Asset Acquisitions


Allocation Leaves Service Foaming at the Mouth; Courts Brew Own Solution.  Cortland Langdon was the president and sole shareholder of BDC, a wholesale beer distributor.  In 1992, BDC and Langdon entered into an asset sale agreement with Bravo Beverage.  Bravo agreed to buy all of BDC’s assets for total consideration of about $2 million.  Bravo insisted that $1.2 million of the consideration be allocated to two agreements with Langdon: (1) $200,000 to a two-year consulting agreement; and (2) $1 million to a five-year covenant not to compete.  The parties allocated nothing to goodwill, going concern value, or exclusive distribution rights with two major breweries.  The Service argued that at least a portion of Bravo’s payments to Langdon were really disguised payments for the intangibles.  Thus, said the Service, that portion of the consideration paid to Langdon should be treated as payment to BDC followed by a constructive (and nondeductible) dividend to Langdon.  The Tax Court concluded that while a significant part of the consideration is justifiably allocable to the noncompete and consulting agreements under the facts of this particular asset sale, it was unreasonable to allocate no consideration to the other intangibles.  The Service said that only $121,000 should have been allocated to the agreements, but the court found that figure too low.  (Interestingly, the taxpayer argued that the value of the agreements was really in excess of $2.2 million, but the court correctly found this estimate patently laughable since the total consideration paid by the buyer was only $2 million.)  Ultimately, the court used its own “sketchy” judgment to conclude that only $534,333 was allocable to the agreements, leaving $666,666 as a disguised payment for the other intangibles.  Furthermore, the Service alleged that a portion of BDC’s payment of the selling expenses was a constructive dividend to Langdon since part of the fees related to the negotiation of the noncompete and consulting agreements.  The Tax Court also agreed with the Service on this issue.  The Eighth Circuit affirmed the Tax Court on all issues, finding no error in the Tax Court’s intense scrutiny of the transaction given that the parties to the original allocation did not have competing interests.  Langdon v. Commissioner (8th Cir. February 14, 2003).

Section 1311:  
Correction of Error


Executive Branch Agencies Cannot Issue “Determinations,” So No Mitigation Available.  The taxpayer received pension benefits for 1992 through 1995 which the taxpayer included in gross income.  In 1998, an appeals board of the U.S. Department of Labor ruled that the taxpayer’s benefits had been improperly terminated.  In so ruling, the board determined that the nature of the benefits paid to the taxpayer were tax-exempt worker's compensation benefits. In 1999, the taxpayers claimed a refund of the $14,486 in income tax paid for 1992 through 1995.  The Service denied the claim as untimely.  The taxpayers went to court with their claim, arguing that the mitigation provisions would allow the refund.  The court denied the claim, holding that the determination of the appeals board was not a “determination” for purposes of the mitigation rules because it was not made by the Tax Court or any other court of competent jurisdiction.  An executive branch agency does not make the grade.  Furthermore, the taxpayer could not show how the agency’s ruling created a “double inclusion” in gross income.  The benefits were taxable only once, and the ruling precludes taxation of any further benefits paid to the taxpayer.  Thus, the mitigation rules will not help the taxpayers break the statute of limitations.  Brummett v. United States (D. Or. August 15, 2002).

Section 1341:
Restoration of a Claim of Right


Settlement Payment Was Not a Restoration of an Amount Received Under Claim of Right.  The taxpayer received consulting fees after she resigned as a corporate officer of an automobile dealership.  Later, the taxpayer paid the dealership a settlement amount in satisfaction of a state court judgment against the taxpayer involving unsecured loans from the dealership to the taxpayer's son and his business. The taxpayer sought a reduction of tax under § 1341, contending that her payment of the settlement amount represented a restoration of an equal amount of consulting income that she had received in the earlier taxable year.  The court held that the taxpayer was not entitled to the deduction since the taxpayer's payment of the settlement amount was not in substance the repayment of the consulting fees she ultimately was not entitled to keep.  The settlement resulted from the taxpayer's actions prior to (and were independent from) her entitlement to consulting fees, and there was thus no substantive nexus between the settlement and the taxpayer's role as a consultant.  Moreover, the court observed that the settlement was not a deductible business expense since the litigation primarily involved the taxpayer's personal interest in benefiting her son rather than the corporation.  Griffiths v. United States (Fed. Cl. October 29, 2002).
Section 1361:
S Corporation Defined


Filing Bankruptcy Does Not Terminate S Election.  In 1996, the taxpayer’s wholly-owned S corporation filed a petition for bankruptcy reorganization. The United States Bankruptcy Court appointed an independent trustee to administer the bankruptcy estate.  In 1997, a plan of reorganization was confirmed, and the S corporation sold its principal assets.  The bankruptcy trustee filed a Form 1120S for the corporation’s 1997 tax year, which reported a large gain.  The taxpayer failed to file his individual income tax return for 1997.  From information disclosed by the corporation on its 1997 return, the Service determined the taxpayer’s income and issued a notice of deficiency.  The taxpayer sought relief in Tax Court, arguing that the filing of a bankruptcy petition for reorganization either terminates an S corporation’s tax status or creates a separate taxable entity, freeing the taxpayer from liability for tax on the income of the corporation.  The Tax Court rejected the argument.  Mourad v. Commissioner, 121 T.C. No. 1 (July 2, 2003).

Section 1366:
Pass-Thru of Items to Shareholders [S Corporations]


Service Warns of Abusive Foreign Currency Straddle Scam.  The Service has announced that it has detected the growing use of a scheme to create artificial tax deductions.  Here is how the scheme works:  A, B, and C together form an S corporation with cash contributions.  The S corporation then uses the cash to enter into straddles involving foreign currencies.  The corporation terminates the “gain leg” of the straddle, realizing a gain that passes through pro rata to A, B, and C for tax purposes.  The gain increases each shareholder’s stock basis, which becomes important in the next step.  Now the corporation redeems out B and C for cash.  The redemption triggers a loss to B and C because of the inflated basis.  A, the surviving shareholder, then files an election to treat the S corporation as having two taxable years, the first of which ends on the date of the redemption.  Following the redemption and the election, the corporation terminates the “loss leg” of the transaction, with the resulting loss passing through entirely to A.  Thus A ends up with a net loss, too.  To get the full benefit of the loss, A might even loan money to the corporation to get debt basis.  The Service will challenge the claimed benefits from this transaction using a variety of “substance-over-form” and “tax avoidance purpose” arguments.  Notice 2002-65 (October 15, 2002).

Section 1446:
Withholding Tax on Foreign Partners’ Share of Effectively Connected Income


New Proposed Withholding Regulations Codify Status Quo.  Congress enacted § 1446 because of concern that passive foreign investors could escape United States tax on their partnership income. As originally enacted, the statute generally required both domestic and foreign partnerships with any income, gain, or loss that was effectively connected with the conduct of a U.S. trade or business to withhold a tax equal to 20 percent of any amount distributed to a foreign partner.  Originally, the rules required withholding at the time of a distribution.  Over time, however, the system has changed to one of withholding on an installment basis on partnership “effectively connected taxable income” (ECTI) whether distributed or not.  The amount of withholding tax payable by a partnership is equal to the applicable percentage (the highest rate in under § 1 or § 11, currently 35%) of the partnership's ECTI allocable to foreign partners.  Foreign partners are then entitled to a credit for their shares of the § 1446 tax.  Treasury and the Service issued guidance in 1989 regarding the requirement to pay a withholding tax, the determination of whether a partner is a foreign person, the calculation of partnership ECTI, the amount of the withholding tax, and the procedures for reporting and paying over the § 1446 tax. Now, Treasury has proposed regulations that update and codify this guidance.  The proposed regulations are set forth in six sections. The first section contains rules regarding a partnership's requirement to pay the tax and how a partnership should determine the status of its partners. The second section contains rules for calculating partnership ECTI allocable to each foreign partner.  The third section offers rules for paying the tax on an installment basis, including guidance on calculating the tax, reporting and paying over the tax, and penalties for underpayment.  The fourth section features special rules for publicly traded partnerships (which generally uses the old “time of distribution” rule for withholding). The fifth section contains rules applicable to tiered partnership structures, including look-thru rules to determine the withholding tax obligation of a lower-tier partnership.  Finally, the sixth section states that the proposed regulations will become effective when finalized.  Proposed Regulation §§ 1.1446-1 through 1.1446-6 (September 3, 2003).

Section 2001:
Imposition and Rate of Tax (Estate Tax)


Take Your Concession and Go Home.  The decedent’s estate filed a federal estate tax return showing a tax liability of $109,000.  The Service assessed $45,000 deficiency, but then conceded the deficiency when the estate filed a petition in Tax Court.  Not happy with its victory, the estate then had the audacity to claim before the Tax Court that it owed no federal estate taxes at all.  The estate’s argument was that the federal estate tax violated the Equal Protection Clause.  It claimed that if the decedent and his spouse knew what they were doing, they would have drafted wills with credit shelter trusts that would have easily eliminated any liability for tax upon the death of the first spouse.  The estate thus argued that the complexity of the estate tax deprives “the less-well educated citizens” of their rights to equal protection.  The Tax Court denied the claim on the grounds that it lacked evidence as to the intention of the decedent and his spouse.  On appeal, the Ninth Circuit affirmed the decision of the Tax Court without further elaboration.  Estate of Koester v. Commissioner (9th Cir. February 19, 2003).

Section 2031:  
Definition of Gross Estate


Fifth Circuit Says Tax Court Ignored Built-In Gains Discount.  The decedent owned nearly 63% of the stock in a closely-held corporation.  The estate reported a value of $1.6 million for the shares, but the Service said the value was $2.2 million.  The Tax Court took it upon itself to value the shares.  It decided to use a combination of the corporation’s earnings and net asset value to determine the liquidation value of the shares.  Next, the court applied a 15% discount for lack of marketability and a 7.5% discount for lack of supermajority control.  The estate wanted more, however, and it appealed to the Fifth Circuit.  The estate argued that the Tax Court gave too much weight to the net asset value of the corporation and not enough to the corporation’s earnings.  Furthermore, the estate alleged that the Tax Court erroneously forgot to reduce the earnings of the corporation to reflect the corporate income taxes it must pay (or would pay at liquidation).  The Fifth Circuit agreed on both counts.  It remanded the case with instructions to apply a built-in gains discount of 34% to the corporation’s earnings in computing liquidation value.  It also instructed the court to give 85% of the weight to the earnings value and only 15% of the weight to the net asset value.  Estate of Dunn v. Commissioner (5th Cir. August 1, 2002).


No Discount for Built-in Gains on IRAs.  At the time of the decedent’s death, he owned several individual retirement accounts funded with marketable securities and money market accounts.  The decedent's estate was designated as the beneficiary of the IRAs. An appraisal firm hired by the decedent's executor appraised the IRAs at a value less than their account balances, reflecting a discount for the potential income tax payable by the beneficiaries on IRA distributions, delays that might occur between the IRA custodian's receipt of a request for distribution and actual payment of distributions, and prohibitions on the transfer or the assignment of the accounts prior to distribution to the beneficiary.  The Service concluded that the value of the decedent's IRAs should not be discounted for estate tax purposes to reflect income taxes that will be payable by the beneficiaries upon receipt of distributions from the IRAs, or for lack of marketability.  The Service noted that § 691 provides a remedy for the potential tax liabilities of the beneficiaries by offering each of them a deduction in an amount which bears the same ratio to the estate tax attributable to the net value for estate tax purposes of the IRAs as the value for estate tax purposes of the items of gross income or portions thereof in respect of which each person included the amount in gross income (or the amount included in gross income, whichever is lower) bears to the value for estate tax purposes of all of the IRAs.  Since the deduction counterbalances the income tax liability, the Service determined that an estate tax valuation discount for the IRAs was confer a double benefit.  Technical Advice Memorandum 200247001 (November 22, 2002).


Capital Gains Discount for Series E Bonds Improper.  The decedent died owning Series E United States savings bonds.  The personal representative of the estate included the bonds on the estate tax return, but applied a “lack of marketability” discount based on the argument that a willing buyer would consider the built-in income tax liability in determining the price to pay.  The estate cited a Supreme Court case that applied a “built-in gain” discount to a mutual fund includible the decedent’s estate, but in Technical Advice the Service has determined that the case has no applicability to Series E bonds.  Because the government is, by definition, the only willing buyer of the bonds, and because the government will redeem the bonds at a stated redemption price, the value of the bonds is equal to the value of the redemption price.  Technical Advice Memorandum 200303010 (January 27, 2003).


Nonresident Alien’s Estate Includes Full Value of U.S. Real Property, and Marital Deduction Limited By Terms of Will.  The decedent was a citizen and resident of Hong Kong, as was his spouse.  But the decedent and his spouse owned (as community property) three parcels of real property in California.  Two of the parcels secured debts to third parties.  The decedent’s will gave 3/8 of the residue to his spouse and 1/8 of the residue to each of the decedent’s five children.  The residue included the California properties.  The spouse and the children together filed a petition in California that stated that the California properties would pass to the spouse as her 3/8 share, while the kids would each receive interests in other assets located in Hong Kong.  The spouse then transferred the California properties to a qualified domestic trust.  The decedent’s estate tax return included the net equity values of the California properties in the United States gross estate, and it claimed a full marital deduction for these amounts because the properties passed to the QDOT.  The Service argued that the full fair market values of the properties should have been included in the gross estate, that the mortgages could be deducted subject to the limitations under § 2053, and that only 3/8 of this value would be eligible for the marital deduction.  The Tax Court agreed with the Service on all counts.  The court found clear precedent that the full value of property should be included in the gross estate if the estate is liable for payment of the debts, which it was in this case.  The estate would be entitled to a deduction under § 2053(a)(4) for the debts on the two California properties, so all was fair.  As for the marital deduction, the court concluded that the properties did not “pass” to the spouse pursuant to state law, but as a result of a good faith, adversary confrontation.  Since the will gave the spouse a 3/8 interest in the residue, only 3/8 of the value of the California properties qualified for the marital deduction.  The estate appealed, but the Ninth Circuit affirmed the Tax Court on all issues.  Estate of Fung v. Commissioner (9th Cir. March 6, 2003).


Section 2035:
Adjustments for Certain Gifts Made Within 3 Years of Decedent’s Death


Gross Estate Must Include Gift Tax Paid on Gifts Made Within Three Years of Death.  In 1991 and 1992, the decedent gave stock in a closely-held corporation to his children and to various trusts for their benefit.  As a condition to receiving the gifts, the donees agreed to pay any additional gift taxes that would arise if the value of the stock was ever determined to be higher than the $100 per share value used by the decedent in computing his gift tax liability.  The decedent died in 1993.  After death, the Service concluded that the value of the stock at the time of the gifts was $109 per share.  The resulting deficiency was paid by the decedent’s living trust, not the donees.  The decedent’s estate and the living trust collectively sued for a refund, arguing that the value of the gift was diminished by the donees’ obligation to pay additional gift taxes as a condition to receipt.  The Fourth Circuit rejected the claim, finding that the facts and circumstances proved that the obligation was so “contingent and highly speculative” that a reduction in value was not warranted.  The fact that the donees were never called upon to pay the increased gift tax liability demonstrated that the obligation was “illusory.”  On the federal estate tax return, the estate did not include the $4.68 million in federal gift tax paid on these gifts, as required under § 2035(b).  The Service asserted another deficiency, this time for estate taxes.  The taxpayer ran to Tax Court, arguing that § 2035(b) does not apply where the donor receives consideration in exchange for the donor’s payment of federal gift taxes.  A unanimous Tax Court rejected this argument, finding that gift taxes are already the liability of the donor, so any consideration received by the donor is pointless because the donor is simply satisfying a pre-existing liability.  Furthermore, nothing in the statute permits gift tax liability to be reduced by any consideration received by the donor.  Finally, the court found evidence supporting the estate’s claim that the donor received consideration in any form.  Grasping for anything at this point, the estate made various constitutional claims against § 2035(b), all of which were rejected.  Estate of Armstrong v. Commissioner, 119 T.C. No. 13 (October 29, 2002).


Oops, I Did It Again.  The taxpayer created an irrevocable life insurance trust for the benefit of the taxpayer’s children.  The original trustee resigned and the named alternate was unable to serve.  Under the trust agreement, the taxpayer had the power to appoint a successor.  Yet the trust instrument did not prevent the taxpayer from naming herself or any related or subordinate party as successor trustee.  The taxpayer named an unrelated party as trustee, and the trustee now seeks to reform the trust to include a provision prohibiting the taxpayer from appointing herself (or a related or subordinate party) as trustee.  But the taxpayer asked for a ruling from the Service as to whether such a reformation would trigger inclusion in the taxpayer’s gross estate if she died within three years of the reformation.  Although technically includible, the Service ruled that the reformation is merely correcting a scrivener’s error, so the taxpayer’s death within three years would not trigger reinclusion under § 2035.  Private Letter Ruling 200314009 (April 14, 2003).

Section 2036:  
Transfers With Retained Life Estate


Everything’s Coming Up Roses for the Service.  The decedent earned the bulk of his wealth from a family rose-growing business.  The decedent’s affairs were managed by his two children under a durable power of attorney.  On his behalf, they created two family limited partnerships (one for each child’s own family).  The decedent transferred over $1.4 million in marketable securities to the partnerships, along with notes receivable from the children.  Each FLP was managed by a corporate general partner, which the decedent controlled.  Although the decedent made inter-vivos gifts of FLP interests for the next few years, the decedent still owned controlling interests in both FLPs (as well as the corporate general partners) at his death.  The estate tax return included those controlling interests, but applied a combined 40% marketability/minority interest discount.  The Service argued that the entire value of both FLPs should be included in the decedent’s estate, using two alternative theories.  The first theory was that the partnerships lacked economic substance and should therefore be disregarded.  The court rejected this theory, observing that the entities had been validly formed under local law and that “[p]otential purchasers of decedent’s assets would not disregard the partnership[s].”  The Service’s second theory was that full inclusion was required by § 2036 because the decedent retained “the economic benefit and control of the transferred assets.”  The court noted that at the time of the transfers to the FLPs, “there was an implied agreement or understanding that decedent would retain the enjoyment and economic benefit of the property he had transferred.”  For instance, the decedent’s daughter insisted on assurances that the decedent would be able to pull money out of the FLPs to make annual exclusion gifts.  The court also noted that the decedent transferred essentially all of his assets to the FLP, leaving enough in his name only to meet living expenses for two years.  That suggested to the court that there was at least an implied understanding that the decedent would be able to access funds from the FLPs if needed for basic support.  That was enough to warrant inclusion of the underlying assets under § 2036(a).  This case emphasizes the importance of treating an FLP as a separate entity that acts only at arms’-length with the donor.  It also suggests that donors should not transfer substantially all of their assets to one or more FLPs.  Estate of Thompson v. Commissioner, T.C. Memo. 2002-246 (September 26, 2002).


Maybe the Service is Onto Something With This § 2036 Attack on Family Partnerships.  The decedent had a revocable living trust through which she held most of her assets.  The living trust and the decedent’s son formed a limited liability company, each contributing a modest amount for a one-half interest in the entity.  The LLC and the living trust then became partners of a family limited partnership.  The trust contributed the bulk of the assets in exchange for a 99% limited partner interest, and the LLC transferred a proportionate amount of assets in exchange for a 1% general partner interest.  When the decedent died, the personal representative included the 99% limited partnership interest in her estate, but applied the usual marketability and minority interest discounts to reach a value of about $1.25 million.  The Service argued that the discounts should not apply and that the true value of the 99% limited partnership interest was about $2.46 million (almost double the amount reported on the return).  A federal district court judge agreed with the Service that § 2036 required inclusion of the undiscounted value of the partnership interests in the gross estate.  The court concluded that the formation of the FLP was not an arms’-length transaction, so the exception in § 2036 was not applicable because there was no evidence that the decedent got adequate and full consideration for the transfer.  The court also concluded that the decedent retained enjoyment of the transferred property because the partnership agreement allowed limited partners with a 70% interest to oust the general partner.  Since the decedent owned a 99% limited partner interest, the decedent had the power to remove the LLC as general partner and substitute herself.  And since the general partner of this FLP had control over distributions, the decedent indirectly still controlled (and could benefit from) the assets inside the FLP.  Kimbell v. United States (N.D. Tex. January 14, 2003).


Even the Strange Case of Strangi Hits a Snag on § 2036 Inclusion.  The decedent had four adult children.  In 1990, the decedent gave his son-in-law (an attorney named Gulig, ominously homophonic to “Gillooly”) a broad power of attorney over the decedent’s affairs.  In 1994, Gulig formed a family limited partnership on behalf of the decedent, transferring about $10 million in investment assets (75% of which was cash and marketable securities) to the FLP in exchange for a 99% limited partnership interest.  Gulig then formed a corporation to serve as corporate general partner.  The decedent and his children all purchased shares in the corporation, and the corporation in turn contributed those investments to the FLP in exchange for a 1% general partnership interest.  The FLP agreement gave a number of significant powers to the general partner, including control over all partnership affairs, exclusive power over distributions, and the power to compel liquidation of the entity.  Resolutions signed by the shareholders of the general partner vested managerial authority in the corporation with Gulig.  The decedent died later in 1994 owning the limited partnership interest and 47% of the stock in the corporate general partner.  The estate tax return valued these two interests at a total of $6.8 million.  The Service issued a deficiency upon concluding that the full value of the FLP’s assets and the corporations’ assets (total of $11 million) should be included in the decedent’s estate.  The estate ran to Tax Court.  The Service argued that the FLP and corporate general partner arrangement should be disregarded, but the court held that: (1) the partnership was valid under State law and would be recognized for estate tax purposes; (2) § 2703 did not apply to the partnership agreement; (3) the transfer of assets to the FLP was not a taxable gift; and (4) the decedent's interests in the FLP and the corporation should be valued using the discounts applied by the Service’s expert.  Just before trial, the Service tried to add a § 2036 argument to the mix, but the court determined that the motion was too late.  The Service appealed the decision, and the Fifth Circuit affirmed each of the four conclusions of the Tax Court.  Yet the appellate court remanded the case back to the Tax Court with instructions either to explain why the Service’s motion to add the § 2036 argument was denied or to grant the motion and hear the issue on the merits.  On remand, the Tax Court let the Service make its § 2036 argument.  The court then decided that the argument was right (as it did in Estate of Thompson).  In effect, observed the court, “the [FLP] agreement named [the corporation as] managing general partner with the sole discretion to determine distributions.  The … shareholders, including decedent (through Mr. Gulig), then acted together to delegate such authority to Mr. Gulig under the management agreement.  Decedent's attorney in fact thereby stood in a position to make distribution decisions.”  The court continued: “Moreover, the crucial characteristic is that virtually nothing beyond formal title changed in decedent's relationship to his assets. Mr. Gulig managed decedent's affairs both before and after the transfer.  Decedent's children did not obtain a meaningful economic stake in the property during decedent's life.  They raised no objections or concerns when large sums were advanced for expenditures of decedent or his estate, thus implying an understanding that decedent's access thereto would not be restricted.”  So the Strangi FLP has gone from a valid entity immune from Service attack to a sham transaction causing inclusion of 99% of the partnership’s net asset value and 47% of the corporation’s net asset value in the decedent’s gross estate.  Estate of Strangi v. Commissioner, T.C. Memo. 2003-145 (May 20, 2003).
Section 2055:
Transfers for Public, Charitable, and Religious Uses


Estate’s Settlement Payment to Charity Ineligible for Deduction.  The decedent executed seven different wills and a codicil.  Each will and the codicil expressly revoked all prior wills and codicils.  Under the first will, a charitable organization was given the remainder interest in a testamentary trust.  The charitable bequest was not contained in any of the subsequent wills or the codicil.  When the most recent will was admitted to probate, the charity and several of the decedent’s heirs filed a lawsuit contesting the will.  The suit was settled, and the estate paid a share of the settlement proceeds to the charity.  At issue is whether the estate can claim a charitable contribution deduction for this amount on the federal estate tax return.  The Service concluded that a deduction is improper because the proceeds were paid to the charity as the result of a settlement and not pursuant to correctly applied state law.  Since the charity would have little chance of success in proving it had an enforceable right to a share of the estate, the amount paid to the charity could not seriously be considered a “bequest, legacy, devise, or transfer” for purposes of the deduction.  Technical Advice Memorandum 200306002 (February 17, 2003).

Section 2057:
Family-Owned Business Interests


Redemption to Pay “Death Taxes” Does Not Trigger QFOBI Recapture.  The decedent created a revocable trust that owned a majority of the voting and nonvoting shares of a closely-held corporation.  The personal representative claimed the maximum QFOBI deduction on the estate tax return.  The company sought to redeem some of the shares owned by the trust, the idea being to qualify for automatic long-term capital gain treatment under § 303.  But the parties to the transaction worried that a redemption for cash would constitute a disposition of the QFOBI shares, which in turn would trigger a recapture of the § 2057 deduction.  The Service ruled that so long as the company does not reissue the redeemed shares to a non-relative, a redemption qualifying under § 303 will not be considered a “disposition” under § 2057(f).  Private Letter Ruling 200242025 (October 28, 2002).


But Another Redemption Does.  The decedent her four sons owned all of the common and preferred shares in their family corporation.  At the decedent’s death, all of the common stock was left in equal shares to the decedent’s sons, and all of the preferred shares were left in equal shares to the decedent’s daughters.  The executor of the decedent’s estate claimed the full § 2057 deduction amount on the estate tax return.  Now, one of the sons wants out of the business, and the corporation plans to redeem all of his shares, including those bequeathed to him by the decedent.  The son asked for a ruling that the redemption would not be treated as a “disposition” of the shares under § 2037(f), but the Service ruled that the redemption would trigger recapture!  Apparently, it makes a difference whether the redemption is structured to qualify for long-term capital gain treatment under § 303, which is the only thing different about the October letter ruling discussed immediately above.  Private Letter Ruling 200252084 (December 27, 2002).

Section 2503:  
Taxable Gifts


Seventh Circuit Affirms Tax Court’s More Stringent Present Interest Requirement for Annual Exclusion.  In 1995 and 1996, the taxpayers made annual exclusion gifts of interests in a limited liability company to their kids and grandkids.  The LLC was formed to hold and operate various tree farming properties.  The goal of the LLC was to provide financial diversification in the form of long-term growth and future income.  At the time of the gifts, however, it was anticipated that the LLC would generate substantial losses and make no distributions for several years.  The Service denied the annual exclusion on the grounds that the gifts did not represent present interests in property.  The Tax Court reviewed case law and announced that a “present interest” is not merely a vested right but some substantial present economic benefit.  The taxpayers argued that they met this test by transferring LLC interests to the beneficiaries and that these interests had a substantial value (the parties had stipulated as to value of the gifts).  The Service argued that there was no substantial present economic interest because the operating agreement prohibited the donees from transferring the interests and gave the donees no power to compel distributions.  The court said that the taxpayers had to “prove from all of the facts and circumstances that in receiving the [LLC interests], the donees thereby obtained use, possession or enjoyment of the [LLC interests] or income from the [LLC interests].”  The restrictions on transfer and the inability to compel distributions rendered the LLC interests as gifts of a future interest.  Planning around this case presents a dilemma.  The easy way to solve this problem is to give the donees a limited window of time to cash in their gifted LLC interests or maybe compel a distribution.  But this limited put right would have to affect the marketability discounts applied to the value of the gifted interests.  To preserve the annual exclusion, one might be sacrificing a bigger prize—the size of the marketability discount.  On the other hand, the case might be a weapon against the Service, for the Service concedes that the transfer restrictions in the operating agreement really do affect the rights of the beneficiaries—justifying the size of the marketability discount.  Furthermore, if a donee died, maybe the Service is forced to concede that the LLC interests have little or no value.  On appeal to the Seventh Circuit, the taxpayers argued that the present interest requirement is met if the donor gives up the entire bundle of rights with respect to gifted property.  But the court concluded that a present interest in property connotes the right to substantial present economic benefit.  Because the operating agreement prevented the donees from realizing any substantial present economic benefit, the gifts did not qualify for the annual exclusion.  Hackl v. Commissioner (7th Cir. July 11, 2003).
Section 2511:
Transfers In General


We Don’t Need No Stinkin’ Donative Intent.  The decedent created a “Lifetime QTIP Trust” for the benefit of her husband.  While the terms of the trust qualified for the marital deduction, no such deduction was allowed because the decedent failed to make a QTIP election on her federal gift tax return.  The failure to make the election became apparent after the decedent’s death, when the Service argued that $600,000 of the decedent’s applicable exclusion amount had already been utilized from the gift to the Lifetime QTIP Trust.  The estate paid the additional estate tax attributable to the used exemption but sued for refund, arguing that the gift was incomplete because the decedent lacked “donative intent” in forming the trust—apparently she was only after the marital deduction.  Remarkably, the district court bought the argument and held that the estate should be entitled to the requested refund.  The Tenth Circuit stopped the insanity and reversed the district court’s judgment.  Noting the “well-established” law that gifts are complete simply upon the parting of dominion and control over the subject property, the court concluded that the lack of donative intent is irrelevant.  Wells Fargo Bank New Mexico v. United States (10th Cir. February 11, 2003).

Section 2512:
Valuation of Gifts


The SCIN Wasn’t a Scam.  The decedent created a living trust for his assets.  In 1992, the trust sold all of its assets to the decedent’s son, Michael, in exchange for a self-canceling installment note.  The note required Michael to pay monthly payments to the decedent until his death.  Apparently, the documents effecting the sale were backdated to suggest that they were signed in 1992.  After the decedent’s death, the estate tax return included the note but valued it at zero because of the self-cancellation feature.  The Service concluded that the sale for the SCIN was a sham that should be ignored.  In the alternative, said the Service, the transaction was a bargain sale that produced a taxable gift to Michael.  The Tax Court agreed with the Service on the first argument, finding the transaction was not a bona fide sale for full consideration.  It did not reach the part-gift, part-sale issue because the Service’s first argument was dispositive.  On appeal, the Sixth Circuit concluded that the estate did prove a real expectation of repayment at trial.  Thus, the Tax Court’s decision to set aside the sale was in error.  There was no evidence that either the decedent or Michael expected the decedent to die shortly after the sale was completed.  The Sixth Circuit remanded the case back to the Tax Court to consider the part-gift, part-sale issue more fully.  Estate of Costanza v. Commissioner (6th Cir. February 19, 2003).

Section 2518:
Disclaimers


Too Much, Too Little, Too Late.  In 1990, Samuel and Leona established a living trust.  Upon the death of the first spouse, the trust instrument provided for an allocation of trust assets between two separate trusts, creatively named Trust A and Trust B.  All assets not disclaimed by the surviving spouse were to be placed in Trust A, over which the surviving spouse would have a power of appointment effective at death.  Disclaimed assets were to be placed in Trust B.  Samuel died on December 30, 1997. On February 5, 1998, Leona executed a document directing disposition of the Trust A corpus at her death. She then died on March 6, 1998.  On May 11, 1998, the special administrator of Leona’s estate executed a disclaimer of Leona’s interest in Trust A assets valued at approximately $600,000 (the unified credit exemption equivalent) as of Samuel’s death.  Those assets were placed in Trust B and distributed to the beneficiaries thereof as provided in the trust instrument.  Those beneficiaries included the American Cancer Society, Yale Law School, and the State of Israel.  The Tax Court held that the disclaimer was invalid, for Leona’s earlier exercise of the power of appointment constituted an acceptance of the property initially placed into Trust A.  Thus, the $600,000 in disclaimed assets had to be included in Leona’s gross estate, too.  The administrator then argued that if the assets disclaimed into Trust B are included in Leona’s estate that the estate is entitled to the charitable deduction to the extent that the beneficiaries of Trust B included the above-named charities.  But the Tax Court rejected the argument and denied a deduction.  It reasoned that the act of disclaiming was performed by the administrator, not by Leona.  It was thus in the exercise of the administrator’s discretion (and not by Leona’s direction) that the charities received any gifts.  Since § 2055 only covers gifts made by a decedent during lifetime or at death, the deduction was not proper.  Estate of Engelman v. Commissioner, 121 T.C. No. 4 (July 24, 2003).

Section 2702:
Special Valuation Rules in Case of Transfers of Interests in Trusts


Two-Life Annuity Interest in a GRAT Upheld on Appeal.  Each of the taxpayers (husband and wife) created a grantor-retained annuity trust (GRAT), to which they contributed shares of stock in a closely-held corporation.  Each trust received $4 million in stock.  The trust provided for an annuity payment to the grantor for a 15-year term.  If the grantor died during the 15-year term, the annuity amount was to be paid to the grantor’s spouse if he or she was then living.  If the spouse was not then living, the trust would terminate and the remainder would be held in trust for the grantor’s descendants.  In computing the value of the gift, each grantor subtracted the value of the two-life annuity.  This brought the taxable gift amount for each grantor down to about $40,000.  The Service concluded that the trusts did not qualify as valid GRATs and imposed a deficiency for federal gift taxes.  The Service based its conclusion on the fact that the annuity interest payable to the spouse in each GRAT is contingent.  The taxpayers argued that the two-life annuity interest was entirely permissible under Reg. § 25.2702-2(d)(1) example (7).  The Tax Court agreed with the Service that example (7) did not relate to contingent spousal annuity interests and upheld the deficiencies.  The Ninth Circuit reversed, finding nothing in the Code or the Regulations disqualifying contingent annuity interests.  Besides, said the court, the only real contingency for the spouse’s annuity interest is surviving the grantor, and survival is a condition to all annuity interests.  Schott v. Commissioner (9th Cir. February 18, 2003).


Service Issues Annotated QPRT Form.  The Service has released a sample declaration of trust for a qualified personal residence trust (QPRT) with one grantor for a term equal to the lesser of the grantor’s life or a term of years.  The Revenue Procedure also provides annotations to the provisions in the sample trust, together with samples of certain alternate provisions concerning additions to the trust to purchase a personal residence and the disposition of trust assets upon the cessation of its qualification as a QPRT.  The Service said it will recognize a trust as a QPRT meeting all of the requirements of § 2702 if (1) the trust instrument is substantially similar to the sample (with or without one or more alternate provisions); and (2) the trust operates in a manner consistent with the terms of the trust instrument and is a valid trust under applicable local law.  A trust instrument that contains additional substantive provisions, or one that omits any of the provisions of the sample, will not necessarily be disqualified, but will not be assured of automatic qualification.  The Service generally will not issue a letter ruling on whether a trust with one grantor qualifies as a QPRT, though the Service will generally issue a letter ruling on the effect of substantive trust provisions other than those contained in the sample form on the qualification of a trust as a QPRT.  Revenue Procedure 2003-42 (June 9, 2003).

Section 4481:
Imposition of Tax (Highway Motor Vehicles)


Federal Excise Taxes Apply to Tribe Members.  Section 4481 imposes an excise tax on any highway motor vehicle with a “taxable gross weight” of 55,000 pounds or more that uses public highways.  The taxpayer, a member of the Yakama Indian Tribe in Washington, operated a logging business in which he used several such vehicles to haul timber from reservation land to mills outside of the reservation.  Over an eight-year period, the taxpayer paid $460,000 in taxes under both § 4481 and § 4041 (the diesel fuel excise tax).  The taxpayer claimed a refund for the taxes paid based upon Cree v. Flores, a 1998 decision of the Ninth Circuit holding that state licensing and permit fees violated the 1855 Yakama Treaty.  The Treaty reserved to members of the Yakama Tribe the right to travel public highways while transporting tribal goods without being subject to licensing or permitting fees.  (Interestingly, the taxpayer was the party who initiated the litigation in Cree.)  A federal district court upheld the taxpayer’s claim for refund, but the Ninth Circuit reversed.  The court concluded that Cree was limited to state excise taxes; a different standard applies to federal excise taxes.  All citizens, including Native Americans, are subject to federal taxes unless specifically exempted.  Finding no express exemption in the 1855 Yakama Treaty, the court held that the taxes imposed by §§ 4481 and 4041 apply to members of the Yakama tribe.  Ramsey v. United States (9th Cir. September 11, 2002).
Section 6015:  
Relief From Joint and Several Liability on Joint Return

Court Extends Equitable Relief to Spouse That Meets Service’s Requirements.  Tracy married Michael when she was 15, and the couple divorced 14 years later.  Michael got custody of their three children.  Tracy receives government assistance, and owns only a car valued at $700 or less.  Tracy has a history of mental illness and incarceration.  She attended school through the eighth grade and has a GED.  Tracy filed a request for relief as an innocent spouse, claiming to have no knowledge of underpayments of tax from joint returns they filed in 1990 and 1993.  The Service asked Tracy for additional information to consider her request, but Tracy never furnished that information.  Accordingly, the Service denied all forms of relief.  The Tax Court held that Tracy was entitled to equitable relief, however, finding that she met all of the requirements for equitable relief under Revenue Procedure 2000-15 even though she did not furnish the requested information.  The court was persuaded that based on her background, Tracy would have no reason to know the taxes would not be paid at the time the joint returns were signed.  August v. Commissioner, TC Memo 2002-201 (August 12, 2002).


Ditto.  Albert and Ruth were married in 1952.  Unknown to Ruth, Albert embezzled serious sums from his employer from 1975 – 1983.  Ruth learned of this activity early in 1984 when Albert was caught and fired.  Ruth allowed Albert to sign their jointly filed return for 1983 on her behalf.  The Service assessed deficiencies for 1981, 1982, and 1983.  In a 1993 decision, the Tax Court granted Ruth innocent spouse relief under former § 6013(e) for the deficiencies attributable to 1981 and 1982.  Because she knew about the embezzlement before she allowed Albert to sign the 1983 joint return on her behalf, however, the court denied her request for relief with respect to 1983.  This decision was affirmed by the Eleventh Circuit in 1994.  Fast forward to 2000, when Ruth filed another request for innocent spouse relief, this time under the more liberal rules of § 6015.  The Service denied her request on the grounds that she had knowledge or reason to know of the understatement on the 1983 return.  Appearing again before the Tax Court, Ruth sought a review of the denial.  The court determined that Ruth qualified for equitable relief under Revenue Procedure 2000-15.  The court concluded that Ruth would suffer economic hardship if her request was denied and that she did not benefit significantly from the embezzled income.  The denial of equitable relief was thus an abuse of discretion.  Ferrarese v. Commissioner, T.C. Memo. 2002-249 (September 30, 2002).


Must File Joint Return to Get Relief.  The taxpayer claimed “married filing separately” status for 1991.  That return indicated a payment due, but the taxpayer did not pay it.  The Service used refunds from 1995 and 1998 in partial satisfaction of the resulting deficiency.  In 2001, the Service issued a notice of determination regarding 1991.  The notice concluded that the taxpayer was ineligible for spousal relief.  The taxpayer wrote to the Tax Court more than a month later, claiming (among other things) innocent spouse relief.  In 2002, the government sought partial summary judgment, arguing that her request for innocent spouse relief was untimely and, alternatively, that innocent spouse relief is available only to those who file a joint return.  The Tax Court held that the taxpayer’s petition was timely in that she sought review of a denied claim for § 6015 relief.  While she missed the 30-day window for challenging the notice of determination, she was within the 90-day window for requesting review of the Service’s denial of § 6015 relief.  As to the claim that innocent spouse relief is available only to those who file jointly, the court noted that § 6015(b) and § 6015(c) require the filing of a joint return.  But the equitable relief avenue in § 6015(f) does not expressly require a joint return.  The court then observed that the Service made the filing of a joint return a condition under Revenue Procedure 2000-15.  The court concluded that this requirement was supported by the legislative history and by the title of § 6015 itself.  The court thus sustained the government’s motion for partial summary judgment against the taxpayer.  Raymond v. Commissioner, 119 T.C. No. 11 (October 22, 2002).


If the Information is Not Supplied, Equitable Relief Must be Denied.  Craig and Carolyn filed a joint return for 1995.  The return claimed a casualty loss deduction that the Service denied after an examination in 1997.  Carolyn requested innocent spouse relief from the deficiency, but she did not respond to the Service’s request for additional information.  The Service thus denied her request.  In 2000, Carolyn received a notice of intent to levy, and Carolyn responded to the notice by claiming that she was seeking innocent spouse relief.  An appeals officer met with Carolyn to review her request, but she did not produce any evidence to support her request.  The Service thus denied her request again, and this send Carolyn running to Tax Court.  The Tax Court held that the Service rightly denied Carolyn’s request for relief.  The court examined the factors set forth in Revenue Procedure 2000-15 to determine if she qualified for equitable relief.  Finding that Carolyn was still married to Craig, that she did not show that she could not afford to pay basic living expenses if she remained liable, that Craig did not abuse Carolyn, and the Carolyn knew about the claimed loss and benefited from the tax deduction, the court determined that Carolyn did not qualify for equitable relief.  Mellen v. Commissioner, T.C. Memo. 2002-280 (November 7, 2002).


Evil Spouse Cannot Force Court Review of Relief Granted to Innocent Spouse.  John and Judith filed joint returns for 1990-1994, the years at issue.  In each of those years, the couple filed returns showing taxes due but did not pay any tax.  In 1999, four years after the couple had been separated, Judith filed a request for innocent spouse relief with the Service.  The Service notified John of her request and allowed John to submit relevant information (which he did).  John was not allowed to present his position in person, however.  In 2001, the Commissioner notified John that Judith’s claim for equitable relief under § 6015(f) had been granted.  John filed suit in Tax Court challenging the Service’s grant to relief to Judith.  The Service filed a motion to dismiss, claiming that the Tax Court lacked jurisdiction because: (1) John had not filed a claim for relief from joint and several liability; and (2) the Service had not issued to John a notice of deficiency.  The Tax Court granted the motion, concluding that there was nothing that gave John the right to come to the court.  He was ineligible to make his own petition because he had not requested relief and had not received a deficiency notice, and he could not intervene in Judith’s petition because she never filed one.  John argued that the Service’s determination with respect to Judith deprived him of due process, but the court determined that it was powerless to hear the argument.  Maier v. Commissioner, 119 T.C. No. 16 (November 20, 2002).


Unclean Hands Precludes Relief.  William and Rosalinda will celebrate 50 years of wedded bliss next year.  But it is uncertain whether they will celebrate their golden anniversary because they are apparently not able to count all that well: for each of the years at issue in this case (1982 through 1989) the couple had deficiencies assessed by the Service.  They filed joint returns for 1982 through 1988, but William filed separately in 1989 (Rosalinda did not file at all for 1989).  Rosalinda never bothered to review the returns for each year, even though she was aware of the deficiencies for the prior year(s).  The couple lost their case before the Tax Court in 1993, and William was sent to jail for tax evasion with respect to his professional practice.  By 1995, the Service had seized some of the couple’s assets to repay a portion of the total deficiency.  In 2000, Rosalinda filed a request for innocent spouse relief.  The Service denied Rosalinda relief for 1989 because no joint return was filed.  As for 1982-1988, the Service also denied her request for relief.  Rosalinda then went to Tax Court, where she found no sympathy.  The court held that she was not entitled to relief for 1989 because no joint return was filed, citing the Raymond case decided two months earlier.  As for the other years, the court decided that relief under § 6015(b) was not appropriate because it was not inequitable, under the facts, to hold Rosalinda accountable for the deficiency.  The court noted that Rosalinda and William purchased several properties with the tax savings from the deficiencies, as well as many valuable antiques that Rosalinda collected.  Because of this personal benefit, § 6015(b) relief was properly denied.  The court also denied relief under § 6015(c) because William and Rosalinda were still married and living together.  Finally, the personal benefit that precluded relief under § 6015(b) also precluded relief under § 6015(f).  Since none of the factors listed in Revenue Procedure 2000-15 for granting equitable relief were present here, the decision was easy for a unanimous court. Alt v. Commissioner, 119 TC No. 19 (December 17, 2002).


Tax Court Review of Innocent Spouse Relief Cannot Include Statute of Limitations Claim.  Evelyn requested relief from joint and several income tax liability regarding taxes that had been previously assessed for 1983 and 1984.  The Service issued a notice of determination denying the request, so Evelyn filed a timely petition in Tax Court seeking review of the denial.  Evelyn then moved to amend her petition in order to claim that “The statute of limitation bars the assessment of the underlying income tax liabilities for 1983 and 1984.”  The Service opposed the amendment, arguing that § 6015(e) grants the Tax Court jurisdiction to determine whether a denial of innocent spouse relief was erroneous. The Service argued that since the expiration of the period of limitations to assess the underlying tax is not a ground for innocent spouse relief, the Tax Court is without jurisdiction to determine the issue.  The Tax Court agreed with the Service, concluding that its jurisdiction under § 6015(e) is limited to reviewing denials of innocent spouse relief and does not confer jurisdiction over whether the underlying assessment was barred by the statute of limitations. Since the Tax Court was without jurisdiction to decide whether the expiration of the period of limitations bars the assessment of the underlying tax liability, Evelyn’s proposed amendment to the petition was deemed improper, and her motion for leave to amend was denied.  Block v. Commissioner, 120 T.C. No. 4 (January 23, 2003).


Service Issues Guidance on Procedures for Evil Spouses.  The Service has issued a Revenue Procedure that tells the “evil” (“nonrequesting”) spouse how to participate in innocent spouse relief determinations.  Prior to publication of this revenue procedure, only the innocent spouse had the right to file a protest and participate in an “Appeals conference” hearing with the Service's Appeals Office.  The Service has determined that the evil spouse may file a written protest and receive an Appeals conference with respect to the Service's decision to grant partial or full relief to the innocent spouse. The evil spouse may not, however, appeal a decision by the Service to deny relief to the innocent spouse.  The evil spouse has (with respect to the Service or the Tax Court, as the case may be) the following opportunities to participate in the determination of whether the innocent spouse is entitled to relief under section 6015:  (1) the Service must notify the evil spouse of the innocent spouse's claim for relief and provide the evil spouse with an opportunity to submit information (if the evil spouse wants to) to be considered by the Service in its administrative determination; (2) once the Service notifies the innocent spouse and the evil spouse of the preliminary determination regarding the innocent spouse's claim for relief, the requesting spouse, the evil spouse, or both may file a protest and receive an Appeals conference; and (3) if the innocent spouse petitions the Tax Court for a review of the Service’s denial, the evil spouse may petition to become a party to the proceeding.  Revenue Procedure 2003-19 (February 3, 2003).


Tax Court Finds Service Should Have Granted Equitable Relief.  Mitchell and Michelle filed a joint return for 1994 which showed a tax due of about $4,000.  The return was prepared by an acquaintance of Michelle’s, and Michelle assumed primary responsibility for filing the return once it had been signed by the couple.  But while Michelle filed the return, she did not include payment of the tax due.  In each of 1995 and 1996, Mitchell gave Michelle his W-2s when Michelle promised to have her acquaintance prepare their returns.  Only after their divorce in 1997 died Mitchell learn that Michelle stuffed his W-2s in the trunk of her car and that no returns were ever filed.  Mitchell promptly filed returns for 1995 and 1996 and took out a second mortgage on his home to pay the deficiency.  With respect to 1994, Mitchell requested innocent spouse relief.  The Service denied his request, concluding that he had reason to know of the underpayment because he signed a return that showed a $4,000 tax due.  Without any evidence from Mitchell, the Service concluded that 37% of the 1994 deficiency was attributable to him.  Mitchell ran to Tax Court, where he found a friend.  The court determined that the Service’s denial of equitable relief was an abuse of discretion.  The court concluded that Mitchell’s signing the return was no evidence of knowledge that the return was filed without the payment of tax.  The court also faulted the Service for arbitrarily deciding that 37% of the deficiency was attributable to Mitchell without explaining the basis for its calculation and apparently without considering the fact that Mitchell was raising five dependents.  The court then computed Mitchell’s liability for 1994 to be only $900.  It granted equitable relief with respect to the remainder of the deficiency.  Wiest v. Commissioner, T.C. Memo. 2003-91 (March 27, 2003).


Innocent Spouse Relief Rules Apply to Preexisting Tax Liabilities.  Connie and her then husband, Ken, filed a joint return for 1989 showing tax owed, but they did not pay the tax with the return.  The Service subsequently garnished Connie’s wages and applied her overpayments of tax from 1992 and 1994-1998 to the unpaid 1989 liability.  Connie requested equitable relief for 1989, but the Service denied her request.  Connie then filed a petition in Tax Court seeking a review of the Service’s denial and also requesting a refund of her garnished wages and the overpayments of tax from the other years.  The Service argued that even if Connie was entitled to equitable relief, such relief does not apply to the portion of the tax liability that was paid on or before the enactment of the current innocent spouse relief rules in 1998.  The Tax Court concluded that Connie was entitled to equitable relief and that the Service’s denial of her request was an abuse of discretion.  The court then determined that Connie was entitled to a refund of her wages garnished in June 1998 and the overpayment of tax for 1996-1998, which were applied to the unpaid 1989 liability.  In so ruling, the court determined that the innocent spouse relief rules apply to the full amount of any preexisting tax liability for a particular taxable year, if any of that liability remained unpaid as of the date of enactment of § 6015, and not just to portions of tax liability that remain unpaid after the date of enactment.  This conclusion was consistent with that reached by the Court of Federal Claims in a 2001 case.  Finally, the Service argued that if Connie was entitled to a refund of her garnished wages, her right to claim a refund with respect to 1989 had expired and was thus untimely.  The court concluded that Connie first made her request for relief from 1989 liability in July of 1998.  Thus, said the court, her refund was limited to the amounts garnished and amounts overpaid since July of 1996, since the statute of limitations runs two years after the date of payment of tax.  Washington v. Commissioner, 120 T.C. No. 9 (April 21, 2003).


Service Recognizes Authority of Executors to Continue and Commence Relief Claims.  The Service has ruled that an executor of a decedent's estate may pursue a request for innocent spouse relief from joint and several liability that was made during the decedent's lifetime.  In addition, the ruling concluded that an executor of a decedent's estate has authority under § 6903 to file a request for innocent spouse relief as long as the decedent had satisfied any applicable requirements while alive.  The ruling reverses a position that the Service had taken in informal Field Service Advice.  Revenue Ruling 2003-36 (May 5, 2002).


Closing Letter Signed Before Enactment of § 6015 Does Not Bar Claim for Relief….  Marianne filed a request for innocent spouse relief under § 6015 with respect to her joint and several tax liabilities for 1982 and 1983.  In those years, she and her husband reported loss deductions from a partnership, which the Service challenged.  In 1988, the couple signed a closing agreement in which they agreed to adjustments with respect to the partnership deductions.  These adjustments resulted in tax deficiencies for 1982 and 1983.  The tax liabilities for those years were the subject of a prior bankruptcy case involving Marianne, and in that case she raised a claim for innocent spouse relief under old § 6013(e).  The bankruptcy court concluded that Marianne was ineligible for relief because she signed the closing agreement.  Two courts affirmed that decision.  The Service denied Marianne’s request under § 6015 because of the earlier closing agreement, but Marianne marched to Tax Court.  Before the court, the Service also argued that the doctrines of res judicata and collateral estoppel precluded Marianne’s claim for relief under § 6015.  The court held that because the closing agreement preceded the enactment of § 6015 by almost a decade, Marianne’s request should have been considered.  The court noted that § 6015 was enacted to provide additional relief to taxpayers who had filed joint income tax returns. When Marianne signed the closing agreement, she never had the opportunity to request relief under § 6015 with regard to her 1982 and 1983 joint and several tax liabilities.  It would be contrary to the broader purpose of § 6015 not to give her an opportunity to make a claim.  The court also found that the doctrines of res judicata and collateral estoppel did not apply in this case.  Hopkins v. Commissioner, 120 T.C. No. 17 (June 30, 2003).


… But Spouse Only Qualifies for Partial Relief Anyway.  Having successfully won the right to have her claim for innocent spouse relief heard, the Tax Court drew its attention to the merits of Marianne’s claim for relief.  It turns out that the deficiencies in the years at issue stem from two major items that were adjusted by the Service (and agreed to by the taxpayer and her husband in the closing letter).  The first was the partnership deductions that was attributable to the husband’s partnership.  But the second was an erroneous NOL deduction attributable to a casualty loss with respect to Marianne’s residence.  The court determined that Marianne did not qualify for relief under § 6015(b) because: (1) the erroneous NOL deductions were her own tax items, and; (2) because she did not establish that in signing the returns she had no reason to know that there were understatements attributable to her then-husband’s partnership deductions.  But the court did grant relief under § 6015(c) for the deficiencies resulting from the erroneous partnership deductions which were allocated to her husband.  The deficiencies resulting from the erroneous NOL deductions were allocable to Marianne, so no relief for those deficiencies were allowed.  The court did not grant equitable relief for the remaining deficiency.  Hopkins v. Commissioner, 121 T.C. No. 5 (July 29, 2003).


Relief Unavailable if Tax is Paid Before Effective Date of § 6015.  In 1991, the Tax Court entered a decision against the taxpayers regarding their joint tax liabilities for 1980 and 1981.  The Service subsequently assessed the taxes, additions to tax, and increased interest as set forth in the court’s decision.  The taxpayers’ joint tax liability for 1980 was fully paid by 1992, but a portion of their joint tax liability for 1981 remained unpaid.  The taxpayers filed in December, 1991, a joint return for 1990 reporting tax due, but no tax was paid with the return.  The taxpayers then submitted a delinquent joint return for 1992.  The Service subsequently assessed taxes and penalties due for 1990 and 1992.  In 2000, the government brought an action in federal district court to reduce to judgment their unpaid assessments for 1981, 1990, and 1992.  In that action, neither taxpayer asserted a claim for relief from joint and several liability under § 6015.  The district court granted the government’s motion for summary judgment and entered a judgment against the taxpayers.  The lower court’s judgment was affirmed on appeal and became final.  Only then, after the appeal was final, did the taxpayers file separate claims for innocent spouse relief with respect to 1980, 1981, 1990, and 1992.  When the Service did not respond to their claims, the taxpayers ran back to the Tax Court.  The court held that the couple was precluded from making a request for § 6015 relief with respect to 1980 because their joint tax liability for that year was fully paid prior to the effective date of § 6015.  The court also granted the Service’s motion for summary judgment with respect to the husband’s claims for 1981, 1990, and 1992 because he “participated meaningfully” in the district court collection action.  Thus, his claims were barred under res judicata. The court did not grant the government’s summary judgment motion with respect to the wife for 1981, 1990, and 1992 because there is a material issue of fact as to whether she “participated meaningfully” in the district court collection action.  Stay tuned for further developments.  Thurner v. Commissioner, 121 T.C. No. 3 (July 11, 2003).


Tax Evader’s Claim Falls Flat as a Pancake.  Majid and Fatemah owned and operated three IHOP franchises during the years at issue.  The taxpayers showed no salary income on their 1990 return and reported a salary income only for Majid in 1991 of $23,000.  Curiously, however, on a 1991 mortgage loan application the couple reported incomes for each year in excess of $200,000.  The couple was charged with filing false returns.  Majid pled guilty and Fatemah signed a deferred prosecution agreement (admitting to filing false returns).  By 1999, the couple divorced, but in 2000 the Service issued a deficiency notice for the years at issue.  Fatemah then requested innocent spouse relief.  The Tax Court concluded that Fatemah had actual knowledge of the understatements, she did not show how joint and several liability would result in economic hardship, she significantly benefited from the unreported income, and that the divorce decree confirmed that the couple was each liable for half of the outstanding tax liabilities.  The court thus rejected her claim for relief.  Entezam v. Commissioner, T.C. Memo. 2003-253 (August 21, 2003).

Section 7430:
Awarding of Costs and Certain Fees


Service Won’t Acquiesce to Higher Attorney Fee Awards Where Attorney Has LL.M.  The Service has announced that it will not acquiesce to the 2001 decision of an Ohio federal district court awarding attorney fees to the taxpayers at an hourly rate $10 higher than the amount normally allowed under the statute.  Section 7430(c)(1)(B)(iii) allows a court to award attorney fees at an hourly rate in excess of $125 based on the limited availability of qualified attorneys or the complexity of the issues presented in the case.  As adjusted for inflation, the statutory hourly rate was $140.  The taxpayers, who prevailed in a refund action, asked for attorney fees at an hourly rate of $150 because their attorney held an LL.M. in Taxation.  The Service argued that the higher rate should be denied because an LL.M. “does not constitute distinctive knowledge or unique and specialized skill.”  The court disagreed and awarded fees at the requested rate.  Action on Decision, unpublished (2002 Tax Notes Today 240-13) (December 12, 2002).

Section 7453:
Rules of Practice, Procedure, and Evidence (Tax Court)


Tax Court Rules on Counsel Do Not Violate Religious Freedom Restoration Act.  Tax Court Rule 200 restricts those who practice before the court to two classes of persons: (1) Attorneys in good standing of the Bar of the Supreme Court of the United States, or of the highest or appropriate court of any State or of the District of Columbia, or any commonwealth, territory, or possession of the United States; and (2) applicants, not attorneys at law, who pass a written examination given by the Tax Court as well as an additional oral examination if required by the Court.  In a deficiency proceeding before the Tax Court, the taxpayers sought to have their “religious adviser” enter an appearance at a hearing as their counsel.  The adviser was not an attorney, nor had he passed a written examination given by the Tax Court, so the court did not accept his formal appearance.  Still, the court allowed petitioners’ religious adviser to confer with the taxpayers regularly throughout the proceedings and to sit at the taxpayer’s counsel desk (the taxpayers appeared pro se).  The taxpayers argued that the court’s action in denying their religious adviser to represent them in court violated the Religious Freedom Restoration Act of 1993.  That act restored the “compelling state interest” test to cases involving the Free Exercise Clause of the First Amendment after the Supreme Court had abandoned the test in a 1990 case.  The court concluded that the rules for practicing before the court did not place a substantial burden on the taxpayers’ exercise of religion.  The rules did not place substantial pressure on the taxpayers to modify their behavior and to violate their beliefs. At most, they may have been inconvenienced in their search for an attorney who shares their religious beliefs.  The court went on to hold that even if the court’s rules did substantially burden their free exercise of religion, the rules for admission to practice satisfy the compelling state interest test (proper administration of the tax system is a compelling state interest).  Hawkins v. Commissioner, T.C. Memo. 2003-181 (June 20, 2003).

Section 7701:  
Definitions


New Procedures for Late Entity Classification Elections.  Entities seeking to elect a tax status other than the default status provided under the so-called “check-the-box” regulations must normally file a Form 8832.  If the entity does not timely file this form, the entity must pay for a private letter ruling and ask for relief from the late election.  Now, the Service will automatically confer relief for a late election without the payment of a user fee, so long as the entity’s first tax return is not yet due and so long as there is reasonable cause for failure to file the Form 8832 on time.  In all cases, the Form 8832 must be filed by the due date for the federal tax return for the year of the entity’s formation (not including any extensions).  To use this new fee-free option, simply file a Form 8832 with the words “FILED PURSUANT TO REV. PROC. 2002-15 AND REV. PROC. 2002-59” written at the top of the form.  Also, be sure to file a statement explaining why the entity failed to make a timely election.  Revenue Procedure 2002-59 (September 30, 2002).


Treasury Issues (Then Withdraws) Proposed Regulations to Curb Abusive Entity Elections.  The Service has become concerned with cases in which the check-the-box regulations are used in an “abusive” fashion.  Proposed regulations under § 7701 mandated that an entity’s elected classification as a transparent entity would be disregarded in certain settings.  For instance, the proposed regulations would have disregarded a classification election if certain “extraordinary transactions” occurred within a one‑year period after the entity changed its classification for United States tax purposes from a corporation to a disregarded entity.  Under this rule, an extraordinary transaction would have arisen upon the sale of a ten percent or greater interest in the entity within the specified time period.  The proposed regulations were intended to ensure that the owner of a foreign enterprise classified as a corporation could not elect disregarded entity status on the eve of a disposition of its equity ownership therein, thereby avoiding a stock sale in favor of an asset sale.  Under the proposed regulations, a classification election would have been disregarded in these circumstances and the foreign enterprise would have continued to be treated as a corporation.  Thus, the owner would have been treated as selling corporate stock rather than the assets of the corporation.  Commentators criticized the extraordinary transactions rule as being overly broad and contrary to the increased certainty and simplicity originally promoted by the check-the-box Regulations.  Treasury revoked the provision of the proposed regulations that applied to extraordinary transactions, signaling agreement with the commentators’ concerns.  Nevertheless, Treasury indicated that it will continue to examine certain categories of transactions to ensure that the “substantive rules … reach the appropriate result notwithstanding changes in entity classification.”  To the extent the existing rules do not achieve that goal, Treasury intends to propose changes that are “narrow and focused on correcting inappropriate results.”  Perhaps Treasury acceded too quickly to the demands of commentators.  Although entity classification elections should probably not be disregarded automatically, as the proposed regulations provided, it may be appropriate for Treasury to disregard elections that are made shortly before the sale of a significant interest in the entity if the only reason for (and the effect of) making the election is to minimize the tax consequences attendant to the sale.  Notice 2003-46 (June 26, 2003).
Section 7872:
Treatment of Loans With Below-Market Interest Rates


Treasury Finalizes Split-Dollar Regulations.  In July, 2002, Treasury proposed new regulations for the income, gift, and employment taxation of equity and nonequity split-dollar life insurance arrangements.  Those proposed regulations set forth two mutually exclusive regimes for taxation of split-dollar life insurance arrangements: a loan regime and an economic benefit regime. The latter generally governs the taxation of endorsement arrangements (where the employer, not the employee, owns the policy).  The 2002 proposed regulations did not provide rules for valuing economic benefits, pending public comments.  In May, 2003, Treasury supplemented the proposed regulations to provide that, in the case of an equity split-dollar life insurance arrangement, the value of the economic benefits provided to the nonowner under the arrangement (the employee) in any taxable year equals the cost of any current life insurance protection provided to the nonowner, the amount of policy cash value to which the nonowner has current access, and the value of any other economic benefits provided to the nonowner.  The supplement to the proposed regulations further provided that the nonowner has current access to any part of the policy cash value that is directly or indirectly accessible by the nonowner, inaccessible to the owner, or inaccessible to the owner's general creditors.  They defined "access" and provided that policy cash value generally is determined on the last day of the nonowner's tax year.  Only for employment tax purposes and related penalties, the part of the policy cash value that is treated as provided by the owner to the nonowner during the nonowner's tax year is treated as provided on the last day of that tax year.  Treasury contended that this approach was consistent with the doctrines of constructive receipt, economic benefit, and cash equivalence in that it treats the nonowner as having a taxable interest in policy cash value only to the extent that the nonowner has current access to the policy cash value.  The supplementary proposed regulations also provided that the cost of current life insurance protection provided to the nonowner equals the amount of the current protection provided to the nonowner multiplied by the life insurance premium factor listed in guidance published in the Internal Revenue Bulletin.  The amount of the protection provided to the nonowner for a taxable year equals the excess of the average death benefit of the life insurance contract over the sum of the total amount payable to the owner under the split-dollar life insurance arrangement and the part of the policy cash value actually taken into account for the current tax year or for any prior tax year.  By subtracting the part of the policy cash value actually taken into account by the nonowner, double taxation of the same amount is prevented.  Now the proposed regulations, as supplemented, have been finalized with some minor amendments based on feedback from commentators.  Treas. Reg. § 1.61-22 (September 12, 2003).
INDEX 

2003 Act provisions
1, 2, 3-4, 5-6, 16, 18

Action on Decision, unpublished
43

Alt v. Commissioner
39

Armstrong (Est. of) v. Commissioner
31-32

August v. Commissioner
38

Banaitis v. Commissioner
5
Bernal v. Commissioner
6
Block v. Commissioner
40

Boeing Company, The v. United States
23-24
Brummett v. United States
28
Bush v. Commissioner
12

Byrne v. Commissioner
8
Capital Video Corp. v. Commissioner
12

Churchill Downs, Inc. v. Commissioner
20-21
Clajon Gas Co., L.P. v. Commissioner
15-16

Costanza (Est. of) v. Commissioner
36

Dobbe v. Commissioner
13-14

Dow Chemical Company v. United States
20
Dunn (Est. of) v. Commissioner
30

Engelman (Est. of) v. Commissioner
36

Entezam v. Commissioner
42-43
Farrell v. United States
25
Ferrarese v. Commissioner
38

Fithian v. United States
7
Francisco v. Commissioner
26

Frontier Chevrolet Co. v. Commissioner
18-19
Fung (Est. of) v. Commissioner
31

Galligan v. Commissioner
14
Griffiths v. United States
28

Guinan v. United States
10

Hackl v. Commissioner
35
Haessly v. Commissioner
25

Hawkins v. Commissioner
43

Hopkins v. Commissioner
41-42, 42
IES Industries Inc. v. United States
24

Indeck Energy Services, Inc. v. Comm’r
15
IRS v. CM Holdings, Inc.
14-15
Johnson v. United States
9


Jones v. Commissioner
25
Kimbell v. United States
33

Koester (Est. of) v. Commissioner
30

Langdon v. Commissioner
27-28
Maier v. Commissioner
39

Mellen v. Commissioner
38-39

Microsoft Corp. v. Commissioner
25

Milenbach v. Commissioner
4

Mourad v. Commissioner
29
Nicole Rose Corp. v. Commissioner
12-13
Notice 2002-65
29

Notice 2002-79
21

Notice 2003-15
2

Notice 2003-46
44

Notice 2003-47
7-8
Private Letter Ruling 200242025
34

Private Letter Ruling 200252084
34-35

Private Letter Ruling 200314009
32

Proposed Regulation § 1.83-7
7-8

Proposed Regulation § 1.168(i)-4
16-17
Proposed Regulation § 1.263(a)-4
19-20

Proposed Regulation §§ 1.1446-1 - 1.1446-6
29
Ramsey v. Commissioner
37

Rauenhorst v. Commissioner
17
Raymond v. Commissioner
38

Raymond v. United States
4-5
Revenue Procedure 2002-59
43-44

Revenue Procedure 2003-19
40

Revenue Procedure 2003-22
13

Revenue Procedure 2003-42
37
Revenue Ruling 2002-67
17

Revenue Ruling 2002-69
11-12

Revenue Ruling 2002-83
26-27

Revenue Ruling 2003-8
24

Revenue Ruling 2003-10
21-22

Revenue Ruling 2003-12
11

Revenue Ruling 2003-28
17-18

Revenue Ruling 2003-36
41

Revenue Ruling 2003-56
23

Revenue Ruling 2003-57
19

Revenue Ruling 2003-58
19

Robinson v. Commissioner
15
Saba Partnership v. Commissioner
22-23

Schott v. Commissioner
36-37

Scott v. United States
6

Strangi (Est. of) v. Commissioner
33-34
Tampa Bay Devil Rays v. Commissioner
21

Tanner v. Commissioner
7
Tax & Acct’g Software Corp. v. U.S.
3
Technical Advice Memorandum 200243021
8
Technical Advice Memorandum 200247001
30
Technical Advice Memorandum 200303010
31

Technical Advice Memorandum 200306002
34

Technical Advice Memorandum 200318002
9
Thompson (Est. of) v. Commissioner
32-33

Thurner v. Commissioner
42
Townsend Industries, Inc. v. United States
10-11

Temp. Reg. § 1.83-7T
7-8
Temp. Reg. § 1.121-3T
9-10

Treas. Reg. § 1.25A-1 through 1.25A-5
3
Treas. Reg. § 1.61-22
44-45

Treas. Reg. §§ 1.66-1 through 1.66-5
6
Treas. Reg. §§ 1.121-1 through 1.121-4 
9-10

Treas. Reg.  § 1.1041-2
27

Tuka v. Commissioner
8

Warren v. Commissioner
14
Washington v. Commissioner
41
Wells Fargo Bank New Mexico v. U.S.
35-36
Wiechens v. United States
26

Wiest v. Commissioner
40-41
Wilkins v. Commissioner
5

Wood v. United States
13

Young v. United States
9
This update explains several developments in the federal income, estate and gift taxes affecting individual taxpayers and small businesses.  It contains summaries of significant cases, rulings, actions, regulations, and other matters from August, 2002, to September, 2003.  This update generally does not discuss developments in the areas of qualified plans or the taxation of business entities (except to very limited extents).  





On May 28, 2003, President Bush signed the Jobs and Growth Tax Relief Reconciliation Act of 2003.  The Act made relatively few changes to the Code, but those changes alter some of the fundamental rules tax professionals have played by for decades.  This update also summarizes key provisions of the Act.  Such items are labeled “2003 ACT” in the headings.
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