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ABOUT THIS PAPER

The views and opinions expressed in this paper are solely those of the author and do not 
necessarily reflect the views and opinions of Goldman Sachs.  The information herein is provided 
solely to educate on a variety of topics, including wealth planning, tax considerations, executive 
compensation, and estate, gift and philanthropic planning. While this material is based on 
information believed to be reliable, no warranty is given as to its accuracy or completeness and it 
should not be relied upon as such. Information and opinions provided herein are as of the date of 
this material only and are subject to change without notice. Tax results may differ depending on a 
client’s individual positions, elections or other circumstances. This material is based on the 
assumptions stated herein. In the event any of the assumptions used do not prove to be true, results 
are likely to vary substantially from the examples shown herein. The examples and assumed 
growth rate(s) stated herein are provided for illustrative purposes only; they do not represent a 
guarantee that these amounts can be achieved and no representation is being made that any client 
will or is likely to achieve the results shown. Assumed growth rates are subject to high levels of 
uncertainty and do not represent actual trading and, thus, may not reflect material economic and 
market factors that may have an impact on actual performance. Goldman Sachs has no obligation 
to provide updates to these rates. Goldman Sachs does not provide accounting, tax or legal advice 
to its clients and all investors are strongly urged to consult with their own advisors before 
implementing any structure, investment plan or strategy. Notwithstanding anything in this 
document to the contrary, and except as required to enable compliance with applicable securities 
law, you may disclose to any person the US federal and state income tax treatment and tax structure 
of the transaction and all materials of any kind (including tax opinions and other tax analyses) that 
are provided to you relating to such tax treatment and tax structure, without Goldman Sachs 
imposing any limitation of any kind. Information related to amounts and rates set forth under U.S. 
tax laws are drawn from current public sources, including the Internal Revenue Code of 1986, as 
amended, as well as regulations and other public pronouncements of the U.S. Treasury Department 
and Internal Revenue Service. Such information may be subject to change without notice. In some 
cases, rates may be estimated and may vary based on your particular circumstances. Goldman 
Sachs & Co. LLC Member FINRA/SIPC. © 2020 Goldman Sachs. All rights reserved.
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SOME OF THE BEST CREATIVE TAX PLANNING TECHNIQUES FOR TRUSTS©

I. THE PRIMARY IMPORTANCE OF GOALS-BASED PLANNING FOR THE
SUCCESSFUL SUCCESSION OF THE FAMILY WEALTH IRRESPECTIVE OF
THE STATUS OF THE TAX LAW.

A. The Importance of First Determining a Client’s Goals That Determine the Estate
Plan’s Essential Strategies.

1. The prevalence of tax driven wealth preservation focus and four suggested
rules to change the priority of that focus.

In assisting a client with achieving their goals the state of the tax law and how that affects 
the plan should not be the “tail that wags the dog.”  Certain tax-planning advisors assume that a 
combination of wealth preservation and tax reduction is the purpose of every estate and 
succession plan.  All tax advisors from time to time have been guilty of that assumption.0F

1

Whenever owners and tax advisors gather to formulate a plan, inevitably their conversations 
focus extensively on tax issues.  Something about the topic of tax planning, the prevalence of 
tax advisory literature, tax advisors' professional degrees and titles, how the meetings originate, 
and the expectations of the gathered parties combine to dictate this focus.1F

2

Tax planner’s habitual patterns of engaging in planning conversations that evolve into 
tax reduction conversations have resulted in the evolution of a conventional style of planning 
that can be referred to as tax driven wealth preservation planning.  This planning style begins 
with advisors gathering relevant facts and recommending optimum legal structures.  In most 
instances, the defining characteristics of the selected strategies and legal structures are their tax 
reduction and control retention characteristics.  A danger in tax driven wealth preservation 
planning is its subtle power to enable money (and its conservation) to become the defining 
objective.

Through the years I have developed four personal rules for determining a client’s goals 
and concerns with respect to the family’s capital (as defined below): (1) try to ask open ended 
questions that give the client the opportunity to articulate his or her goals and concerns; (2) listen; 
(3) listen, and (4) listen.

1 I would like to thank Mike Allen of Allen Lottmann, P.C., in Tyler, Texas.  Around 25 years ago Mike 
articulated these concepts to me.  I have been a better advisor since.

2 L. Paul Hood, Jr., “From the School of Hard Knocks: Thoughts on the Initial Estate Planning Interview,”
27 ACTEC Law Journal 297 (2002).
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2. Estate plans developed around the stewardship purpose of the family
wealth.

It is enlightening to contrast conventional tax driven wealth preservation plans with plans 
which have been formulated for clients who were initially asked (perhaps through the vehicle of 
many open-ended questions):  "What is the purpose (or stewardship mission) of your family 
wealth?"  A family’s wealth, or capital, is more than its financial capital.  A family’s social 
capital and stewardship capital are also very important and interact with the family’s financial 
capital.

When planning conversations begin with open-ended questions to determine the purpose 
or mission of the family’s capital, a different succession plan may emerge, and the priority of 
tax reduction can be expected to decline in status from the defining principle to an important 
collateral objective.

At an introductory stage, a dialogue about purpose or stewardship mission questions 
might evolve like this:

Question 1: Do you want to save taxes?  Answer:  Yes.

Question 2: Do you want to protect your wealth?  Answer:  Yes.

Question 3: Do you want to preserve the same level of consumption?  Answer:  Yes.

Question 4: Do you want to empower your children (or favorite charitable causes)? 
Answer:  Yes.

Question 5: Do you want to give your children (or charitable entities you create) 
options?  Answer:  Yes.

Question 6: Do you want to give your children (or charitable entities you create) 
incentives?  Answer:  Yes.

Question 7: Do you want to maintain control of investment decisions with respect to 
your wealth?  Answer: Yes.

Question 8: Do you want to maintain your flexibility (control) to change your mind 
about how and whom should have future stewardship of your wealth? 
Answer:  Yes.

Question 9: Which of these is most important?  Typical Answer: (pause) That is the 
first time we have been asked that question.  We'll need to think about 
it.
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Members of my tax planning fraternity routinely start with good questions.  But we 
sometimes tend to stop asking them too quickly (often after question 3), and we seldom ask 
question 9.

Questions of stewardship mission or the purpose of the family wealth are not raised 
lightly.  They are the most important questions in the succession planning process.  Their answers 
should govern every design decision.

3. Organizational pattern of a purpose-based estate plan:

A hierarchical organizational pattern for a purpose-based estate plan is:

Purpose
The declared principles for the family’s capital which 

determine the plan's essential characteristics

(having priority over)

Strategies
The alternative game plans for

implementing the essential characteristics

(having priority over)

Legal Structures
The legal documents which embody

and implement the essential characteristics

4. Compatibility of strategies and legal structures with the stated purpose of
family wealth.

When an estate succession plan is organized around declared principles, the strategies 
and legal structures used to accomplish conventional tax planning are retained, but they are 
modified as necessary to make them compatible with the declared principles.
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B. Once the Purpose and Use of the Family’s Capital Has Been Determined, Trust
Planning Strategies Should Be Developed to Maximize the Investment Risk-
Adjusted, After-Tax Wealth That May Be Applied to Those Purposes and Uses.

Under current transfer tax laws, almost all of the US population (estimates are over 
99.93%) does not have to worry about strategies that reduce transfer taxes.2F

3 However, according 
to the Gallup poll on May 24, 2017, 54% of Americans own stocks and presumably would 
welcome strategies that would lower income taxes on their individual investments and/or trust 
investments.

Planning almost always begins with the use of trusts.  There are trust planning strategies 
that reduce both the income taxes on capital and its income and the transfer taxes on capital. 
Trust planning for those two taxes does not have to be, and should not be, an “either or” exercise. 
The purpose of this paper is to discuss some of the most creative trust planning strategies that 
reduce both taxes.

This paper is organized to discuss some of the most creative trust planning strategies by 
discussing non-grantor trusts (the taxable income of the trust is taxed to the trust, except for trust 
distributions), grantor trusts (the taxable income of the trust is taxed to the grantor), spousal 
grantor trusts (the taxable income of the trust is taxed to the spouse of the beneficiary), and 
beneficiary defective owned trusts (the taxable income of the trust is taxed to the beneficiary of 
the trust).

Sometimes the strategies involve more than one type of trust so the paper begins with a 
brief discussion of each type of trust.3F

4

II. BRIEF INTRODUCTION TO NON-GRANTOR TRUSTS, GRANTOR TRUSTS,
SPOUSAL GRANTOR TRUSTS AND BENEFICIARY DEEMED OWNED TRUSTS.

A. Non-Grantor Trusts (See a more thorough discussion infra Section III).

Non-grantor trusts are treated as separate taxpayers.  Non-grantor trusts are currently 
taxed in 2020 at the highest rate when the taxable income exceeds $12,950.  However, 
non-grantor trusts enjoy deductions from taxable income for amounts required to be distributed 
to the trust beneficiaries or are properly paid or credited to them.  See IRC Sections 651 and 661.
A corresponding amount of income is included in the gross income of the beneficiaries.  See IRC 
Sections 652 or 662.  With respect to charitable beneficiaries of a non-grantor trust, the 

3 The Joint Committee on Taxation estimates that in 2018 only 1,800 of the estimated 2.6 million decedents 
will have to pay estate taxes.

4 I would like to thank some of my colleagues at Goldman Sachs who helped with many of the ideas 
expressed in this paper: Jeff Daly, Cliff Schlesinger, Karey Dye, Chi-Yu Liang, Andrew Haave and Cathy Bell. 
Many of the ideas generated in this paper also came from the fertile minds of my attorney friends, including:  Carlyn 
McCaffrey, Austin Bramwell, Ed Marrow, Ellen Harrison, David Handler, Jonathan Blattmachr, Richard Dees, 
Mickey R. Davis, Melissa J. Willms, Turney Berry, Ivan Taback, Steve Gorin, Eric Fischer and Dan T. Hastings.
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non-grantor trust can receive a deduction for amounts of gross income paid for charitable 
purposes.  See IRC Section 642(c).

B. Grantor Trusts (See a more thorough discussion infra Section IV).

The grantor of a trust may be treated as the deemed owner for income tax purposes of all 
or a portion of the trust if certain provisions exist in the trust document.  See IRC Sections 
671-677 and 679.  These provisions may not cause the trust assets to be included in the grantor’s
estate for estate tax purposes.  For instance, the following provisions may cause the grantor to
be the deemed owner for income tax purposes of all or a portion of the trust, but do not cause the
trust assets to be included in the grantor’s estate for estate tax purposes:  the retained power by
the grantor or another non-adverse party to substitute property of equivalent value; trust allows
a non-adverse party to make fair market loans to the grantor or the grantor’s spouse without
adequate security; the trust provides that income or corpus could be distributed to the grantor’s
spouse; the trust provides that a person has the power to expand the class of beneficiaries; the
grantor’s spouse is a trustee of a trust in which the trustee has the power to make discretionary
distributions of income or principal; a related or subordinate person to the grantor is trustee who
may make distributions among a class of beneficiaries; and the trustee has authority to acquire
to pay life insurance premiums from income of the trust on the life of the grantor or the grantor’s
spouse and does so.  The IRS has conceded that the payment of income taxes on the income of
a grantor trust is not a gift to the trust beneficiaries.  See Rev. Rul. 2004-64.

C. Spousal Grantor Trusts (See a more thorough discussion infra Section V).

A spousal grantor trust is a trust in which the deemed income tax owner is the spouse of 
the beneficiary.  A transaction between the beneficiary of the spousal grantor trust and the 
spousal grantor trust is treated as a transaction between the beneficiary and his or her spouse.  A 
transfer between spouses is treated as a non-recognition event for income tax purposes.  See IRC 
Section 1041.  The beneficiary spouse could sell assets to the spousal grantor trust without any 
capital gains consequences.  Any assets the beneficiary spouse sells for adequate and full 
consideration will not be included in the spousal beneficiary’s estate.  The spousal grantor trust 
could be designed to allow the beneficiary’s spouse to modify the remainder provisions through 
a special power of appointment. See IRC Sections 2036, 2038 and 2041.

D. Beneficiary Defective Owned Trusts (See infra Section VI for a more thorough
discussion).

Beneficiary defective owned trusts are trusts in which the deemed owner of the trust 
assets for income tax purposes is the beneficiary of the trust because IRC Section 678 applies. 
There are three methods where IRC Section 678 can apply to a trust.  In each of these methods
the trust cannot have provisions that would make the trust a grantor trust.  See IRC Section 
678(b).
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1. IRC Section 678(a)(1) application.  (See a more thorough discussion infra
Section VI.A.).

A beneficiary is the deemed income tax owner of any portion of a trust in which the 
beneficiary has a power “exercisable solely by himself to vest corpus or income of that portion 
in himself, herself or itself.”  If an individual has the power to vest only the taxable income of 
the trust, IRC Section 2041 may not apply.  If the withdrawal beneficiary sells assets to the trust 
for adequate and full consideration those assets will not be included in the withdrawal
beneficiary’s estate.  See IRC Sections 2036, 2038 and 2041.  For purposes of this paper, these 
trusts will be referred to as “beneficiary defective owned trusts” or “BDOTs.”

2. IRC Section 678(a)(2) application.  (See a more thorough discussion infra
Section VI.B.).

A beneficiary is the deemed income tax owner of any portion of a trust in which that 
person has “previously partially released or otherwise modified” an IRC Section 678(a)(1) 
vesting power and retains control that would cause the grantor to be treated as the trust owner. 
For purposes of this paper, these trusts will be referred to as “beneficiary defective inheritor’s 
trusts” or “BDITs.”

3. IRC Section 678 application because of operation of IRC Section
1361(d)(3).  (See a more thorough discussion infra Section VI.C.).

With respect to stock of a subchapter S corporation owned by a trust, if the requirements 
of IRC Section 1361(d)(3) are met, the income beneficiary of a trust that holds subchapter S 
stock will be considered the deemed income tax owner of that subchapter S stock.  Such a trust 
will be referred to as a qualified subchapter S trust or a “QSST.”

III. SOME OF THE BEST CREATIVE TAX PLANNING IDEAS FOR NON-GRANTOR
TRUSTS.

A. Using Non-Grantor Trusts to Reduce State Income Taxes and to Reduce or Avoid
Certain Federal Income Taxes.

While the top bracket for non-grantor trusts starts at a relatively low level (approximately 
$13,000 in 2020), there are circumstances in which non-grantor trust can save income taxes 
because that non-grantor trust may have deductions available to it that the beneficiaries of the 
non-grantor trust may not have available.  Gifts and loans to a non-grantor trust can be a great 
estate planning tool, if the assets of the non-grantor trust grow above any interest carry that may 
exist. Under the circumstances noted below, a non-grantor trust can also be an income tax 
savings tool.

Obviously, some states have much higher income tax rates than other states.  Eight states 
do not have any state income taxes.  Several more states do not subject income accumulated in 
non-grantor trusts that are created in those states to their state income taxes.  The problem of 
high state income taxes could be particularly acute, if the taxpayer anticipates that sometime in 
the future he may sell some valuable low basis assets.
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1. The technique.

A taxpayer who lives in a high income tax state may have low basis assets that he 
anticipates may be sold in the near future.  That taxpayer may also have income producing 
securities from which he does not need that income for his consumption needs.  That taxpayer 
could transfer those assets to a non-grantor trust whose situs is in a state that does not have any 
state income taxes on the income earned and accumulated by those trust assets.  See a diagram 
of the technique below:

2. Advantages of the technique.

a. Substantial state income taxes could be saved.

b. The taxpayer using his or her increased gift tax exemptions could
create a non-grantor trust in a state that does not tax that trust
income, which could save income taxes and transfer taxes.

c. A non-grantor trust used for these purposes could be created
without paying gift taxes: by the use of the taxpayer’s exemption;
by creating a trust that is incomplete for gift tax purposes; or by
creating a martial deduction trust that qualifies as a QTIP trust and
is designed to be a non-grantor trust with respect to the principal
earnings of the QTIP trust.

d. There could be multiple non-grantor trusts, subject to the
discussion of certain considerations infra Section III.A.3.

3. The IRC Section 643(f) considerations of the technique.

IRC Section 643(f) provides that two or more trusts that have substantially the same 
primary beneficiaries or beneficiaries, and a principal purpose of such trusts is the avoidance of 
income tax, the trusts will be treated as one trust.  The final regulations backed off of the 
proposition that just because the trusts save income taxes it does not necessarily mean the 
principal purpose of such trusts is avoidance of income taxes.
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4. Non-grantor trusts may have the ability to increase IRC Section 199A
deduction thresholds.

a. What is an IRC Section 199A deduction and how does it work?

What is it?

(a) New deduction for domestic qualified business income (“QBI”) as
part of the Tax Cuts and Jobs Act of 2017 (“TCJA”) signed into law
December 22, 2017.

How much is it worth?

At most, the deduction could be up to 20% of QBI (i.e. could make 37% ordinary rate 
effectively 29.6%).

(a) A taxpayer’s IRC Section 199A deduction is the
lesser of (i) taxpayer’s “combined qualified
business income amount,” or

(b) Twenty percent of the excess, if any, of the
taxpayer’s taxable income for taxable year less the
taxpayer’s net capital gain.  For this purpose, “net
capital gain” includes qualified dividends.

Combined QBI amount is the sum of (i) deductible amount 
for each qualified trade or business carried on by the 
taxpayer, plus (ii) 20% of qualified REIT dividends and 
20% of qualified publicly traded partnership income.

Who gets the new deduction?

Individuals, trusts and estates that are reported QBI from partnerships, LLCs, S 
corporations, sole proprietorships, rental properties, or farm operations.

Are there limitations for taxpayers who have marginal 
taxable income above certain taxable “income threshold 
amounts?”

(a) Yes, the maximum deduction is 20% of QBI, 
however, the deduction amount allowed may be 
further limited depending on several factors:

(i) W-2 wages – limited to 50% of wages, or

(ii) W-2 wages and qualified property – limited
  to 25% of wages plus 2.5% of unadjusted
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basis immediately after acquisition (UBIA) 
of qualified property; however, under the 
final regulations, additional basis may be 
allowed from certain step-up transactions 
and the allowance of basis from certain 
carryover transactions.

(iii) Does the business even qualify?  There is
no deduction for taxable income allocated
from specified services trades or businesses
(“SSTB”) for owners whose marginal
income tax bracket is above 32%.  For
2019, the taxable income “threshold
amount” is $326,600 for married filing
jointly and $163,300 for all others
(including trusts).  That threshold amount is
inflation indexed for future years.

How long is the deduction available?

The deduction became available in tax years starting 2018; this provision of the law 
sunsets after 2025.

The IRC Section 199A deduction does not apply to:

(a) Investment income.

(b) Foreign source income.

(c) Wages paid to shareholders.

(d) Guaranteed payments for the use of capital.

(e) Capital gain from the sale of business assets.

Uncertainty related to “trade or business” definition 
remains.

(a) Taxpayers must analyze facts and circumstances to
determine whether activities rise to the level of a
trade or business.

All computations and determinations under IRC Section 
199A are made at the trade or business level – not at the 
entity level.
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Whether a taxpayer is conducting one business, or several 
businesses, can dramatically impact qualification for the 
deduction and complexity of reporting items related to it.

There is a de minimis “cliff” of specified service activity 
within a trade or business.

(a) The IRS confirmed in the preamble to the final
regulations its belief that the statute indicates that
any amount of specified service activity will render
the entire business a SSTB:

“...the word ‘involving’ suggests that any 
amount of specified service activity causes a
trade or business to be an SSTB.”

(b) However, an otherwise qualified trade or business
will not be a SSTB if:

(i) Less than 5% of its gross receipts are
attributable to the performance of service in
a field that would normally be considered
an SSTB; or

(ii) Less than 10% of its gross receipts are so
attributable if gross receipts are <
$25,000,000 for the taxable year.

(iii) Cliff effect still applies if a trade or
business exceeds the de minimis threshold.

Aggregation.

(a) Aggregating businesses.

(i) Taxpayers may carry on multiple, related
trades or businesses that would otherwise
be limited if viewed independently.

(ii) The regulations provide a mechanism to
aggregate businesses, if certain tests are
met.

(b) Taxpayers can generally aggregate if:

(i) The same person, or group of persons,
 directly or indirectly owns a majority
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interest (at least 50%) in each of the distinct 
trades or businesses for a majority of the 
taxable year.

(ii) None of the aggregated trades or businesses
are SSTBs.

(iii) The aggregated trades or businesses share
the same taxable year.

(iv) The trades or businesses to be aggregated
satisfy at least two of the following three
factors:

• The trades or businesses provide
products and/or services that either are
the same or are customarily provided
together.

• The trades or businesses share facilities
or share significant centralized business
elements (accounting, legal,
purchasing, HR, IT, manufacturing,
etc.).

• The trades or businesses are operated in
coordination with or are reliant upon
other businesses in the aggregated
group.

The final regulations provide that if the percentage of 
SSTB gross receipts are above 10% of the business’ gross 
receipts (if the total business gross receipts are less than 
$25,000,000) then the whole business is treated as a SSTB, 
unless further steps are taken by that business.  If the total 
business gross receipts are above $25,000,000 and if the 
percentage of SSTB gross receipts are above 5% of the 
total business gross receipts then the whole business is 
treated as a SSTB, unless further steps are taken.

Also, many businesses have substantial revenues that are 
SSTB, but part of their business is non-SSTB.  For 
instance, some accounting firms provide billing, 
administrative and management services.  Another 
example, many law firms provide trustee, executor, title 
insurance, clerk and closing services, stenography services 
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and delivery services, all of which may not constitute the 
practice of law.

For businesses that have substantial SSTB income and for 
businesses that may not qualify under the above-noted “de 
minimis exception” the following steps should be taken for 
the cautious taxpayer:

(a) Separate books and records should be kept for the
non-SSTB business and the SSTB businesses.

(b) There should be different LLCs or other entities to
house the SSTB activities and the non-SSTB
activities.

(c) The different entities should have different
employees.

b. As noted above, if the non-grantor trust income is below a
threshold amount the trust is not subject to wage or the unadjusted
basis limitations on the amount of the deduction.

For instance, taxpayers below the threshold amount are 
permitted a deduction for income from even specified 
service businesses.

Under final regulations a distribution can carry out the 
business income (which includes service business income) 
to the beneficiary.

Consider using the combination of multiple non-grantor 
trusts and preferred interests in pass through businesses, to 
save federal income taxes by using the deduction under 
IRC Section 199A, which otherwise would not be 
available.

(a) Below is an example of the technique.

If a non-grantor trust has an interest in a pass through business and has an amount of 
taxable income below the 32% bracket (which in 2020 is $163,300) that non-grantor trust will 
receive a 20% deduction on the amount of the qualified business income (“QBI”) allocated to 
the trust.  This is true, even if the income comes from a service business that would not otherwise 
qualify as qualified business income, the income is subject to the W-2 wages limit under IRC 
Section 199A(b)(2)(B)(i), or the income is subject to the W-2 wages and property limit under 
IRC Section 199A(b)(2)(B)(ii).
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In order to manage the amount of QBI and other taxable income allocated to the non-
grantor trust in future years, the non-grantor trust’s interest in the income tax pass through 
business could be a preferred interest with the coupon being equal to $163,300 in the first year 
with an increase each year in the par value of the preferred interest equal to the inflation 
adjustment that determines the 32% bracket.  For example, a business owner of a pass through 
business gifts to a non-grantor trust a preferred interest in his pass through business that has a 
par value of $2,332,840 that pays a 7% coupon on that par value or $163,299.  The par value of 
the preferred interest could be designed to increase at the same percentage rate as the 32% 
bracket increases.  The coupon cannot be a guaranteed payment because that would be treated 
like salary income under IRC Section 199A.  A tool to keep the taxable income at that $163,299
threshold amount is for the trustee to invest in assets, other than its business interest, that do not 
produce any, or very little, taxable income (e.g., municipal bonds or non-dividend paying 
stocks).  If a non-grantor trust’s taxable income before the QBI deduction is between $163,300
and $207,350, that estate or trust will be subject to the phase in limit rules of IRC Section
199A(b)(3)(B) and the phase-out rules for specified service trades or businesses contained in 
IRC Section 199A(d)(3).

Please see the diagram of the example below:

(b) Advantages of the technique.

(i) The technique lowers the family’s income 
taxes associated with the family business.

(ii) There could be multiple non-grantor trusts, 
subject to the IRC Section 643(f) 
consideration infra Section III.A.3.

(iii) For many families there should not be any 
gift taxes associated with the gifts to the non-
grantor trusts, either because of the increased 
exemption, or because the non-grantor trusts 
are designed to be an incomplete gift (a 
so-called “ING trust,” see the discussion infra 
Section III.F.).

(iv) Because of Revenue Ruling 83-120, if a
 preferred interest is used, the yield can be 
 relatively high in comparison to the then
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prevailing interest rates, without causing 
gift tax consequences.  See the discussion 
infra Sections III.E.3.c.

(c) Considerations.

In addition to the IRC 643(f) considerations (see the discussion supra Section III.A.3) 
the regulations under IRC Section 199A provide an anti-abuse rule that a trust, if it is formed 
with a purpose of avoiding the threshold amount or of using more than one threshold amount, 
the trust will not be respected as a separate entity for purposes of determining the threshold 
amount. Other purposes must be found.

5. Non-grantor trusts may have the ability to mitigate the SALT limitation.
For income tax years 2018 to 2025, the aggregate amount of state and
local real property taxes, personal property taxes, and state and local
income taxes may not exceed $10,000 or $5,000 in the case of a married
person filing separately.

a. The technique.

An owner of real estate may split his or her ownership of the real estate into multiple 
undivided interests and contribute each of those undivided interests, along with ordinary income 
producing property that is designed to earn at least $10,000, to different non-grantor trusts 
assuming each of those non-grantor trusts has at least $10,000 of ordinary income the $10,000 
capped deduction for property taxes can be used for each new non-grantor trust.

Please see an example of the technique below:
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b. Advantages of the technique.

This technique has the same advantages as using non-grantor trusts to save state income 
taxes.  See discussion supra Section III.B.  In addition, for many taxpayers, the complexity of 
creating an ING trust may not be necessary.  The object of this technique is to save federal 
income taxes, not state income taxes.  Assuming the taxable income of the trusts is around 
$10,000, the state income tax issues should be insignificant.

c. Considerations of the technique.

See the discussion of IRC Section 643(f) consideration supra Section III.A.3.

6. Non-grantor trusts could expand the sale of qualified small business stock
(QSBS) from capital gains treatment.

a. The technique.

An owner of shares of QSBS, as defined in IRC Section 1202(c), could give shares of his 
QSBS stock to multiple non-grantor trusts in order to receive multiple $10,000,000 deductions 
under IRC Section 1202(b)(1)(A) from the capital gains tax for the collective sale of that stock. 
If a C corporation meets the requirements of being QSBS and is held for more than five years, 
all of the inherent capital gains will be excluded subject to the greater of two statutory limits. 
One of those limits is 10 times the adjusted basis of the QSBS issued by such corporation and 
disposed of by the taxpayer during the taxable year.  With respect to this limit the adjusted basis 
of any stock shall be determined without regard to any addition to basis after the date on which 
such stock was originally issued.  See IRC Section 1202(b)(1)(B).  For many owners of shares 
in a QSBS this limitation may be significant because of the modest basis a start-up business may 
have.

However, the other limit found in IRC Section 1202(b)(1)(A) in many circumstances is 
much more generous.  This limitation is equal to $10,000,000, regardless of the taxpayer’s basis 
in the QSBS stock, reduced by the aggregate amount of eligible gain taken into account by the 
taxpayer for prior taxable years and attributable to dispositions of stock issued by the 
corporation.

Please see an example of the technique below:
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b. Additional advantages of the technique.

This technique has the same advantages as using non-grantor trusts to save state income 
taxes.  See discussion infra Section III.B.

c. Considerations of the technique.

See the discussion of the IRC Section 643(f) consideration supra Section III.A.3.

IRC Section 1202(h)(2)(A) applies to property transferred 
“by gift.”  No case or ruling considers whether this requires 
a completed gift for gift tax purposes.

(a) If it does, then the transfer to the non-grantor trust
may incur gift tax (or use gift tax exemption).

(b) If it does not, then a transfer to an “ING” trust, a
non-grantor trust that is not a completed gift, may
qualify. See III.F. below.

(c) Because IRC Section 1202 is an income tax
provision, arguably a completed gift for gift tax
purposes is not required.
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B. Non-Grantor Trust Beneficiaries, Who Live in a State with a High State Income
Tax, Can Have the Beneficial Use of the Non-Grantor Trust Assets and May
Avoid or Reduce Income Taxes Associated with That Use.

1. Tax-free benefits to beneficiaries in high tax states.

a. Non-grantor trusts can be designed to not be subject to state
income taxes of a high tax state if the resident trust requirements
of the high tax state do not apply.

The rules determining which state (or states) will assert 
jurisdiction to tax a trust’s undistributed income are 
complex and vary from state to state. More than one state 
may assert the right to tax all or part of such income.

One or more of the residence of the trust creator, the 
residence of the beneficiaries, the residence of the trustees, 
the location of trust assets, the source of trust income and 
the trust’s principal place of administration may be 
predicates for taxation.

A state’s general rule may have exceptions, and exceptions 
to the exceptions.  For example, in general a trust created 
by a New York resident or decedent is subject to New York 
income tax.  There is an exception for a trust with no New 
York trustees and no assets located in or income sourced 
to New York.  There is an exception to the exception for a 
trust that is an “ING” trust, a non-grantor trust that is an 
incomplete gift for federal purposes, which is treated as a 
grantor trust for New York purposes.

In North Carolina v. Kaestner Family Trust4F

5, the U.S. 
Supreme Court held unconstitutional a North Carolina 
statute taxing undistributed trust income solely on the basis 
of a beneficiary’s residence in North Carolina.

b. There are circumstances in which non-grantor trust beneficiaries,
who live in a high tax state, can receive tax free benefits of that
trust located in a low tax state.

5 588 U.S. ___ (2019),
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The trustee might give beneficiaries the free use of trust 
assets such as a residence.5F

6

The trustee could make loans to the beneficiaries on very 
favorable terms.

(a) The beneficiary could invest the proceeds of the
loan in assets that could produce investment
income to pay any interest (if there is interest) on
that loan.  If the beneficiary’s investment income is
not high enough to deduct the interest the trust
could distribute cash which would carry out the
amount of investment income that would allow the
beneficiary to deduct the interest.  That trust
distribution could be made up to 65 days after the
tax year in which the interest payments are made,
provided a timely election is made under IRC
Section 663(b).

(b) A consideration of the loan technique is that the
IRS could take the view that the loan is a tax
avoidance loan, if the IRS finds the principal
purpose of the loan is to save income taxes.
However, the trustee may have non-tax reasons for
making the loan.

The technique of distributing low basis property intended 
for sale in the near term from a low tax state trust to the 
high tax state beneficiary in a manner whereby the 
beneficiary could sell the distributed property without 
paying any state and federal taxes.

(a) IRC Section 643(e)(3) allows a trustee to elect to
recognize gain on the distribution of property to the
beneficiary.

(b) The distribution of property may carry out trust
income to the beneficiary, if that distribution
carries out D.N.I.  The election may increase the
DNI carried out to the beneficiary because the fair
market value of the distributed property, rather
than its basis, will be used for purposes of

6 See Plant v. Comm’r, 30 BTA 133 (1934) acq. 1976-1 CB1 aff’d.; 76 F2d 8 (2nd Cir. 1935); PLR 
8341005.
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determining the amount distributed.  However, if
capital gains are not otherwise included in the 
trust’s DNI, the gain recognized by the trust on the 
distribution may not itself be included in the trust’s 
DNI, thereby giving the beneficiary in a high tax 
state increased basis without subjecting the gain to 
state tax at the beneficiary’s rate.6F

7

The low tax state non-grantor trust could contribute its 
assets to a subchapter S corporation and make distributions 
to beneficiaries who reside in certain high tax states on a 
tax free basis.

(a) The trustee of the low tax state non-grantor trust
could contribute assets to a subchapter S
corporation and make an election to be taxed as an
Electing Small Business Trust (“ESBT”). See IRC
Section 1361(c)(2)(A)(v).

If a trust is an ESBT and owns only the subchapter S corporation, trust income is excluded 
from D.N.I. and is taxed at the highest federal rates without a distribution deduction regardless 
of distributions actually made. See IRC Section 641(c)(1)-(2); Treasury Regulations Section 
1.641(c)-1(i). Thus, any distributions from the ESBT to beneficiaries who reside in a high tax 
state will be received income tax free, if the beneficiary’s state follows the ESBT rules. Income 
taxed to the trust will be subject to state tax at the rate of the low tax state.  If the ESBT owns 
assets outside the subchapter S corporation, it is treated for income tax purposes as two separate 
trusts, and the rules stated in this paragraph apply separately to the S portion of the trust.

Additionally, the subchapter S corporation may be able to deduct investment 
management fees if the deduction is a trade or other business expense.  Whether an investment 
management fee is a trade or business expense of the subchapter S corporation is a complex 
subject and is beyond the scope of this paper.

(b) A consideration of the technique is that the highest
federal tax rate applies on ordinary income, but the
ESBT will have the benefit of lower capital gains
rates on realized capital gains and qualified
dividend income. Another consideration is that not
all states follow the federal ESBT rules in all
circumstances.

7 See Treasury Regulations Section 1.643-3(a) and (b) (providing that capital gains generally are not 
included in DNI unless they are allocated to income, allocated to corpus but treated consistently by the fiduciary as 
part of a distribution to a beneficiary or allocated to corpus but actually distributed to the beneficiary).
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Non-grantor trust income in a low tax state could be 
trapped by making distributions to another trust before it is 
distributed to a beneficiary who lives in a high tax state.

Assume a discretionary trust has the power to make distributions to not only a beneficiary 
but also a trust for a beneficiary.  Assume in year 1 the discretionary trust, located in a low tax 
state (“Trust 1”), allocates its income to a trust, which is also located in a low tax state (“Trust 
2”), for a beneficiary.  Trust 2 will pay income tax on that distributed income.  In year two, at 
the beginning of the year, the assets in Trust 2 could be distributed to the beneficiary who resides 
in the high tax state.  The high tax state beneficiary will only pay income tax on the income 
earned by Trust 2 in year two.

C. Taxing a Non-Grantor Trust at the Beneficiary’s Low Individual Income Tax
Rate Without Making Distributions, on a net basis, to the Beneficiary.

1. The technique (also see the discussion of subchapter S corporations and
qualified subchapter S trusts (“QSSTs”) infra Section VI.F.).

Many trust documents creating non-grantor complex trusts provide that if any investment 
is made in a subchapter S corporation that part of the trust will convert into a QSST.  Or, in 
appropriate circumstances, a complex trust could be modified by court order to be a QSST for 
that part of the trust that will own a subchapter S investment.  In order to ameliorate fiduciary 
concerns about following the trust grantor’s intent, assume the amount of distributions to the 
QSST beneficiary is taken into account by the trustee in determining the amount of the 
distributions, if any, to the beneficiary out of the assets of the complex trust that are not held in 
the QSST.  It is assumed the beneficiary will not have a limited power of appointment over the 
QSST.

Under IRC Section 678(a) the trust is ignored for income tax purposes, at least with 
respect to any subchapter S stock that is held in the trust.  The IRS confirmed this grantor trust 
treatment of subchapter S stock owned by a QSST as to the beneficiary of the QSST in Revenue 
Ruling 92-84.7F

8 The key holdings of that Revenue Ruling are as follows:

“Section 1361(d)(1)(B) of the Code provides that, for purposes of section 678(a), 
which sets forth the rules for when a person other than the grantor will be treated as a 
substantial owner, the beneficiary of a QSST shall be treated as the owner of that portion 
of the trust which consists of stock in an S corporation with respect to which the election 
under section 1361(d)(2) is made…

A has made the election under section 1361(d)(2) of the Code with respect to TR 
and M corporation.  Therefore, under section 1361(d)(1)(B), A is treated as the owner of 
that portion of TR that consists of stock in corporation M for purposes of section 
678(a).…”

8 See Rev. Rul. 92-84, 1992-2 C.B. 216.
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Section 678(a) is within subpart E of subchapter J of the Code.  Therefore, the provisions 
of section 671 are applicable to the stock of an S corporation with respect to which the 
beneficiary has made an election under section 1361(d)(2).

Section 1.671-2(b) of the Income Tax Regulations provides that when it is stated in the 
regulations under subpart E that ‘income’ is attributed to the grantor or another person, the 
reference, unless specifically limited, is to income determined for tax purposes and not to income 
for trust accounting purposes.

Section 1.671-2(c) of the regulations provides that an item of income, deduction, or credit 
included in computing the taxable income and credits of a grantor or another person under section 
671 is treated as if it had been received or paid directly by the grantor or other person (whether 
or not an individual).

Section 1.671-3(a)(2) of the regulations provides that, if the portion treated as owned by 
a grantor trust or another person consists of specific trust property and its income, all items 
directly related to that property are attributable to that portion.

Accordingly, where a grantor or another person is treated as the owner of property 
constituting corpus under subpart E, the trust is disregarded as a separate entity and any gain or 
loss on the sale of such corpus is treated as gain or loss of such person,

It should be noted that the IRS revoked Rev. Rul. 92-84, because of cash problems caused 
by installment sales of subchapter S stock by a QSST when it modified Treas. Reg. § 1.1361-
1(j)(8) in TD 8600 (7/20/1995).  However, it would seem the other grantor trust aspects of the 
Revenue Ruling remain, which are consistent with Section 1361 (i.e., for income tax purposes, 
the beneficiary of the QSST is treated as the income tax owner of any subchapter S stock in the 
QSST and the beneficiary pays all of the income taxes on the subchapter S income earned by the 
trust).  It should also be noted that the trust assets other than the subchapter S stock will be taxed 
under the normal subchapter J rules.

After the trustee converts part of the trust assets to QSST, the trustee could manage the 
QSST in a manner which duplicates the result of a complex trust with lower income taxes.  For 
instance, the trustee could only distribute that amount of cash from the trust owned subchapter 
S stock that is necessary for the beneficiary to pay his income taxes.

The technique is illustrated as follows:
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2. Income tax and basis enhancing advantages of the technique.

If only an amount equal to the income taxes the beneficiary must pay is distributed by 
the S corporation to the QSST, on a net basis, the beneficiary will not receive any cash that could 
be spent, bequeathed or transferred in a manner the grantor of the complex trust did not intend.

The beneficiary may be in a lower tax bracket than the trust.  The beneficiary may be in 
a lower tax bracket than the trust and is taxed on the taxable income allocated to the QSST.  The 
taxes associated with the beneficiary being the deemed owner of the QSST may equal the cash 
distributed by the QSST to the beneficiary, which will limit any cash build up in the beneficiary’s 
estate.

There is not any concern about the effect of any lapse of withdrawal rights.  Unlike the 
income withdrawal trust, or as it is sometimes known, the BDOT, or certain other Section 678 
beneficiary grantor trust techniques (such as the BDIT), there is no need for the beneficiary of 
the QSST to have withdrawal rights, because there is no attempt to make all of the assets taxed 
as a Section 678 trust (only the subchapter S stock owned by the trust).  The transfer tax, income 
tax considerations and creditor protection considerations that may accrue from the existence of 
a withdrawal right, and from its lapse, are not present in this technique.

If the subchapter S corporation participates in a trade or business, and if the current 
beneficiary of the QSST materially participates in that trade or business, or is in a lower marginal 
bracket, significant taxes under Section 1411 may be saved with the technique.  The net 
investment income, as noted above, is not allocated to the QSST, but is allocated to the 
beneficiary of the trust under Section 678.  Thus, if the beneficiary materially, or significantly, 
participates in the business of the subchapter S corporation there is not any tax.  Secondly, even 
if the beneficiary does not participate, the beneficiary may be in a lower bracket than the trust.

The beneficiary of the QSST will have access to the accounting income distributed to the 
trust.  The beneficiary is the sole income beneficiary of the trust.  The distributions could be 
adequate to pay the beneficiary’s income taxes associated with the QSST.
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The trust is much more flexible than a simple income only trust and may be administered 
to simulate a complex trust without the income tax and health care tax disadvantages of a 
complex trust.  The beneficiary is entitled to receive the distributions paid on the subchapter S 
stock held in the trust, as an income beneficiary.  However, the beneficiary pays income taxes 
(and health care taxes) on all of the income associated with the subchapter S stock owed by the 
QSST.  Much of the income earned by the subchapter S corporation could be retained by the 
corporation, and the trust and the subchapter S corporation could be managed to simulate a 
complex trust that does not pay income taxes, which only distributes that amount of cash 
necessary so that the beneficiary may pay his income taxes on the income earned by that trust.

3. The Transfer Tax Advantage of This Technique is That It Preserves
Whatever Inherent Transfer Tax Advantage the Trust Has Without
Distributing Net Cash Assets from the Trust to Beneficiaries.

4. Considerations of the technique.

a. The federal income tax considerations with utilizing a subchapter
S corporation.

To the extent subchapter S stock has not been transferred, and is included in a decedent’s 
estate, the step-up in basis of a decedent’s ownership of the subchapter S stock will not be 
proportionately allocated to the subchapter S corporation’s low basis assets as would be the case 
if the decedent owned a partnership interest and a Section 754 election were made.  However, in 
some cases, this disadvantage may only be one of timing. For instance, assume in the same year, 
after the death of the owner of the subchapter S stock, the subchapter S corporation sells some 
of its low basis assets for cash in a transaction that generates capital gain.  The corporation may 
use that cash to redeem the subchapter S stock.  The estate will be allocated its share of the gain 
on that subchapter S corporation sale, which will further increase the estate’s basis in its 
subchapter S shares.  That redemption will generate a capital loss (since the estate’s basis is equal 
to its fair market value at death plus its share of the gain generated by subchapter S corporation 
sales of the low basis assets), which will be offset by the estate’s share of subchapter S gain on 
the sale of the low basis assets.

If future generations wish to terminate a subchapter S corporation, there may be 
immediate capital gains consequences in comparison to the assets being held in a partnership or 
FLLC.  If the assets owned by the subchapter S corporation are sold immediately after, or before, 
the termination, that capital gains comparative disadvantage to a partnership organization may 
be mitigated.  That inside basis disadvantage may also be mitigated by the use of drop-down 
partnerships and leverage strategies.

b. Any income of the QSST that does not accrue from subchapter S
stock earnings will be taxed under normal subchapter J rules.

As noted above, under Treas. Reg. § 1.1361-1(j)(8), if there is a sale by the trustee of the 
QSST of any subchapter S stock owned by the QSST, the QSST will be taxed on that sale under 
normal subchapter J principles.  The basis of the subchapter S stock that is to be sold could be 



Chapter 1—Some of the Best Creative Tax Planning Techniques for Trusts©

 1–2420th Annual Oregon Tax Institute

low because the only basis adjustment, after the sale of subchapter S stock, will be the income 
of the corporation accumulated after the sale.  It may be very important to eliminate any note 
outstanding to the Section 678 owner of the QSST, before the QSST sells its subchapter S stock 
to a third party, in order to circumvent any income tax complications associated with the 
outstanding debt.

c. State income tax considerations.

Certain states may have different tax rules with respect to subchapter S corporations and 
the taxation of QSST trusts.  Thus, the possibility exists that under many state laws, a sale to a 
QSST trust may be subject to state capital gains taxes and the beneficiary of the trust will not be 
taxed on the trust income.  For example, a Missouri trust holds S corporation stock that owns 
Illinois real estate.  When the real estate is sold, Illinois would tax the gain on the real estate, but 
the capital loss on liquidation of the stock would not be Illinois source loss, because the stock is 
not Illinois property.

D. Using Two Class Partnerships to Shift Income of a Non-Grantor Trust Residing
in a High State Income Tax State to a Low State Income Tax State.

1. Scenario A.

Under certain facts, a complex trust may significantly reduce its income taxes and may 
increase its net worth, if it invests its assets in a partnership for a preferred interest and a grantor 
trust invests in the partnership for a growth interest.  Consider the following example:

Example 1:  Old Non-Grantor, Complex Trust Enters into a
Two-Class Partnership with a New Grantor GST Trust

Gomer Gonetotexas is a discretionary beneficiary of a GST Complex trust that was 
created in California and is subject to California state income tax law (“Trust A”).  Gomer now 
lives in Texas.  Gomer has a $20,000,000 estate and does not need or want any distributions 
from Trust A.  The beneficiaries of Gomer’s estate are the same as the beneficiaries of the 
California complex trust.  Gomer desires to lower the California state income taxes of Trust A 
and lower his estate taxes.  Gomer does not want to pay any gift taxes.  Gomer’s living expenses 
are $500,000 a year.  Gomer develops the following plan:

Trust A invests its $4,000,000 in financial assets for a $4,000,000 preferred interest in a 
FLP that pays a 6% cumulative return.  Gomer creates Trust B with $5,430,000 in assets.  Trust 
B is a grantor trust that is also a GST trust with similar beneficial interests to Trust A.  (For a 
discussion of grantor trusts see infra Section IV) Trust B contributes its assets for a growth 
interest in the FLP that is entitled to all of the income and growth of the partnership that is not 
allocated to the preferred interest.  During the term of the partnership there are no distributions 
to the Trust A beneficiaries.  Assume the partnership assets earn 7.4% before taxes a year with 
3.4% of the return being taxed at ordinary rates and 4% of the return being taxed at long-term 
capital gains rates with a 30% turnover.
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The proposed transaction is illustrated below:

Transaction 1 (Scenario A):

Transaction 2 (Scenario A):

Assume Gomer, two years before he dies (and eighteen years after the original 
transaction), manages the contingent income capital gains taxes associated with Trust B’s 
ownership of the growth interest by purchasing the growth interest with cash obtained by 
borrowing from a third party.  See discussion infra Section IV.A.3.a.(13)(d).  That transaction is 
illustrated below:

Eighteen Years After Scenario A, Gomer Borrows Cash from Third Party
Lender and Buys Trust B’s Growth Interest in the Trust Partnership for its Fair Market Value
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It is assumed that the partnership is terminated shortly before Gomer’s death and the third 
party lender is then paid

2. Income tax advantages of Scenario A.

a. Under this arrangement and the assumed facts, the complex trust’s
income taxes will be significantly reduced and a significantly
greater amount will pass to gomer’s descendants.

The technique described is Scenario A in Table 1 below (also see attached Schedule 1). 
Over a 20-year period Trust A will pay 16.2% less in the total of state income taxes and 
associated investment opportunity costs by using this technique.  If the beneficiaries of Trust A, 
Trust B and Gomer’s estate are the same, Gomer’s estate will save $3,380,750 in estate taxes 
and Gomer’s descendants will receive $38,150,544 in assets in comparison to $33,727,835 in 
assets with no further planning.

Table 1

b. This technique may be easier to manage than some of the other
trust income tax savings techniques.
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3. Transfer tax advantages of Scenario A.

a. The trustee of the complex trust does not have to distribute assets
or cash to a beneficiary, or give a withdrawal right to a beneficiary,
in order to save income taxes or health care taxes.

As noted above, there may be fiduciary concerns if distributions are made to a beneficiary 
solely to save income taxes.  This technique eliminates that risk.

b. If the two trusts have identical provisions the valuation rules under
IRC Section 2701 may not apply.

IRC Section 2701 valuation rules do not apply for generation skipping purposes.  If the 
two trusts have identical provisions it is difficult to see a gift tax issue or fiduciary issues, if the 
creator of Trust B is not entitled to any distributions from Trust A because his standard of living 
is met by other sources.8F

9 If there is no gift tax or GST tax issue, the trustee of Trust A, because 
Trust B has the same identical beneficiaries may believe it is in the Trust A beneficiaries’ best 
interest to receive a 3% cumulative preferred interest instead of a 6% cumulative preferred 
interest in order to save state income taxes.

The technique described above is Scenario A in Table 1 above (also see attached 
Schedule 1).  Over a 20-year period Trust A will pay 58.1% less in the total of state income taxes 
and associated investment opportunity costs by using this technique.  If the beneficiaries of Trust 
A, Trust B and Gomer’s estate are the same, Gomer’s estate will save $3,508,964 in estate taxes 
and Gomer’s descendants will receive $39,968,471 in assets in comparison to $33,727,835 in 
assets with no further planning.

4. Considerations of Scenario A.

a. A party may not exist that could create a grantor trust that could
invest and receive a preferred partnership interest.

b. The technique is complex.

c. In certain circumstances it may be better for the new grantor trust
to own the preferred interest if a high coupon is warranted (e.g.
11% 12%), because the new grantor trust is contributing
80% 90% of the assets of the partnership.  Under these
circumstances, if the leveraged reverse freeze is used, the
80% 90% preferred interest capitalization could be obtained
with minimal gift tax consequences by using a contribution from
the new grantor trust.  Under those facts, consider scenario B
described infra Section IV.D.5.

9 See Treas. Reg. §25.2511-1(g)(1) and Saltzman v. Comm., 131 F.3d 87 (2nd Cir., 1997).
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d. In certain circumstances it may be more profitable for the old trust
to sell the high basis assets to the new trust for a low interest (AFR
Rate) note to the new trust.

e. The IRS may argue that the valuation rules of IRC Section 2701
apply despite the identical provisions and beneficial interests of
the two trusts.

f. If there is not a buy-back of the growth interest by the grantor of
the new grantor trust before the death of the grantor much of the
income tax benefit will be lost because of the lack of step-up that
accrues for the assets held in the new grantor trust.

5. Scenario B.

Under certain assumptions, it may make sense to employ Scenario B:  the preferred 
partnership interest is owned by a grantor trust in a low state income tax state and the growth 
interest is owned by a complex trust located in a high state income tax state.

Consider the following example:

Example 2:  A Leveraged Reverse Freeze is Used to Shift Trust
Taxable Income from a High Income Tax State to a Low Income Tax State

The facts are similar to Example 1, except Gomer Gonetotexas contributes all of his net 
worth ($20,000,000) to a partnership with Trust A and receives a mezzanine preferred 
partnership interest that pays a cumulative coupon with a coupon rate that is consistent with 
Revenue Ruling 83-120 (that rate for purposes of this example is assumed to be 10%).  Trust A 
will receive the growth interest.  Gomer then contributes $2,000,000 of the preferred interest 
and sells $18,000,000 of his preferred interest to Trust B, which has the same provisions as 
Example 1, in exchange for a nine-year note that pays an AFR interest rate.

This example is illustrated below:

Transaction 1 (Scenario B):
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Transaction 2 (Scenario B):
Seventeen Years After Scenario A, Gomer Borrows Cash from Third Party

Lender and Buys Trust B’s Preferred Interest in the Trust Partnership for its Fair Market Value
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6. Income tax advantages of Scenario B.

a. Significant state income taxes and the investment opportunity
costs associated with those state income taxes can be saved with
this technique.

See Table 2 below and attached Schedule 2.  In this technique all of the potential state 
income taxes and the opportunity costs associated with those state income taxes are eliminated. 
Under the assumptions of this Example 2, $1,264,013 in state income taxes will be saved and 
$995,794 in investment opportunity costs on those state income taxes will be saved for a total 
savings of $2,259,807.

b. Under the right facts, many of the state income tax advantages of
this Scenario B will exist as they do for scenario A discussed supra
Section III.D.2. and 3.

7. Transfer tax advantages of Scenario B.

a. Significant transfer taxes will be saved under this scenario.

See Table 2 below and attached Schedule 2.  Under the assumed facts of this Example 2,
all of the estate taxes are eliminated.

Table 2
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b. The trustee of Trust B may wish to use some of its positive cash
flow from the transaction to purchase life insurance on the life of
Gomer Gonetotexas, at least to the extent there may be estate taxes
associated with Gomer’s note.

The insurance could serve as a hedge to Gomer’s early death.  See discussion infra
Section IV.C.4.d.(5)(c)(i).

c. In general, this Scenario B has the same transfer tax advantages
discussed in Scenario A, see supra Section III.D.2. and 3.

8. Considerations of Scenario B.

Scenario B has many of the same considerations that are discussed supra Section III.D.4.

E. The Use of a High-Yield Preferred Partnership or Membership Interest with a
Charitable Lead Annuity Trust (“CLAT”) to Make Distributions to a
Contributor’s Favorite Charities.

1. What is a CLAT?

a. A CLAT is a trust in which the lead interest is payable to a charity
and is in the form of an annuity amount for the term of the lead
interest.

b. In the CLAT, the annual payment is not based on the income of
the trust.  Since the annuity amount is not based on the income of
the trust, that amount must be paid to the charity even if the trust
has no income.  If the trust’s current income is insufficient to make
the required annual payment, the short fall must be made up out of
the invasion of the trust principal.  If the current income exceeds
the required annual payment, it does not have to be paid over to
the charity; however, the excess income would then be
accumulated and added to the trust corpus.

c. The lead interest in a CLAT can be for a fixed term of years.
Unlike a charitable remainder trust, the fixed term can be
indefinite.9F

10 The lead interest can also be measured by the life of
an existing individual or the joint lives of existing individuals.

d. CLATs are not subject to the minimum payout requirements
associated with charitable remainder trusts.  Thus, there is no 5%
minimum pay out for CLATs.

10 IRC Section 170(f)(2)(B).
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e. The CLAT is not a tax-exempt entity, unless the CLAT is a grantor
trust.  If the CLAT is a non-grantor trust and if taxable income is
accumulated in the trust it will be subject to income taxes.  The
CLAT will receive a charitable income tax deduction when it
makes the distribution to the charity.  If the CLAT is a grantor
trust, the grantor will receive an income tax deduction for the
actuarial value of the charitable gift of the annuity amounts upon
creation of the CLAT.  If the CLAT is a grantor trust, there will
not be any future income tax deductions for distributions to
charities.

f. CLATs are characterized as private foundations for purposes of
certain restrictions placed on such organizations.  Accordingly,
CLATs are subject to private foundation excise tax provisions.10F

11

The governing trust instrument must contain specific prohibitions
against (i) self-dealing; (ii) excess business holdings;
(iii) jeopardy investments; and (iv) taxable expenditures.11F

12 If the
specified prohibited transactions occur onerous significant excess
taxes could accrue.

2. The technique.

What if a financial engineering technique existed that would generally ensure the 
financial success (from the remainderman’s perspective) of a CLAT and would create additional 
discounts for any future non-charitable gifts to family members?  Consider the following 
example:

If a taxpayer creates a preferred interest in a FLP or a FLLC and contributes that preferred 
interest to a CLAT, the success of the CLAT is virtually assured.  This is because all of the assets 
and the income of all of the assets of the FLP or FLLC are available to ensure the success of the 
coupon payments that are made on the preferred interest that is contributed to the CLAT. 
Assuming the preferred coupon rate is substantially in excess of the IRC Section 7520 rate, 
substantial assets will be available to the remainder beneficiaries of the CLAT on its termination.

Consider the following Example 3, where the gift of the preferred interest is a 15-year 
CLAT (when the IRC Section 7520 rate is 3.4%) is treated as a grantor trust:

11 IRC Section 4947(a)(2).
12 See IRC Sections 4941(a)-(b), 4943(a)-(b).
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3. Income tax advantages of the technique.

a. The donor will not pay income taxes or healthcare taxes on income
that is allocated to the CLAT, if the CLAT is a conventional CLAT
and is not a grantor trust.

b. The donor will receive an upfront deduction against income taxes
for the actuarial value of the annuity interest paid to charity if the
CLAT is a grantor trust.

c. Income tax valuation advantage: IRS concedes preferred
partnership interests should have a high coupon.

Prior to passage of IRC Section 2036(c) in 1987 (which was repealed in 1990) and prior 
to the passage of IRC Section 2701 as part of Chapter 14 in 1990, the IRS did not have many 
tools with which to fight, from their perspective, abusive estate freezes, except valuation 
principles.  In 1983, the IRS issued a Revenue Ruling,12F

13 which promulgated the factors for 
determining what an appropriate coupon should be on preferred stock of a closely held 
corporation or what an appropriate coupon should be on a preferred partnership interest in a 
closely held FLP.  Generally, the IRS took the view that a secondary market does not exist for 
interests in FLPs.  Accordingly, with respect to a preferred partnership interest in a FLP, the 
coupon should be very high in order to reflect the embedded marketability discount of the 
preferred partnership interest.  In other words, according to the IRS, to have a preferred 
partnership interest valued at “par”, a hypothetical willing buyer would demand a significant 

13 Rev. Rul. 83-120, 1983-2 C.B. 170.
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return on that preferred partnership interest, in comparison to other comparable fixed income 
instruments, in order to compensate that hypothetical willing buyer for the lack of marketability 
that would be inherent in that family limited preferred partnership interest.

d. IRC Section 2036 avoidance advantage, if George gives or sells
the growth interests to his family.

If the growth member interest is transferred to the donor’s family after the preferred 
member interest is transferred to a public charity IRC Section 2036 should not operate to include 
the transferred common interest (or the underlying partnership assets) in the transferor’s gross 
estate, for two reasons.

First, there is a substantial investment purpose (i.e., non-tax purpose) with having 
preferred and common interests that divide the economic return of the FLP or FLLC between 
the owners of the interests in a different way than would result without the two interests.  This 
creates is a substantive investment reason for the creation of the FLP or FLLC.  As such, it should 
constitute a significant non-tax purpose, one that is inherent in the preferred/common structure. 
This in turn should minimize the danger of IRC Section 2036 being applied to any transfers of 
interests in the FLP or FLLC, because the Tax Court and the Courts of Appeal are much less 
likely to apply IRC Section 2036 to transferred FLP or FLLC interests if a non-tax reason, 
preferably an investment non-tax reason, exists for the creation of the FLP or FLLC.13F

14

Second, the enactment of IRC Section 2036(c) (in 1988) and its subsequent repeal (in 
1990) demonstrates that going forward Congress intended to address the preferred/common 
structure solely by means of the gift tax rules of Chapter 14 (IRC Section 2701) and not by 
including the transferred common interest in the transferor’s gross estate under IRC Section
2036.  The legislative history of the repeal of IRC Section 2036(c) unmistakably manifests this 
Congressional intent.  Thus, even if the transfer of the growth interests occurs at the taxpayer’s 
death, because of that strong legislative intent, IRC Section 2036 should not apply.

In 1988, the Tax Court in the Boykin14F

15case ruled that because of state property law,15F

16 the 
receipt of income from retained preferred stock is only a retention of income from the preferred 

14 Estate of Kimbell v. United States, 371 F.3d 257 (5th Cir. 2004);  Church v. United States, 85 A.F.T.R. 
2d (RIA) 804 (W.D. Tex. 2000), aff’d without published opinion, 268 F.3d 1063 (5th Cir. 2001) (per curiam), 
unpublished opinion available at 88 A.F.T.R. 2d 2001-5352 (5th Cir. 2001); Estate of Bongard v. Commissioner, 
124 T.C. 95 (2005); Estate of Stone v. Commissioner, 86 T.C.M. (CCH) 551 (2003); Estate of Schutt v. 
Commissioner, T.C. Memo 2005-126 (May 26, 2005); Estate of Mirowski v. Commissioner, T.C. Memo 2008-74; 
Estate of Miller v. Commissioner, T.C. Memo 2009-119; Rayford L. Keller, et al. v. United States of America, Civil 
Action No. V-02-62 (S.D. Tex. August 20, 2009); Estate of Murphy v. United States, No. 07-CV-1013, 2009 WL 
3366099 (W.D. Ark. Oct. 2, 2009); and Estate of Black v. Commissioner, 133 T.C. 340 (2009) and Shurtz v. 
Commissioner, T.C. Memo 2010-21.

15 See Estate of Boykin v. Commissioner, T.C. Memo 1987-134, 53 T.C.M. (CCH) 345.
16 Under certain Supreme Court holdings, in determining the value for gift and estate tax purposes of any 

asset is transferred, the legal rights and interests inherent in that transferred property must first be determined under 
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stock, not from the assets of the entire enterprise and accordingly should be included in a 
decedent’s estate under IRC Section 2033, and not under IRC Section 2036.  The court concluded 
that Mr. Boykin did not have a legal retained property right to the income of the assets of the 
corporation, he only retained a legal right to the income of the retained preferred stock.

In 1988 Congress passed legislation to overturn the result of Boykin, IRC Section
2036(c). For a very brief period, 1988 to 1990, IRC Section 2036(a), when it applied, did operate 
to include the partnership assets of a partnership in which a preferred partnership interest was 
created to the exclusion of IRC Section 2033.  (While IRC Section 2033 also could have applied 
in 1987 to include the same partnership interests, Congress was very careful to reverse the 
traditional priority of IRC Section 2033 inclusion over IRC Section 2036 inclusion with the 
passage of IRC Section 2036(c)(5)).  In 1988, Congress explored whether or not to do away with 
minority and marketability discounts with respect to family partnership and family corporations 
and whether to attack so-called estate freezes.  At that time, Congress decided not to attack FLP 
discounts or discounts associated with family corporations.  However, Congress decided to 
attack so-called estate freezes by making estate freezes that met six defined tests (described in 
IRC Section 2036(c)) subject to the IRC Section 2036(a) inclusion.

4. Considerations of the technique.

a. The partial interest rule should not apply for gift tax purposes or
income tax purposes (if a grantor CLAT is used), but the IRS may
make the argument.

The income tax deduction is obviously unimportant if a non-grantor CLAT is used, 
because the gift on the annuity in a non-grantor CLAT is not eligible for an income tax deduction. 
What if the CLAT is a grantor trust?  It is then important to receive an upfront income tax 
deduction.  The question then becomes whether IRC Section 170(f)(3), which denies a charitable 
deduction for a contribution to charity (not made by a transfer in trust) of certain partial interests 
in properly, trumps the deduction allowed under IRC Section 170(f)(2) for gifts to grantor 
CLATs.  The answer should be no.

IRC Section 170(f)(3) denies an income tax charitable deduction, and IRC Section
2522(a)(2) denies a gift tax charitable deduction, for a contribution of an interest in property that 
consists of less than the taxpayer’s entire interest in such property.  A gift of the entirety of an 
asset or an undivided portion of the taxpayer’s entire interest in property to a charity does qualify 
for the income tax and gift tax charitable deduction.  The undivided portion of the taxpayer’s 

state law.  See United States v. Bess, 357 U.S. 51 (1958); Morgan v. Commissioner, 309 U.S. 78 (1940); see also 
H. REP. NO. 2543, 83rd Cong. 2nd Sess., 58-67 (1954); H.R. REP. NO. 1274, 80th Cong. 2nd Sess., 4 (1948-1 C.B.
241, 243); S. REP. NO. 1013, 80th Cong., 2nd Sess., 5 (1948-1 C.B. 285, 288) where the Committee Reports on the
1948 changes in the estate taxation of community property states:  “Generally, this restores the rule by which estate
and gift tax liabilities are dependent upon the ownership of property under state law.”  See also the reports of the
Revenue Act of 1932 that define “property” to include “every species of right or interest protected by law and having 
an exchangeable value.”  H.R. REP. NO. 708, 72nd Cong., 1st Sess., 27-28 (1932); S. REP. NO. 665, 72nd Cong., 1st
Sess., 39 (1932).
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entire interest in property must consist of a fraction or percentage of each and every substantial 
interest or right the decedent owned in the property.  IRC Section 170(f)(3)(B)(ii) and Treas. 
Reg. § 1.170A-7(b) provide that a deduction is allowed for a contribution, that is not in trust, of 
a partial interest that is less than the donor’s entire interest in property if the partial interest is an 
undivided portion of the donor’s entire interest.  An undivided portion of a donor’s entire interest 
in property must, however, consist of a fraction or percentage of each and every substantial 
interest or right owned by the donor in such property.  See Rev. Rul. 88-37, 1988-1 C.B. 97 
(1988).

The Tax Court in the Estate of John Boykin16F

17 held that an ownership of a preferred equity 
interest does not entitle the owner to any rights to the assets of the entity – it only entitles the 
owner to rights in the preferred interest.  Any gift of the preferred interest should be analyzed as 
a gift of the preferred interest not a gift of certain rights over the entity’s assets.  Consistent with 
the Boykin case cited above, the preferred interest should be considered to be a separate interest 
both from the FLLC’s assets and from George’s other interests in the FLLC.  The separate 
preferred interest is transferred in its entirety.  In this example, all of George’s preferred interest 
passes to charity – he does not retain any interest in the preferred interest or make a gift of part 
of the preferred interest, so the transfer is not “a contribution (not made by a transfer in trust) of 
an interest in property which consists of less than the taxpayer's entire interest in such property.”  
IRC Section 170(f)(3).

On the gift tax side (see IRC Section 2522(c)(2)) there are two Supreme Court cases 
stating that the gift tax consequences should be applied in a manner that follows a state property 
law analysis.17F

18

17 Estate of Boykin v. Commissioner, T.C. Memo. 1987-134, 53 T.C.M. 345.  See also Hutchens Non-
Marital Trust v. Commissioner, 66 T.C.M. (CCH) 1599 (1993) (The Tax Court held that the interest that the 
decedent held in his family-owned corporation prior to recapitalization was not includible in his gross estate under 
IRC Section 2036 because the decedent received adequate consideration for the pre-recapitalization stock, the 
decedent retained no interest in stock surrendered in the recapitalization, and the decedent’s post-recapitalization 
control and dividend rights came from new and different forms of preferred stock that he received in the 
recapitalization.)  See also private letter rulings 8950071 (issued on September 21, 1989), 9022010 (issued on 
February 27, 1990) and 201129033 (issued on July 22, 2011).  In each of these private letter rulings the IRS ruled 
that in the case where a donor owned different classes of corporate stock with different rights, the “partial interest” 
rule was not violated when only one class of stock was donated to charity.  See also Todd Angkatavanich, 
Jonathan G. Blattmachr and James R. Brockway, “Coming Ashore – Planning for Year 2017 Offshore Deferred 
Compensation Arrangements:  Using CLAT’s, PPLI and Preferred Partnerships and Consideration of the charitable 
Partial Interest Rules,” 39 ACTEC Law Journal 103, 130-145, 152-153.  The authors discuss McCord v. 
Commissioner, 120 T.C. 358 (2003), rev’d and remanded, 461 F.3d 614 (5th Cir. 2006), Church v. United States, 
85 A.F.T.R. 2d 2000-804 (W.D. Tex. 2000), aff’d 268 F.3d 1063 (5th Cir. 2201), and Estate of Strangi v. 
Commissioner, 115 T.C. 478 (2000), aff’d in part and remanded in part, 293 F.3d 279 (5th Cir. 2002), on remand 
85 T.C.M. (CCH) 1331 (2003), aff’d 417 F.3d 468 (5th Cir. 2005) and conclude that a gift of a preferred interest to 
a charity should not be considered a gift of a partial interest because the courts follow the entity rule in determining 
the property rights associated with a partnership interest.  The authors also conclude the argument is strengthened 
if the gift of a preferred interest is made to a qualifying trust (e.g., a charitable lead trust) and/or the donor only 
owns the donated preferred interest and does not own any other interest in the partnership. 

18 See United States v. Bess, 357 U.S. 51 (1958); Morgan v. Commissioner, 309 U.S. 78 (1940).
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State law does not treat a partnership interest as a partial interest in the underlying assets 
of the partnership.  A partner is not a co-owner of partnership property and has no interest in 
partnership property that can be transferred, either voluntarily or involuntarily.  See Revised 
Uniform Partnership Act, § 501.  The only transferable interest of a partner in the partnership is 
the partner’s share of the profits and losses of the partnership and the partner’s right to receive 
distributions.  Ownership of a partnership interest does not entitle the owner to any rights over 
property owned by the partnership.  Revised Uniform Partnership Act, § 502; Michtom v. United 
States, 573 F.2d 58, 63 (Ct. Cl. 1978); PLR 9825001.  Partnerships are distinct entities.  Revised 
Uniform Partnership Act, § 201.

Despite state property law, there is a possibility that the IRS could attempt to deny a 
charitable deduction for a contribution of preferred units.  Treas. Reg. § 1.170A-6(2) allows a 
deduction for a contribution of a partial interest in property only “if such interest is the taxpayer’s 
entire interest in the property, such as an income interest or a remainder interest.”  “If, however, 
the property in which such partial interest exists was divided in order to create such interest and 
thus avoid IRC Section 170(f)(2), the deduction will not be allowed.”  Id.  The IRS may take the 
position that IRC Section 170(f)(3) can apply despite the fact that a contributed interest becomes 
a separate property interest for federal tax purposes as a result of the transfer.  For instance, the 
IRS has denied charitable deductions in situations where the donor had donated common stock 
but retained the right to vote that stock (see Rev. Rul. 81-281, 1981-2 C.B. 78; PLR 8136025) 
because the right constitutes a substantial interest.  Carving the right to vote away from the 
economic interest in the common stock created a non-deductible partial interest.

Similarly, in Rev. Rul. 88-37, the IRS denied a deduction because the donor did not 
contribute the donor’s entire interest in his property but carved out and contributed only a portion 
of that interest.  Further, the portion contributed was not an undivided portion of the donor’s 
entire interest—it did not convey a fraction of each and every substantial right owned by the 
donor in the property.  By transferring an overriding royalty interest or a net profits interest, the 
donor retained the right inherent in the “working interest” (the ownership of an operating interest 
under an oil and gas lease) to participate in the control of, the development and operation of the 
lease.  This right to control or to participate in the control, similar to the retained voting rights in
Rev. Rul. 81-282, is a substantial right, the retention of which prevented the donated interest 
from being considered an undivided portion.

There are numerous business and financial reasons to form a partnership or FLLC as an 
advantageous vehicle for, and being in the best interests of, the members of a family, including 
consolidation of the management and control of family assets within a partnership owned by the 
eventual owners of all of the assets; avoidance of fractional asset ownership over time; greater 
creditor protection; greater ability to keep assets in the family, etc.  The more of these factors 
that are applicable to any proposed FLLC the less likely the contribution of preferred units will 
be attacked as a prohibited gift of partial interests.

The proposed FLLC should be created for reasons independent of obtaining a charitable 
deduction and independent of avoiding section 170(f)(3).  The fact that the charitable deduction 
is likely to be only 30% of the value of the preferred units given away may demonstrate that 
other reasons are more important than the charitable deduction.  The more participants in the 
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FLLC the more likely it was created for purposes independent of obtaining a charitable deduction 
and the less likely the IRS will deny the charitable contribution as a gift of a partial interest.

Consequently, it is important to establish that the purpose of the FLLC is not to slice the 
voting rights from the FLLC’s underlying securities by retaining the managing units (which 
control the FLLC and thereby control the vote of the underlying securities) and donating only 
the preferred units (which carry no control over the FLLC).  Having an independent entity from 
the donor as a manager will strengthen the donor’s position.

Another factor that could bolster the argument that the FLLC was not created for 
purposes only related to dividing the economic interests of the contributed property to the FLLC 
in order to circumvent the partial interest rule is the longevity of the FLLC before gifts are made 
to charity.  The longer the FLLC exists prior to the contribution, the more a separate purpose 
would be indicated.  See Rev. Rul. 86-60, 1986-1 C.B. 302 (four-year delay between creation of 
partial interest and proposed contribution); Rev. Rul. 76-523, 1976-2 C.B. 54 (1976) (split of 
interests in stock was for business purpose and done years before the transfer to charity); PLR 
20010812 (eight-year delay between the donor’s transfer of voting rights in common stock to a 
voting trust and her charitable donation of that stock); PLR 9721014 (ten-year delay between 
creation of partial interest and the proposed contribution).

In addition to the above arguments and analysis, there is the additional benefit of having 
the gift structured as a gift of an annuity interest in a charitable lead annuity trust.  The sought-
after deduction is not for the contribution of the partial interest to the trust, but rather for the 
contribution of the term interest in the trust to charity.  The deduction must be allowable “with 
respect to the trust,” not with respect to the assets contributed to the trust. The charitable 
deduction is specifically allowed by IRC Section 170(f)(2) for the contribution of the term 
interest in the grantor lead trust.  Here, the deduction is allowable with respect to the grantor lead 
trust as long as the grantor lead trust otherwise meets the description of IRC Section 664. Second, 
IRC Section 170 (f)(3) specifically refers to contributions “not made by a transfer in trust”, 
whereas IRC Section 170(f)(2) refers to contributions “in trust.”  IRC subsections 170(f)(2) and 
170(f)(3) are mutually exclusive: the first applies to contributions in trust and the second applies 
to contributions outside of trust.

Concerns about the partial interest issue arise from Private Letter Ruling 9501004. This 
ruling involved a charitable trust funded with an option to purchase real estate. The donor 
contributed an option to purchase real estate instead of contributing real estate itself because the 
real estate was encumbered by debt.  According to the ruling, an option does not, before exercise, 
vest in the optionee any interest, estate or title in the land. Accordingly, the taxpayer would not 
be allowed a charitable deduction in the year in which the option was granted but would be 
allowed a deduction in the year in charitable organization exercised the option.  See Rev. Rul. 
82-197, 1982-2 CB 1982).

In that ruling, the IRS disregarded the specific language of Treas. Reg. § 1.664-l(a)(l)(iii). 
That section defines qualified charitable remainder trusts as trusts for which an income or 
transfer tax deduction is allowable.  It does not require that each contribution to a trust must be 
independently deductible in order for the trust to qualify.  As justification for ignoring this 
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distinction, the IRS relies upon its “function exclusively” weapon of Treas. Reg. § 1.664-l(a)(4), 
which requires that the charitable remainder trust at all times throughout its existence must “meet 
the definition of and function exclusively as a charitable remainder trust.” Using this weapon, 
the IRS read into IRC Section 1.664-l(a)(l)(iii) a requirement that each asset contributed to the 
trust must independently qualify for a charitable deduction under IRC Sections 170, 2055, 2106 
or 2522 in order for the trust to be, and to function exclusively as, a charitable remainder trust 
“in every respect.”  There is no direct authority to support this argument as there is no direct 
authority regarding what constitutes meeting the definition of and functioning exclusively as a 
charitable remainder trust.

Based on this questionable interpretation of the statute and the regulation’s language, the 
IRS proceeded to discuss the denial of the income tax deduction based on the partial interest rule 
of IRC Section 170(f)(3). The IRS posited an example where the property contributed to the trust 
ultimately passed outside the trust: the facts in the ruling indicated that the option would never 
be exercised by a charitable organization or trust, but rather would be assigned to a third party. 
Then, relying on the partial interest rule of IRC Section 170(f)(3) (not 170(f)(2)), the IRS denied 
the income tax deduction because the contribution was of a partial interest which passed outside
of the trust. The ruling goes out of its way to say: “However, no deduction would be allowable 
under [the partial interest rule] for any payment made to such a third party purchaser that 
purchases and exercises the purported option.  In such a situation, the payment by Taxpayer 
would be made to the third party charitable organization outside the trust [emphasis added].”

That statement would not be necessary if the option itself, as a partial interest, 
disqualified the trust.

It is also important for purposes of the gift tax charitable deduction whether the partial 
interest rule applies.  As discussed below, the partial interest rule should also not apply for gift 
tax purposes.  Even if the income tax deduction is denied under IRC Section 170, the CLAT still 
qualifies for a gift tax deduction because a gift tax deduction remains allowable under IRC 
Section 2522. IRC Section 2522 does not appear to incorporate a 170(f)(3)-type partial interest 
rule.  PLR 9501004 did not address whether IRC Section 2522 indirectly incorporates a partial 
interest rule because the gift was found to be incomplete. “Such [an incomplete] transfer would 
not constitute a transfer to the Trust for which a gift tax charitable deduction is allowable with 
respect to the Trust.”  The converse is implied to be true - if the payment by Taxpayer would be 
made to a charitable organization inside a trust, such a transfer would constitute a transfer for 
which a gift tax charitable deduction is allowable with respect to the trust.

The IRS did not import a 170(f)(3)-type partial interest rule into IRC Section 2055 in its 
private letter ruling 200202032. In that ruling, the taxpayer had previously contributed to the 
museum all of his right, title and interest in and to a 50% undivided interest in 32 paintings. At 
his death, the taxpayer bequeathed his remaining 50% undivided interest in the 32 paintings to 
the museum. The ruling held that the taxpayer's 50% undivided interest qualified for the estate 
tax charitable deduction under IRC Section 2055, despite being partial interests.

IRC Sections 170(f)(2), 170(f)(3), 2055(e)(2) and 2522(c)(2) were enacted as part of a 
comprehensive revision of the tax treatment of charitable contributions in the Tax Reform Act 
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of 1969, Pub. L. No. 91-172, 83 Stat. 487.  In that legislation, Congress provided rules governing 
charitable gifts of partial interests outside of trust, see IRC 170(f)(3); income tax deductions for 
gifts in trust, see IRC Section 170(f)(2); estate tax deductions, see IRC Section 2055(e)(2), and 
gift tax deductions, see IRC Section 2522(c)(2).  Notably, Congress did not include a 
corresponding IRC Section l70(f)(3)-like provision in IRC Sections 2055 or 2522.

The legislative history concerning income tax deductions for gifts of partial interests not 
in trust weighs against importing the same restrictions into IRC Sections 2055 and 2522.  The 
history focused on the practice of taking a deduction for the donation of the rent-free use of 
property for a specified time.  Congress agreed with the IRS's position that in such a situation a 
taxpayer obtains a double benefit by being able to claim a deduction for the fair rental value of 
property and also exclude from income the receipts from the donated interest during the period 
of the donation.  The legislative solution was to permit the exclusion but deny an income tax 
deduction.  See H.R. Rep. No. 413, 91st Cong., 1st Sess. 57-58 (1969), 1969-3 C.B. at 239.  This 
solution is not relevant in the transfer tax context.

b. Care should be taken to make sure that there is not a tax on excess
business holdings under IRC Section 4943.

This example assumes the FLLC owns only financial assets.  If the FLLC owns a trust 
or business, since the CLAT will be considered a private foundation, the excess business holding 
rules and IRC Section 4943 need to be considered.

c. If the CLAT is a grantor trust the grantor will pay the income taxes
on the earnings of the CLAT.

However, from a transfer tax planning point of view, that is generally advantageous.

F. Creation of a Non-Grantor Trust That is Not a Completed Gift for Gift Tax
Purposes (“ING” Trust).

1. As noted supra Section III.A. - E., there can be numerous income tax
advantages associated with non-grantor trusts.

2. Non-grantor trusts in which there is a completed gift have certain
considerations that a non-grantor trust that is not a completed gift for gift
tax purposes does not have.

a. The creation of the trust will use the grantor’s exemption and/or
result in gift taxes unless a marital deduction is available.

b. In order to be a completed gift the grantor must release dominion
and control and generally may not have a beneficial interest.

3. Designing a trust that is an ING trust for gift tax purposes, but is a
non-grantor trust for income tax purposes, is difficult.
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While the ING trust must be designed carefully to provide that the grantor does not retain 
powers over the trust for income tax purposes that would make it a grantor trust under IRC 
Sections 671-677, the ING trust must also be carefully designed to provide that the grantor of 
that trust has enough retained powers over the ING trust to make the grantor’s transfer of assets 
to the trust incomplete for gift tax purposes.

Currently, a popular design of such a trust provides that the trust will be irrevocable; 
during the existence of the trust all distributions of income and principal may be made by the 
trustee to the grantor and/or the grantor’s issue, but solely at the direction of a distribution 
committee; the distribution committee consists of the grantor and several of his issue and 
functions in a non-fiduciary capacity; decisions of the distribution committee may be executed 
either by the grantor and a majority of the other members of the distribution committee, or 
unanimously by all members other than the grantor; the grantor retains a power of appointment 
over the remainder of the trust; and the grantor retains the sole power to make trust distributions 
from trust principal under a reasonably definite standard for the health, education and support of 
his issue.18F

19

a. The grantor of the ING trust must not retain controls that trigger
grantor trust status.

The power to control beneficial enjoyment under IRC 
Section 674, the power to revoke the trust and reinvest trust 
property under IRC Section 676, and the power to 
distribute income for the benefit of the grantor or the 
grantor’s spouse under IRC Section 677, even if held by 
the grantor, will not trigger grantor trust status if the 
grantor’s power is only exercisable with an adverse party’s 
approval.

An adverse party is defined under IRC Section 672(a) as “any person having a substantial 
beneficial interest in the trust which would be adversely affected by the exercise or non-exercise 
of the power.”  Thus, if potential beneficiaries are members of a distribution committee, that is 
designed as noted above, IRC Sections 674, 676 and 677 should not be available to make the 
trust a grantor trust, unless Treas. Reg. §1.677(a)-1(d) applies.

19 Recent PLRs include: PLRs 201310002 to 201410006, PLRs 201410001 to 201410010, PLRs 
201426014 (revoked by PLR 201642019 because of a somewhat hidden reversionary interest which caused grantor 
trust status), PLR 201427008; PLRs 201427010 to 201427015, PLRs 201430003 to 2014-30007; PLRs 201436008 
to 201436012, PLR 201438010 to 201438014 (these were not INGs, but may be of interest because they had a 
similar distribution committee), PLRs 201440008 to 201440012, PLRs 201510001-201510008 (guardians for 
minors on the distribution committee), PLR 201550005 (funded with community property), PLR 201613007, PLR 
201757001, PLRs 2018-32005 to 2018-32009, PLR 2018-36006 (includes another trust as beneficiary/potential 
appointee), PLR 201838003, PLRs 201848002 to 201848009, PLRs 201850001 to 201850006, PLRs 201852005 
to 2018-52018, PLR 201902027, PLR 201908003 to PLR 201908007.
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Under that regulation a trust is a grantor trust under IRC Section 677, even if an adverse 
party must consent to the exercise of a power , if its income is actually applied, or may be applied 
at the discretion of the trustee, or must be applied by the trustee to discharge the debts or other 
legal obligations of the settlor or the settlor’s spouse.19F

20 As a consequence, a self-settled trust 
that is located in a state where the common law rules apply to allow creditors to reach trust assets 
created for the grantor’s own benefit, despite the presence of a spendthrift clause, will be deemed 
a grantor trust in those states.  However, there exist 19 states where those common law rules do 
not apply (those states are sometimes referred to as “DAPT states” because they permit Domestic 
Asset Protection Trusts, or “DAPTs”).  Spendthrift provisions of trusts located in DAPT states 
may prevent grantor trust status from applying under IRC Section 677.  It should be noted that,
because of developing creditor protection law, creditor protection may be in some doubt for 
residents of common law states creating trusts subject to the laws of DAPT states.  It should also 
be noted that, because of the interaction of developing creditor protection law and federal 
bankruptcy law, creditor protection may also be in some doubt for even residents of DAPT states 
for 10 years after a trust’s creation.  Generally, it does not matter to the IRS that such a creditor 
of the grantor exists.  What matters to the IRS is that the grantor could create such a creditor who 
could attach the trust assets. However, many commentators believe that just because an 
unknown future creditor can reach a trust’s assets, that should not make the trust a grantor trust 
under IRC Section 677.  Whether or not the transfer to the trust is a “fraudulent conveyance” by 
the grantor to the trust under applicable state law may make a difference.  However, many 
commentators argue that if the transfer is fraudulent as to possible future creditors only, applying
the fraudulent conveyance doctrine would make it impossible to create any non-grantor trust 
until the statute of limitations on creditors reaching trust assets runs, and that cannot be the 
intention of IRC Section 677. See the discussion infra Section V.B.5.

Furthermore, in most of the PLRs, the settlor is not a beneficiary but is more accurately 
described as a potential appointee under a non-fiduciary limited power of appointment.  INGs 
are not self-settled trusts.  Under common law, a settlor being a mere potential appointee under 
a non-fiduciary power does not trigger self-settled trust status. Despite this, there are several 
reasons to use a DAPT statute.  The Uniform Trust Code (UTC) opens up a dangerous window 
for debate since it does not foreclose non-fiduciary powers to appoint to a settlor as triggering 
the self-settled trust rule.  Instead, it merely speaks to distributions that may be made.20F

21 Some 
UTC states have clarified that this rule does not apply when a settlor is a mere potential appointee
under a non-fiduciary power.21F

22 Despite the common law rule, attorneys understandably prefer 
to use a belt-and-suspenders approach and all ING PLRs have used DAPT statutes.  This is not 
just an issue of creditor protection, because if the IRS finds that the trust is accessible to the 
settlor’s creditors, it would be a grantor trust.22F

23

20 Treas. Reg. § 1.677(a)-1(d).
21 Uniform Trust Code (UTC), §505(a)(2).
22 E.g., Ohio R.C. §5805.06(B)(3)(a).
23 Treas. Reg. § 1.677(a)-1(d).
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There is another equally important reason to use a DAPT – whether the joint power
holders (donees) of the lifetime power of appointment could be considered general power holders 
under state law, thus subjecting the ING to a power holder’s creditors.  There is a clear federal 
regulation that prevents the shrinking committee structure of the ING from being a general power 
for federal estate/gift tax purposes under Treas. Reg. § 25.2514-3(b)(2).  However, state 
debtor/creditor law needn’t follow federal tax law.  An ING has a distribution committee who 
have the joint power to appoint all the trust assets to themselves. What if a power holder is sued? 
Most DAPT statutes foreclose this line of attack, and for this reason most ING Trusts are created 
under such a DAPT statute.

The presence of an adverse party does not prevent the 
application of IRC Section 673 to make a trust a grantor 
trust.

IRC Section 673 provides for grantor trust treatment if the settlor of a trust holds a 
reversionary interest in income or principal worth more than 5% of the trust’s value at its 
inception.  IRC Section 673(c) provides that discretionary powers should be assumed to be 
exercised to maximize the value in favor of the grantor “in determining whether a reversionary 
interest has a value in excess of 5%.”

However, until recently, this statutory language has not been interpreted to suggest that 
a discretionary exercise in favor of the grantor can be assumed in determining whether a 
reversion actually exists.  While the term reversion is not defined in the statute, it has traditionally 
been defined by the IRS as the interest remaining with the owner of a vested estate upon 
transferring a lesser vested estate to another person.  Under this definition, if a grantor has 
transferred his entire interest, and not a lesser interest, then IRC Section 673 should not apply
even if the grantor could receive a distribution of trust property as a result of discretionary actions 
of others, whether or not those others are adverse parties.  However, in PLR 201642019, the IRS 
revoked part of PLR 201426014 and held that under IRC Section 673(c), the subject trust was a 
grantor trust, because members could resign from a distribution committee, which under the 
terms of the trust would cause the trust to terminate and revert to the grantor.  An IRC Section
673(c) “fix” for this IRS position might be to draft the trust to provide if such resignations 
occurred, the ING trust would continue without providing the trustee with any discretion to make 
distributions to the grantor.

b. The ING trust also needs to be designed in a manner where certain
retained powers by the grantor exist which will make the trust
incomplete for gift tax purposes, but those retained powers must
not make the trust a grantor trust.

For a gift in trust to be wholly incomplete for gift tax purposes, as to both its current and 
remainder interests, the grantor needs to retain controls over the current and future dispositions
(including remainder dispositions) of the trust assets.
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The grantor needs to retain a testamentary power of 
appointment over the remainder beneficiary interests of the 
trust.

However, retaining a testamentary power of appointment arguably only makes the 
transfer to the trust an incomplete gift with respect to the remainder.  That retained power does 
not make the trust a grantor trust, provided the trust instrument does not provide for the 
accumulation of trust income for testamentary disposition by the grantor without the approval or 
consent of an adverse party. See IRC Section 674(b)(3); Treasury Regulations Section 1.674(b)-
1(b)(3).

The grantor needs to also have powers that make the 
grantor’s transfer to the trust incomplete for its current 
beneficiary interests.

(a) The grantor could have a retained power under
which distributions could only be made from the
trust with the consent of the grantor and the
majority of a distribution committee.

The IRS position is that for gift tax purposes the distribution committee does not have a 
substantial adverse interest as to the grantor’s exercise of that power.  See Treas. Reg. §25.2511-
2(e) and PLR 201310002.  Interestingly, as noted above, the same distribution committee may 
be adverse for income tax purposes, if they have potential current interests.

(b) The grantor could retain the sole power to make
trust distributions from trust principal for the
health, education, maintenance and support of his
descendants.

Since such a power is a non-fiduciary power it makes the grantor’s transfer incomplete 
for its current interests.  See Treas. Reg. §25.2511-2(c) and PLR 201310002.  However, that 
retained power does not make the ING trust a grantor trust for income tax purposes.  See IRC 
Section 674(b)(5)(A).

Distribution committee members of an ING trust should 
avoid having a general power of appointment with the 
distribution powers that they have.

Otherwise, gift tax consequences for a member could occur if there is a release of a 
general power of appointment to allow a trust distribution to a beneficiary other than that 
member.
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(a) The statutory exception under IRC Section
2514(c)(3)(A) could apply to avoid gift tax
consequences for distribution committee members
when a distribution is made to a beneficiary other
than that committee member.

Under that Section, a general power of appointment is not deemed to exist if the holder 
can only exercise the power in conjunction with the person who created the power.

(b) The statutory exception under IRC Section
2514(c)(3)(B) could apply to avoid gift tax
consequences for a distribution committee member
when a distribution is made to a beneficiary other
than that committee member.

Under that Section, a general power of appointment is not deemed to exist if the holder 
can only exercise the power in conjunction with a person who has a substantial interest which is
adverse to the exercise of the power.  This exception generally applies in the context of a 
distribution power by unanimous consent of a distribution committee because if a co-holder of 
the power dies the remaining members of the committee will have a less diluted power.  See
Treas. Reg. §25.2514-3(b)(2).

A state could interpret IRC Sections 671-677 differently
than the IRS does, so that one or more of IRC Sections 
671-677 apply to make the trust a grantor trust for state law
purposes, or the state tax law could be inconsistent with
federal law.

(a) For instance, a state may interpret IRC Section
673(c), or IRC Section 677, differently than the
IRS does.

As noted above, creditors of a resident of a common law state may be able to attach the 
trust assets of a self-settled trust created in a DAPT state, which could make that trust a grantor 
trust under IRC Section 677. See the discussion infra Section III.F.3.a.(1).

(b) State grantor trust statutes could operate differently
in that state than the Internal Revenue Code does.

For instance, in 2014, New York state passed legislation providing that a non-grantor 
trust created by a New York resident which would ordinarily be exempt from New York tax 
under NY CLS Tax §605(b)(3)(D) because it has no New York trustees, assets in New York or 
New York source income, will be treated as a grantor trust for New York state income tax 
purposes if the trust meets both the following tests:  (i) the trust does not qualify as a grantor 
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trust for federal purposes under IRC Section 671-679 and (ii) the grantor’s transfer to the trust is 
treated as an incomplete gift. NY CLS Tax §612(b)(41).23F

24

One solution for New Yorkers fearful of a future state capital gains tax event for one or 
more of their low basis assets is for them to consider contributing those assets to a trust located 
in a state that will not tax capital gains that qualifies as a QTIP trust.  A QTIP trust is a completed 
gift but is not subject to gift taxes because of the operation of IRC Section 2523(f).  That QTIP 
trust could be drafted to be taxed as a grantor trust for accounting income and a non-grantor trust 
for capital gains income.  The QTIP should be designed to either prohibit a principal distribution 
(or at least a distribution of taxable gain) to the grantor’s spouse, or require an adverse party’s 
consent before a principal distribution could be made.  In those states in which creditor protection 
is not affected, it would appear the spouse could be given a testamentary power of appointment, 
including a power to appoint back to a grantor.  The fact that the trust is drafted to be a non-
grantor trust for capital gains income will not make the trust a grantor trust for New York state 
income tax purposes under NY CLS Tax §612(b)(41), discussed in the preceding paragraph,
because the transfer of assets to the trust is a completed gift for gift tax purposes.

This technique may also be a solution for taxpayers who live in high tax states other than 
New York to avoid high state capital gains taxes.  It is easier to draft a trust, in which a grantor 
does not retain IRC Section 671-678 powers, if the grantor does not have to retain powers to 
make the trust an incomplete gift trust.  It is true that the non-principal income of an inter vivos 
QTIP trust will be subject to the high tax state’s income taxes, but that can be reasonably 
managed with the trust’s asset class mix.  For example, after the low basis assets are sold, the 
resulting sale proceeds could be invested in non-taxable bonds and/or low dividend paying 
stocks.

4. The overall cumulative federal revenue considerations of the techniques
described supra in this Section III may lead Treasury to be more
aggressive in protecting federal revenues.

To date, the IRS has been relatively benign in using the tools it has to prevent the creation 
of multiple non-grantor trusts, perhaps because that benign position generally did not affect 
federal revenues (in fact, in some cases those positions may have increased federal revenues). 
Because of the potential federal revenue loss identified above, the reader may conclude that 
benign IRS behavior may not continue.  As noted, the IRS could use the tools of IRC Section
643(f) regulations and equitable tax doctrine (e.g., substance over form), to attack the creator of 
multiple trusts.

24 Although aimed primarily at New York resident trusts exempt under Tax Law 605(b)(3)(D), the statute 
is not confined to them.  Even if a resident trust has a New York trustee and would therefore presumptively be 
subject to New York income tax, the rule applies to shift taxability to the grantor.  This will be a rare case, as ING 
trusts are usually set up to conform to Tax Law 605(b)(3)(D).
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A proposed regulation under IRC Sec. 643(f) was issued along with proposed regulations 
under IRC Sec. 199A.  Prop. Reg. §1.643(f)-1 would have clarified and strengthened the statute 
with a definition of “a principal purpose” and two examples illustrating when trusts have 
substantially identical beneficiaries. The final version of the regulation in Treas. Reg. §1.643(f)-
1 was shortened and the definition and examples were eliminated, so the final regulation does 
little more than repeat the statute.  Part VIII of TD 9847 (2/4/2019) states:

Based on the comments received, the Treasury Department and the IRS have removed the definition of 
“principal purpose” and the examples illustrating this rule that had been included in the proposed regulations, and 
are taking under advisement whether and how these questions should be addressed in future guidance. This includes 
questions of whether certain terms such as “principal purpose” and “substantially identical grantors and 
beneficiaries” should be defined or their meaning clarified in regulations or other guidance, along with providing 
illustrating examples for each of these terms.

The “future guidance” has not been issued.  Even if the IRS gets more aggressive in its 
enforcement, the taxpayer may still be able to create several non-grantor trusts that are not ING 
trusts, as long as the creator of those trusts complies with potential IRC Section 643(f) 
enforcement or equitable tax doctrine (e.g., “substance over form”) enforcement.

IV. SOME OF THE BEST CREATIVE TAX PLANNING TECHNIQUES FOR
GRANTOR TRUSTS.

A. Conventional Uses of Grantor Trust Status.

1. Gift tax free payment of income tax.

For wealthy individuals, perhaps the most powerful feature of grantor trusts is that they 
permit the grantor to pay income taxes on trust income, without the payment of those taxes being 
treated as a gift for gift tax purposes.24F

25 The grantor trust can earn tax-free returns during the 
grantor’s lifetime, even as the grantor’s own estate is depleted by the payment of income taxes.
The combination of (a) tax-free growth for beneficiaries and (b) depletion of the grantor’s 
personal estate often produces a dramatic transfer of wealth from the grantor to the trust.  If the 
trust passes outside of the grantor’s estate for estate tax purposes, the wealth that is effectively 
shifted through grantor trust status is never taxed by the estate and gift tax system.

a. Mismatch between gift and estate tax completion and income tax
ownership.

The opportunity to shift wealth through the grantor’s payment of income taxes on grantor 
trust income arises because of a mismatch between the grantor trust rules, on the one hand, and 
the rules governing gift completion and gross estate inclusion, for gift and estate tax purposes, 
on the other.  In particular, it is possible for a grantor to make a completed gift to a trust that will 

25 Rev. Rul. 2004-64.
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pass outside of the grantor’s gross estate for estate tax purposes, yet still cause the trust to be 
treated as owned by the grantor for income tax purposes.25F

26

b. IRS position on payment of income tax.  In Rev. Rul. 2004-64, the
IRS conceded that the payment of income taxes on the income of
a grantor trust is not a gift for gift tax purposes.  In so ruling, the
IRS abandoned the position that the payment of income taxes, at
least in some circumstances, could be treated as a taxable for gift
tax purposes.26F

27

Rev. Rul. 2004-64.  The position of Rev. Rul. 2004-64 is 
sound for at least two reasons.  First, a gift for gift tax 
purposes requires some voluntary act,27F

28 which is missing 
where the grantor is required by law to pay tax.  Second, a 
gift is a transfer of property for less than adequate and full 
consideration in money or money’s worth.  When the 
grantor of a trust pays income tax on trust income, his or 
her transfer of funds to the revenue collector is in exchange 
for the extinguishment of the grantor’s obligation for the 
amount of the tax paid.

Is there a possible risk if grantor controls grantor trust 
strings?  Perhaps the grantor does make a voluntary 
transfer (in the form of payment of income taxes) if the 
grantor controls whether a trust is a grantor trust or not, 
such as where the only grantor trust “string” is the 
grantor’s power to substitute assets of equivalent value 
under IRC Section 675(4)(C).  So long as Rev. Rul. 2004-
64 is in force, however, this argument is foreclosed to the 
IRS.28F

29

26 See generally Bramwell and Vara, “Basis of Grantor Trust Assets at Death: What Should Treasury Do?” 
160 Tax Notes 793 (August 6, 2018).

27 Cf. PLR 9444033, modified by PLR 9543049
28 Estate of DiMarco v. Comm’r, 87 T.C. 653, 658 (1986) (“[Taxpayer] never made a taxable gift of any 

property interest in the survivor’s income benefit because we find no act by decedent that qualifies as an act of 
‘transfer’ of an interest in property”), acq. in result, 1990-2 C.B. 1; see also Harris v. Comm’r, 340 U.S. 106, 115 
(1950) (“[A] gift tax is an exaction which does presuppose the voluntary transfer of property and not a transfer in 
obedience to law”) (Frankfurter, J., dissenting);

29 See Rauenhorst v. Comm’r, 119 T.C. 157, 170-71 (2002) (“[The IRS] may not … litigate against the 
officially published rulings of the Comm’r without first withdrawing or modifying those rulings.”).
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2. Tax-free swapping out of low-basis assets.

Another commonly exploited advantage of grantor trust status is that it permits the 
grantor to transact with a trust without income tax consequence.29F

30 For example, the grantor may 
transfer cash or high-basis assets to the grantor trust in exchange for low-basis assets.  The 
grantor may then die holding the low basis assets, which will qualify at death for a step up in 
basis under IRC Section 1014(a).30F

31 At the same time, when grantor trust status terminates at the 
grantor’s death, the trust will hold the cash or high-basis assets, even though the trust’s property 
may pass outside the grantor’s estate for estate tax purposes.

a. Ensuring there are no gift tax implications with a swap.

An exchange of assets between the grantor and another party, such as a swap of low-
basis assets from a grantor trust in exchange for cash or high-basis assets, is not a gift for gift tax 
purposes, if the exchange is for full and adequate consideration in money or money’s worth.31F

32

Thus, if the fair market values in the exchange are identical, the transfer will not be a taxable 
gift.

Ensuring full and adequate consideration.

It is good practice for the grantor and the grantor trust to enter into a binding contract 
which obligates the grantor to pay an amount equal to the full fair market value of the property 
transferred to the grantor.

IRS safe harbor on retained power of substitution.

If the grantor swaps assets pursuant to a power of substitution described in IRC Section
675(4), the trust instrument, in order to comply with an IRS safe harbor against gross estate 
inclusion under IRC Sections 2036, 2038, and 2042,32F

33 may require the grantor to certify and the 
trustee to confirm that the substituted assets acquired are of equivalent value.

30 See, e.g., Rev. Rul. 85-13.
31 Section 1014(a) generally provides that property acquired or passing from a decedent receives a basis 

equal to its fair market value on the date of the decedent's death or the alternate valuation date, if the Section 2032 
estate tax alternate valuation date election is made.  As most property tends to appreciate, and well-advised taxpayers 
typically realize losses before death, the fresh basis at death under section 1014(a) is commonly referred to, 
including in this outline, as a basis "step-up."

32 IRC § 2512(b); Treas. Reg. § 25.2511-1(g); Treas. Reg. § 25.2512-8.
33 Rev. Rul. 2008-22; Rev. Rul. 2011-28.
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b. IRS position that grantor activities with grantor trusts are also
ignored.

The ability to swap assets tax free is made possible by the well-entrenched IRS position, 
set forth in Rev. Rul. 85-13, that a grantor trust is ignored for income tax purposes and does not 
“retain its vitality as a separate entity.”33F

34 Since Rev. Rul. 85-13, the IRS has emphatically 
reiterated that the grantor is the owner of grantor trust assets for all income tax purposes and has 
applied the principle in a wide variety of contexts.34F

35 On one occasion, the IRS even held that a 
grantor trust is ignored for purposes of an excise tax.35F

36 Treas. Reg. § 1.1001-2(c) Example 5, 
which provides the grantor of a grantor trust “is treated as the owner of the entire trust,” 
apparently gives the position of Rev. Rul. 85-13 the force of law.36F

37

Sales and purchases by a grantor of a grantor trust are disregarded for income tax 
purposes even when the grantor does not have any rights or powers with respect to the corpus of 
the trust, but does have rights or powers with respect to the income of the trust.  See IRC Section 
677.

If there are any exceptions to the principle that grantor activities with grantor trusts are 
ignored, they are few and narrow.37F

38

34 Rev. Rul. 85-13; but see Rothstein v. U.S., 735 F.2d 704 (2d Cir. 1984), non-acq. 1985-7 IRB 28.
35 See, e.g., Rev. Rul. 88-103 (involuntary conversions under section 1033); Rev. Rul. 2004-86 (tax-free 

exchanges under section 1031); Rev. Rul. 2008-13 (transfers of life insurance for value under Section 101); PLR 
9152011 (exemption from tax on interest income under Section 871(i)); PLR 200104005 (exclusion of gain from 
the sale of a residence under Section 121); PLR 9031022 (characterization of interest under sections 163(h) and 
469); PLR 9141046 (non-taxable acquisition of qualified replacement property under Section 1042).

36 Rev. Rul. 87-61.
37 Though Treas. Reg. § 1.1001-2(c) Example 5 was issued before Rev. Rul. 85-13 was published, it 

effectively established by regulation the position in an earlier ruling, Rev. Rul. 77-402, which also states that the 
grantor of a grantor trust is “the owner of all the trust property for Federal income tax purposes.”  That said, the 
theory that a grantor’s activities with a grantor trust are indeed ignored for income tax purposes was rejected by the 
Second Circuit in Rothstein v. U.S., 735 F.2d 704 (2d Cir. 1984), non-acq. 1985-1 C.B. 184.

38 See Prop. Treas. Reg. § 1.108-9(c)(1), (2) (cancellation of indebtedness rules only apply if the grantor, 
not the grantor trust, is bankrupt or insolvent); T.D. 9829 (declining to expand definition of eligible partner to 
include grantor trusts for purposes of Section 6221(b), concerning partnership audits); PLR 200920031 (holding 
that gain is recognized by the grantor upon an in-kind satisfaction of a charitable annuity by a charitable lead annuity 
trust, despite that it was a grantor trust for income tax purposes, and distinguishing Rev. Rul. 55-410, which holds 
that gain is not recognized by an individual upon satisfying a charitable pledge obligation in kind).  In addition, the 
rules in Section 1361 limiting the persons eligible to hold shares in S corporations provide an example of a statutory 
exception to the general treatment of a grantor trust as sharing an identity with its grantor.  Section 1361(c)(2)(A)(i) 
permits a trust to hold shares in an S corporation if it is a grantor trust but only if it is owned by a single taxpayer 
and that taxpayer is a U.S. citizen or resident.  If the grantor trust were ignored for purposes of these rules, each 
grantor of a grantor trust with multiple owners would be treated as the owner of the stock owned by the trust and, if 
U.S. citizens or residents, would be treated as eligible shareholders.  Similarly, under Section 1361(c)(2)(A)(v), an 
electing small business trust (an “ESBT”) is an eligible shareholder.  If the ESBT is also a grantor trust treated as 
owned by a nonresident alien, the trust is an eligible shareholder notwithstanding Section 1361(b)(1)(c)’s general 
prohibition against nonresident alien shareholders. 
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c. A grantor of a grantor trust, by the grantor swapping assets with
the grantor trust, can create basis enhancing opportunities.

Swapping out low basis assets achieves a basis step up artificially.  Indeed, the artificial 
step up is more favorable than the IRC Section 1014(a) change of basis.  IRC Section 1014(a) 
generally imposes a fresh basis at death equal to the fair market value of property on the date of 
the decedent's death or the alternate valuation date, if an IRC Section 2032 alternate valuation 
date election is made.  Thus, if property has declined in value, IRC Section 1014(a) may cause a 
step down in basis rather than a step up.  The grantor of a grantor trust can avoid this adverse 
result by swapping out only the appreciated assets, and leaving in trust any property with a basis 
that is higher than fair market value in the hands of the trust, so that the inherent loss is 
(presumably) preserved.

3. Tax-free freeze transactions.

A final conventional use of grantor trusts is to enter into tax-free transactions that have 
the effect of shifting value, including future investment returns, from the grantor to the grantor 
trust.

a. If the grantor sells a low basis asset to a grantor trust (the “SIDGT”
technique), the taxpayer will pay less estate tax, because his estate
is liable for the income taxes and health care taxes associated with
that sale.  A trust that does not pay income taxes and health care
taxes will grow much faster than a trust that does pay income taxes
and health care taxes.  Any growth by the grantor trust’s assets
will escape future estate taxes.  Stated differently, depending on
one’s tax perspective, when a taxpayer uses the SIDGT technique,
that taxpayer is using income taxes and health care taxes to
subsidize the payment of transfer taxes or vice versa.

Consider the following example:

Example 4:  Cam Compatible Creates a Grantor Trust for the Benefit of His
Spouse and Family and Makes Certain Sales to That Trust (“SIDGT”) Technique

Cam Compatible owns $150,000,000 in financial assets.  Cam and affiliates contribute 
$130,000,000 to a family limited liability company (“FLLC”) (Transaction 1).  In a separate 
and distinct transaction (Transaction 2) Cam contributes $11,180,000 to a trust that is a grantor 
trust for income tax purposes.  The trust treats his wife, Carolyn, as the discretionary beneficiary 
and gives her certain powers of appointment over the trust.  Cam, at a much later time
(Transaction 3), sells non-managing member interests to that trust, pursuant to a defined value 
allocation formula, in consideration for cash and notes.  Assuming a 30% valuation discount, 
the technique is illustrated below.
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If the considerations that are noted below can be addressed, this technique would provide 
significant flexibility to both Cam and Carolyn in making sure their consumption needs are met 
in the future and, depending upon the terms of the powers of appointment that Cam gives 
Carolyn, could provide the flexibility that they need to address any changing stewardship goals 
that may accrue.

Income tax and basis enhancing advantages of the SIDGT 
technique.

(a) The ability to have sales to a grantor trust be
ignored for income tax purposes.

As noted above, if the grantor is treated as the owner of the trust property and transfers 
property into the trust in exchange for property previously held by the trust, such transfer will 
not be recognized as a sale, exchange or disposition for federal income tax purposes.38F

39 Thus, no 
gain or loss is realized by the grantor or the trust.  The basis of the property transferred into the 
trust is unaffected by the transfer, and neither the grantor or the trust acquires a cost basis in the 
assets transferred from or to the trust.

Also as noted above, it is possible to design a grantor trust that is defective for income 
tax purposes (e.g., a retained power to substitute assets of the trust for assets of equivalent value), 
but is not defective for transfer tax purposes. In comparison to discounting or freezing a client’s 
net worth, over periods of 20 years or more, the effect of paying the income taxes of a grantor 
trust is generally the most effective wealth transfer technique.

39 See PLR 9010065 (Dec. 13, 1989).
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The advantage of locating income tax inefficient asset 
classes inside a grantor trust that is not subject to estate 
taxes.

(a) The technique of asset class location in order to
improve the after-tax, after-risk adjusted rate of
return for an investment portfolio more level.

In order to optimize after-tax risk-adjusted returns, wealth management for the private 
taxable investor involves: (i) the creation of tax advantaged entities; (ii) the investment in asset 
classes that produce an optimal after-tax risk-adjusted return; and (iii) asset class location in 
different tax advantaged entities.

Certain asset classes that may optimize risk-adjusted returns may not be income tax 
efficient, which could produce a less than optimal after-tax risk adjusted return for the private 
investor, unless the technique of locating those asset classes in estate tax protected grantor trusts 
is used.

Stated differently, not every asset class that an investor and the investor’s family would 
desire in their collective investment portfolios in order to reduce the portfolio’s risk, or volatility, 
lends itself to investment via a tax efficient low turnover fund (i.e., a broad based passive equity 
fund).  For instance, asset classes such as high yield bonds, hedge funds, master limited 
partnerships, emerging market debt and various forms of private equity are not available in a 
passive, low turnover (tax efficient) product.  An investor and his family may have all of those 
asset classes in their collective portfolios.

Location of tax inefficient investment classes in a grantor trust significantly ameliorates 
the income tax inefficiencies of those classes, because transfer taxes are saved when the grantor 
pays the income taxes of the trust. Engaging in an asset class location strategy of locating income 
tax inefficient asset classes in grantor trusts, and other family planning vehicles, may greatly 
ameliorate those tax inefficiencies and lead to an optimal after tax risk adjusted return for the 
private investor.  There exist various techniques for the investor to have direct, or indirect, access 
to these tax efficient entities.  There exist various techniques for the investor to create these tax 
efficient entities without paying gift taxes.

Table 3 below illustrates the annual growth required for an equity fund to double (after 
both income taxes and transfer taxes) for an investor’s beneficiaries, if the investor dies in 10 
years, depending upon how a fund is located (also see attached Schedule 3).  This table also 
illustrates the significant wealth management advantages for the private investor who: 
(i) engages in estate planning; (ii) invests income tax efficiently for those asset classes that he
can; and (iii) optimizes location of tax inefficient asset classes in estate tax protected grantor
trusts to ameliorate income tax inefficiencies.
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Table 3

The asset location of a tax inefficient investment is particularly important.  There is a 
much more modest differential on what is needed to earn pre-tax for a tax inefficient investment, 
in comparison to a tax efficient investment, in order to double the investment over a 10-year 
period, if the investment is located in an estate tax protected grantor trust, as opposed to being 
taxed in the taxpayer’s estate.  For instance, if a fund is located in an estate tax protected grantor 
trust, and if the remaining unrealized income is taxed after the grantor’s death, a 100% turnover 
fund (e.g., certain hedge funds) needs to earn 7.23% before taxes to double the value of the 
investment after taxes in 10 years and a 5% turnover fund (e.g., S&P 500 index fund) needs to 
earn 6.58% before taxes to double the investment after taxes in 10 years.  See Column E in above 
Table 3.  Stated differently, a 10% improvement in annual pre-tax return is necessary for a 100% 
turnover fund to equal a 5% annual turnover fund, if the fund is located in a grantor trust and if 
the remaining unrealized income is taxed after the grantor’s death (see column E (2)).  Contrast 
this result with those same funds being held in the taxpayer’s estate, if those same types of funds 
are subject to estate taxes.  If the funds are subject to estate taxes, a 5% turnover will need to 
annually earn 11.78% before taxes to double the investment after taxes in 10 years, and the high 
100% turnover fund will need to annually earn 19.04% before taxes to double the investment 
after taxes in 10 years.  See Column B.  A 61.62% annual pre-tax improvement in return is 
necessary for a 100% turnover fund to equal a 5% annual turnover fund, if the fund is fully 
taxable in the investor’s estate (see column B (2)).  The difference between 10% annual pre-tax 



Chapter 1—Some of the Best Creative Tax Planning Techniques for Trusts©

 1–5520th Annual Oregon Tax Institute

needed improvement and 61.62% annual pre-tax needed improvement is obviously significant 
in determining where to locate a 100% turnover fund.

Similarly, Table 4 below illustrates, if the investor dies in 10 years, the annual interest 
required for a bond fund to grow by one-third after-tax, depending where a fund is located, and 
whether the fund interest is tax-free (also see attached Schedule 4).

Table 4

(b) Location of tax inefficient classes in a grantor trust
and managing the grantor trust through substitution
strategies, further enhances the after tax advantage
of a low turnover index fund.

As Column C (1) in Table 4 demonstrates the lowest pre-tax rate of return that is required 
to more than double the fund assets after 10 years is 5.65%, if a low turnover fund (e.g., a 5% 
turnover fund) is held in a grantor trust and if cash is substituted for the fund before the grantor’s 
death.  This is a classic example of the synergistic power of estate planning when it is coupled 
with a basis enhancing strategy.

Consideration of swapping out low-basis assets that are 
sold to a grantor trust.

(a) The grantor may not have any high basis assets, or
cash, to swap.

If that is the case, consider a recourse third party loan of cash to the grantor from a third 
party lender.  The grantor could then use that cash to swap for the low basis asset.  The grantor 
trust may then be converted to a complex non-grantor trust.  At a later time, in an independent 
transaction, the grantor could borrow the high basis cash from the trust with a long-term, recourse 
note that is unsecured and use that cash to pay the principal of the third party loan.  This lending 
strategy is discussed in further detail infra Section IV.A.3.a.(13)(d).

(1) (2) (1) (2) (1) (2)

Tax Free Bond Fund 8.40% N/A 3.00% N/A 3.00% N/A

Taxable Bond Fund 14.19% 68.92% 3.97% 32.42% 5.07% 68.92%

Estate Planning Techniques
(Fund is Not Subject to Estate Taxes)

Fund is Held in a Grantor Trust 
at Investor's DeathType of Bond

Investment Fund

Fund is Held in a Non-Grantor 
Trust; or Fund is Owned by 

Investor and Investor's Estate 
is Lower than Remaining Estate 

Tax Exemption; or a Bequest 
of Fund is Made to Charity at 

Investor's Death

C

No Estate Planning
Fund is Owned by Investor

A

Fund is Owned by Investor and 
is Fully Taxable in the 

Investor's Estate

B
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(b) To the extent, after the swap of assets, “swapped” low basis assets
grow more than the “swapped” high basis assets in the grantor trust,
the grantor’s estate taxes will increase.

Transfer tax advantages of the SIDGT technique.

(a) Transfer tax advantage of transferring a non-
managing interest.

The value of the non-managing interest is what a hypothetical buyer would pay a 
hypothetical seller assuming the parties are not related to each other and neither party is under 
an obligation to buy or sell.  If they do not have any put rights, there may be a marketability 
discount in valuing the transferred interest.  If the transferred interest does not have any inherent 
management rights, there may be a lack of control or minority discount in valuing the transferred 
interest.

(b) The near term death of the grantor of a grantor trust
generally does not affect the technique like the
death of a grantor of a GRAT.

If the grantor dies shortly after the sale to the grantor trust, all that should be included in 
the grantor’s estate is the remaining principal value of the note, assuming the sale is recognized 
as a valid sale and the note is recognized as a valid note.  The grantor/seller could bequeath that 
note to his spouse.  Over the surviving spouse’s lifetime, that surviving spouse could live off of 
the proceeds of the interest and principal payments of the note, before drawing down on any 
beneficial interest that surviving spouse would be entitled to under the trust.  Thus, there are two 
lifetimes to utilize to assure the efficacy of the technique:  the original grantor’s lifetime and his 
spouse’s lifetime.

(c) The appreciation of the assets of the trust above the
interest of the note used in any sale to a grantor
trust for the grantor’s spouse will not be taxable in
the grantor/seller’s estate.

Assuming there is appreciation of the trust assets above the interest carry on any note that 
appreciation will not be subject to estate taxes in either the grantor’s estate or the grantor spouse’s 
estate.  This is a significant transfer tax advantage.  In calculations that we have performed in 
situations in which the joint life expectancies exceed 20 years, this is the second biggest driver 
of transfer tax savings for a client’s family.  (The most important driver, mentioned above, for 
saving transfer taxes is the donor’s paying the income taxes of the trust on a gift tax-free basis.)  
The interest on the note does not have to be any higher than the applicable federal rate in order 
to ensure there are no gift tax consequences.  See IRC Section 7872.  The applicable federal rate, 
depending upon the length of the term of the note is equal to the average Treasury’s securities 
for that term.  See IRC Sections 7872 and 1274(d).
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Flexibility advantages of the SIDGT.

(a) Flexibility could be achieved by naming a spouse
as a beneficiary of the grantor trust and giving a
grantor’s spouse a special power of appointment.

It is possible for the patriarch or matriarch to name his or her spouse as a beneficiary of 
a trust and also give that spouse the power to redirect trust assets that are different than the default 
provisions of the trust instrument.  IRC Section 2041 of the Internal Revenue Code provides that 
a person may be a beneficiary of a trust and have a power of appointment over the trust as long 
as the beneficiary does not have the right to enjoy the benefits of the trust under a standard that 
is not ascertainable and does not have the power to appoint the trust assets to either the 
beneficiary’s estate or creditors of the beneficiary’s estate.  If an independent third party is trustee 
of the trust, that third party could have significant additional powers over the trust to distribute 
assets of the trust for the benefit of that spouse.  If the spouse is serving as trustee and has 
distribution powers in that capacity, the distributions powers must be ascertainable and 
enforceable by a court for the health, education, maintenance standard of IRC Section 2041 of 
the Internal Revenue Code.

If unanticipated consumption problems accrue during a couple’s lifetime and if the trust 
allows distributions to be made to meet those unanticipated consumption needs, that trust can 
obviously act as a safety valve for those needs.  If the trust allows the grantor’s spouse to appoint 
properties in a manner different than the default provisions of the trust, those powers of 
appointment could also serve as a safety valve to redirect the properties of the trust that is more 
consistent with the client’s future stewardship goals.

A collateral benefit of the inherent flexibility of creating trusts that have the safety valve 
of having a client’s spouse as the beneficiary, and giving that spouse a limited special power of 
appointment, is that the technique encourages the client to create such a trust when the client 
may be reluctant to do so.

(b) Flexibility could also be achieved by converting
the note to a note with a different interest rate, a
private annuity, purchasing assets owned by the
trust and/or renouncing the powers that make the
trust a grantor trust.

The note retained by the grantor could also be structured and/or converted to meet the 
grantor’s consumption needs, without additional gift taxes, as long as the restructuring is for 
adequate and full consideration.  For instance, the note at a future time could be converted to a 
private annuity to last the grantor’s lifetime.  That conversion should be on an income tax free 
basis since, as noted above the trust and any consideration received for any sale to the trust are 
ignored for income tax purposes.  The note could also be restructured to pay a different interest 
rate, as long as the new rate is not lower than the AFR rate or higher than the fair market value 
rate.  If the grantor cannot afford to pay the trust’s income taxes in the future, the trust could be 
converted to a complex trust that pays its own income taxes.  However, converting the trust to a 
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complex trust could have income tax consequences if the then principal balance of the note is 
greater than the basis of the assets that were originally sold.  That difference will be subject to 
capital gains taxes.39F

40

(c) A donor, under the SIDGT technique  (coupled
with a transfer of an entity interest in which the
donor has investment control), may retain
investment control of the family’s assets and may
also retain limited control of any distributions from
the transferred entity interests to family members,
if that limited control is compliant with IRC
Section 2036(a)(2).40F

41

A donor, under the SIDGT techniques, may retain investment control of the family’s 
assets and may also retain limited control of any distributions from the transferred entity interests 
to family members, if that limited control is compliant with IRC Section 2036(a)(2) and IRC 
Section 2038.  The holding of Powell v. Comm’r, 148 TC 18 (2017) needs to be considered. 
That case held, if there is not a substantive non-transfer tax reason for the creation of the 
partnership, 41F

42 that a decedent’s right to amend a limited liability agreement and/or terminate the 
agreement, with the consent of all other partners, was a retained interest within the meaning of 
IRC Section 2036(a)(2). It should be noted that many commentators have criticized that holding
because it is inconsistent with Supreme Court case law and other authorities.  The Supreme Court 
held in Helvering v. Helmholz, 295 U.S. 93 (1935), that a joint power to alter beneficial 
enjoyment, amend an agreement or terminate an agreement is not sufficient to produce inclusion 
in the gross estate if it merely reproduces rights already available under applicable state law. 
Therefore, the Powell holding that the partners’ collective right to terminate the partnership 
agreement by unanimous agreement resulted in estate taxation under IRC Sections 2036 or 2038 
may be in error because under state law partners always have that right.42F

43 A detailed discussion 
of Powell and steps for minimizing risk of gross estate inclusion of entity assets is beyond the 
scope of this paper.

40 See Treas. Reg. § 1.1001-2(e), Ex. 5; Madorin v. Commissioner, 84 T.C. 667 (1985); Rev. Rul. 77-402, 
1977-2 C.B. 722.

41 A thorough discussion of steps that need to be taken to avoid IRC Section 2036(a)(2) by a taxpayer is 
beyond the scope of this paper.  See S. Stacy Eastland, “The Art of Donating Your Cake to Your Family and Eating 
It Too:  Current Gift Planning Opportunities Using Strings That Are Not Considered Attached by the Donor” 47th

Annual Heckerling Institute on Estate Planning ¶ 602.1 (June, 2013).
42 See the discussion supra Section II.2.d.(3)(c). for a list of potential non-transfer tax reasons for the 

creation of a family limited partnership (FLP) or a family limited liability company (FLLC).
43 See also Tully Estate v. Comm’r, 528 F.2d 1401 (Ct. Cl. 1976).
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State income tax considerations.

Many states have a state income tax, but not all have similar provisions to the federal tax 
law with respect to grantor trusts.  It is not clear that all states which respect grantor trust status 
would follow the logic of Rev. Rul. 85-13.  Thus, there could be state income tax consequences 
with the sale, whether there are capital gains consequences and/or there could be a mismatch of 
the interest income and interest deduction associated with any sale.

The IRS could be successful in the argument, that because 
of the Step Transaction Doctrine, a valuation discount is 
not appropriate in valuing the transferred entity interest.

The equitable tax doctrine known as the step transaction doctrine, which is an application 
of the larger substance over form doctrine, could under certain circumstances, be used by the 
IRS to deny the tax benefit of taking a valuation discount on the sale of the partnership interest 
to the grantor trust as illustrated in this Example 4.43F

44 In applying the step transaction doctrine, 
the IRS or court may not treat the various steps of the transfer as independent.  Instead, the steps 
in creating the partnership and transferring a partnership interest may be collapsed into a single 
transaction.  Under the circumstances of creating the partnership and selling an interest to a 
grantor trust in the SIDGT technique, or the gift of the FLLC interest in the LAIDGT technique, 
the crucial key to not run afoul of the step transaction doctrine may be establishing that the 
creation of the FLP or FLLC should stand on its own.  Could the act of a transferor creating a 
FLP or FLLC be independently separated from the gift and/or sale to the trust?  The creation of 
the FLP or FLLC should be designed to be sufficiently independent on its own and as an act that 
does not require a gift and/or sale to that trust.  There does not have to be a business purpose for 
the creation of the trust.  It is difficult for this writer to understand the business purpose of any 
gift.  As noted above, the Supreme Court has said on two separate occasions, estate and gift tax 
law should be applied in a manner that follows a state property law analysis.44F

45 Thus, the key 
questions could be, is the creation of the FLP or FLLC recognized for state property law 
purposes, and is its creation independent of any other events, including the subsequent gift and/or 
sale to the trust?  It would seem to this writer in many situations it could be demonstrated that 
the creation of the trust did not require a gift and/or sale to that trust of the interest in the FLP or 
FLLC for state law property purposes or for tax purposes.  Furthermore, as noted above, a sale 
or gift of an interest in a leveraged entity to such a trust should have an economic risk/reward to 
the trust.  The value of the assets could depreciate below the value of the note.  Depending upon 
the size of the transaction, 10% equity may represent real risk in comparison to the reward of the 
leverage.  One percent equity may not. A detailed discussion of strategies and best practices for 
ensuring that discounts will be upheld against attack under the Step Transaction Doctrine is 
outside the scope of this paper.

44 See Donald P. DiCarlo, Jr., “What Estate Planners Need to Know About the Step Transaction Doctrine,” 
45 Real Prop. Tr. & Est. L.J. 355 (Summer 2010).  

45 See United States v. Bess, 357 U.S. 51 (1958); Morgan v. Commissioner, 309 U.S. 78 (1940).



Chapter 1—Some of the Best Creative Tax Planning Techniques for Trusts©

 1–6020th Annual Oregon Tax Institute

If the assets decrease in value, the gift tax exemption 
equivalent may not be recoverable.

If a trust’s assets decrease in value, the gift tax exemption equivalent is not recovered 
unless the trust assets can be pulled back into the gross estate at death.  Consequently, it is almost 
always advisable to include provisions that make it possible to toggle on gross estate inclusion, 
should that be desirable.45F

46

There may be gain recognition considerations with respect 
to the note receivable or note payable that may exist with 
the grantor trust as the death of the donor, but not with the
LAIDGT technique (see infra Section IV.A.3.a.(12)(b) for
a discussion of the LAIDGT technique).

Under the facts of Revenue Ruling 85-13, a grantor of a trust purchases all of the assets 
of that trust in consideration for an unsecured promissory note.  The purchase is done in a manner 
that makes the trust a grantor trust.  The key issue to be decided by the IRS in the revenue ruling 
is as follows:

To the extent that a grantor is treated as the owner of a trust, whether the trust will 
be recognized as a separate taxpayer capable of entering into a sales transaction 
with the grantor.

The IRS determined that for income tax purposes the trust was not capable of entering
into a sales transaction with the grantor as a separate taxpayer.  The Revenue Ruling then cited 
some old cases for the common sense proposition that a taxpayer cannot enter into transactions 
with himself for income tax purposes and have it recognized.  The trust would not be capable of 
entering into a sales transaction for income tax purposes as a separate taxpayer until the moment 
of the grantor’s death.  For income tax purposes, the trust itself is not created and recognized as 
a separate taxpayer until the moment of the death of the grantor.

If a grantor sells low basis assets to a grantor trust for a note, and if there is an outstanding 
note receivable at death that exceeds the basis of the assets that were sold, is there a capital gains 
transaction at death when the grantor trust converts into a trust that is for the first time recognized 
for income tax purposes?  The grantor’s death is the event, for income tax purposes, that first 
causes the asset contribution to the trust to be recognized and first causes the sale of certain of 
those assets to the trust for a note to be recognized.  Consider the following analogous example:  
a decedent directs in his will that his executor contributes certain assets to a trust and sell certain 
assets to that trust.  There would not be any income taxes to the decedent’s estate with that sale.  
Is that the proper analysis when there is an outstanding receivable from a grantor trust at the 

46 For more on gross estate toggling planning, see Bramwell and Mullen, “Toggling Gross Estate Inclusion 
On and Off:  A Powerful Strategy,” Estate Planning, Vol. 44, No. 3 (2017).
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grantor’s death?  There is no definitive authority on that question and there is a debate among 
the commentators as to the correct assumption.46F

47

To the extent this is a concern, the note could be paid in-kind by the trust before the death 
of the grantor (perhaps with a low basis asset that will receive a basis step-up on the death of the
grantor).  Also, if this is a concern, it could be mitigated by the trustee of the grantor trust 
borrowing cash from a third party lender and using that cash to eliminate the note owed by the 
trust to the grantor.  The grantor could then use that cash to buy the lowest basis assets owned 
by the trust.  The trustee of the trust could then use the cash it received from the grantor for its 
purchase of the lowest basis assets to retire its third party lender debt.

There may be income realization considerations with 
respect to a note payable that may exist with the grantor 
trust at the death of the door.

If a grantor purchases a low basis asset from a grantor trust, what is the trust’s basis in 
any note payable to the trust by the decedent grantor at the moment of death?  The grantor’s 
death is the event, for income tax purposes, that first causes the asset contribution to the trust to 
be recognized and first causes the purchase of certain of those assets to the trust for a note to be 
recognized.  Consider the following analogous example:  a decedent directs in his will that the 
executor creates a trust with part of the assets of his estate.  The decedent then directs that the 
executor purchases certain of those assets from the trust with a note.  The decedent finally directs 
the executor to pay the note with other assets of his estate.  There would not be any income taxes 
recognized by the trust with that payment.  Is that the proper analysis in determining the tax 
consequences of a payment of a note payable to a grantor trust upon the grantor’s death, which 
is the moment when all of the transactions are first recognized for income tax purposes?  Again, 
there is no definitive authority on what the trust’s basis in a note payable to the trust is at the 
moment of death, and the possibility exists that a court could find that the basis of the note is 
equal to the basis of the trust assets sold to the grantor at the time of the purchase. The 
consequences of repaying a note issued to a grantor trust after grantor trust status turns off are 
discussed in detail below in this paper.

47 Compare Cantrell, Gains is Realized at Death, TR. & ESTS. 20 (Feb. 2010) and Dunn & Handler, Tax 
Consequences of Outstanding Trust Liabilities When Grantor Status Terminates, 95 J. TAX’N (July 2001) with 
Gans & Blattmachr, No Gain at Death, TR. & ESTS. 34 (Feb. 2010); Manning & Hirsch, Deferred Payment Sales to 
Grantor Trust, GRATs, and Net Gifts; Income and Transfer Tax Elements, 24 TAX MGMT. EST., GIFTS & TR. J. 3
(1999); Hatcher & Manigault, Using Beneficiary Guarantees in Defective Grantor Trusts, 92 J. TAX’N 152, 161-64 
(2000); Blattmachr, Gans & Jacobson, Income Tax Effects of Termination of Grantor Trust Status by Reason of the 
Grantor’s Death, 97 J. TAX’N 149 (Sept. 2002).

It should be noted that in addressing the relevance of Reg. §§ 1.1001-2(c) Ex. 5, Madorin, 84 T.C. 667 
(1985) and Rev. Rul. 77-402, the author(s) of CCA 200923024 observed:

“We would also note that the rule set forth in these authorities is narrow, insofar as it only 
affects inter vivos lapses of grantor trust status, not that caused by the death of the owner which is 
generally not treated as an income tax event.” (emphasis added).
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To the extent this is a concern, it could be mitigated by the grantor borrowing cash from 
a third party lender and using that cash to eliminate the note owed to the trust.  At a later time, 
perhaps after the trust is converted to a complex trust for income tax purposes, the grantor (or 
his executor) could borrow the cash from the trust and pay the third party lender.  If the trust, at 
that later time, does loan cash to the grantor or the executor of the grantor’s estate, the trust’s 
basis in that note should be equal to the cash that is loaned.

On the death of the grantor there will be no step-up in basis 
in the assets owned by the grantor trust.

The IRS may contest the valuation of any assets that are 
hard to value that are donated to a grantor trust or are sold 
to such a trust.

(a) The problem and a probable solution: defined
allocation transfers.

The IRS will almost always scrutinize significant transfers of “hard to value” assets. 
Reasonable people (and, of course, unreasonable people) can differ on the value of certain assets 
(e.g., a FLP interest).  From the IRS’s point of view, scrutiny of those assets may represent a 
significant revenue opportunity.  One approach that may reduce the chance of an audit of a 
transfer of a hard to value asset, or a gift tax surprise, if an audit does occur, is to utilize a formula 
defined value allocation transfer.47F

48 A formula defined value allocation transfer may increase the 
retained interest of the donor (as in the case of a grantor retained annuity trust); may define the 
portion of the property interest that is transferred or may provide that a defined portion of the 
property transferred passes to a “tax sheltered recipient.”  For example, a transfer may provide
that an undivided part of a “hard to value” asset, which exceeds a defined value of the transferred 
entity interest, will pass either to a grantor retained annuity trust,48F

49 the transferor’s spouse,49F

50

charity50F

51 or a trust in which the grantor has retained an interest that makes the gift incomplete.51F

52

48 See S. Stacy Eastland, “The Art of Donating Your Cake to Your Family and Eating It Too:  Current Gift 
Planning Opportunities Using Strings That Are Not Considered Attached by the Donor” 47th Annual Heckerling 
Institute on Estate Planning ¶ 602.2[c]5 (June, 2013).

49 E.g., the excess could be transferred to a grantor retained annuity trust under IRC Section 2702 that is 
nearly “zeroed out” with respect to the grantor and uses the required revaluation clause in the trust agreement with 
respect to a retained annuity.

50 E.g., the excess could be transferred to a spouse or a marital deduction trust pursuant to a formula marital 
deduction clause.

51 E.g., the excess could be transferred to a charity.  See McCord v. Commissioner, 120 T.C. 358 (2003); 
Estate of Christianson v. Commissioner, 130 T.C. 1 (2008), aff’d 586 F.3d 1061 (8th Cir. 2009); Hendrix v. 
Commissioner, T.C. Memo 2011-133, 101 T.C.M. (CCH) 1642; Estate of Petter v. Commissioner, T.C. Memo 
2009-280, 99 T.C.M. (CCH) 534.

52 David A. Handler & Deborah V. Dunn, “The LPA Lid:  A New Way to ‘Contain’ Gift Revaluations,” 
27 Estate Planning 206 (June 2000).
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A discussion of formula valuation clauses is outside the scope of this paper.  Taxpayers 
who employ them during lifetime should be aware that even if a formula clause is successful in 
defining the value of a gift, the formula clause leaves open for future IRS challenge the amount 
of property transferred.52F

53

(b) Contribution of a leveraged LLC interest to a
Grantor Trust (“LAIDGT” technique).

In order to protect against a note in the SIDGT technique being declared a disguised 
retention of an equity interest in a trust under equitable tax principles, and to create basis 
enhancing opportunities that do not exist with the SIDGT technique, a donor may wish to instead 
create a leveraged entity in which he retains a convertible note and transfers the non-managing 
equity interest in that entity to a grantor trust.  This technique is the LAIDGT.  Consider the 
following example.

Example 5:  Cam Compatible Creates a Leveraged Single Member LLC with a
Convertible Note and Then Contributes His Non-Managing Interests to a Grantor Trust

Cam Compatible owns $150,000,000 in financial assets.  Cam and affiliates (who are 
not recognized for income tax purposes) contribute $150,000,000 in assets to a FLLC and 
receive a 0.1% Class A managing member interest, a 0.99% Class B managing member interest, 
a 99% non-managing member interest and a $135,000,000 convertible note (Transaction 1). 
The note could be converted at any time at the option of the holder to that number of Compatible, 
FLLC non-managing member interests that are equal in value to the then outstanding principal 
of the note.  The note could have a mandatory conversion feature at the death of the holder of 
the note.  In a separate, independent and distinct transaction (Transaction 2) Cam contributes 
his 99% non-managing member interest to a grantor trust.  The terms of the trust treat his wife, 
Carolyn, as the discretionary beneficiary and give her certain powers of appointment over the 
trust.

Due to considerations with respect to retaining entity distribution, amendment and 
liquidation powers, Cam could retain the 0.01% Class A managing member interest and transfer 
the 0.99% Class B managing member interest.  The Class A managing member interests would 
control all entity managing member decisions, including investment management decisions that 
are not delegated to the Class B managing member interest.  The Class B managing member 
interests would control all distribution, amendment and liquidation decisions.

Cam could give his Class B managing member interest to a grantor trust in which the 
initial trustee is an advisor or family member he trusts.  Cam could have the power to replace 
the trustee of that donee trust with a new trustee, as long as the replacement trustee is not related 
or subservient.  Assuming a 25.5% valuation discount for the transferred member interests, the 
technique is illustrated below:

53 For an explanation of why formula clauses fail to achieve finality, see the Bramwell and Dillion, “Not 
Another Wandry Article:  Real Issue with Wandry Formulas,” 41 Estate Planning (May 2014).
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Income tax and basis enhancing advantages of the 
technique.

(a) The LAIDGT has all of the income tax and basis
enhancing advantages of the SIDGT technique and
additional advantages that are unique to retaining a
convertible note from a single member FLLC.

IRC Sections 671 through 677 contain rules under which the grantor of a trust will be 
treated as the owner of all or any portion of that trust, referred to as a “grantor trust.”  If a grantor 
retains certain powers over a trust, it will cause the trust to be treated as a grantor trust.  If the 
grantor is treated as the owner of any portion of a trust, IRC Section 671 provides that those 
items of income, deductions, and credits against the tax of the trust that are attributable to that 
portion of the trust are to be included in computing the taxable income and credits of the grantor 
to the extent that such items will be taken into account in computing the taxable income or credits 
of an individual.  An item of income, deduction or credit included under IRC Section 671 in 
computing the taxable income and credits of the grantor is treated as if received or paid directly 
to the grantor.53F

54 Thus, if the private investor contributes assets to an IDGT, the assets will grow 
(from the point of view of the trust beneficiaries) income-tax free.  Furthermore, the IRS now 
agrees that there is no additional gift tax liability, if the private investor continues to be subject 
to income taxes on the trust assets and there is no right of reimbursement from the trust.54F

55 If a 

54 Treas. Reg. § 1.671-2(c).
55 See Rev. Rul. 2004-64, 2004-2 C.B. 7.
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limited liability company is owned by the grantor and/or grantor trusts all of these concepts also 
apply.  In addition, because of IRS regulations, it is clear that all donor activities with a single 
member LLC (including sales and purchases) are disregarded for income tax purposes.  See the 
discussion infra Section IV.A.3.a.(13)(b).

Under Rev. Rul. 85-13,55F

56 a grantor is treated as the owner of trust assets for federal 
income tax purposes to the extent the grantor is treated as the owner of any portion of the trust 
under IRC Section 671-77.  In that ruling, it was held that a transfer of trust assets to the grantor 
in exchange for the grantor’s unsecured promissory note is not recognized as a sale for federal 
income tax purposes.56F

57

Similarly, if the grantor is treated as the owner of the trust property and transfers property 
into the trust in exchange for property previously held by the trust, such transfer will not be 
recognized as a sale, exchange or disposition for federal income tax purposes.57F

58 Thus, no gain 
or loss is realized by the grantor or the trust.  The basis of the property transferred into the trust 
is unaffected by the transfer, and neither the grantor or the trust acquires a cost basis in the assets 
transferred from or to the trust.

It is possible to design a grantor trust, or a single member FLLC, that is defective for 
income tax purposes (e.g., a retained power to substitute assets of the trust for assets of equivalent 
value), but is not defective for transfer tax purposes.  In comparison to discounting or freezing a 
client’s net worth, over periods of 20 years or more, the effect of the donor paying the income 
taxes of a grantor trust is generally the most effective wealth transfer technique.

(b) There is greater authority that a sale to a single
member FLLC in the LAIDGT technique will be
treated as a non-taxable sale to a disregarded entity
for income tax purposes than there is for a sale to a
grantor trust in the SIDGT technique.

It is clear that a single member FLLC is disregarded for all income tax purposes, 
including all single member activities (e.g., sales and purchases with the single member 
FLLC).58F

59 In Rothstein v. Commissioner59F

60 the Second Circuit ruled that a purchase from a 
grantor trust is not ignored because the phrase under IRC Section 671 “shall be treated as the 
owner of the trust assets” only applies for purposes of including the trust’s income and deductions 

56 Rev. Rul. 85-13, 1985-1 C.B. 184.
57 See also, P.L.R. 9146025 (Aug. 14, 1991) (finding that transfer of stock to grantor by trustees of grantor 

trust in satisfaction of payments due grantor under the terms of the trust does not constitute a sale or exchange of 
the stock).

58 See P.L.R. 9010065 (Dec. 13, 1989).
59 See Treas. Reg. § 301.7701-3(a); Treas. Reg. § 301.7701-3(b)(1)(ii) and Treas. Reg. § 301.7701-2(a).
60 Rothstein v. Commissioner, 735 F.2d 704 (2nd Cir. 1984).
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and does not address donor activities (including sales and purchases) with respect to that trust. 
See also the commentaries of Mark Asher60F

61 and Jeff Pennell.61F

62 As noted above in Rev. Rul. 85-
13, however, the IRS announced that it would not follow Rothstein.62F

63

(c) The potential basis enhancing advantages of the
donor swapping his high basis assets for the
income tax disregarded entity’s low basis assets.

(i) The low basis assets, if retained by the
grantor, will receive a basis step-up on the
grantor’s death.

(ii) If the low basis assets are sold by the
grantor before his or her death the cost of
the capital gains taxes will be borne by the
grantor (just as they would have been if the
assets had been sold by the grantor trust or
a disregarded single member FLLC).

(iii) The principal and interest of the donor’s
retained note may be paid with either cash
or in kind.  there will not be any income tax
consequences with in kind payments, if the
grantor trust or single member FLLC
remains a disregarded entity.

If low basis assets owned by the disregarded entity are used to make some of those in 
kind payments, and if those low basis assets are retained by the grantor until the grantor’s death, 
there will be a step-up in basis of those assets on the grantor’s death under IRC Section 1014.

(d) Considerations of the swap technique.

The grantor may not have any high basis assets, or cash, to swap.  If that is the case, 
consider a recourse third party loan of cash to the grantor from a third party lender.  (While it 
may be tempting for the donor to simply purchase low basis assets from the disregarded entity, 
it is not clear what the disregarded entity’s basis in the note is – the note’s basis may be only 

61 Mark L. Asher, When to Ignore Grantor Trusts:  The Precedents, a Proposal, and a Prediction, 41 Tax. L. 
Rev. 253 (1986).

62 Jeffrey N. Pennell, “(Mis) Conceptions About Grantor Trusts,” 50th Annual Southern Federal Tax 
Institute.

63 To the extent that the IRS can distinguish Rev. Rul. 85-13, Rothstein makes it possible for the IRS to 
argue that a trust treated as owned by another person is not disregarded for all tax purposes.  This concern arises, 
for example, in the case of a BDOT, as discussed later in this paper.  The use of a single-member FLLC may help 
alleviate this concern.
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equal to the basis of the purchased assets and capital gains consequences could accrue to the trust 
when the note is paid.)  The grantor could then use that cash to swap for the low basis asset.  The 
grantor trust may then be converted to a complex non-grantor trust.  At a later time, in an 
independent transaction, the grantor could borrow the high basis cash from the trust with a long-
term, recourse note that is unsecured and use that cash to pay the principal of the third party loan.

Consider the following illustrated example:

Hypothetical Transaction 1:

Neal Navigator borrows cash from Third Party Bank and uses that cash to purchase low 
basis assets from Holdco FLLC, which is 99% owned by a grantor trust.  Neal will be personally 
liable on the bank loan.  Holdco FLLC could guarantee the bank’s loan to Neal.

Hypothetical Transaction 1 is illustrated below:

Hypothetical Transaction 2:

Neal Navigator could continue to borrow from Third Party Bank.  Or, in a few years, 
because he would like the flexibility of a recourse, unsecured long-term note, or because interest 
rates have moved, or because of some other financial reason, he could borrow cash from Holdco 
FLLC to extinguish the Third Party Bank note. 

The recourse, unsecured long-term note with Holdco FLLC will be at a fair market 
interest rate that is much higher than the AFR.  Neal will be personally liable on the note owed 
to Holdco FLLC.

Holdco FLLC’s basis in the new recourse, unsecured note may be equal to the cash that 
is loaned.



Chapter 1—Some of the Best Creative Tax Planning Techniques for Trusts©

 1–6820th Annual Oregon Tax Institute

Hypothetical Transaction 2 is illustrated below:

Hypothetical Transaction 3:

Upon the death of Neal Navigator, the estate satisfies the note to Holdco FLLC with the 
now high basis assets or cash (if the high basis assets are sold after the death of Neal Navigator). 

Hypothetical Transaction 3 is illustrated below:

The retained note in the LAIDGT technique could be 
designed to (i) have a mandatory conversion of the amount 
of non-managing member interests that are equal in value 
to the principal balance of the note at the death of the 
holder of the note, and (ii) before death, at the election of 
the holder, the then outstanding principal of the note could 
be converted to that amount of non-managing member 
interests that are equal in value to that outstanding 
principal.

There are several advantages in making the note convertible as described above.

(a) When the note is converted, that act of conversion
does not trigger sale treatment. See Revenue
Ruling 72-265.
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(b) IRC Section 754 elective basis increase in
underlying assets.

If there is automatic conversion at the moment of death, an IRC Section 754 Election 
could be made either at the moment of death or at a later time when certain non-managing 
interests are purchased in order to finance the payment of estate taxes.  In that fashion, certain of 
the then assets of the FLLC may receive a basis step-up.

It should be noted that this basis enhancing advantage also exists with the classic 
preferred interest freeze in which the taxpayer retains a preferred interest and transfers the growth 
interest to his descendants.  However, in the preferred interest freeze the coupon is generally 
much higher than the AFR interest rate in order to have the fair market value of the preferred to 
equal the par value of the preferred.  See Rev. Rul. 83-120.

(c) Support for position regarding valuation of note.

The conversion feature will support the argument that the principal of the note is equal 
to its value.

(d) Additional investment flexibility for holder.

The conversion feature will give the holder of the note additional flexibility to increase 
his or her future equity exposure.

(e) Ability to turn disregarded entity status on and off.

The disregarded entity status of the FLLC, for income tax purposes, can be easily turned 
on or off by admitting or redeeming other owners who are not grantor trusts.

There may need to be substantive equity in the trust from 
prior gifts (is 10% equity enough?) before the sale is made 
in the SIDGT technique in order for the note not to be 
treated as a retained interest in the trust under Equitable 
Tax Principles.  That consideration may not exist with the
LAIDGT technique.

The note needs to be treated as a note for tax purposes.  Generally, estate and gift tax law 
follows state property law.63F

64 Thus, there needs to be a strong likelihood that the note will be 
paid and the capitalization of the trust in the SIDGT technique should not be too “thin.”64F

65 If the 

64 See United States v. Bess, 357 U.S. 51 (1958); Morgan v. Commissioner, 309 U.S. 78 (1940).
65 In the corporate context see IRC Section 385(b); Miller v. Commissioner, T.C. Memo 1996-3, 71 T.C.M.

(CCH) 1674; see also IRC Section 385 (titled “Treatment of Certain Interests in Corporations as Stock or 
Indebtedness”); Notice 94-47, 1994–1 C.B. 357.  See also, Staff of the Joint Committee on Taxation, “Federal 
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assets of the trust in the SIDGT technique are almost equal to the value of the note, the note may 
not be considered a note under equitable tax principles, but rather a disguised interest in the trust. 
If the note is considered a disguised interest in the trust, the provisions of the trust and the note 
may not satisfy the requirements of IRC Section 2702 and, thus, all of the assets of the trust could 
be considered as having been given to the donees without any offsetting consideration for the 
value of the note.  If the note is considered a disguised retained beneficial interest in the trust, 
instead of a note, the IRS may take the position that IRC Sections 2036 and/or 2038 apply on the 
death of the taxpayer.65F

66 Based on a private letter ruling in 199566F

67 and the statutory make-up of 
IRC Section 2701, many practitioners and commentators seem to be comfortable with leverage 
that does not exceed 90%.67F

68 In the LAIDGT, since the note is accruing from the FLLC, and not 
the trust, the “retaining a trust interest” consideration of the SIDGT technique may be avoided. 
If there is too much leverage with the LAIDGT technique part of the note will be reconstituted 
as equity in the FLLC and the disappointment will be that not as much equity will be transferred 
by gift to the recipient trust.  Secondly, because the note is convertible in the LAIDGT technique, 
there is a stronger argument that at all times the note will be repaid.

Income Tax Aspects of Corporate Financial Structures,” JCS-1-89, at 35-37 91989), noting that various courts have 
determined that the following features, among others, are characteristic of debt:

1) a written unconditional promise to pay on demand or on a specific date a sum certain in money
in return for an adequate consideration in money or money’s worth, and to pay a fixed rate of 
interest; 2) a preference over, or lack of subordination to, other interests in the corporation; 3) a 
relatively low corporate debt to equity ratio; 4) the lack of convertibility into the stock of the 
corporation; 5) independence between the holdings of the stock of the corporation and the holdings 
of the interest in question; 6) an intent of the parties to create a creditor-debtor relationship; 7) 
principal and interest payments that are not subject to the risks of the corporation’s business; 8) the 
existence of security to ensure the payment of interest and principal, including sinking fund 
arrangements, if appropriate; 9) the existence of rights of enforcement and default remedies; 10) 
an expectation of repayment; 11) the holder’s lack of voting and management rights (except in the 
case of default or similar circumstance); 12) the availability of other credit sources at similar terms; 
13) the ability to freely transfer the debt obligation; 14) interest payments that are not contingent
on or subject to management of board of directors’ discretion; and 15) the labelling and financial
statement classification of the instrument as debt.  Some of these criteria are the same as those
specified in §385, but this elaboration is a more extensive summary of the factors applicable in
making the determination.

See also the discussion of what constitutes a valid indebtedness in Todd v. Comm'r., T.C. Memo 2011-
123, aff’d per curiam 486 Fed. App. 423 (5th Cir. 2012).

66 The IRS made that argument in Karmazin (T.C. Docket No. 2127-03, 2003), but the case was settled on 
terms favorable to the taxpayer.  In Dallas v. Commissioner (T.C. Memo 2006-72) the IRS originally made that 
argument, but dropped the argument before trial.  The IRS also made that argument in two docketed cases, Estate 
of Donald Woelbing v. Commissioner (Docket No. 30261-13) and Estate of Marion Woelbing v. Commissioner
(Docket No. 30260-13), but the case was settled.  Also see Bixby v. Commissioner, 58 TC 757 (1972) in which the 
full Tax Court, in a highly leveraged sale to a trust, recast the seller as a beneficiary of the trust for income tax 
purposes.  While this is an income tax case, there is a similar analysis for IRC Section 677 purposes and IRC Section 
2036 purposes.

67 PLR 9535026 (May 31, 1995).
68 See Martin Shenkman, “Role of Guarantees and Seed Gifts in Family Installment Sales,” 37 Estate 

Planning 3 (Nov. 2010).
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There may be capital gains considerations with respect to 
the note receivables and/or note payables that may exist 
with the grantor trust at the death of the donor under the
SIDGT technique, but not with the LAIDGT technique 
with a convertible note that converts at the death of the 
holder. See supra Section IV.A.3.a.(14).

Transfer tax advantages of the LAIDGT.

(a) The LAIDGT technique has all of the transfer tax
advantages of the SIDGT technique.

(b) The LAIDGT technique can be used to transfer
assets from one grantor trust to another when there
may be generation-skipping advantages or other
advantages in making that transfer.

Consider the following example:

Example 6:  A Transferor of a Grantor Trust for His Children (Trust A) Would
Like to Indirectly Transfer Some of the Growth of the Assets in Trust A to a

Grantor Trust for the Benefit of His Children and Future Descendants (Trust B)

Granny Goldentouch (age 60) has created many successful GRATs through the years 
that have resulted in grantor trusts for each of her two children and each trust has a value of 
$40,000,000 (Trust A).  Granny has $10,000,000 in exemption available for gift to dynasty trusts 
that are grantor trusts. Granny contributes $5,000,000 each to two dynasty trusts for each of 
her two grandchildren and their respective descendants (Trust B).  Each trust could contribute 
$5,000,000 to an LLC.  The respective Trust A trusts could sell its assets to the LLC that is owned 
by the respective dynasty trusts. Granny still has $75,000,000 in assets after the gifts and plans 
to spend (inflation adjusted) $1,250,000.

Granny asks her attorney, Pam Planner, what would be the result in 25 years of this plan. 
Granny asks Pam to assume the assets will earn 7.4% annual return pre-tax (2% of the return 
will be taxed at ordinary rates and 5.4% of the return will be taxed at capital gains rates with a 
30% turnover rate).

The example is illustrated below:
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In 25 years, under the above assumptions, assuming the AFR on the notes and refinanced 
notes equals 2%, $353,203,114 in assets will be owned by the grantor dynasty trusts.  See the 
table below and attached Schedule 5.

Table 5

B. Borrowing from a Grantor Trust.

As discussed below, a grantor may wish to borrow funds from a grantor trust.  The 
reasons for doing so and the associated risks are discussed below, together with possible 
solutions.

Receives $40mm
9-Year Convertible Note

(2.08% Interest)

Sells $40mm
in Financial Assets

Receives $40mm
9-Year Convertible Note

(2.08% Interest)

Goldentouch,
LLC

Granny 
Goldentouch

Contributes $5mm
in Financial Assets

Contributes $5mm
in Financial Assets

Gives $5mm in
Financial Assets

Gives $5mm in
Financial Assets

Receives 0.5% Managing &
49.5% Non-Managing

Member Interests

Receives 0.5% Managing &
49.5% Non-Managing

Member Interests

Sells $40mm
in Financial Assets

New GST 
Tax Exempt

Grantor Trust B1

New GST 
Tax Exempt

Grantor Trust B2

Existing
Grantor Trust A1

Existing
Grantor Trust A2

1 1

2 2

3 3

Children
Children and 

Grandchildren
Direct
Cost

Investment 
Opportunity 

Cost
Direct
Cost

Investment 
Opportunity 

Cost

Embedded
Capital

Gains Tax
Liability

IRS
Estate Tax 
(at 40.0%) Total

25-Year Future Values

$504,996,444 $9,020,000 $42,697,205 $62,000,386 $148,996,173 $177,366,284 $11,465,273 $26,543,030

$178,344,003 $353,703,114 $42,697,205 $62,000,386 $149,610,384 $177,366,284 $12,898,432 $6,464,986

Present Values (discounted at 2.5%)

$272,390,329 $4,865,303 $23,030,471 $33,442,425 $80,367,133 $95,669,704 $6,184,260 $14,317,060

$96,197,077 $190,784,131 $23,030,471 $33,442,425 $80,698,433 $95,669,704 $6,957,293 $3,487,153

Goldentouch Beneficiaries Consumption IRS Income Tax Tax Liability of Estate

No Further 
Planning

Hypothetical 
Technique

No Further 
Planning

Hypothetical 
Technique

$514,016,444

$532,047,117

$277,255,633

$286,981,208

$983,084,793

$983,084,793 

$530,266,686

$530,266,686

$56,472,895

$56,472,895

$176,036,838

$176,368,137

$20,501,321

$10,444,446

$104,697,591

$104,697,591

$326,362,456

$326,976,667

$38,008,303

$19,363,419
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1. Reasons to borrow from a grantor trust.

There are several reasons that a grantor may wish to borrow from a grantor trust.  These 
strategies have gift, estate, and/or income tax risks.

a. Source of liquidity.

A grantor may borrow from a grantor trust for the straightforward reason that the grantor 
seeks additional liquidity.  It may be easier, less time-consuming, or less costly for the grantor 
to borrow from a trust created by the grantor than from a third party, such as a bank.

b. Financing payment of income taxes.

As discussed above, grantor trust status permits the grantor to pay income taxes on 
grantor trust income, so that the trust can earn tax-free returns, even as the grantor’s own wealth 
is depleted by the payment of income taxes.  The grantor may wish to borrow from the trust in 
order to finance the grantor’s payment of income taxes on the trust’s income.

State law or the governing instrument frequently authorizes the trustee of a grantor trust 
to reimburse the grantor for the income taxes on trust income.68F

69 The IRS has ruled that the mere 
existence of such a power, if discretionary with a trustee who is not related or subordinate to the 
grantor, will not cause the trust to be included in the grantor’s gross estate under IRC Section
2036(a)(1).69F

70 The existence of the power, combined with other circumstances, may, however, 
cause the trust to become subject to estate tax at the grantor’s death.  Cautious practitioners, 
therefore, often advise against reimbursing the grantor.  Some even draft trust instruments that 
forbid reimbursement altogether.  Borrowing from the grantor trust may be an alternative to 
reimbursement when reimbursement may be prohibited or risky.  In addition, if the grantor’s 
debt obligation is either repaid during lifetime or deducted for estate tax purposes under IRC 
Section 2053(a)(3), borrowing is more efficient than reimbursing, as it avoids leakage of trust 
assets from the trust to the grantor.

c. Borrowing without income tax on interest.

A possible advantage of the grantor borrowing from a grantor trust is that the loan to the 
grantor will be ignored for income tax purposes under Rev. Rul. 85-13.  Thus, the trust will not 
be subject to tax on interest income (and the grantor will not have an interest deduction).  If 
instead the grantor borrows from an individual member of the grantor’s family, the lender would 

69 See, e.g., New York’s Estates, Powers and Trusts Law (“NY EPTL”) 7-1.11 (authorizing reimbursement 
to the creator of the trust out of principal an amount equal to the any income taxes on any portion of the trust 
principal with which the creator is charged).

70 Rev. Rul. 2004-64. A problem exists if the discretionary power to reimburse would give the grantor’s 
creditors rights in the trust property under state law.  Many states have enacted statutes preventing this.  See, e.g., 
New York’s Estates, Powers and Trusts Law (“NY EPTL”) 7-3.1(d).
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have interest income on the loan.  If the interest is classified as personal interest under IRC 
Section 163(h), the borrower would not have a corresponding interest deduction.

d. Turning on grantor trust status.

Borrowing from a non-grantor trust may turn on grantor trust status. Under IRC Section
675(3), the grantor of a trust is treated as the owner of any portion of a trust with respect to which 
the grantor has borrowed the corpus or income in any year in which the loan is outstanding for 
any portion of the year.  An exception applies if the loan was made by a trustee, other than the 
grantor or a related or subordinate party, and the loan provided for adequate interest and 
security.70F

71 Even if the grantor repays the loan entirely before the end of the year, the grantor is 
still treated as the owner for the entire year.71F

72 IRC Section 675(3) may also cause grantor trust 
status for the entire year, even though the loan was not in existence at the beginning of the year.72F

73

Portion owned. 

If the grantor wishes to turn on grantor trust status through an actual borrowing, an 
important question is what portion is treated as owned by the grantor as a result of the borrowing. 
The IRS has taken the position in litigation that any borrowing causes the entire trust to be treated 
as owned by the grantor. 73F

74 The Tax Court, however, has instead applied a formula approach, at 
least in one set of circumstances. 74F

75

Using IRC Section 675(3) to acquire appreciated assets
from a non-grantor trust to use to make charitable gifts.

The grantor of a non-grantor trust may want to use an appreciated asset held by the trust 
to make a gift to charity.  If the grantor purchases the asset for cash, the trust would recognize 
gain.  If the grantor purchases the asset for an unsecured note, there will be no gain recognition 
because the purchase turns the trust into a grantor trust, at least to the extent of the purchased 
property and the note used to purchase it.75F

76

71 IRC § 675(3); Treas. Reg. § 1.675-1(b)(3).
72 Rev. Rul. 86-82.
73 Mau v. U.S., 355 F. Supp. 909 (D. Hawaii 1973).
74 Benson v. Comm’r, 76 T.C. 1040, 1045 (1981) (“It is best to wait for a case clearly presenting the 

problem to analyze fully respondent's ‘entire trust’ contention.”); Bennett v. Comm'r, 79 TC 470 (1982) (“We reject 
respondent's contention that the grantor is taxable on all the trust income whenever he borrows any of such income”).

75 Bennett v. Comm'r, 79 TC 470 (1982).  In Bennett, the portion owned by the grantor was equal to a 
fraction equal to the loan balances on the last day of the taxable year, divided by the total trust income for the years 
when the loans were outstanding.

76 IRC § 675(3); Rothstein v. Comm’r, 735 F.2d 704 (2nd Cir. 1984); Rev. Rul. 85-13.  The Rothstein case 
treated the sale for a note as both a borrowing under IRC Sec. 675(3) and a sale in which the grantor received a cost 
basis in the purchased assets and the trust realized gain that was in turn reportable by the grantor under IRC Sec. 
671. The trust’s gain, however, was reported on the installment basis under IRC Sec. 453, so the transaction was
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e. “Reverse” installment sale to lock in estate tax exclusion before it
expires.

The gift and estate tax exclusion amount is currently $11,580,000, indexed for inflation, 
but reverts to $5 million, plus inflation adjustments, after 2025.76F

77 Under regulations 
promulgated by the IRS and the Treasury Department, a taxable gift before 2026 must use up
the entire enhanced exclusion amount to have the effect of preserving the benefit of the enhanced 
exclusion after 2025.77F

78 Taxpayers unwilling to part with assets in order to use up the enhanced 
exclusion could instead make an initial gift, but then purchase the assets back from the trust in 
exchange for a note.  In this manner, the grantor could use up the enhanced exclusion yet 
effectively retain ownership of all of his or her assets.  If the trust is a grantor trust, no gain or 
loss would be recognized on the purchase, and any interest on the note would not be subject to 
tax.  Care should be taken to make sure the IRS has no basis for taking the position that the note 
is not a real note. For instance, a taxpayer with $15,000,000 in assets could create a single 
member LLC with a $11,580,000 preferred interest in a 6% coupon with most of the rest of her 
assets contributed for a growth interest.  The taxpayer could gift the preferred interest to a grantor 
trust after obtaining a qualified appraisal confirming its fair market value. Assuming the 
preferred interest is properly structured, IRC Section 2701 will not apply because the taxpayer 
does not transfer any interest in the LLC that is “subordinate” to the interests retained by the 
taxpayer. At a later date, the taxpayer could purchase most of the preferred interest from the 
trust in exchange for a note that pays interest at the AFR. The transfer and repurchase of the 
preferred interest should be separate and independent transactions. 

f. Guarantee favorable, stable returns to grantor trust.

A grantor may wish to borrow money from an irrevocable grantor trust in order to provide 
the trust with a favorable rate of return on investments, so that assets can grow during the 
grantor’s lifetime free of further gift or estate tax.  For example, the grantor could borrow low-
income producing assets, such as cash, in exchange for an unsecured note paying interest 
comparable to rates for junk bonds or other high-yield investments if that interest rate is equal to 
a fair market value rate.  The hoped-for outcome is that the grantor’s payment of the interest and 
principal will cause the trust to earn a higher rate of return than it otherwise could, but without 
the grantor being deemed to make a taxable gift. See the discussion infra at IV(B)(2)(a).

2. Gift tax risks of borrowing from a grantor trust.

Both the grantor and the beneficiaries have potential gift tax risks if the grantor borrows 
from an irrevocable trust.

not an immediate “wash”.  Rev. Rul. 85-13 has effectively superseded Rothstein on the question of gain realization, 
but the case still supports the proposition that a sale for a note is a borrowing that “turns on” grantor trust status.

77 IRC § 2010(c)(3)(C).
78 Treas. Reg. § 20.2010-1(c). See T.D. 9984 (Nov. 26, 2019).
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a. Gift tax risks to borrower.

If the grantor borrows from an irrevocable trust, the borrowing will not be treated as a 
gift by the grantor for gift tax purposes, provided that the value of the grantor’s obligation to 
repay is no greater than the borrowed cash.78F

79 Normally, the grantor will not be treated as making 
a gift so long as the face amount of the obligation is equal to the borrowed cash.  The value of a 
note, however, is determined in part by comparing the interest rate on the note to the prevailing 
interest rates on the market.79F

80 In theory, therefore, an excessively generous interest rate payable 
to the grantor trust could cause the grantor to be treated as having made a taxable gift at the time 
of the borrowing.

For gift tax purposes, a gift occurs, if at all, when a binding promise is made rather than 
when the obligation is satisfied.80F

81 Thus, the grantor’s repayment of a loan from a grantor trust 
is not treated as a gift for gift tax purposes.

b. Gift tax risks to beneficiaries.

A trustee who makes a loan on favorable terms to the grantor – such as if the loan is 
unsecured or bears interest at low rate – may breach the trustee’s duties to the beneficiaries, such 
as the duties of loyalty and prudence.  The beneficiaries, in turn, may have a claim of breach of 
fiduciary duty against the trustee.  Remedies may include voiding the transaction.  Beneficiaries 
who fail to assert a claim for breach of fiduciary duty, and instead consent to or acquiesce in the 
loan, could conceivably be making an indirect gift to the grantor by permitting the value of their 
beneficial interests to be impaired by the loan.81F

82

3. Estate tax risks of borrowing from a grantor trust.

Borrowing from a grantor trust can present estate tax risks.

a. Gross estate inclusion risk.

IRC Section 2036(a)(1) generally provides that property transferred during lifetime is 
included in the decedent’s estate if the decedent retained for life, or for any period which does 

79 IRC § 2512(b); Treas. Reg. § 25.2511-1(g); Treas. Reg. § 25.2512-8.
80 Rev. Rul. 81-286; Blackburn v. Comm’r, 20 T.C. 204 (1953).  If instead the grantor makes a loan to the 

trust, then Section 7872 overrides this principle and provides a hurdle rate of interest in determining the value of 
the note for gift tax purposes.  Frazee v. Comm'r, 98 T.C. 554, 590 (1992); Estate of True v. Comm'r, TC Memo 
2001-167; PLR 9535026; PLR 9408018; see also Joint Committee on Taxation, General Explanation of the Revenue 
Provisions of the Deficit Reduction Act of 1984 at 529 ("[T]he amount of the gift [in the case of a gift loan] is to be 
determined under section 7872 . . . even if the applicable Federal rate is less than a fair market rate).

81 Comm’r v. Copley’s Estate, 194 F.2d 364, 365 (7th Cir. 1952); Harris v. Comm’r, 178 F.2d 861, 864 
(2d Cir. 1949), rev’d on other grounds, 340 U.S. 106 (1950); Rev. Rul. 79-384; Rev. Rul. 84-25.

82 Rev. Rul. 84-105 (holding that a beneficiary makes an indirect gift by acquiescing in a diversion of trust 
property); see also Rev. Rul. 81-264; Rev. Rul. 86-39.
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not in fact end before death (or any period not ascertainable without reference to death), the use, 
possession, right to income, or other enjoyment of the transferred property.  For example, an 
estate inclusion risk may be present if payments under a promissory note given to the grantor in 
exchange for property are related to or determined by reference to the income produced by the 
property.82F

83

A retained interest need not be legally enforceable, though, in order for it to cause 
property transferred during lifetime to be included in the decedent’s estate for estate tax purposes. 
On the contrary, property may be included in the gross estate based on an understanding, express 
or implied, regarding the decedent’s use, possession, or right to income or other enjoyment.83F

84

In the context of a grantor borrowing from an irrevocable trust, the IRS could contend that, if the 
grantor-decedent borrowed on favorable terms, such as at a below-market interest rate, the 
borrowing is evidence of an implied understanding that the grantor would be given the enjoyment 
or right to income of the trust property.84F

85

Many trusts, even those intended to be grantor trusts, have provisions requiring that any 
loan to the grantor or spouse be for adequate interest and security to comply with IRC Sec. 675(2) 
and (3), where the intent is to use specific provisions (power of substitution, power to purchase 
insurance, etc.) to turn grantor trust status on or off without a lending power inadvertently turning 
it on.  Such a provision, if respected by the trustee, should defeat the contention that the grantor 
retained an interest in the trust through the ability to borrow.

IRC Section 7872 rate may not be an IRC Section 2036 
safe harbor.

IRC Section 7872, where it applies, tests the interest rate charged on an individual’s loan 
in order to determine whether it is a below-market loan.  If the loan is below-market gift loan, 
the lender is deemed to make one or more gifts in the form of foregone interest.  A gift loan is a 
below-market loan where the foregoing of interest is in the nature of a gift.  There is no foregone 
interest, however, so long as the rate is at least equal to the applicable federal rate, as determined 
under IRC Section 7872.  In this way, IRC Section 7872 acts as a safe harbor for gift tax 
purposes.85F

86 IRC Section 7872 does not, however, apply to determine whether a decedent 
retained a right to the income or enjoyment of property transferred during lifetime within the 
meaning of IRC Section 2036(a)(1).  The use of the IRC Section 7872 rate, therefore, does not 
protect against an inference that the grantor, by receiving loans on favorable terms, retained the 
right to income or enjoyment of trust property within the meaning of IRC Section 2036(a)(1). 

83 See Fidelity-Philadelphia Trust Co. v. Smith, 356 U.S., 274 (1958).
84 Treas. Reg. § 20.2036-1(c)(1)(i); Rev. Rul. 2004-64; Linderme v. Comm'r, 52 T.C. 305 (1969); Guynn 

v. U.S., 437 F.2d 1148 (4th Cir. 1971); Maxwell v. Comm'r, 3 F.3d 591 (2d Cir. 1993); Reichardt v. Comm'r, 114
T.C. 144 (2000); Kerdolff v. Comm'r, 57 T.C. 643 (1972); Paxton v. Comm'r, 86 T.C. 785 (1986).

85 Cf. Rosen v. Comm’r, T.C. Memo. 2006-115 (applying Section 2036(a)(1) to assets of a family limited 
partnership, in part on the grounds that the decedent received unsecured purported advances).

86 Frazee v. Comm'r, 98 T.C. 554, 590 (1992); Estate of True v. Comm'r, TC Memo 2001-167; PLR 
9535026; PLR 9408018.
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On the contrary, as the IRC Section 7872 rate is typically less than the interest rate that an arms-
length lender would charge, the use of the IRC Section 7872 rate may backfire and increase the 
risk of estate tax on trust assets (although no case or ruling has yet held so). A possible fix is to 
consider the LAIDGT technique.  See the discussion supra Section IV.A.3.a.(14).

Additional IRC Section 2035(a) three-year tail risk.

IRC Section 2035(a) provides that if a decedent relinquished a power during the three-
year period before death, and retention of the power would have caused gross estate inclusion 
under IRC Section 2036(a)(1), then the value of the gross estate shall include the property with 
respect to which the power was released.86F

87 Under this Section, if a loan to the grantor is treated 
as evidence of an understanding that the decedent would retain the right to income or enjoyment 
of trust property under IRC Section 2036(a)(1), then repaying or otherwise cleaning up the loan 
may not prevent gross estate inclusion unless the grantor survives an additional three years.

b. Non-deductibility of estate tax risk.

A grantor who borrows cash or other assets from an irrevocable trust, and dies obligated 
to repay the trust, does not augment his or her estate for estate tax purposes so long as the cash 
or other assets borrowed and included in the grantor’s gross estate is offset by a corresponding 
deduction for the debt obligation.  A deduction is generally allowable under IRC Section
2053(a)(3) for claims against the decedent’s estate.  However, as discussed below, the IRS could 
argue on various grounds that a deduction should not be allowed.

General requirements of deduction under IRC Section
2053(a)(3).

In general, a claim is deductible under IRC Section 2053(a)(3) if it represents a personal 
obligation of the decedent, it existed at the time of the decedent's death, and it is enforceable 
against the decedent's estate and not unenforceable when paid.87F

88 In addition, unless an exception 
applies, the claim must either be actually paid by the estate or must meet certain requirements to 
ensure that the amount of the debt is ascertainable.88F

89 To ensure deductibility, it is usually wise 
to have the debt repaid as soon as possible after the decedent’s death.

Full and adequate consideration requirement.

A deduction for a claim founded on a promise or agreement – such as the grantor’s 
agreement to repay a loan – is only allowed to the extent that the promise or agreement was bona 
fide and in exchange for full and adequate consideration in money or money’s worth.89F

90 If the 

87 Section 2038(a)(1) has its own three-year relinquishment rule.  However, as Section 2038 does not apply 
based on a mere understanding, it seems that this three-year rule is unlikely to apply.

88 Treas. Reg. § 20.2053-4(a)(1).
89 Treas. Reg. § 20.2053-4(a)(1); Treas. Reg. § 20.2053-1(d)(4).
90 IRC § 2053(c)(1)(A); Treas. Reg. § 20.2053-4(d)(6).
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grantor borrowed on terms excessively favorable to the grantor trust (such as if the interest rate 
is above-market), then the IRS could deny a IRC Section 2053(a)(3) deduction on the theory that 
the grantor’s repayment obligation was not contracted for full and adequate consideration, but 
instead was a device for transferring wealth under cover of a deduction for claims against the 
estate.

General factors of bona fide loan.

In general, including for purposes of IRC Section 2053(a)(3), courts apply a number of 
factors in order to determine whether a purported debt is bona fide.90F

91 These factors include: (1) 
The name given to an instrument underlying the transfer of funds; (2) the presence or absence of 
a fixed maturity date and a schedule of payments; (3) the presence or absence of a fixed interest 
rate and actual interest payments; (4) the source of repayment; (5) the adequacy or inadequacy 
of capitalization; (6) the identity of interest between creditors and equity holders; (7) the security 
for repayment; (8) the transferee's ability to obtain financing from outside lending institutions; 
(9) the extent to which repayment was subordinated to the claims of outside creditors; (10) the
extent to which transferred funds were used to acquire capital assets; and (11) the presence or
absence of a sinking fund to provide repayment.  Any failure by the trust to deal with the grantor
as a third-party lender creates a risk that the IRS would attempt to deny an estate tax deduction
for the debt on the theory that the debt was not bona fide.

Additional factors if claim involves family members or 
beneficiaries.

Treas. Reg. § 20.2053-1(b)(2) provides that, except in the case of certain charitable 
claims, “[n]o deduction is permissible to the extent it is founded on a transfer that is essentially 
donative on character (a mere cloak for a gift or bequest).”  If a claim involves family members, 
a related entity, or beneficiaries, additional factors are considered to determine whether a claim 
is bona fide.91F

92

Inherent risk given factors of bona fide loan.

Given that whether a loan from a grantor trust is bona fide will depend on the facts and 
circumstances, it is, at a minimum, important to be cautious in the implementation and 
administration of the loan.  Any defect in the course of dealing could be used as leverage by the 
IRS against an estate seeking to deduct the debt at death.

91 See, e.g., Rosen v. Comm’r, T.C. Memo. 2006-115; Miller v. Comm’r, T.C. Memo. 1996-3, aff’d. 113 
F.3d 1241 (9th Cir. 1997); Todd v. Comm'r, TC Memo. 2011-123, aff’d per curiam, 486 Fed Appx 423 (5th Cir.
2012).

92 Treas. Reg. § 20.2053-1(b)(2)(ii).
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C. Using a Form of a Grantor Trust Known as a Grantor Retained Annuity Trust
(“GRAT”).

1. What is a GRAT?

One form of grantor trust is known as a GRAT.92F

93 A GRAT is an irrevocable trust to 
which the grantor transfers an asset in exchange for the right to receive a guaranteed annuity for 
a fixed number of fiscal years (the “Annuity Period”).93F

94 When the trust term expires, any GRAT 
balance remaining is transferred tax free to a designated remainder beneficiary (e.g., a “defective 
grantor trust” for the benefit of the grantor’s spouse and issue).94F

95 If a grantor makes a gift of 
property in trust to a member of the grantor’s family while retaining an interest in such property, 
the taxable gift generally equals the fair market value of the gifted property without reduction 
for the fair market value of the retained interest.95F

96 However, IRC Section 2702 provides that for 
a gift of the remainder of a GRAT in which the grantor retains a “qualified interest,” defined to 
include a guaranteed annuity, the taxable gift will be reduced by the present value of the qualified 
interest, as determined pursuant to a statutory rate determined under IRC Section 7520(a)(2) (the 
“Statutory Rate”).  In general, Statutory Rate requires an actuarial valuation under prescribed 
tables using an interest rate equal to 120 percent of the federal midterm rate in effect for the 
month of the valuation.96F

97

A grantor’s ability to determine the size of the guaranteed annuity and the annuity period 
at the outset allows the GRAT to be constructed so that the present value of the grantor’s retained 
interest approximately equals the value of the property placed in the GRAT, resulting in a 
“zeroed out” GRAT.97F

98 If the grantor survives the GRAT term and the GRAT earns a yield or 

93 If the regulatory requirements set forth in Treas. Reg. § 25.2702-3 are met, the value of the taxpayer’s 
retained right to payments is subtracted from the value of the property he or she transferred to the trust.

94 The GRAT may also be structured to terminate on the earlier of a period of years or the grantor’s death, 
with a reversion of the entire corpus to the grantor’s estate on premature death, but doing so will reduce the value
of the retained interest.

95 IRC Section 2702 provides the statutory authority for such transfers after October 8, 1990. IRC Section
2702(a) uses the “subtraction- out” method to value retained interests of split-interest transfers. Under IRC Section
2702(b), a qualified interest includes any interest that consists of a right to receive fixed amounts. The value of a
remainder interest in a GRAT that meets the requirements of IRC Section 2702 is computed by subtracting the
present value of the grantor’s annual annuity payments from the contributed properties’ current fair market value.
The grantor must recognize a taxable gift to the extent of any computed remainder interest. The present value of 
the grantor’s annual annuity payment is computed by discount rates set by the IRS under IRC Section 7520. The
IRS Tables change monthly to reflect an interest rate assumption of 120% of the mid-term adjusted Federal Rate for
that month under IRC Section 1274(d)(1).

96 See IRC Section 2702(a)(2)(A). Absent IRC Section 2702, the amount of the gift would be reduced by
the value of the retained interest.

97 See, IRC Section 7520(a)(2). Certain exceptions set forth in Treas. Reg. §25.7520-3(b) do not appear to 
be applicable to the facts discussed in this paper.  See Treas. Reg. §25.2511-1(e).

98The possibility of completely “zeroing out” a GRAT was negated by Example 9 of Treas. Reg. §25.2702-
3(e). Example 9 was invalidated by Walton v. Commissioner, 115 T.C. 589 (2000), acq., Notice 2003-72, 2003-44
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otherwise appreciates at a rate that exceeds the Statutory Rate, the amount of such excess value 
should pass to the GRAT’s designated beneficiaries free of transfer tax.

2. Advantages of a traditional GRAT.

a. Valuation advantage of a GRAT.

Under the regulations, the grantor’s retained annuity rights may be defined in the trust 
instrument as a percentage of the fair market value of the property contributed by the grantor to 
the trust, as such value is finally determined for federal tax purposes.  For example, the trust 
agreement might provide for payments of 53% per year for two years, where the 53% annual 
payment amount is derived from the initial value.  This type of language operates as a built-in 

I.R.B. 964. Final regulations reflecting Walton and containing a revised Example 9 were issued.  See T.D. 9181,
2005-1 C.B. 717 (Feb. 25, 2005). Prior to its acquiescence, the IRS, in Rev. Proc. 2002-3, 2002-1 C.B. 117,
§4.01(51), announced that it will not issue a favorable private letter ruling in circumstances where the amount of the
guaranteed annuity payable annually is more than 50 percent of the initial net fair market value of the property
transferred to the GRAT or if the present value of the remainder interest is less than 10 percent of the transferred
property’s initial net fair market value. This item remains on the “no ruling” list. Rev. Proc. 2015-3, 2015-1 I.R.B.
129, §4.01(53).  The regulations do not include any such 50/10 limitation, nor would such a limitation be consistent
with the Walton case itself, which involved a zeroed-out GRAT.

The Obama Administration (and perhaps another future democratic administration) proposed changes
with respect to GRATs which would require that the remainder have a minimum value. The ability to “zero
out” (or almost zero out) the GRAT under current law would be eliminated. See Treasury Department, “General
Explanations of the Administration’s Fiscal Year 2016 Revenue Proposals” 197-198 (Feb. 2015):

Reasons for Change

GRATs and sales to grantor trusts are used for transferring wealth while minimizing the gift and
income tax cost of transfers. In both cases, the greater the post-transaction appreciation, the greater the transfer
tax benefit achieved. The gift tax cost of a GRAT often is essentially eliminated by minimizing the term of the
GRAT (thus reducing the risk of the grantor’s death during the term), and by retaining an annuity interest
significant enough to reduce the gift tax value of the remainder interest to close to zero. In addition, with both
GRATs and sales to grantor trusts, future capital gains taxes can be avoided by the grantor’s purchase at fair
market value of the appreciated asset from the trust and the subsequent inclusion of that asset in the grantor’s
gross estate at death. Under current law, the basis in that asset is then adjusted (in this case, “stepped up”) to
its fair market value at the time of the grantor’s death, often at an estate tax cost that has been significantly
reduced or entirely eliminated by the grantor’s lifetime exclusion from estate tax.

Proposal

The proposal would require that a GRAT have a minimum term of ten years and a maximum term of
the life expectancy of the annuitant plus ten years to impose some downside risk in the use of a GRAT. The
proposal also would include a requirement that the remainder interest in the GRAT at the time the interest is
created must have a minimum value equal to the greater of 25 percent of the value of the assets contributed to
the GRAT or $500,000 (but not more than the value of the assets contributed). In addition, the proposal would
prohibit any decrease in the annuity during the GRAT term, and would prohibit the grantor from engaging in 
a tax-free exchange of any asset held in the trust.

This proposal would apply to trusts created after the date of enactment.
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revaluation clause, mitigating the risk of a surprise gift on revaluation of the transferred property 
by the Service.  This feature can be especially beneficial with contributed assets of which 
reasonable people (and unreasonable people) could differ as to the initial value (e.g., a private 
derivative, closely held limited partnership interest, or closely held subchapter S corporation 
stock).

This valuation advantage may be the most important advantage of the GRAT in 
comparison to other estate planning techniques.  The IRS is not going to argue their own 
regulations are against public policy like they have with other defined value assignments.  The 
IRS served notice that they are taking dead aim with perhaps a regulations project against other 
forms of defined value assignments.98F

99 The disadvantages of a GRAT in comparison to other 
techniques can all be eliminated or significantly mitigated is the primary thesis of this Section 
of the paper.

b. Ability of grantor to pay for income taxes associated with GRAT
gift tax-free and substitute assets of the GRAT income tax-free
because it is a grantor trust.

c. Synergy with other techniques.

A GRAT may be a means to transfer enough wealth to a trust for the benefit of the next 
generation in order to provide leverage for other future estate planning techniques.  If the GRAT, 
or GRATs, that a grantor and a grantor’s spouse create are successful (e.g. 10% of the family’s 
wealth is transferred downstream to the grantor’s family or to trusts for the grantor’s family), 
further leveraging with respect to other transfer tax planning techniques could occur.  For
instance, assume that a GRAT or GRATs that are created by a grantor and a grantor’s spouse 
transfer approximately 10% of the family’s net worth to a grantor trust for the benefit of their 
family.  The grantor and the grantor’s spouse could transfer their remaining assets to a trust in 
exchange for a note that is equal to the fair market value of what has been transferred.  In that 
fashion, the grantor has achieved a freeze of his or her estate (except for the interest carry on the 
note) while paying no (or very little) gift tax.  That trust could also purchase life insurance to 
equal approximately 40% of the projected principal amount of the note due on the death of the 
surviving spouse.  In order to receive a step-up in basis of the underlying assets in the grantor 
trust the taxpayer could enter into one of the techniques described in supra Section IV.A.3.

d. Comparatively low hurdle rate.

From April, 2017 to April, 2020, the Statutory Rate has ranged between 3.6% and 1.2%. 
In today’s relatively low interest rate environment for US Treasury obligations, it is certainly 
possible, and for certain investments probable, that the investments of a GRAT will exceed that 
hurdle rate.

99 See Department of the Treasury July 31, 2015 2015-2016 Priority Guidance Plan (Page 14).
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e. High leverage.

A GRAT can be created where the grantor retains an annuity amount that is almost equal 
to the value of the assets there were originally placed in the GRAT.  Stated differently, significant 
leverage can be created by creating an annuity that is almost equal to the value of the assets 
placed into the GRAT.  As noted above, if there is appreciation above the Statutory Rate, the 
appreciation above the Statutory Rate will accrue to the remainderman.  In comparison, most 
practitioners believe that other leveraged gifting techniques, including a sale to a grantor trust, 
should have more equity associated with the transaction (e.g., for example, some practitioners 
advocate at least 10% equity with a sale to a grantor trust, which usually results in a taxable gift).

f. Non-recourse risk to remaindermen.

Another financial advantage of the GRAT technique is that if the asset goes down in 
value, the remaindermen have no personal exposure.  Furthermore, there is no added cost of 
wasting significant gift tax exemptions of the grantor.  For instance, assume for the sake of 
comparison, that at the time of the sale to the grantor trust, the grantor trust had 10% - 15% 
equity.  If the asset goes down in value, that equity of the trust could be eliminated and the 
exemptions that were originally used to create that equity could also be wasted.

3. Considerations of using a traditional GRAT.

a. Financial reasons why a GRAT may not succeed.

A famous University of Texas football coach, Darrell Royal, once explained why he 
disdained the forward pass, “Three things can happen when you throw a pass and two of them
are bad.”  To a certain extent the same thing can be said about investments that are placed in a 
GRAT.  If the investment goes down (the equivalent of a pass interception), or if an investment 
only increased modestly (the equivalent of a pass incompletion), the GRAT will be unsuccessful 
in transferring wealth to the remainderman.  Thus, because of investment performance, many 
GRATs may not be successful.  See infra Sections IV.C.4.d.(5) for structural techniques that 
allow a GRAT to work in flat or down markets.

Some assets are not volatile.

Generally, assets that have a chance to have a significant result over the Annuity Period 
have a wide variance of possible investment outcomes.  A stable asset portfolio, while in another 
context generally desirable, is not a desirable portfolio for a GRAT.  If the leading objective of 
the GRAT is to produce a transfer of wealth to the remainderman, variance of return (or risk) is 
a friend, not an enemy.  Thus, the challenge for the practitioner for clients that have a stable 
portfolio of assets is how to make the GRAT an effective technique.

Some GRAT investments are only profitable if the 
investment is long.

Another challenge for the practitioner in dealing with many clients’ normal asset 
portfolio is that the assets are only profitable if the markets in which the assets are invested 
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increase.  Markets do not always increase in value, nor do the assets which find much of their 
return related to that market always increase in value.  Thus, if the markets are flat, or if the 
markets are decreasing in value, many of the GRATS created during that period will be 
unsuccessful.

b. If a GRAT is not administered properly, the retained interest by
the grantor may not be deemed to be a qualified interest.

The Atkinson worry.

The U.S. Court of Appeals for the Eleventh Circuit (see Atkinson v. Commissioner, 309 
F.3d 1290 (11th Cir. 2002), cert denied, 540 U.S. 945 (2003)),99F

100 has held that an inter vivos 
charitable remainder annuity trust’s (CRAT’s) failure to comply with the required annual
payment regulations during the donor’s lifetime resulted in complete loss of the charitable 
deduction.  The Court found that the trust in question was not properly operated as a CRAT from 
its creation.  Even though the subject CRAT prohibited the offending acts of administration, the 
Court held that the CRAT fails.

In a similar fashion, the Internal Revenue Service could take the position that if the 
regulations under IRC Section 2702 are violated by the trustee of the GRAT’s administrative 
practices, then the interest retained by the grantor will not be a qualified interest.  Just as in the 
Atkinson case, it may not matter if appropriate savings language is in the document.  As explored 
below, there are many areas in which the administration of a GRAT may fail, including the 
following:  (i) not timely paying the annuity amount due to the grantor; (ii) inadvertently making 
more than one contribution to the GRAT; (iii) inadvertently engaging in an activity (i.e., paying 
the annuity with a hard to value asset) that would constitute an underpayment of the amount 
owed to the grantor, which would constitute a deemed contribution; and/or (iv) inadvertently 
engaging in an activity (i.e., paying the annuity with a hard to value asset) that would constitute 
an acceleration of the amounts owed to the grantor (a commutation).

The annuity amount must be paid annually.

An annuity amount payable based on the anniversary date of the creation of the trust must 
be paid no later than 105 days after the anniversary date.  An annuity amount payable based on 
the taxable year of the trust may be paid after the close of the taxable year, provided that the 
payment is made no later than the date on which the trustee is required to file the federal income 
tax return of the trust for the taxable year (without regard to extensions).100F

101 Failure to pay the 
annuity amount within these time limits may jeopardize the retained interest by the grantor of 
the trust from being a qualified interest.  If a retained interest in the GRAT is not a qualified 
interest, then it will have a value of zero for purposes of determining the gift tax associated with 
the grantor’s contribution of assets to the trust.

100 See also CCA 200628028 (July 14, 2006).
101 See Treas. Reg. §25.2702-3(b)(4).
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Paying the grantor in satisfaction of his retained annuity 
interest with hard to value assets may disqualify his 
retained interest from being a qualified interest, if the 
assets are valued improperly.

In order to have a successful GRAT, it is obviously desirable to have an asset that has 
significant potential for appreciation.  It is desirable from a volatility and potential growth 
standpoint to contribute, in many instances, a hard to value asset to the GRAT.  Many of the 
asset classes that have that potential for appreciation (e.g., closely held partnership interests, 
stock in subchapter S corporations, real estate, hedge funds and other private equity investments) 
are very difficult to value accurately.

The problem with a GRAT that owns hard to value volatile assets is that when it is time 
to pay the retained annuity amounts to the grantor, it is often difficult to value the asset that is 
being used to satisfy the annuity obligation.  If the distributed asset is finally determined to have 
had too low a value when it is used to satisfy the annuity amount owed by the GRAT, it could 
be deemed to be an additional contribution by the annuitant to the GRAT, which is prohibited. 
See Treas. Reg. §25.2702-3(b)(5).  On the other hand, if it is finally determined that the hard to 
value asset that is distributed in satisfaction of the annuity payment to the grantor had too high a 
value, it could be determined by the IRS that such a payment is a commutation, which is also 
prohibited.  See Treas. Reg. §25.2702-3(d)(5).  Thus, the trustee of the GRAT, which is 
frequently also the grantor, must be very careful, like Goldilocks, to make sure that the annuity 
payments are “just right”.  Using hard to value assets, to make the “just right” payments, may be 
highly problematic.

See infra Section IV.C.4.d.(5) for a structural technique that allows hard to value assets 
to be contributed to a GRAT, yet does not use those assets to pay the GRAT annuity.

The contribution of assets to the traditional GRAT 
structure must be made at the exact point of the creation of 
the GRAT.

As noted above, there cannot be any additional contributions to a GRAT.  If an 
assignment to a GRAT is not effective at the same time of assignment of another asset to a GRAT 
is made, that could be finally determined to violate the prohibition against additional 
contributions to a GRAT.  That additional contribution could cause the retained interest in the 
GRAT by the grantor to not be considered a qualified interest for purposes of IRC Section 2702.

See infra Section IV.C.4.a. for structural techniques that should solve this consideration.

c. The retained annuity interest is valued using the valuation
principles under IRC Section 7520, which is typically higher than
interest on an intra-family note.

One of the disadvantages of a GRAT in comparison to sales to intentionally defective 
grantor trusts is that the qualified interest is valued under IRC Section 7520, which is inherently 
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higher than the AFR that may be used for notes received for sales to intentionally defective 
grantor trusts.

See infra Section IV.C.4.d.(5) for a structural technique that ameliorates this 
consideration.

d. A successful GRAT could regress to the mean by the end of the
term of the GRAT.

As noted above, one of the disadvantages of the GRAT is that it cannot be commuted. 
The GRAT must last its designated term and the only permissible beneficiary of the GRAT 
during the term of the GRAT is the holder of the annuity interest.  Assume a grantor creates a 
three year GRAT with a volatile stock in which there has been a significant increase in value by 
the end of year two.  If the stock then regresses to a lower price before the end of the third year 
of the GRAT, less value will pass to the remainderman beneficiaries of the GRAT, than would 
have been the case, if the GRAT could have been commuted in two years.

See infra Section IV.C.4.d.(5) for a structural technique that ameliorates this 
consideration.

e. The GST tax exemption may be difficult to leverage through the
use of a traditional GRAT structure.

It is difficult to leverage the GST exemption with a GRAT.  It is generally thought that 
the generation-skipping tax exemption of the grantor may not be leveraged, like the gift tax 
exemption may be leveraged, through the use of a GRAT.  This is because of the estate tax 
inclusion period (“ETIP”) rule found in IRC Section 2642(f)(3), which provides as follows:

Any period after the transfer described in paragraph (1) during which the 
value of the property involved in such transfer would be includible in the gross 
estate of the transferor under Chapter 11 if he died.  The transferor’s exemption for 
generation-skipping tax purposes cannot be allocated until after the ETIP period.

Since a grantor is the only beneficiary of a GRAT during the Annuity Period, if the 
grantor dies during that term a significant portion (usually all) of the assets of the GRAT will be 
included in the grantor’s estate under IRC Section 2036.  Only after the Annuity Period passes 
and it is clear that the property will not be included in the grantor’s estate for estate tax purposes, 
may a grantor’s GST exemption be allocated.

f. A traditional GRAT structure will not be successful in transferring
assets if the grantor does not survive until the end of the term of
the GRAT.

If a grantor does not survive the Annuity Period a significant portion or all of the assets 
of the GRAT will be included in the grantor’s estate.  The amount of corpus of the GRAT that 
will be included in the grantor’s estate is that amount that is necessary to yield the annuity 
payment to the grantor without reducing or invading the principle of the GRAT.  The annual 
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annuity receivable divided by the Section 7520 interest rate equals the amount includable under 
IRC Section 2036. See Treas. Reg. §20.2036-1(c)(2) and Treas. Reg. §20.2036-1(c)(2)(iii), 
Example 2. 

See infra Section IV.C.4.d. for structural techniques that may eliminate or substantially 
ameliorate this consideration.

4. Possible structural solutions to address certain administrative and certain
stewardship disadvantages of a traditional GRAT.

a. Structural solutions to prevent the inadvertent additional
contribution of assets to a GRAT.

When creating the GRAT, the grantor may wish to 
consider a provision that prohibits any additional 
contributions to the GRAT and if any additional 
contribution is made, a new GRAT must be created 
specifically to hold that contribution.

The grantor of the GRAT may wish to consider initially 
making the trust revocable. Once all assignments to the 
trust have been completed, the grantor could amend the 
trust to make it an irrevocable GRAT.

b. Structural solutions to ensure that the annuity amount is always
deemed to be paid on a timely basis.

The grantor of the GRAT may wish to consider a provision in the trust document that 
provides (pursuant to a formula) a portion of the trust that is equal to the Annuity Amount due 
to the grantor shall not be subject to the trust.  If that portion remains in the hands of the trustee 
after the annuity payment date, the trustee shall hold such property only as a nominee, or as an 
agent, for the grantor.  The grantor may also wish to consider a provision in the trust document 
that the portion of the trust estate that is being held in that agent capacity can be comingled with 
the trust assets and that the person also serving as trustee has full authority, as agent, to invest 
the property.

c. Structural solutions to limit the amount that is received by the
remainderman of the GRAT.

Generally, it is advantageous for the grantor to put as much as he or she can afford into 
a GRAT because that increases the likelihood of the remainderman beneficiaries receiving assets 
when the GRAT terminates.  For instance, assume a client holds an interest in a closely held 
company.  The client believes that within the next few years there could be a monetary event 
with respect to his stock in the company either through a public offering or a merger.  However, 
assume the client’s stewardship goal is that, by the time of his death, a certain dollar amount will 
pass to trusts for the benefit of his descendants with the rest of his estate passing to his favorite 
charitable causes.  Under those circumstances, the more stock the client contributes to a GRAT, 
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the greater the chance is that there will be sufficient assets as the end of the term of the GRAT 
to at least equal stewardship goal he has for his descendants.  The inherent conflict with that 
strategy is that the more stock of the closely held company that he puts into the GRAT the greater 
the chance that the remainder amount will exceed the stewardship goal that he has for his 
descendants.

A structural solution for a donor with those stewardship goals is to put a cap on the 
amount left in the trust for the benefit of his descendants at the end of the annuity term.  To the 
extent that the value of the assets of the GRAT on its termination exceeds that cap, there could 
be a provision that requires that excess to revert back to the donor.  In that manner, the client 
could be encouraged to contribute most, if not all, of his stock in the closely held business to the 
GRAT, which helps ensure that the GRAT will be successful in reaching his stewardship goal 
for his descendants, without the disadvantage of harming his charitable stewardship goals.

d. Solutions to reduce the mortality risk in GRATs.

The grantor could sell her retained annuity interest.

If the sale is made to a grantor trust or to a spouse, the sale will not have any income tax 
consequences.  Although the transfer of a retained interest that would otherwise cause inclusion 
under IRC Section 2036 is presumptively subject to the three-year rule of IRC Section 2035(a), 
a sale for full and adequate consideration is exempt under IRC Section 2035(d).  The IRS could 
characterize consideration equal to the remaining value of the annuity as not full and adequate 
for purposes of IRC Section 2035 under the doctrine of United States v. Allen, 293 F.2d 916 
(10th Cir. 1961).  The viability of Allen may be questioned in light of the cases discussed infra
Section IV.C.5.e.  Even if the sale is not for full and adequate consideration, if the grantor lives 
at least three years after the sale, IRC Section 2036 inclusion should be avoided.

The grantor could use a life insurance to hedge against an 
early grantor death.

See the discussion infra Section IV.C.4.d.(5)(c)(i).

The grantor could purchase the remainder interest in a 
profitable GRAT from the remainder beneficiaries.

If before the end of the term of the GRAT, the GRAT is very profitable and the grantor 
wishes to lock in the gain and the mortality risk of the grantor, the grantor could purchase the 
remainder interest.  If the remainder beneficiary is a grantor trust, there will not be any income 
tax consequences triggered by the purchase.  The proceeds of the purchase will be removed from 
the grantor’s estate.  The IRS could characterize such a purchase as a commutation, as it did for 
QTIP trusts in Rev. Rul. 98-8, 1998-1 C.B. 541.  However, the policy underlying that ruling (to 
avoid an “end run” around IRC Section 2519) does not apply to a GRAT.  In order to preserve 
this opportunity, the GRAT trust document must not contain traditional spendthrift clauses and 
must permit a transfer of interests in the GRAT.
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The GRAT could be created by the grantor in 
consideration of full and adequate consideration.

If the remainder interest of a GRAT is not created by gift, but is created for full 
consideration, IRC Section 2036 should not apply to the GRAT assets, if the grantor dies before 
the end of the term of the trust.  See discussion infra Section IV.C.5.e.

Consider contributing an interest in a leveraged FLLC to a 
GRAT (the “LAGRAT” technique).

(a) What is the LAGRAT technique?

All wealthy taxpayers should consider an estate freeze estate planning technique that 
does not use any of their unified credit, even those taxpayers who have low basis assets.  In all 
states, the marginal transfer tax rate is higher than the marginal federal and state capital gains 
rate.  Thus, removing future growth of a taxpayer’s assets, while preserving the taxpayer’s 
unified credit to be used at the taxpayer’s death, always results in lower net transfer and capital 
gains taxes, even for zero basis assets that are not sold during the taxpayer’s lifetime.

Perhaps the best freeze technique that does not have to use any of a taxpayer’s unified 
credit is described below.  In addition to preserving the unified credit in order to receive the 
maximum step up without estate taxes, varieties of the technique described below also have the 
potential of saving capital gains taxes beyond the estate freeze.

A taxpayer could create a single member FLLC by contributing and selling financial and 
private equity assets to that FLLC.  If the taxpayer is the only owner of the FLLC there should 
not be any income taxes or gift taxes associated with the creation of the FLLC.101F

102 The taxpayer 
could then contribute some or all of the FLLC member interests to a GRAT.  After the term of 
the GRAT, the remainder beneficiary could be a grantor trust that names the grantor’s spouse as 
a beneficiary and gives that spouse a special power of appointment.  The technique will 
sometimes be described below as a “Leveraged Asset GRAT” or as a “LAGRAT.”

Consider the following example:

Example 7:  Contribution of a Leveraged FLLC Member Interest to a GRAT

Neal creates a leveraged Holdco.  Lenny recommends that Neal contribute $18,000,000 
of marketable securities to a FLP.  Due to considerations with respect to retaining entity 
distribution, amendment and liquidation powers, Neal could retain the 0.01% Class A general 
partner interest and transfer the 0.99% Class B general partner interest.  The Class A general 
partner interest would control all entity general partner decisions, including investment 

102 For the proposition that there should not be any income taxes because the sale of assets to a single 
member FLLC is ignored for income tax purposes, see Treas. Reg. § 301.7701-3(b)(1)(ii).  For the proposition that 
there should not be any gift taxes for a sale of assets for less than the value of the assets on creation of the leveraged 
single member FLLC, see Estate of Albert Strangi v. Commissioner, 115 T.C. 35 (2000).
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management decisions that are not delegated to the Class B general partner interest.  The Class 
B general partner interests would control all distribution, amendment and liquidation decisions.

Neal could give his Class B general partner interest to a grantor trust in which the initial 
trustee is an advisor or family member he trusts.  Neal could have the power to replace the 
trustee of that donee trust with a new trustee, as long as the replacement trustee is not related 
or subservient.

Lenny assumes Neal’s limited partnership interest in FLP will have a 35% valuation 
discount.  Neal would then transfer the 99% limited partnership interest in FLP, together with 
$5,000,000 of alternative investments and $2,000,000 cash, to a single member FLLC (or 
“Holdco”) in a part sale/part contribution, receiving a convertible note equal to $16,724,700 
(which is 90% of the assumed value of the assets transferred to Holdco). The note could be 
converted at any time, at the option of the holder to that number of Holdco, FLLC non-managing 
units that are equal in value to the then outstanding principal of the note. The note could have a 
mandatory conversion feature at the death of the holder of the note. Due to considerations with 
respect to retaining entity distribution, amendment and liquidation powers, Neal could retain 
the 0.01% Class A managing member interest and transfer the 0.99% Class B managing member 
interest.  The Class A managing member interests would control all entity managing member 
decisions, including investment management decisions that are not delegated to the Class B 
managing member interest.  The Class B managing member interests would control all 
distribution, amendment and liquidation decisions.  Neal could give his Class B managing 
member interest to a grantor trust in which the initial trustee is an advisor or family member he 
trusts.  Neal could have the power to replace the trustee of that donee trust with a new trustee, 
as long as the replacement trustee is not related or subservient.

Lenny assumes that Neal’s non-managing member interest in Holdco will have a 20%
valuation discount.

Lenny’s proposed technique, assuming the IRC Section 7520 rate is 2.2%, is illustrated 
below:
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The technique described above is designed to join a discounted sale to a grantor trust to 
a near “zeroed out” GRAT so as to get the best of both worlds.

Instead of this transaction, Neal could create Holdco, FLLC without leverage and transfer 
his non-managing member interest in Holdco to a grantor trust for his spouse and descendants, 
taking back a note at the appropriate AFR with a principal amount equal to the discounted value 
of the transferred interest.  In addition, cash or other assets with a value equal to 10% of the total 
transfer could be gifted to the trust.  (Alternatively, the Holdco interest could be sold to the trust 
for 90% of its discounted value, with no additional gift.)  The note could be structured so as not 
to require interest and principal payments in the near term of more than the trust’s cash flow. 
The sale will not result in realization of gain because transactions between a grantor and a grantor 
trust are disregarded.  See discussion supra Section IV.A.3.  The underlying assets have a value 
in excess of the note equal to the “discount amount” resulting from the discounts for FLP and 
Holdco, which will be indirectly transferred to the Navigator family.

One aspect of the sale is the requirement that the purchasing trust have sufficient capital 
in excess of the amount of the note to justify treating the note as debt with a value equal to its 
face amount.  A 10% cushion is widely believed to be the minimum adequate amount.  In the 
technique, the discount amount would actually exceed the required cushion, but it is not clear 
that reliance on the underlying value that is not reflected in gift tax value would be regarded as 
sufficient, nor would this be good “optics.”  A bargain sale for 90% of value, or a separate gift, 
would create a 10% cushion, but each result in a taxable gift.

A key disadvantage of this approach is that the assets that are sold or given could be 
revalued.  The IRS might argue for a lower discount in valuing the sold or given assets.  A simple 
price adjustment clause that would increase the sale price to cover the increased value will not 
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be recognized for gift tax purposes.  A defined value transfer that shifts value in excess of the 
sale price to a marital or charitable disposition might succeed in avoiding a taxable gift but at the 
cost of diverting property away from the grantor trust, and while this has appellate case law 
support, there remains legal uncertainty about the success of the technique (the IRS has not 
acquiesced to the technique).  A defined value transfer that reduces the quantum of property 
transferred to match the sale price has received some case law support, but cannot yet be called 
a proven technique (the IRS has not acquiesced to the technique), and it too would reduce the 
property passing to the grantor trust by keeping it with the grantor.

If the note were not treated as debt, because of too much leverage, or for some other 
reason, then it may be treated as a retained interest in the trust under equitable tax principles, 
potentially resulting in a taxable gift under IRC Section 2702 and inclusion under IRC Section
2036. See discussion supra Section IV.A.3.a.(15).  As we shall see, the LAGRAT finesses the 
debt issue (both as to adequacy of the cushion and as to the result of the note not being treated 
as debt under equitable principles) by making the sale to a single member FLLC prior to any 
transfer to the GRAT.  

Alternatively, Neal could create Holdco, FLLC without leverage and contribute his non-
managing member interest in Holdco to a GRAT.  The discounted value of the transfer to the 
GRAT would be $14,717,736.  For a three-year trust and an IRC Section 7520 rate of 2.2%, the 
annuity to zero out the transfer would be $5,123,310.  The GRAT in theory solves the problem 
of getting the discounts generated by FLP and Holdco through the system without making an 
initial taxable gift.  But will this be the case in the real world?  The GRAT has no asset other 
than the Holdco interest.  If “slices” of the Holdco interest are used to pay the annuity, the 
interests distributed must be valued using the valuation discount.  Although the distributed slices 
of the Holdco interest must be valued at a discount, they carry with them the corresponding “full” 
value of the underlying assets, and nearly the entire Holdco interest must be distributed to satisfy 
the annuity.  The discount amount does not pass to the donees (though some value may remain 
as a result of earnings on the discount amount).  This problem would be solved if the GRAT 
could distribute cash in satisfaction of the annuity, but Holdco has only $2 million of cash, plus 
cash earnings during the GRAT term.  Furthermore, the more cash that is distributed from 
Holdco, the lower the valuation discount will be; which in turn increases the amount of the 
GRAT annuity that must be paid.

Another approach would be for the GRAT to borrow the amount necessary to pay the 
annuity in cash from a third party.  At the end of the GRAT term, the remainderman would 
receive the Holdco interest without diminution, and would assume the requirement to eventually 
repay the note.  As long as the remainderman is a grantor trust, the assumption of the note should 
not be a realization event as to Neal or the GRAT.  This approach in effect turns the GRAT into 
a LAGRAT.  Borrowing from a third party results in interest on the loan passing outside the 
family.  The “third party” could, however, be Neal’s spouse or an existing family trust, although 
taxable interest income to the lender would result.

In summary, unlike the sale to a grantor trust, the contribution of an interest in a non-
leveraged entity to a GRAT offers certain protection from an inadvertent taxable gift upon 
revaluation, but presents the problem of where to get the cash to pay the GRAT’s immediate 
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annuity obligation, a problem not present with the sale to a grantor trust, where payment of 
principal and (if need be) interest on the note can be deferred.

The simplest way to “marry” a discounted sale and a GRAT would be to sell assets that 
could be discounted to the GRAT.  Under the facts of this example, the assets transferred to 
Holdco could instead be sold to the GRAT (itself a grantor trust) for a note with a principal 
amount equal to 90% of their value, or $16,724,700.  The gross taxable gift is $1,858,300.  The 
GRAT annuity would be based on this reduced value.  Instead of an annuity of $5,123,310 as in 
the unleveraged GRAT discussed above, the annuity would be $646,883.  The total annuity 
payments over three years would have a present value of $1,858,300.  The annuity payments 
could be satisfied using the $2,000,000 cash transferred to the GRAT.  Even if there were no 
cash transferred, a 4% annual cash distribution from the assets would be $743,320, almost 
enough to cover the annuity and a 0.32% note.  The leverage reduces the annuity while protecting 
from gift tax assets of sufficient magnitude to generate cash sufficient to pay the reduced annuity 
(or a good portion of it).  The annual annuity amount could be further reduced by lengthening 
the term of the GRAT, until it was covered by the assets’ projected cash flow.  Thus, even if the 
GRAT assets earned only at the 7520 rate, the discount amount would be protected and would 
pass to the grantor trust that is the GRAT remainderman.  Of course, the interest and principal 
on the note must be paid, but that is a longer-term issue.

One problem with this simple marriage is that the same 10% of the transferred value is 
both the cushion for the note, and the amount subject to the GRAT annuity.  It could be argued 
that because that 10% will be consumed by the GRAT annuity, there really is no cushion.  That 
may lead to the finding that the note has more characteristics of a retained interest in the trust 
than a note.  If the note is not treated as debt under equitable tax principles, then the note may 
represent an interest in the trust that is not a qualified annuity under IRC Section 2702, resulting 
in a taxable gift.102F

103 It could be argued that the discount amount itself provides a sufficient 
cushion for the note, but as noted above, it is uncertain whether one can rely for the cushion on 
value that does not “exist” in determining the value transferred.  The only sure solution would 
be to have a 10% gift taxable component in the transfer that is not offset by the annuity, which 
Neal wants to avoid.  Any such taxable gift would also increase proportionally if the discount 
were reduced on audit.  Another problem with this technique is that if the sale price is inadequate 
the sale could be deemed to be a deemed contribution.  This consideration may be eliminated if
the sale is first to a revocable trust.  The revocable trust could, at a later time, be amended and 
become an irrevocable GRAT. 

Beyond the cushion issue, the simple marriage of a discounted sale and a GRAT has not 
been approved in any case or ruling and many practitioners would be reluctant to be the test case 
of such a novel format.

The LAGRAT technique seeks to avoid the problems of the simple marriage by making 
the sale of the assets to an intermediate entity, a FLLC with a 1% managing member interest and 

103 In itself, this might not disqualify the annuity as a “qualified interest,” though the IRS would probably 
argue that one or another of the requirements of Treas. Reg. § 25.2702-3(d) had been violated.
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a 99% non-managing member interest, and then transferring the 99% non-managing member 
interest in FLLC to the GRAT. 

A side benefit of using the intermediate entity FLLC in the above illustration is the 
additional discount provided by FLLC.  The illustration assumes that FLLC would afford an 
additional discount of 20% on top of the 35% discount afforded by FLP, so that the marketable 
securities indirectly held in FLLC would have a cumulative discount of 48%.  The extra discount 
affords a benefit but is not the primary reason for using the second entity.

The limited partnership interest in this example, together with the alternative interests 
and cash, are transferred to FLLC in exchange for a note with a principal amount equal to 90% 
of the value of the transferred assets.  The bargain sale leaves a 10% cushion in support of the 
note.  If the note’s validity as debt is tested at the moment of this transfer, it passes the cushion 
test and presumably is valid debt.103F

104

Even assuming under tax equitable principles part or all of the purported debt from the 
FLLC is considered equity in the FLLC for tax purposes, the consequences that determination 
may not be as disastrous as they would be for part or all of a note being considered a retained 
trust interest in a sale to a grantor trust.  That equity interest belongs to Neal, but it is an interest 
in FLLC, not a direct retained interest in the GRAT.  The application of equitable tax principles 
to treat a retained note as FLLC equity will not be treated as an interest in a trust that is a non-
qualified interest under IRC Section 2702.

(b) Advantages of the LAGRAT technique.

(i) If leverage is used in creating the FLLC that
is contributed to the GRAT, much more
wealth will be transferred to the
remainderman of the GRAT than
contributing assets that are not entities to a
GRAT or a FLLC that is contributed to the
GRAT without leverage.

In comparing the LAGRAT to a GRAT that uses discounted entities, but does not use 
leverage, and to a GRAT that does not use either discounted entities or leverage, under the above 
assumptions, the transfer tax advantage of the LAGRAT is significant.  The tables below 
summarize the advantage.  The calculations below are made after two years, ignoring valuation 
discounts, and are net of the outstanding debt. The assumed IRC Section 7520 rate is 2.2%. The 
tables below assume different rates of returns, as noted (also see Schedule 6 attached).

104 Of course, at the moment of sale nothing turns on whether the note is debt or an interest in FLLC, since 
Neal already owns all the interest in FLLC.  Only on the subsequent transfer to the GRAT does it become important 
that the note be treated as debt to avoid a possible taxable gift and potential inclusion (but see the discussion below 
of the consequences of “flunking” the debt test).
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Table 6a

Table 6b

Table 6c
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Under all rates of return, the LAGRAT substantially outperforms the other techniques. 
The reason for the improved performance with the contribution of member interests in a 
leveraged FLLC is (i) the average hurdle rate is lower with leverage and (ii) the GRAT annuity 
amount is paid with the normal distributable cash flow of the FLLC instead of discounted FLLC 
member interests.  The chief reason for the outperformance is the second reason.  A significant 
arbitrage is created when a heavily discounted asset is contributed to a GRAT and undiscounted 
cash is used to pay the annuity.

As noted below, not only does paying the GRAT annuity with cash, instead of discounted 
entity interests, produce a much better transfer tax result, it does not present “deemed 
contribution” or “deemed commutation” concerns that could accrue if hard to value assets are 
used to pay the GRAT annuity.

(ii) The LAGRAT technique has many of the
same advantages as the sale to the grantor
trust.

IRC Sections 671 through 677 contain rules under which the grantor of a trust will be 
treated as the owner of all or any portion of that trust, referred to as a “grantor trust.”  If a grantor 
retains certain powers over a trust, it will cause the trust to be treated as a grantor trust.  If the 
grantor is treated as the owner of any portion of a trust, IRC Section 671 provides that those 
items of income, deductions, and credits against the tax of the trust that are attributable to that 
portion of the trust are to be included in computing the taxable income and credits of the grantor 
to the extent that such items will be taken into account in computing the taxable income or credits 
of an individual.  An item of income, deduction or credit included under IRC Section 671 in 
computing the taxable income and credits of the grantor is treated as if received or paid directly 
to the grantor.104F

105 Thus, if the private investor contributes assets to an intentionally defective 
grantor trust, the assets will grow (from the point of view of the trust beneficiaries) income-tax 
free.  Furthermore, the IRS now agrees that there is no additional gift tax liability, if the private 
investor continues to be subject to income taxes on the trust assets and there is no right of 
reimbursement from the trust.105F

106

It is possible to design a grantor trust, or a single member FLLC, that is defective for 
income tax purposes (e.g., a retained power to substitute assets of the trust for assets of equivalent 
value), but is not defective for transfer tax purposes.  In comparison to either discounting or 
freezing a client’s net worth, over periods of 20 years or more, the effect of paying the income 
taxes of a grantor trust is generally the most effective wealth transfer technique there is.

Assuming there is appreciation of the FLLC assets above the interest carry on any note,
the appreciation will not be subject to estate taxes in either the grantor’s estate or the grantor 
spouse’s estate.  This is a significant transfer tax advantage.  According to our calculations,
where joint life expectancies exceed 20 years, this is the second biggest driver of transfer tax 

105 Treas. Reg. §1.671-2(c).
106 See Rev. Rul. 2004-64, 2004-2 C.B. 7.
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savings for a client’s family.  (The most important driver for saving transfer taxes, over a 20-
year period, as mentioned above, is the donor paying the income taxes of the trust on a gift tax-
free basis.)  The interest on the note does not have to be any higher than the applicable federal 
rate in order to ensure there are no gift tax consequences.  See IRC Section 7872.  The applicable 
federal rate, depending upon the length of the term of the note is equal to the average Treasury 
securities for that term.  See IRC Sections 7872 and 1274(d).

If the grantor cannot afford to pay the remainder trust’s income taxes in the future, the 
trust could be converted to a complex trust that pays its own income taxes.  However, converting 
the trust to a complex trust could have income tax consequences if the then principal balance of 
the note is greater than the basis of the assets that were originally sold to the FLLC.  That 
difference will be subject to capital gains taxes.106F

107

(iii) There is inherent flexibility to meet
changing consumption needs with the
grantor retaining a note from the FLLC that
could be converted to a note with a different
interest rate or a private annuity.

The note retained by the grantor could also be structured and/or converted to meet the 
grantor’s consumption needs, without additional gift taxes, as long as the restructuring is for 
adequate and full consideration.

For instance, the note at a future time could be converted to a private annuity to last the 
grantor’s lifetime.  That conversion should be on an income tax free basis since, as noted above, 
the trust and any consideration received for any sale to the trust are ignored for income tax 
purposes.  At the time of the conversion to a private annuity it is important that enough assets 
exist in the FLLC to satisfy IRC Section 7520 exhaustion test requirements.

The note could also be restructured to pay a different interest rate, as long as the new rate 
is not lower than the AFR rate or higher than the fair market value rate. 

(iv) There is an inherent flexibility to enter into
basis enhancing strategies with the
LAGRAT.

The use of this technique freezes the taxpayer’s assets on a discounted basis.  In other 
words, the appreciation of the assets, similar to a sale of a discounted asset to a grantor trust, is 
not subject to the taxpayer’s future estate taxes.  Unlike a sale to a grantor trust that is created by 
substantial use of a taxpayer’s available unified credit, the technique does not require the use of 
the taxpayer’s unified credit.  Any unified credit that can be saved by using this technique may 
be used by the taxpayer to save estate taxes and capital gains taxes on the low basis assets owned 

107 See Treas. Reg. §1.1001-2(e), Ex. 5; Madorin v. Commissioner, 84 T.C. 667 (1985); Rev. Rul. 77-402,
1977-2 C.B. 722.
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by the taxpayer at his death.  Thus, this may be an ideal technique for a taxpayer who wishes to 
preserve his unified credit to save estate taxes and capital gains taxes on certain low basis assets 
he may own at the time of his death.

The principal and interest of the retained note may be paid with either cash or in kind. 
There will not be any income tax consequences with in kind payments, if the FLLC remains a 
disregarded entity.  If low basis assets owned by the FLLC are used to make some of those in 
kind payments, and if those low basis assets are retained by the grantor until the grantor’s death, 
there will be a step-up in basis of those assets on the grantor’s death under IRC Section 1014.

The creator of the FLLC, as long as it is a disregarded entity, could swap his individually 
owned high basis assets with the FLLC’s low basis assets.  The creator of the FLLC could also 
buy the low basis assets from the FLLC for a note.  However, if the note is paid back after the 
creator’s death there may be capital gains consequences to the then owners of the FLLC.  The 
FLLC’s basis in the note may be equal to the basis of the low basis assets that are purchased.

A better course of action for the creator of the FLLC who does not have any high basis 
assets, may be to borrow cash from a third party lender to make that exchange. At a later time,
the creator could refinance the note to the third party lender by borrowing cash from the FLLC. 
Generally, Neal’s estate taxes will not increase with this basis enhancing technique because the 
acquisition of low basis assets, which will be taxable in Neal’s estate, are offset by the note owed 
either to third party lender or, at a later time, to the FLLC.

(v) The “Atkinson” worry about paying a
GRAT annuity with a hard-to-value asset
may be eliminated.

If the annuity amount is kept relatively small because of the use of leverage, then there 
may be enough cash flow to pay the annuity with cash or near cash.  In Example 7 there would 
be more than enough cash flow to and from the FLLC to pay both the interest on the note and 
the GRAT annuity.  Obviously, there are no valuation issues with cash.  The U.S. Court of 
Appeals for the Eleventh Circuit (see Atkinson, 309 F.3d 1290 (11th Cir. 2002), cert denied, 540 
U.S. 945 (2003)),107F

108 has held that an inter vivos charitable remainder annuity trust’s (CRAT’s) 
failure to comply with the required annual payment regulations during the donor’s lifetime 
resulted in complete loss of the charitable deduction.  The Court found that the trust in question 
was not properly operated as a CRAT from its creation.  Even though the subject CRAT 
prohibited the offending acts of administration, the Court held that the CRAT fails.

108 See also C.C.A. 200628028 (July 14, 2006).
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In a similar fashion, the IRS could take the position that if the GRAT trustee’s 
administrative practices violate the regulations under IRC Section 2702, then the interest retained 
by the grantor will not be a qualified interest.  Just as in the Atkinson case, it may not matter if 
appropriate savings language is in the document.  As explored below, there are many areas in 
which the administration of a GRAT may fail, including the following: (i) inadvertently 
engaging in an activity that would constitute an underpayment of the amount owed to the grantor, 
which would constitute a deemed contribution; and/or (ii) inadvertently engaging in an activity 
that would constitute an acceleration of the amounts owed to the grantor (a commutation).

In order to have a successful GRAT, it is obviously desirable to have an asset that has 
significant potential for appreciation.  It is desirable from a volatility and potential growth 
standpoint to contribute, in many instances, a hard to value asset to the GRAT.  Many of the 
asset classes that have that potential for appreciation (e.g., closely held partnership interests, real 
estate, hedge funds and other private equity investments) are very difficult to value accurately.

The problem with a GRAT that owns hard to value volatile assets is that when it is time 
to pay the retained annuity amounts to the grantor, it is often difficult to value the asset that is 
being used to satisfy the annuity obligation.  If the distributed asset is finally determined to have 
had too low a value when it is used to satisfy the annuity amount owed by the GRAT, it could 
be deemed to be an additional contribution by the annuitant to the GRAT, which is prohibited. 
See Treas. Reg. §25.2702-3(b)(5).  On the other hand, if it is finally determined that the hard to 
value asset that is distributed in satisfaction of the annuity payment to the grantor had too high a 
value, it could be determined by the IRS that such a payment is a commutation, which is also 
prohibited.  See Treas. Reg. §25.2702-3(d)(5).  Thus, the trustee of the GRAT, which is 
frequently also the grantor, must be very careful, like Goldilocks, to make sure that the annuity 
payments are “just right”.  Using hard to value assets, to make the “just right” payments, may be 
highly problematic.  Language in the trust requiring that any payment be retroactively adjusted 
if later found to be incorrect may help, but is not certain to negate an Atkinson type challenge.

(vi) There may be less danger that the retained
note will be recharacterized as a deemed
retained interest in a trust under equitable
tax principles with this technique than with
a sale to a grantor trust.

The IRS has purportedly made the argument under certain circumstances (e.g., when 
there is significant leverage) that, in substance, the sale for a note to the grantor trust is a 
contribution to the trust with a deemed retained interest.108F

109 If, under equitable tax principles, the 

109 The IRS made that argument in Karmazin v. Commissioner, No. 002127-03 (T.C. file Feb. 10, 2003), 
but the case was settled on terms favorable to the taxpayer.  In Dallas v. Commissioner, 92 T.C.M. (CCH) 313 
(2006), the IRS originally made that argument, but dropped the argument before trial.  The IRS is currently making 
both of those arguments in two docketed cases, Estate of Donald Woelbing v. Commissioner, No. 30261-13 (T.C. 
filed Dec. 26, 2013) and Estate of Marion Woelbing v. Commissioner, No. 30260-13 (T.C. filed Dec. 26, 2013).
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transaction is treated as a deemed contribution to the trust with a deemed retained trust interest, 
severe gift tax and estate tax consequences could accrue under IRC Sections 2702, 2036 and 
2038.  Unfortunately, there are no authorities that can provide the taxpayer with guidance on an 
amount of leverage that may safely be used with a trust.

It should also be noted that the IRS, in its recent Priority Guidance Plan issued on July 
31, 2015, appears to be taking dead aim at the sale for a note to a grantor trust that is subject to 
a defined value assignment.109F

110

The GRAT/FLLC technique employs leverage, but the leverage is in the organization of 
the entity.  Numerous debt/equity tax cases exist regarding whether the debt is treated as a 
disguised equity in that context.  There is ample authority and guidelines on that subject, 
particularly in interpreting IRC Section 385.110F

111 Furthermore, as noted above, assuming the 
FLLC is recognized for transfer tax purposes, if the note is found not to be a note under equitable 
tax principles, the note will be treated as retained equity in the FLLC. The note should not be 

110 Please see 3, 5, and 8 of that guidance plan, which states as follows:

3. Guidance on basis of grantor trust assets at death under IRC Section 1014.

…

5. Guidance on the valuation of promissory notes for transfer tax purposes under IRC
Sections 2031, 2033, 2512, and 7872.

…

8. Guidance on the gift tax effect of defined value formula clauses under §§2512 and
2511.
111 In the corporate context, see IRC Section 385(b); Miller v. Commissioner, T.C. Memo 1996-3, 71 

T.C.M. (CCH) 1674; see the discussion of what constitutes a valid indebtedness in Todd v. Commissioner, T.C.
Memo 2011-123, aff’d per curiam 486 Fed. App. 423 (5th Cir. 2012); see also IRC Section 385 (titled “Treatment
of Certain Interests in Corporations as Stock or Indebtedness”); Notice 94-47, 1994–1 C.B. 357.  See also, Staff of
the Joint Committee on Taxation, “Federal Income Tax Aspects of Corporate Financial Structures,” JCS-1-89, at
35-37 (Jan. 18, 1989), available at https://www.jct.gov/publications.html?func=showdown&id=2238, noting that
various courts have determined that the following features, among others, are characteristic of debt:

1) a written unconditional promise to pay on demand or on a specific date a sum certain in money in
return for an adequate consideration in money or money’s worth, and to pay a fixed rate of interest; 2) a 
preference over, or lack of subordination to, other interests in the corporation; 3) a relatively low corporate 
debt to equity ratio; 4) the lack of convertibility into the stock of the corporation; 5) independence between 
the holdings of the stock of the corporation and the holdings of the interest in question; 6) an intent of the 
parties to create a creditor-debtor relationship; 7) principal and interest payments that are not subject to the 
risks of the corporation’s business; 8) the existence of security to ensure the payment of interest and
principal, including sinking fund arrangements, if appropriate; 9) the existence of rights of enforcement and 
default remedies; 10) an expectation of repayment; 11) the holder’s lack of voting and management rights 
(except in the case of default or similar circumstance); 12) the availability of other credit sources at similar 
terms; 13) the ability to freely transfer the debt obligation; 14) interest payments that are not contingent on 
or subject to management of board of directors’ discretion; and 15) the labelling and financial statement 
classification of the instrument as debt.  Some of these criteria are the same as those specified in §385, but 
this elaboration is a more extensive summary of the factors applicable in making the determination.
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treated as a retained interest in a trust with the attendant IRC Sections 2702 and 2036 
considerations.

(vii) There is greater authority that a sale to a
single member FLLC will be treated as a
non-taxable sale to a disregarded entity for
income tax purposes than there is for a sale
to a grantor trust. See the discussion supra
Section IV.A.3.a.(13)(b).

(viii) The LAGRAT avoids the necessity of
continually creating GRATs using the so-
called “cascading GRATs” technique.

Using this technique is a one-time solution at the end of the GRAT annuity period, the 
grantor has a perfect freeze (the grantor only owns a note and a small equity interest).  The 
grantor does not need to keep forming GRATs to freeze his estate, which saves on legal and 
appraisal costs and is also administratively easier to execute.
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(c) Considerations of the LAGRAT technique.

(i) If the grantor does not survive the term of
the GRAT, part or all of the net value of the
leveraged FLLC interests owned by the
GRAT and the then value of the
outstanding note receivable from the FLLC
could be taxable in the grantor’s estate.

If the grantor does not survive the term of the GRAT, the IRS takes the position that IRC 
Section 2036 will include the assets of a GRAT in the grantor’s estate equal to the lesser of the 
value of the assets in the GRAT, or the dollar amount of the retained annual annuity divided by 
the then IRC Section 7520 rate.111F

112 Under the facts of Example 7, if the IRC Section 7520 rate 
increases to 5% before the GRAT terminates, and if the grantor dies before the end of the term 
of the GRAT, the lesser of the net value of the GRAT or $10,246,240 ($512,321 ÷ 5%) will be 
included in the estate of the grantor (Neal Navigator).  Assuming the assets earn 7.4% annually 
before taxes the net value of Holdco in three years will be $12,381,520, assuming valuation 
discounts will not be allowed.  See infra Schedule 6.  However, that amount is greater than 
$10,246,240.  Thus, the maximum amount included under IRC Section 2036 under those facts, 
is $10,246.240.  The then principal amount of the note is also included in the grantor’s estate 
under IRC Section 2033.

There are a number of techniques to eliminate the IRC Section 2036 concern that a death 
by the grantor of the GRAT will include some or all of the GRAT assets in the grantor’s estate. 
See supra Section IV.C.4.d.

One of the techniques is for part of the liquidity that is directly or indirectly owned by 
the GRAT to be invested in life insurance instead of financial assets to hedge against Neal’s 
early death.  As noted above, if the IRC Section 7520 rate rises to 5% at the time of Neal’s death, 
because of the formula under the IRC Section 2036 regulations, the maximum under the facts of 
Example 7 that will be included in Neal Navigator’s estate because of the GRAT annuity is 
$10,246.620 ($512,321 ÷ 5%).  Also, if Neal dies before the GRAT annuity ends, under IRC 
Section 2033 the value of Neal’s note receivable and the 1% retained managing member interest 
will also be taxable in his estate.  The estate taxes associated with the IRC Section 2036 and IRC 
Section 2033 inclusion with Neal’s early death could be mitigated or “hedged,” if either the 
Holdco FLLC or Financial Assets LP purchases life insurance with Neal being the insured. 
There is a long line of authority that life insurance owned by a partnership entity is only taxable 
in the insured’s estate under IRC Section 2033, and is not included in the insured’s estate under 
IRC Section 2042.112F

113

112 See Treas. Reg. §§ 20.2036-1(c)(2)(i), 20.2036-1(c)(2)(iii), Ex 2.
113 See Treas. Reg. § 20.2042-1(c)(2); Estate of Knipp v. Commissioner, 25 T.C. 153 (1955), aff’d on 

another issue, 244 F.2d (4th Cir. 1957), cert denied, 355 U.S. 827 (1957), acq. in result, 1959-1 C.B. 4; Rev. Rul. 
83-147, 1983-2 C.B. 158; Watson v. Commissioner, 36 T.C.M. (CCH) 1084 (1977); Estate of Fuchs v.
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Under Example 7, assume Neal is 60 years old and Financial Assets, LP buys a 
combination of 10-year term life insurance and permanent life insurance to pay for the potential 
estate tax cost of Neal’s passing within three years of creating the LAGRAT.  Assuming the 
estate tax rate is 40%, Neal would need to purchase a maximum of $4,098,648 of term life 
insurance ($10,246,620 x 40%) to pay the estate taxes because of the IRC Section 2036 inclusion 
of the GRAT, and a maximum of $6,689,880 ($16,724,700 x 40%) of permanent life insurance 
to pay for the IRC Section 2033 inclusion of Neal’s note receivable and the remaining 1%-
member interest in Holdco FLLC.

The cost of the ten-year term life insurance premiums to hedge or pay for the potential 
IRC Section 2036 inclusion would be $10,893 each year.  The annual cost of the $6,689,880
permanent life insurance policy to hedge or pay for the potential IRC Section 2033 inclusion 
would be $93,362 a year.113F

114 Thus for an annual outlay of $104,255, which is .417% of the assets 
subject to the LAGRAT in this example, Neal Navigator’s early death estate tax problem is 
solved.

Under those facts, if Neal is then in the maximum estate tax bracket and has used all of 
his estate tax exemption, and has an early death, the synergy of the use of the LAGRAT and the 
use of life insurance is quite remarkable.  The loss of the family’s net worth is reduced from 40% 
to a little over 1%.

Obviously, after the GRAT annuity period ends the IRC Section 2036 exposure also ends 
and Neal could terminate the term life insurance and the associated premiums.  Neal could also 
terminate or reduce the permanent life insurance premiums as his IRC Section 2033 estate tax 
exposure because the retained note is also reduced.

(ii) The LAGRAT is more complex to initially
create than the traditional GRAT (but it is
less complicated than using the alternative
“freeze” technique of cascading GRATs
that would be created each year).

While this technique solves considerations in paying GRAT annuities with hard to value 
assets and has the distinct advantage of substantially outperforming other GRAT techniques, it 
is more complex to initially create.  However, after the termination of the GRAT, it should not 
be any more complex to administer than a sale of partnership interests to a grantor trust.

Commissioner, 47 T.C. 199 (1966); Estate of Infante v. Commissioner, 29 T.C.M. (CCH) 903 (1970); Estate of 
Tompkins v. Commissioner, 13 T.C. 1054 (1949).

114 Many thanks to Preston Sartelle of Capital Strategies Group, Inc. who used certain current assumptions 
of current TIAA-CREF life insurance products to give the author the above annual premium assumptions.
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(iii) Care must be taken to make sure that there
is not a violation of the treasury regulation
that prohibits “issuance of a note, or other
debt instrument, option, or other similar
financial arrangement, directly or
indirectly, in satisfaction of the annuity
amount.”

If there is an indirect issuance of a note in satisfaction of the retained GRAT annuity 
amounts, the annuity amounts will not be considered qualified annuity interests and the annuity 
amounts will be worth zero in determining the gift to the remainder trusts.  See Treas. Reg. 
§ 25.2202-3(b)(1).  In the context of the examples of this outline, the gift would be the fair market
value of the non-managing member interests that were transferred to the GRATs.  That gift
would be comparatively low, around 8% of the gross value of the assets of the FLLC (assuming
a 20% valuation discount and 90% leverage with respect to the FLLC), but the indirect issuance
of a note in satisfaction of the annuity amount should be avoided.

Borrowing from others to make annuity payments is not addressed in the regulations, but 
is expressly acknowledged as being acceptable in the preamble to the regulations, if the step 
transaction doctrine does not apply.  A GRAT borrowing from the grantor for purposes other 
than making annuity payments, such as to enable the trust to make other investments (or allowing 
the entity the GRAT owns to make other investments like the Holdco, FLLC in this example), is 
not addressed and, therefore, should be viewed as permissible, subject to the “directly or 
indirectly” step transaction caveat.  In the LAGRAT technique, it should be easy to trace the 
borrowing proceeds from a grantor to an investment by the GRAT, or some other use by the 
GRAT (e.g., paying expenses), other than making an annuity payment.114F

115

All of the retained leverage by the grantor in the LAGRAT technique is associated with 
the creation of Holdco when the grantor contributes assets in exchange for a note from Holdco. 
The grantor in this technique never loans money to the GRAT for any purpose, including the 
purpose of providing liquidity so that the GRAT can pay the GRAT annuity with liquid assets.

115 See the discussion by Ronald D. Aucutt in “Grantor Retained Annuity Trusts (GRATs) and Installment 
Sales to Grantor Trusts.”  The American Law Institute Continuing Legal Education Planning Techniques for Large 
Estates (Apr. 8-10, 2015).
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(iv) Care must be taken to make sure that the
IRS cannot successfully take the position
that the creation of Holdco, FLLC should
be ignored for gift tax purposes and that the
retained notes are in reality retained trust
interests in the GRAT that do not constitute
a qualified annuity interest under IRC
Section 2702.

Holdco, FLLC could be disregarded under two different theories: (i) a single member 
FLLC should be per se disregarded for both income tax purposes and transfer tax purposes and/or 
(ii) even if single member FLLC’s should not be disregarded for transfer tax purposes on a per
se basis, the step transaction doctrine applies to the facts of the transaction and the FLLC is
disregarded for transfer tax purposes.

The argument that the FLLC should not be ignored for gift tax purposes on a per se basis, 
or under the step transaction doctrine, is greatly strengthened if the FLLC is also partially owned 
by another disregarded entity (e.g., an existing grantor trust) before the donor contributes his 
part of the non-managing member interests in the FLLC to the GRAT(s). 

Even though the single member FLLC is per se disregarded for income tax purposes (see
Treas. Reg. § 301.7701-3(b)(1)(ii)), it is not disregarded for gift tax purposes.  In Pierre v. 
Commissioner, 133 T.C. 24 (2009), the full Tax Court held that because transfer taxes follows 
state law property rights, interests in a single member FLLC were valued for gift tax purposes 
as FLLC interests and not, as the IRS argued, with reference to underlying asset values.115F

116 The 
IRS has not acquiesced in the decision.

As noted in the examples, care should be taken to make sure that the leveraged creation 
of FLLC is recognized as an independent transaction under the step transaction doctrine.  In 
applying the step transaction doctrine, the IRS or court may not treat the various steps of the 
transfer as independent.  Instead, the steps may be collapsed into a single transaction.116F

117 Under 
the circumstances of the gift of a non-managing member interest in a leveraged FLLC to a 
GRAT, the crucial key to not run afoul of the step transaction doctrine may be establishing that 
the creation of the FLLC should stand on its own, especially if there is another owner of the 
FLLC as in the above example.  Could the act of a transferor creating the leveraged FLLC be 
independently separated from the gift to the GRAT?  The creation of the FLLC should be 
designed to be sufficiently independent on its own and as an act that does not require a gift to 

116 A subsequent memorandum decision, T.C. Memo 2010-106, applied the step transaction doctrine to 
collapse certain sale and gift transfers of 9.5% and 40.5% into single 50% transfers.

117 See Donald P. DiCarlo, Jr., “What Estate Planners Need to Know About the Step Transaction Doctrine,” 
45 Real Prop. Tr. & Est. L.J. 355 (Summer 2010).  
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the GRAT.  There does not have to be a non-tax purpose for the creation of and gift to the GRAT. 
It is difficult for this writer to understand the non-tax purpose of any gift.

The Supreme Court has said on two separate occasions that estate and gift tax law should 
be applied in a manner that follows a state property law analysis.117F

118 Thus, the key questions 
could be, is the creation of the FLLC with leverage recognized for state property law purposes, 
and is its creation independent of any other events, including the subsequent gift to the GRAT? 
Stated differently, for state law property purposes, would the creation of the FLLC be recognized 
independent of the gift to the GRAT?  It would seem to this writer that in many situations it 
could be demonstrated that the creation of the FLLC did not require a gift to the GRAT for state 
law property purposes or for tax purposes.  Furthermore, creating a FLLC with debt has 
economic risk to the current owners and future owners of the FLLC. The creation of the FLLC 
has both risk and reward.  The value of the FLLC assets could depreciate below the value of the 
note.  Depending upon the size of the transaction, 10% equity may represent real risk in 
comparison to the reward of the leverage.  One percent equity may not.

An excellent discussion of the interrelationship of creating a FLLC, transferring a 
member interest in a FLLC, state property law, federal transfer tax law and the step transaction 
doctrine is found in the Linton118F

119 case.

If the creation of the FLLC is ignored for gift tax purposes, then under equitable tax 
principles the sale and contribution of the underlying assets of the FLLC is to the GRAT instead 
of to the FLLC.  The value of the GRAT will increase.  Assuming the valuation discount for the 
transferred non-managing member interests is 20%, then ignoring the valuation discounts will 
increase the value of the GRAT by 20% and the GRAT annuity amounts will increase by 20%.

If the creation of the FLLC is ignored for gift tax purposes, does it matter what the terms 
of a trust are in determining if the cushion is adequate on a sale to a trust in order to have a note 
recognized as a note instead of as a retained interest in the trust?  It may matter.  On its face, 
there may be plenty of cushion on the sale and the note would be recognized as a note.  However, 
the terms of this trust, after payment of trust obligations, are that all of the net assets are to be 
distributed to the grantor of the trust (who is also the owner of the note) unless there is growth 
of the assets.  Does the fact that the GRAT is in effect a short term trust in which most of its 
assets are to be distributed to the grantor, after payment of the outstanding note to the grantor, 
equitably convert the note to a retained interest in the trust?  If the note is treated as a retained 
interest in trust, the terms of the note may not comply with the definition of a qualified payment 

118 See United States v. Bess, 357 U.S. 51 (1958); Morgan v. Commissioner, 309 U.S. 78 (1940).
119 See Linton v. United States, 630 F.3d 1211 (9th Cir. 2011); see also the following cases which also held 

that the step transaction doctrine did not apply under the facts of the case:  Holman v. Commissioner, 601 F.3d 763 
(8th Cir. 2010); Senda v. Commissioner, 433 F.3d 1044 (8th Cir. 2006); Gross v. Commissioner, T.C. Memo 
2010-176 (2010).  But see Heckerman v. United States, 104 A.F.T.R. 2d 5551 (W.D. Wash. 2009), which held the 
step transaction doctrine did apply.
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under IRC Section 2702 and the gift will be all of the assets of the GRAT minus the annuity 
payments that do qualify.

(v) Care must be taken if the underlying asset
that is sold or contributed to the single
member FLLC is stock in a subchapter S
corporation.

Assuming the FLLC is a single member FLLC and/or is owned by other disregarded 
entities for income tax purposes, the FLLC may own subchapter S stock.119F

120 If the FLLC is not 
a single member FLLC, it will not be a permissible shareholder of a subchapter S corporation 
and the subchapter S election will be terminated.  The FLLC should be drafted to make it clear 
that it dissolves and liquidates upon the earlier of a term of years or the death of the single 
member owner.  If the FLLC terminates and dissolves on the single member’s death, the 
subchapter S election may be preserved.120F

121

e. Swap out volatile assets of unsuccessful GRATs.

A grantor might wish to borrow from a GRAT in order to swap out volatile assets of 
unsuccessful GRATs, so that those assets may be transferred to new GRATs while the value of 
the assets is depressed.  As with a swap from a GRAT in order to lock in successful performance, 
a grantor wishing to swap out volatile assets from an unsuccessful GRAT could substitute in 
cash or other low-volatility assets.121F

122 As an alternative, the grantor could also consider issuing 
a note to the GRAT in exchange for the volatile assets.

5. Possible structural solutions to allow the allocation of the GST exemption
upon the creation of a GRAT.

a. Introduction.

The “conventional wisdom” this author sometimes hears on this subject is as follows: 
“the remainderman of a GRAT cannot be a generation-skipping trust” or “you can use the 
leverage of a GRAT for gift tax purposes, but you cannot use that leverage for 

120 See PLRs 9739014, 9745017, 200107025 and 20008015.  These private letter rulings do not consider 
whether an FLLC having a grantor and grantor trust as members will be considered to have only one owner and 
therefore remain a disregarded entity, but they support that result. 

121 See PLR 200841007.  In this private letter ruling the deemed single member LLC was owned by five 
separate grantor trusts when the grantor died.  One day after the grantor’s death, the LLC was liquidated and 
distributed its subchapter S stock to the new five non-grantor trusts.  The representative of the grantor represented 
that the existence of the new partnership for one day after the grantor’s death was inadvertent and was not motivated 
by tax purposes.  The IRS agreed that the LLC was deemed to terminate on the day of the grantor’s death and the 
subchapter S election remained in effect.

122 See generally Dillon & Reed, “Letting GRATs Fail for Success,” Trusts & Estates, Vol. 157, No. 12 
(December 2018).
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generation-skipping tax purposes.”  This “conventional wisdom,” under the circumstances 
described below, may be incorrect.

As noted above, a GRAT can be structured to have almost no gift tax value attributable 
to the remainderman, valued as of the creation of the trust.  If the asset that has been contributed 
to GRAT outperforms the IRC Section 7520 interest rate, that outperformance results in a gift 
tax free gift to the remainderman.  Thus, the gift tax exemption can be substantially leveraged 
using the GRAT technique.

It is generally thought that the generation-skipping tax exemption of the grantor may not 
be leveraged in a similar fashion.  This is because of the estate tax inclusion period (“ETIP”) rule 
found in IRC Section 2642(f)(3), which provides as follows:

Any period after the transfer described in paragraph (1) during which the value 
of the property involved in such transfer would be includible in the gross estate of the transferor 
under Chapter 11 if he died.  The transferor’s exemption for generation-skipping tax purposes 
cannot be allocated until after the ETIP period.  (Emphasis added.)

Stated differently, whether a generation-skipping transfer has occurred cannot be 
determined until after it is determined whether the property will be included in the grantor’s 
estate.  If the period passes, and it is clear the property will not be included in the grantor’s estate, 
then and only then, may the grantor’s GST exemption be allocated.

b. If there is a 5% or less probability that estate tax inclusion will
occur because of the death of the grantor, is there an exception to
the ETIP rules applying, which allows an upfront allocation of a
GST exemption?

The technique.

Treas. Reg. §26.2632-1(c)(2) contains the regulatory definition of ETIP and then 
provides an exception, as follows:

For purposes of paragraph (c)(2) of this section, the value of transferred 
property is not considered as being subject to inclusion in the gross estate of the 
transferor or the spouse of the transferor if the possibility that the property will be 
included is so remote as to be negligible.  A possibility is so remote as to be 
negligible if it can be ascertained by actuarial standards that there is less than a 5 
percent probability that the property will be included in the gross estate.  (Emphasis 
added.)

For a short term GRAT there will often be less than a 5% probability that the grantor will 
die during the GRAT term.  For example, this will be true for a two-year GRAT unless the 
grantor is above 70 years of age.  In such a case, the exception noted above would literally apply. 
On this reading of the exception, the ETIP rules will not apply to an allocation of GST exemption, 
upon creation of the GRAT because there is less than a 5% chance that the grantor will die during 
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the GRAT term.  Thus, a grantor age 70 or younger can create a two-year GRAT in which the 
remainderman is a generation-skipping trust, make an upfront allocation of the GST exemption.

Advantages of the technique.

Using that GRAT structural technique, when the ETIP rules do not apply, and allocating 
GST exemption to the GRAT assets on creation of the GRAT, even if there is not an offset for 
the retained GRAT annuity, is not much of a “penalty” with the LAGRAT technique.  The reason 
why there is not much of a penalty with that structural technique is because the retained GRAT 
annuity is a relatively modest part of the leverage being employed in the transfer to the GST 
exempt trust.

For instance, see Example 7 supra Section V.C.4.d.(5)(a).  Assume the grantor in that 
example is young enough that there is only a 5% probability that the grantor will die during the 
GRAT annuity period.  Because of the leverage embedded in the contributed FLLC member 
interest to a GRAT and the assumed valuation discounts, the taxpayer would only have to 
allocate $1,471,774 of his GST exemption to make the GRAT and the remainder trust exempt 
from the generation-skipping transfer tax because those trusts will have a zero inclusion ratio. 
That is obviously more than the one-dollar gift tax exemption that needs to be allocated. 
However, it may still be an efficient use of the GST tax exemption as Tables 1a, 1b and 1c 
illustrate.  At the end of three years, because of the arbitrage of discounted assets going into the 
GRAT and a relatively modest amount of cash being used to pay the GRAT annuities, even if 
the assets grow at the modest IRC Section 7520 rate of 2.2%, the GST trust would, upon 
termination of the GRAT in three years, have a value of $7,771,229 (see Table 6a supra Section 
V.C.4.d.(5)(b)(i)), if the valuation discounts are ignored in valuing the GST assets at that time.
That is clearly an efficient use of the upfront allocation of $1,471,774 in GST exemption.

Considerations of the technique.

If the grantor wishes to have a zero inclusion for GST purposes for the trust, can he use 
an amount of upfront allocation of the GST exemption that is equal to the amount of the taxable 
gift of the GRAT remainder, which subtracts the retained GRAT annuity in determining the gift? 
Or does the grantor, if he wishes to have a zero inclusion for GST purposes for the trust, have to 
make an upfront allocation of the GST exemption that is equal to the full value of the trust 
without subtracting the annuity payments?  There is not any definitive authority on this subject, 
but most commentators believe the IRS will resist the result that an upfront allocation of the GST 
exemption equal to the gift tax amount works to achieve zero inclusion.122F

123 Ed Manigault and 
Mil Hatcher discuss this issue and note the following:123F

124

123 See PLR 200107015:  Covey & Hastings, “Recent Developments 2007,” 42nd Annual Heckerling 
Institute of Estate Planning, University of Miami School of Law (page 295).  See Manigault and Hatcher, “GRATs 
and GST Planning – Potential Pitfalls and Possible Planning Opportunity,” 20 Prob. & Prop. 28 (2006).

124 See Manigault and Hatcher, “GRATs and GST Planning – Potential Pitfalls and Possible Planning 
Opportunity,” 20 Prob. & Prop. 28, 32 (2006).
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Although it appears that some GRATs should fall outside of the ETIP 
rule—depending on the age of the grantor and the term of the annuity period—it 
is not clear how much GST exemption would need to be allocated to the GRAT to 
provide for a zero inclusion ratio.  If the allocable amount necessary to produce a 
zero inclusion ratio was tied to the taxable gift amount, then using a nearly 
zeroed-out GRAT would seem to permit the allocation of an amount only equal to 
the minimal taxable gift.

The provisions for allocation of GST exemption, however, do not clearly 
define the allocation amount based on the amount of the taxable gift.  Instead, the 
regulations arguably point to the amount of the property transferred, not to the 
amount of the taxable gift.  See Treas. Reg. §26.2632-1(b)(1)(i), (2)(i) and (ii), and 
(4).  This approach is consistent with the determination of the applicable fraction 
(for purposes of calculating the inclusion ratio), which has as its denominator the 
value of the property transferred to the trust.  See Treas. Reg. §26.2642-1(c)(1).  It 
might then be the position of the IRS that, if the above interpretation of the ETIP 
exception is accurate, a grantor must allocate GST exemption equal to the amount 
transferred to the GRAT, not the minimal taxable gift created as a result of the 
funding of the GRAT.

The argument that the authors make is that the amount transferred for 
generation-skipping tax purposes should be offset by the consideration received by the grantor. 
In the case of the GRAT, the consideration received is the present value of the amount of the 
annuities that the grantor is to receive.  In the case of a transfer to a generation-skipping trust, 
pursuant to a bargain sale, it is commonly accepted that the amount of the GST exemption that 
needs to be allocated is the amount of the transfer after subtracting the value of the consideration 
received.  The natural question is why should the result be different if the consideration received 
is an annuity (from a GRAT) as opposed to a seller-financed note from a non-GRAT trust?  To 
take the analogy a little bit further, assume that a grandparent makes a bargain sale to an “old 
and cold” adequately funded trust (presumably a defective grantor trust) in which the 
consideration for the “sale” part of the bargain sale is not a seller financed note, but a private 
annuity.  One would assume that the selling grandparent should be able to insulate the trust from 
GST taxes by allocating her GST exemption in an amount equal to the “bargain” gift component 
(this assumes the annuity will be recognized on its own terms and not as a disguised retained 
income interest that is subject to IRC Section 2036).  Thus, the question is why should a 
transaction involving a bargain sale private annuity be treated differently than a transaction 
involving an annuity from a GRAT, as far as determining the amount of the property transferred 
for GST tax exemption allocation purposes?

The taxpayer should assume that the ETIP rules do not apply if there is less than a 5% 
probability that a GRAT will be included in the gross estate and the GST exemption may be 
allocated on the creation of the GRAT.  However, a conservative taxpayer should assume in 
allocating the GST exemption on the creation of the GRAT, if an inclusion ratio of “0” is desired, 
that he should allocate a GST exemption amount that is equal to the amount of the property 
transferred, without netting out the retained GRAT annuity.
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Is there a situation, when the 5% exception applies, where the above debate, about 
whether the retained annuity in a GRAT can be used as an offset in calculating the allocation of 
the GST exemption, at the time of the creation of the GRAT, is generally irrelevant?  There may 
be.  Consider a defined formula remainder GRAT with a small retained annuity in comparison 
to the value of the asset that is contributed to the GRAT, because the annuity amount is defined 
as a result of a “defined value” remainder that is a significant, specific dollar amount.124F

125 Using 
the “defined value’ remainder, allocating a GST exemption to a LAGRAT on its creation could 
still work very well for generation-skipping transfer tax purposes.  The client, under those 
circumstances, may be content with allocating the GST exemption to all of the assets that are 
held in the GRAT.  If the 5% exception under Treas. Reg. Section 26.2632-1(c)(2) applies, the 
GST exemption may be allocated to the GRAT when it is created.  In such a case, the GRAT 
operates with two very useful features: (1) the amount of the transfer for gift tax purposes will 
not increase even if the initial value of the trust increases upon audit, and will remain protected 
from gift tax if it is less than the unified credit applicable to the transfer.  If the IRS takes the 
view that the assets have a greater value than the filed gift tax return would indicate, the increased 
annuity will offset the increase in asset values; and (2) if values are not increased upon audit, the 
GST exemption allocated will make the continuing trusts GST exempt and protect subsequent 
appreciation from GST tax.  If values are increased on audit, the GRAT may be only partially 
exempt for GST tax purposes. In that event, upon termination of the GRAT, the continuing trust 
could be bifurcated into a trust that is GST exempt and another trust that is not GST exempt.

125 For example, the formula might define the annuity as that percentage of the initial value of the trust 
assets (as finally determined for federal gift tax purposes) which will result in an annuity having a present value at 
the inception of the trust equal to the initial value of the trust assets (as so determined) less $4,800,000.  Also assume 
under this example that the value of the annuity is $400,000 and the grantor has an available gift tax exemption and 
GST tax exemption of $5,400,000.  The grantor could allocate $4,800,000 of his available gift tax exemption and 
$5,200,000 of his GST tax exemption to the GRAT.  A GRAT annuity defined in this way has not been passed upon 
by the IRS or the courts.  It should meet the requirements of Treas. Reg. 25.2702-3(b)(i)(B), which permits the 
annuity to be “[a] fixed fraction or percentage of the initial fair market value of the property transferred to the trust, 
as finally determined for federal tax purposes, payable periodically but not less frequently than annually, but only
to the extent the fraction or percentage does not exceed 120 percent of the fixed fraction or percentage payable in 
the preceding year.”  In order to freeze the remainder value at a constant dollar amount, such a formula definition 
generates a greater annuity percentage (not just a greater annuity amount) for a higher initial value. The percentage 
is dependent upon finally determined asset values and is fixed by them, since there is only one percentage 
corresponding to any given initial value of the trust.  It therefore is hard to see in what sense this would not be a 
“fixed percentage,” and the regulatory definition, with its reference to values “as finally determined for federal tax 
purposes,” seems entirely consistent with defining the annuity percentage in this way.  An initial annuity percentage 
defined in this way could then be made subject to the 20% annual increase permitted under the regulation, although 
that is not a feature of the technique under discussion.
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c. Is there a technique that uses the leverage of the GRAT to
indirectly profit a GST trust in which a skip person is not the
remainderman of the GRAT at the beginning or end of the ETIP
(and does the technique work)?

The technique.

Another interesting inquiry is whether a grandparent who creates a GRAT will be deemed 
to have made a transfer that is subject to generation-skipping taxes, if the remainderman at the 
beginning and at the end of the ETIP period of the GRAT is not a skip person?  The answer 
would seem to be no.

However, does that answer change if the original remainderman, who is not a skip person, 
during the ETIP period transfers, for full and adequate consideration, sells her remainder interest 
to an existing generation-skipping trust that the remainderman has created and at a later time 
buys back that remainder interest (presumably before the ETIP period ends)?  In other words, 
has the grandparent who created the GRAT made a generation skipping transfer despite naming 
a non-skip person as the remainderman who in fact receives the remainder after the ETIP period 
ends?  If the original remainderman and the remainderman at the end of the ETIP period is a 
non-skip person, but during the ETIP period there are non-taxable transfers by the remainderman 
to and from a generation-skipping trust, has a generation-skipping transfer been made?  Consider 
the following example:

Example 8: Granny Selfmade Creates a GRAT That, Because of the Non-Skip 
Remainderman’s Actions, Indirectly Benefits a Generation-Skipping Trust

Granny Selfmade creates a GRAT with a retained annuity amount that results in a very 
low gift for gift tax purposes to the remainderman, her daughter, Betsy Bossdaughter.  The terms 
of the trust agreement creating the GRAT provide that if Granny survives the two-year term of 
the GRAT, but Betsy does not survive the term of the GRAT, the remaining proceeds of the GRAT, 
if any, are to pass to Betsy’s two children, Bob and Brenda Bossdaughter.

Betsy is grateful for the creation of the GRAT by her mother, but she feels that her mother 
has already done enough estate planning for her benefit.  Betsy is interested in transferring 
wealth to her children.  Several years ago Betsy made an independent gift to a 
generation-skipping trust in which the primary beneficiaries were her children, Bob and Brenda. 
The generation-skipping trust is an intentionally defective grantor trust.  In the early days of the 
GRAT, while the actuarial value of the remainder interest is very low, Betsy, for full and 
adequate consideration, sells her remainder interest to that existing GST trust she created.

The GRAT is very successful.  Before the end of the two-year term (or ETIP period) Betsy 
decides to buy back the remainder interest for full and adequate consideration (perhaps with a 
seller-financed note).  Thus, on termination of the GRAT, Betsy is once again, the only 
remainderman beneficiary.  On termination of the GRAT, Betsy satisfies any note she owes to 
the existing GST grantor trust with assets she received from the GRAT.
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The technique is illustrated below:

Granny asked her tax advisor, Pam Planner, whether she owes any generation-skipping 
transfer taxes on termination of the GRAT because of Betsy’s actions.

Advantages of the technique.

Before Pam, or anyone, can answer this question, certain key concepts must be 
understood in addition to the applicability of the ETIP rules.  What is a “transfer” for purposes 
of Chapter 13?  In certain context “transfer” is shorthand for “generation-skipping transfer”, 
which is a defined term.  The generation-skipping transfer is one of the three defined GST taxable 
events:  taxable termination, taxable distribution, or direct skip.  However, in certain other 
contexts of Chapter 13, “transfer” refers to the original transfer of property establishing a trust. 
The transferor, for generation-skipping tax purposes is “the individual with respect to whom 
property was most recently subject to federal estate or gift tax.”  See Treas. Reg. 
§26.2652-1(a)(1).

Another area where it is important, under Chapter 13, to determine whether a 
generation-skipping tax transfer has occurred is determining the inclusion ratio when additional 
transfers are made to a trust.  Any addition requires a recompilation of the trust’s applicable 
fraction and, thus, its inclusion ratio and requires allocation of GST exemption to preserve a zero 
inclusion ratio.  Treas. Reg. §26.2642-4 seems to suggest that no addition to a trust can occur 
without a gift or an estate taxable transfer.  A transfer for full and adequate consideration is not 
such a transfer and should not be an addition.

Under these definitions, Pam Planner advises Granny that there appears to be no transfer 
that would incur GST tax or require an allocation of GST exemption to avoid tax.
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Considerations of the technique.

Consideration must be given to PLR 200107015.  This ruling involved a zeroed-out 
charitable lead annuity trust (“CLAT”) and a proposed gift assignment by a child who was a 
one-sixth vested remainderman.  The gift would be to a trust, which is a generation-skipping 
trust with respect to the grantor of the CLAT.  The purpose of the ruling was to determine 
whether the child would be treated as the transferor for GST purposes instead of the grantor of 
the CLAT.  The IRS refused to grant the request of a favorable ruling:

Section 2642(e) provides a special ruling for determining the inclusion ratio
for any ‘charitable lead annuity trust.’  Under §2642(e) and the applicable 
regulations, in the case of a charitable lead annuity trust the applicable fraction 
(1) the numerator of which is the adjusted generation-skipping transfer tax
exemption (‘adjusted GST exemption’), and (2) the denominator of which is the
value of all property in the trust immediately after the termination of the charitable
lead annuity.  The adjusted GST exemption is the amount of GST exemption
allocated to the trust increased by an amount equal to the interest that would accrue
if an amount equal to the allocated GST exemption were invested at the rate used
to determine the amount of the estate or gift tax charitable deduction, compounded
annually, for the actual period of the charitable lead annuity.  The amount of GST
exemption allocated to a charitable lead annuity trust is not reduced even though it
is ultimately determined that the allocation of a lesser of GST exemption would
have resulted in an inclusion ratio of zero.  Under §2642(e)(3), a ‘charitable lead
annuity trust’ is defined as any trust providing an interest in the form of a
guaranteed annuity for which the transferor is allowed a charitable deduction for
Federal estate or gift tax purposes under §§2055 and 2522.

In the absence of §2642(e), little or no GST tax would ever be imposed with 
respect to certain charitable lead annuity trusts, even if no GST exemption is 
allocated to the trust.  That is, if the value of the assets transferred to the trust was 
equal to the estate tax charitable deduction allowed with respect to the transfer, then 
under the general rules of §2642, the inclusion ratio with respect to the trust would 
be zero and the trust would be exempt from GST tax.  Even if the charitable 
deduction did not equal the value of the transferred assets, an allocation of only a 
small amount of GST exemption would have resulted in no GST tax.  Congress was 
concerned that allowing the present value of the charitable interest to reduce the 
denominator of the applicable fraction permitted the leveraging of the GST tax 
exemption.  If the trust assets sufficiently outperform the rate of return assumed in 
computing the present value of the charitable interest, the amount passing to 
non-charitable persons can exceed the amount which would have passed to them 
had there been no charitable interest in the trust.  S. Rep. No. 445, 100th Cong., 2d 
Sess. 368 (1988).

. . .
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We also note that under the facts presented in the ruling request, the form 
of the transaction might be disregarded and the series of transactions viewed as the 
designation by the Trustee of Child A’s children as remainder beneficiaries.  Under 
this analysis, Decedent would be treated as the transferor of the entire Trust estate 
for GST tax purposes.  See Estate of Bies v. Commissioner, T.C. Memo. 2000-338; 
Estate of Cidulka v. Commissioner, T.C. Memo. 1996-149; Griffin v. United States,
42 F. Supp. 2d 700 (W.D. Tex. 1998).

The ruling’s basic holding can be viewed as uniquely applicable to the charitable lead 
annuity trust.  However, it is clear that the IRS will look for other opportunities to apply equitable 
doctrines in similar contexts.  Stated differently, the ruling’s reasoning could apply just as easily 
to a GRAT, if the reader substituted the phrase “ETIP rules” for “IRC Section 2642(e).”  Using 
the same logic, the Service could find that a gift by a GRAT remainderman is avoidance of the 
Congressional intent in enacting the ETIP rules.  However, would the equitable doctrines 
inherent in the ruling apply to a sale by Betsy in above Example 8?  It would appear that the 
answer should be no.

In using a sale for full and adequate consideration, the issue is not whether Granny or 
Betsy is the transferor of the property that moves from the GRAT to the dynasty trust.  The issue 
is whether there is an addition to the dynasty trust for GST purposes.  There should not be an 
addition to the dynasty trust for GST purposes when Betsy transfers the remainder interest to the 
GST trust for full and adequate consideration and when Betsy buys the remainder interest back 
for full and adequate consideration.

Another hurdle for the IRS is that for property law purposes and gift tax purposes, 
Granny’s only transferee is a non-skip person (Betsy Bossdaughter).  It would seem that the IRS,
in order to be successful, would have to argue that a generation-skipping tax transfer occurred 
by Granny when Betsy sold for full consideration the remainder interest to the 
generation-skipping trust she created, even though you could not determine whether a 
generation-skipping transfer has occurred until after it was determined if Granny Selfmade 
survived the annuity term (and at that point, the only beneficiary of the GRAT was a non-skip 
person).  The cumulative hurdle of those positions may be very difficult for the IRS to surmount.

d. The remainder interest in a GRAT that is indirectly held by the
grantor of the GRAT is sold for full and adequate consideration to
an existing GST grantor trust.

The technique.

Consider the following example:

Example 9:  Granny Transfers a Remainder Interest in a GRAT for Full and
Adequate Consideration to a Pre-Existing Generation-Skipping Transfer Trust

Granny Selfmade transfers cash and marketable financial assets equal to $5,000,000 to 
a two-year GRAT.  The GRAT pays an annuity equal to 46.49% at the end of each year at a time 
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when the IRS Section 7520 rate is 2.2%.  The remainder beneficiary is Granny FLLC, which has 
$160,000 in other assets.  Granny Selfmade is the only owner of Granny FLLC.  Shortly after 
the creation of the GRAT, Granny transfers, for full and adequate consideration, all of her 
interest in Granny FLLC to an existing generation-skipping trust that is also a grantor trust that 
was created several years ago.  Granny uses a defined value allocation formula in making that 
assignment to the existing GST Grantor Trust.  The technique is illustrated as follows:

Granny files a gift tax return reporting both transactions 1 and 2 above.  In the gift tax 
return Granny reports that the transfer in transaction 2 was for full and adequate consideration.

Advantages of the technique.

(a) The technique should avoid gift taxes.

Granny should not have any gift tax exposure with transaction 1.  The combined value 
of Granny’s retained annuity in the GRAT and Granny’s ownership of the FLLC should 
eliminate any gift.  With respect to transaction 2, Granny’s sale of her membership in the FLLC 
will be a gift only if the consideration received is less than the full value of the FLLC.

(b) Assuming the grantor of the GRAT receives full consideration, the
technique should avoid all estate taxes and generation-skipping
transfer taxes, even if the grantor dies during the term of the GRAT
annuity.

IRC Section 2036(a) does not apply if Granny receives full consideration.  However, if 
there is even a $1.00 gift, and if Granny dies during the term of the GRAT, all of the value of 
the GRAT at the time of Granny’s death, will probably be brought back into her estate minus the 
value Granny received in transaction 2 (see IRC Section 2043).



Chapter 1—Some of the Best Creative Tax Planning Techniques for Trusts©

 1–11720th Annual Oregon Tax Institute

(c) When the GRAT terminates and the existing GST grantor trust
receives Granny’s FLLC interest, that should not be treated as an
addition for purposes of requiring an adjustment to the existing GST
grantor trusts inclusion ratio, assuming the existing GST grantor trust
pays full consideration for Granny’s interest.

See discussion supra Section IV.C.5.c.(3).  If an addition is made to a trust above the 
trust’s payment of consideration for that addition its inclusion ratio is adjusted to reflect the 
addition.  See IRC Section 2642(d).  However, when a trust with a zero inclusion ratio makes a 
profitable investment, the receipt of the profit will not change its inclusion ratio.

Considerations of the technique.

(a) There is no authority that explicitly supports the
advantages outlined above, other than the analysis
offered in this paper.

The consequence of the analysis offered in this paper being incorrect is to put the grantor 
back in the same position she would have been in if she had created a conventional GRAT.

(b) It is crucial for the grantor to have received full consideration in above
transaction 2.

In order to make sure the sale of the remainder FLLC is for full consideration, the grantor 
may wish to consider entering in a defined value allocation assignment when selling to the
existing grantor trust.125F

126

(c) Other than the GST consideration, this technique has the same
considerations delineated supra Section IV.C.3.

(d) It may be crucial that the remainder interest of the GRAT that is sold
has substance and is not a de minimis amount.  See discussion supra
Section IV.C.5.e.(3)(b).

e. The creation of a GRAT for full and adequate consideration.

The technique and its advantages.

126 See this author’s paper, “Planning for the 0.2% as if They Were Part of the 99.8%: Some of the Best 
Planning Strategies We See That Reduce Both Income Taxes and Estate Taxes,” 49 U Miami Heckerling Institute 
on Estate Planning ¶402.1[C][6] (2015 University of Miami); also see this author’s paper, “The Art of Donating 
Your Cake to Your Family and Eating It Too: Current Gift Planning Opportunities Using Strings That Are Not 
Considered Attached By the Donor,” 47 U Miami Heckerling Institute on Estate Planning, ¶602.2[C][5] (2013 
University of Miami).
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Consider a GRAT that is created with a substantial remainder interest; however, because 
of a purchase of a remainder interest of the GRAT upon its creation, there is not a gift.  That is, 
instead of making a gift of the remainder interest, what if the grantor of a GRAT sold it for full 
and adequate consideration to a pre-existing GST grantor trust upon its creation?  IRC Section
2036 inclusion does not apply if the grantor dies before the GRAT term ends, and as a 
consequence, the ETIP limitation may also not apply and the creation of the GRAT may not 
constitute a transfer to the GST trust.  Consider the following example:126F

127

Example 10:  Lenny Leverage Enters into a GRAT with the
Remainderman Being an Existing Grantor Trust That is a

Generation-Skipping Transfer Trust, With the Existing Generation-Skipping
Transfer Trust Purchasing the Remainder Interest for Full Consideration

Several years ago, Lenny Leverage created a generation-skipping transfer trust that is 
also a grantor trust.  The GST trust and Lenny contributed certain assets to a FLP.  Lenny’s 
interest in the partnership, after considering valuation discounts, is worth $21 million and the 
GST trust’s interest in the partnership is worth $2,000,000.  The GST trust transfers that 
$2,000,000 partnership interest to Lenny Leverage in full consideration for Lenny Leverage 
contributing his $21 million interest in the FLP to a GRAT that is designed with a defined value 
formula annuity which increases 20% a year.  Lenny (or his estate) will receive that term annuity. 
The formula produces a remainder value of $2 million under IRC Section 7520.  The liquidation 
value of the partnership interest that is transferred to the GRAT is $30 million and the appraised 
fair market value of the transferred partnership interest is $21 million (30% discount).  The 
partnership, at that time, has 15 years to operate before it terminates.  Lenny has $1,500,000 
outside the partnership.  Lenny is 50 years old.

The technique is illustrated below:

127 There are other alternative forms of designing a GRAT that is formed for adequate and full 
consideration.  In order to avoid estate tax inclusion of the value of the remaining annuity payments and future estate 
income taxes, if the grantor does not live past the annuity term, the GRAT annuity payments (which will have to be 
higher to provide full consideration) could be designed to terminate at the shorter of the grantor’s life or the stated 
term.  The GRAT could be designed to be a joint contribution GRAT.  In that circumstance, care should be taken 
to make sure the same assets (e.g., partnership units of the same partnership) are being contributed by the grantor 
and the GST trust to the GRAT.
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Advantages of the technique.

(a) Significant value can be transferred because of the
leverage of a GRAT.

Please note the table below, which delineates the amount that is projected to be 
transferred to Lenny’s children, grandchildren and great grandchildren pursuant to this technique 
in comparison to not doing any further planning with respect to the partnership.  The table 
assumes Lenny’s death at the end of year 20, Lenny consumes $100,000 a year with a 3% 
inflation rate, an 8% pre-tax rate of return with 2% being taxed at ordinary income rates (35%) 
and 6% at capital gains rates (15%, with a 30% turnover).  Assume that the partnership, at the 
time of the creation of the purchase GRAT, has only 15 years remaining and that the valuation 
discount is 30%.  See Schedule 7 attached to this paper.

Table 7
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(b) The creation of the joint purchase GRAT is not subject to the ETIP
rules and the creation of the GRAT does not constitute a transfer to
the GST trust.

If Lenny died during the 20-year term of the GRAT, the GRAT property will not be 
includible in his gross estate.127F

128 Only the remaining actuarial value of the unpaid annuity 
amounts of the GRAT would be included under IRC Section 2033.

What would be the results, if the GRAT was for the shorter of 20 years or Lenny’s death? 
The annuity amounts would be higher.  However, that technique would have income tax and 
estate tax advantages if Lenny died during the 20 years.  See the results below and see attached 
Schedule 7a:

Table 7a

Considerations of the technique.

(a) It is crucial to avoid valuation issues with this
technique.

The purchase price for the remainder interest must be consistent with the valuation 
assumptions of the GRAT.  Thus, using “apples to apples”, such as partnership units in the same 
partnership, will facilitate adequate and full consideration being paid for the remainder interest 
in the GRAT.

128 See Wheeler v. United States, 116 F.3d 749 (5th Cir. 1997); Estate of D’Ambrosio v. Commissioner, 
101 F.3d 309 (3d Cir. 1996); Estate of Magnin v. Commissioner, 183 F.3d 1074 (9th Cir. 1999); contra, Gradow v. 
United States, 11 Cl. Ct. 808 (1987), aff’d, 897 F.2d 516 (Fed. Cir. 1990).
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(b) There could be abusive situations where the
remainder interest is very small and the logic of the
Wheeler, D’Ambrosio and Magnin cases would not
be applied.

However, under the facts assumed under this example, the remainder interest is 
significant and would seem to be analogous to the remainderman values considered in the Circuit 
Court cases cited in footnote 125 of this paper.

(c) If the GRAT is for a term of years with the GRAT annuity payable to
the grantor or his estate and the grantor dies before the end of the term,
there could be unfavorable estate tax and income tax consequences.

The remaining annuity payments will be included in the grantor’s estate under IRC 
Section 2033.  The remainder GST trust will receive no income tax deduction for the annuity 
payments made to the grantor’s estate, but part of the annuity payments will be IRD income to 
the estate.

D. A Gift Tax Free Transfer to a Grantor Trust:  The Remainder Purchase Marital
Trust Technique.

1. The technique.

The Remainder Purchase Marital Trust, which is sometimes referred to as the “RPM 
Trust,” involves a transfer of assets to a trust in which donor’s spouse has an income or annuity 
interest for a specified term or life (which also makes the trust a grantor trust to the donor).  The 
remainder of the RPM Trust passes to a separate grantor trust (the “Remainderman Trust”), 
which could be a generation-skipping trust.  The transfer to the trust is gift tax-free because 
(i) the spouse’s income or annuity interest in the RPM Trust qualifies for the gift tax marital
deduction, and (ii) the Remainderman Trust pays the donor the actuarial value of the remainder
interest when the RPM Trust is created.  The RPM Trust assets are not included in either the
donor’s estate (because the donor has no retained interest in the trust) or the spouse’s estate
(because the spouse does not have a general power of appointment and there is no QTIP election)
at their subsequent deaths.  This technique has been extensively described by David Handler.128F

129

129 David A. Handler & Deborah V. Dunn, “GRATs and RPM Annuity Trusts:  A Comparison,” 29 Tax 
Mgmt. Est., Gifts & Tr. J. 4 (July 8, 2004) and Handler and Dunn, “RPM Trusts:  Turning the Tables on Chapter 
14,” 139 Trusts and Estates 31 (July 2000).
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Example 11: Creation of a Remainder Purchase Marital Trust

As part of Robby Remainder’s estate planning, he wishes to use an existing GST grantor 
trust and the gift tax marital deduction to facilitate a transfer to a trust for the benefit of his wife, 
Reba Remaining, which upon her death will pass to the trustee of that existing GST grantor trust.
Previously, Robby has contributed assets to a GST grantor trust, which became a partner in a 
FLP (“Financial Assets, FLP”). Robby contributed $20,000,000 in financial assets to the trust, 
which the trustee invested, for pooling of interest reasons, into a partnership and received a 20%
interest.  Robby contributed $60,000,000 of his financial assets and $20,000,000 of his 
alternative investments into the partnership and received a 2.6% general partnership and a 79% 
limited partnership interest.  At a later date, Robby contributed 60% of his limited partnership 
interest to a trust (the “RPM Trust”) for the benefit of his wife, Reba Remainder, which was to 
last during her lifetime and the existing GST grantor trust becomes the Remainderman Trust by 
paying Robby 3/10 of that amount (a 15% partnership interest) in exchange for the remainder 
interest in the RPM Trust.  Under the terms of the trust Reba is to receive an annual annuity, 
which will produce a remainder value equal to 3/10 of the fair market value of the RPM Trust. 
There is “price adjustment” language in determining the annuity amount so that the 
remainderman will pay the correct amount.  Assuming at the time of the creation of the RPM 
Trust, the IRC Section 7520 rate is 2.6%, Reba is 60 years of age and that the partnership 
valuation discount is 30%, the annual annuity should be $2,017,740.  It is assumed that over a 
25-year period the financial assets will annually earn 7.4% (with 0.6% being taxed at ordinary
rates, 2.4% being tax free and 4.4% being taxed at capital gains rates with a 30% turnover rate).
It is assumed that over a 25-year period the alternative investments will annually earn 8% (with
7% being taxed at ordinary rates and 1% being taxed at capital gains rates with a 30% turnover
rate).  Upon her death, all of the assets of the RPM Trust (the 60% limited partnership interest
and any cash that has accumulated in the trust from distributions that exceeded $2,017,740) are
to pass to the existing GST grantor trust.  If Reba Remainder lives 25 years, the GST grantor
trust will receive 60% of a partnership that has $260,396,939 in assets and an additional
$71,334,397 in financial assets that has accumulated in the RPM Trust.

The desired result of this technique is that there will be no gift taxes on the creation of 
the RPM Trust because of the marital deduction.  The terminable interest rule will not apply 
because adequate consideration has been paid for the remainder interest and the requirements 
of IRC Section 2702 are met.  There will be no estate taxes on Reba’s death because she is not 
the grantor of the RPM Trust, the QTIP election has not been made and Reba does not possess 
a general power of appointment.

An illustration of the technique is below:
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It is important that Reba Remainder only has a straight income or annuity interest in the 
RPM Trust.  If she has the right to receive distributions under an ascertainable or discretionary 
standard, her interest would be hard to value and it would be very difficult to effectuate the 
technique.

IRC Section 2523(b)(1) provides that no gift tax marital deduction is allowed if the 
spouse receives a life estate or other interest in a trust and upon termination of the trust the trust 
assets pass to someone else “for less than adequate and full consideration in money or money’s 
worth” (the so-called “terminable interest rule”).  Thus, in order to not run afoul of the terminable 
interest rule, it is crucial that full consideration be paid for the remainder interest of the RPM 
Trust.  The RPM Trust could provide that all of the income or an annuity amount goes to the 
grantor’s spouse.  Generally, at times of high interest rates it is more advantageous to provide 
income interest for the donor spouse and in times of low interest rates, it is more advantageous 
to provide for an annuity for the donor’s spouse.  The Remainderman Trust, unless it is very 
clear that it is an old and cold trust, should be created by someone other than the grantor (in order 
not to run afoul of the terminable interest rule) or the beneficiary of the RPM Trust in order to 
prevent the application of IRC Section 2702 under the joint purchase rules.  This Example 11
assumes that the existing grantor trust that becomes the Remainderman Trust is clearly an old 
and cold trust.

See the table below (also see attached Schedule 8) which summarizes the benefit of the 
RPM Trust under the facts of above Example 11.

Financial
Assets,

FLP

Contributes 60.0% LP Interest
(assumed discounted value of $42mm)

Purchases 
Remainder Interest 
with 15.0% LP Interest
(discounted value of $10.5mm)

Reba Remainder

RPM Trust
(for the Lifetime Benefit of Reba 

Remainder)

Annual Annuity 
of $2.0mm for 
Reba's LifetimeRemainder 

Beneficiaries

Robby Remainder

Existing GST Tax Exempt
Grantor Trust

(for the benefit of Remainder Family)

Contributes $60mm in Financial 
Assets & $20mm in Alternative 

Investments

Receives 1.0% GP & 
79.0% LP Interests

Contributes $20mm 
in Financial Assets

Receives 
20.0% LP Interests

1

1

2

2

2

2
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Table 8

2. Advantages of the technique.

a. Tax advantages of creating a grantor trust and transferring assets
to the grantor trust with significant lifetime leverage, which could
result in a significant amount being transferred to the remainder
trust.

b. The near term death of the grantor, or the grantor’s spouse,
generally does not affect the technique like the death of a grantor
of a GRAT.

If the grantor should pass away before the end of the term of the RPM Trust, assuming 
the grantor has been paid full consideration 129F

130 to create the RPM Trust, there should not be any 
gift tax or estate tax consequences to the grantor.  If the donor’s spouse should die before the 
end of a term-of-years RPM Trust, the amount included in the spouse’s estate should only be the 
actuarial value of the remaining annuity payments.

130 Of course, full consideration does not have any estate tax significance here, where the grantor has no 
retained interest or power.  It is highly significant in preventing a gift by qualifying the spouse’s interest under the 
terminable interest rule and offsetting the transfer of the remainder.

Children
Children and 

Grandchildren
Direct
Cost

Investment 
Opportunity 

Cost
Direct
Cost

Investment 
Opportunity 

Cost

Embedded
Capital

Gains Tax
Liability

IRS
Estate Tax 
(at 40.0%) Total

25-Year Future Values

$141,782,289 $118,506,275 $42,697,205 $62,000,386 $63,050,023 $79,122,601 $2,335,519 $95,081,526

$68,455,423 $254,697,332 $42,697,205 $62,000,386 $64,849,695 $79,122,601 $4,784,019 $27,969,163

Present Values (discounted at 2.5%)

$76,476,032 $63,921,169 $23,030,471 $33,442,425 $34,008,589 $42,677,986 $1,259,757 $51,286,080

$36,924,211 $137,381,344 $23,030,471 $33,442,425 $34,979,315 $42,677,986 $2,580,455 $15,086,303

$604,575,824

$604,575,824 

$326,102,510

$326,102,510

$56,472,895

$56,472,895

$76,686,576

$77,657,302

$52,545,837

$17,666,758

$104,697,591

$104,697,591

$142,172,625

$143,972,296

$97,417,045

$32,753,182

No Further 
Planning

Hypothetical 
Technique

No Further 
Planning

Hypothetical 
Technique

$260,288,564

$323,152,755

$140,397,202

$174,305,555

Remainder Beneficiaries Consumption IRS Income Tax Tax Liability of Estate
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c. The appreciation of the assets will be out of the grantor’s estate
and the spouse of the grantor’s estate.

Only the consideration received by the grantor, to the extent it has not been spent during 
the grantor’s lifetime, will be included in his estate.  The appreciation associated with the 
purchase of the Remainderman Trust (using that consideration) will not be included in the 
grantor’s estate, assuming full consideration was paid for the creation of the RPM Trust.

d. The grantor and the grantor’s spouse will have available for their
consumption needs the consideration paid by the Remainderman
Trust and the distributions paid pursuant to the beneficial
provisions of the RPM Trust (and perhaps the Remainderman
Trust).

As illustrated in Example 11, significant assets could be eventually transferred to a 
generation-skipping trust for the benefit of the grantor’s spouse and family under this technique. 
Additionally, the grantor will have the consideration originally paid to the grantor by the GST 
Remainderman Trust for the creation of the RPM Trust and the grantor’s spouse will have 
available cash flow under the terms of the RPM Trust.  A significant advantage of this technique 
is that a significant transfer of wealth escapes the estate tax, yet cash flow will be available to 
the donor and the donor’s spouse for their consumption needs with respect to the transfer.  In 
Example 11, upon creation of the RPM Trust (ignoring valuation discounts), 60% of the 
partnership (or $60,000,000) is designed to pass to the GST Trust, yet only 5% of the 
$100,000,000 partnership (or $5,000,000) is not available to either Robby or Reba.

e. There is more flexibility in the design of the structure in
comparison to a GRAT because IRC Section 2702 does not apply
to the technique and it is easier to do leveraged GST planning in
comparison to a GRAT.

IRC Section 2702 does not apply because the donor does not retain an interest in either 
the RPM Trust, or the Remainderman Trust.  The joint purchase rule of IRC Section 2702 is not 
applicable because the donor’s spouse has not paid any consideration for her term interest.  See
Treas. Reg. § 25.2702-4(c).130F

131 There is an exception under the joint purchase rule for joint trusts 
for family members, if the term interest is donated.  If this exception to the joint purchase rule 
did not exist, the spouse would be treated as making a large taxable gift under IRC Section 2702 
whenever an inter vivos QTIP trust is created.  

131 The Regulation says: “For purposes of this paragraph (c), the amount of the individual's gift will not 
exceed the amount of consideration furnished by that individual for all interests in the property.”  Emphasis added.  
If the spouse is a beneficiary of the Remainderman Trust, will (s)he be deemed to have furnished a part of the 
consideration paid by the Remainderman’s Trust for its remainder interest in the RPM, and therefore to have made 
a taxable gift to that extent? It would appear for state law property purposes (if that is determinative) that (s)he 
would not be considered as furnishing any consideration under those circumstances.
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If IRC Section 2702 does not apply, then there may be more flexibility in designing the 
trust in comparison to a classic GRAT.  For instance, a more significant appreciation than 20% 
a year could occur over the term of years in designing the annual increases in the annuity amount. 
That could be a very valuable advantage for an asset that is anticipated to have very low cash 
flow in the early years and significant cash flow in the later years of its existence (e.g., as a 
closely held business interest).  The trustee of the RPM Trust could pay the annuity amount with 
notes.  If it is a term RPM Trust the term could be one year.

Since the ETIP rules do not apply to the technique, the Remainderman Trust may be a 
generation-skipping trust.  The growth of the RPM Trust assets could exceed what the growth of 
the GST trust would have been without the purchase of the remainder interest.

f. The technique could also serve as a qualified personal residence
trust (QPRT) substitute and could be a very good vehicle for
planning for art.

The RPM Trust could be an income only trust for the life of the grantor’s spouse or a set 
number of years.  The RPM Trust and the Remainderman Trust could be funded with cash and 
near cash that is easy to value.  For example, assume the donor’s spouse (Alice Artlover) is 60 
years of age and the IRC Section 7520 rate is 2.6%.  Assume the donor (Alan Artlover) owns 
$80,000,000 in financial assets, a $10,000,000 vacation home and $20,000,000 in artwork.  An 
existing GST grantor trust has $20,000,000 in financial assets.  In consideration for a payment 
of $20,000,000 in cash by the GST remainderman, the donor (Alan Artlover) contributes 
$13,667,200 to the income or life estate only RPM Trust for the benefit of Alice Artlover, for as 
long as she lives.  After the RPM Trust is funded, Alan Artwork could loan and sell (pursuant to 
a defined allocation assignment) $56,000,000 in financial assets, his $10,000,000 vacation home 
and his $20,000,000 in artwork for a nine-year $86,000,000 note that pays the midterm AFR rate 
of 2.08%.  In future years, the note could be refinanced.  The technique would have a mortality 
advantage over a qualified personal residence trust under IRC Section 2702 (“QPRT”) because 
there is no mortality risk, if the donor of the spouse dies during the term.  Limitations under a 
QPRT for what constitutes a personal residence and the two-residence limit also would not apply. 
After the RPM Trust ends the donor (if then living) could purchase the house and the art back 
from the Remainderman Trust (designed to be a grantor trust), which is prohibited by the QPRT 
rules.  Unlike a QPRT, the RPM Trust would not have to be converted to an annuity trust if the 
residence is sold during the term of the RPM Trust.

There should not be any capital gains taxes associated with the donor’s sale of the 
personal residence, or the art, because the RPM Trust will be treated as a grantor trust to the 
donor under IRC Section 677(a).

There may be gift tax consequences if the consideration received for the RPM Trust is 
not equal to the fair market value of the donor’s residence or art that is sold.  The use of a defined 
value allocation formula in the sale assignment may ameliorate the gift tax concern.  If there is 
not a gift by the donor to the RPM Trust because the consideration is adequate, neither the 
residence nor the art will be included in the donor or the donor spouse’s estate under IRC Section 
2036.  IRC Section 2036 should not apply to the donor because the donor does not have any 
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interest in the RPM Trust.  Staying married to one’s spouse should not constitute retaining an 
interest in a trust solely for the spouse’s benefit.131F

132 IRC Section 2036 will not apply to the 
donor’s spouse because the donor’s spouse is not the transferor of the residence or the art.

If the donor’s spouse lives 25 years, significant estate taxes could be saved and a 
significant amount can be transferred to the GST trust.  See the table below and attached Schedule 
9.

Table 9

3. Considerations of the technique.

a. It requires a spouse beneficiary.

Obviously, for this technique to be effectuated the client must be married and the client 
must be willing to benefit his or her spouse.

b. The RPM Trust cannot have a divorce clause, but it could be an
advantageous technique to use in pre-divorce planning.

In certain situations, if a divorce is contemplated, it may be advantageous for one of the 
spouses to create a RPM Trust for the other spouse with the remainder interest being purchased 
by a grantor trust that was previously created for the couple’s descendants.  The RPM Trust

132 See Rev. Rul. 70-155, 1970-1 C.B. 189, which contains this ending paragraph:

Continued occupancy under the facts stated above may be distinguished from the husband-wife 
cases involving co-occupancy by the donor with the donee, such co-occupancy, where the donor 
and donee are husband and wife, does not of itself support an inference of an agreement or 
understanding as to retained possession or enjoyment by the donor.  Estate of Allen D. Gutchess, 
46 T.C. 554 (1966), acquiescence, C.B. 1967-1, 2.
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Investment 
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Cost
Direct
Cost

Investment 
Opportunity 

Cost

Embedded
Capital Gains
Tax Liability

IRS
Estate Tax 
(at 40.0%)

25-Year Future Values

$239,463,053 $127,666,275 $64,628,987 $84,587,881 $51,988,337 $62,417,802 $2,335,519 $168,175,369

$81,697,285 $387,802,991 $64,628,987 $84,587,881 $53,390,206 $62,417,802 $5,606,547 $61,131,523

Present Values (discounted at 2.5%)

$129,164,118 $68,861,987 $34,860,267 $45,625,907 $28,042,020 $33,667,575 $1,259,757 $90,712,211

$44,066,747 $209,177,284 $34,860,267 $45,625,907 $28,798,175 $33,667,575 $3,024,119 $32,973,768

$801,263,221

$801,263,221

$432,193,841

$432,193,841

$80,486,174

$80,486,174

$61,709,594

$62,465,749

$91,971,968

$35,997,887

$149,216,868

$149,216,868

$114,406,138

$115,808,007

$170,510,888

$66,738,070

No Further 
Planning

Hypothetical 
Technique

No Further 
Planning

Hypothetical 
Technique

Artlover Beneficiaries

$367,129,328

$469,500,276

$198,026,105

$253,244,031

Total

Consumption IRS Income Tax Tax Liability of Estate
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could be designed to fit the agreed goals of the contemplated divorce division.  The additional 
goal of saving future transfer taxes may also be achieved.

c. It is crucial that the Remainderman Trust pay full consideration.

This technique is only viable, if easy to value assets are used, or proportionate interests 
in the same entity are used.  Otherwise, as discussed above, even a small gift could cause this 
technique to be potentially fatal under IRC Section 2036, because of the inadequacy of the offset 
under IRC Section 2043.  More importantly, if a small gift is involved, the RPM Trust would not 
qualify for the gift tax marital deduction because of the terminable interest rule.

d. The step transaction doctrine could apply.

If the Remainderman Trust is funded by the Grantor of the RPM Trust, it is very 
important that the Remainderman Trust be an old and cold trust at the time it purchases its 
remainder interest.  It needs to be funded independent of the RPM Trust transaction so that the 
remainder interest in the RPM is deemed transferred for full consideration: absent full 
consideration for the remainder, the gift tax marital deduction may not be allowed for the transfer 
to the spouse of the term interest in the RPM, because the nondeductible terminable interest rule 
may be deemed to apply.

e. The need for “substance” with respect to the purchase by the
Remainderman Trust.

While an annuity trust can be designed whereby the remainder interest has a very small 
value (e.g., $1,000), it may be important that there be much greater substance to the remainder 
purchase in order to be supported by existing case law.  The cases that have supported the 
proposition that IRC Section 2036 does not apply to purchases of remainder interests have all 
involved substantial purchased remainders.

f. It is crucial that the remainder and term interests in the RPM Trust
be transferred simultaneously.

If the remainder interest is transferred before the term interest, or vice versa, IRC Section
2702 will apply to the transfer of the remainder interest, resulting in a taxable gift equal to the 
value of the term interest.  One way to achieve the desired simultaneity is to create the RPM 
Trust as a revocable trust that becomes irrevocable upon receipt of the consideration from the 
Remainderman Trust.
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g. The interest on the note received by the selling spouse will be
taxable income to that selling spouse and there will be a
corresponding deduction to the spouse who created the grantor
trust.

The Tax Court has held that because interest is not “gain,” subject to non-recognition 
under IRC Section 1041, the interest payments are includible in the selling spouse’s income.132F

133

The character of the interest paid by the grantor trust and the deductibility of the interest 
payments by the selling spouse is based on the property transferred by the selling spouse in the 
transaction.  The Tax Court rejected the Service’s argument that any interest paid under a debt 
between spouses should be automatically characterized as personal because it relates to a transfer 
between spouses.133F

134

h. The RPM transaction will only be a profitable transaction to the
Remainderman Trust if the assets subject to the remainder
purchase grow faster than what the consideration utilized by the
Remainderman Trust would have otherwise increased.

The transaction will not be a profitable transaction for the Remainderman Trust unless 
the assets that are subject to the RPM transaction grow faster than the assets would have 
otherwise grown if it had been held by the Remainderman Trust.  Like many estate planning 
techniques, the success of the technique depends on the prudence of the investments subject to 
the technique.

E. The Gifting and Selling Low Basis Assets to a Grantor Trust Where an Older
Generation is a Beneficiary and is Subject to an Older Generation’s General
Power of Appointment and Estate Taxes (“UPIDGT”) Technique.

A taxpayer could gift cash and then later sell some of his low basis assets (for adequate 
and full consideration) to a grantor trust in independent transactions.  The beneficiaries of the 
trust could be the taxpayer’s descendants and an older generation beneficiary, such as a parent. 
The older generation beneficiary could be given a general power of appointment that will be 
structured to include those trust assets in his or her estate.  If the grantor first gifts high basis 
cash to the trust, IRC Section 1014(e) should not apply to that gift of cash because it is not a low 
basis asset.  The sale of low basis assets could be for a recourse, unsecured note in which both 
the trustee and the older generation beneficiary are personally liable.  A sale price that is equal 
to the fair market value of the low basis assets, perhaps pursuant to a defined value allocation 
assignment, should also circumvent IRC Section 1014(e).  For a discussion of defined value 
assignments see supra Section IV.A.3.a.(12). If the sale price is equal to the value of the low 

133 Cipriano v. Commissioner, T.C. Memo 2001-157, aff’d 91 AFTR 2d 2003-608 (3rd Cir. 2003).
134 Seymour v. Commissioner, 109 T.C. 279 (1997) (qualified residence interest); Armacost v. 

Commissioner, T.C. Memo 1998-150 (investment interest).
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basis asset there is not a gift and IRC Section 1014(e) does not apply, even if the older generation 
beneficiary dies within one year.

If the older generation beneficiary’s estate is small, that general power of appointment 
may not result in any estate taxes being assessed against his estate.  The general power of 
appointment could be designed so that it may not be exercised unless approved by a non-adverse 
party such as an independent trustee.  Consider the following example:

Example 12:  Barbara Basis Creates a UPIDGT for the Benefit of Her
Mother, Gmom Basis, and Her Family and Makes Certain Sales to That Trust

In separate and distinct transaction (“Transaction 1) Barbara contributes $1,000,000 in 
cash to a trust that is a grantor trust for income tax purposes.  Barbara’s mother, Gmom Basis,
is the initial beneficiary and is given a formula general power of appointment over the trust. The 
formula could be drafted to include that amount in Gmom Basis’ estate that does not result in 
an estate tax for her estate. Barbara, at a later time (Transaction 2) sells $9,000,000 in low 
basis property to that trust, pursuant to a defined value allocation formula for a recourse note 
in which both the trust and Gmom Basis are personally liable.  The recourse note is unsecured.  
After Gmom’s death (Transaction 3), the trustee of the trust sells the now high basis assets and 
reinvests the proceeds in new assets.

The technique is illustrated below:

1. Income tax and basis enhancing advantages of the UPIDGT technique.

a. This technique has the same advantages as a SIDGT.

See discussion supra IV.A.3.a.(1), (2) (3), (4) and (5).
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b. The assets of the trust will receive a step-up in basis on the older
generation beneficiary’s death equal to the fair market value of the
assets, if net value rule of treas. reg. §2053-7 does not apply.

The non-depreciable trust assets could be sold after the older generation beneficiary’s 
death and reinvested without capital gains tax consequences.  

2. Transfer tax advantages of the UPIDGT technique.

a. The assets of the trust may be generation-skipping tax protected.

b. The older generation beneficiary may not have to pay estate taxes
because of her general power of appointment, if her then available
unified credit exceeds the net value of the trust.

c. Also consider the income and transfer tax advantages that could
accrue if the older generation exercises her testamentary formula
general power of appointment in favor of a BDOT in which the
younger generation creator of the UPIDGT is the initial
beneficiary. See infra Section VI.B.

This technique is discussed in further detail below.  That exercise of the general power 
of appointment must be independent and there must not be any prior understanding that the older 
generation would so exercise that power.

d. A BDOT could become, under those circumstances, an ideal trust
for the younger generation (Barbara) to sell her individual assets
to the BDOT, or the younger generation could use the LAIDGT
technique with that BDOT.

3. Considerations of the UPIDGT technique.

a. The grantor of the trust will still have a low basis in his or her note
upon the death of the older generation beneficiary.

Even though the assets of the trust will receive a step-up in basis on the older generation 
beneficiary’s death, the grantor’s note does not.  Under the logic of Revenue Ruling 85-13, the 
note does not exist as long as the grantor status of the trust is maintained.  After the older 
generation beneficiary’s death, the note may be satisfied, without tax consequences, with the 
now higher basis assets owned by the trust.

b. The older generation beneficiary could exercise his or her general
power of appointment in an unanticipated way.

That possibility could perhaps be mitigated by requiring that an independent, non-adverse 
trustee approves any exercise of a general power of appointment before it is effective.  This veto 
power seems consistent with IRC Section 2041(b)(1)(c)(ii), which says the power is a general 
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power unless the veto right is held by someone “having a substantial interest in the property, 
subject to the power, which is adverse to exercise of the power in favor of the decedent.”

c. Many of the same considerations for the use of a grantor trust and
a sale to a grantor trust would also be present for this technique.

These considerations are discussed in further detail above.

d. The effect of IRC Section 1014(e) must be considered, if cash is
not given and low basis assets are used to capitalize the trust.

Any property that a decedent received by gift within one year prior to death if the 
decedent bequeaths the property back to the donor.  The decedent’s pre-death basis in such 
property will carry over to the donor-legatee, as provided by IRC Section 1014(e):

“Appreciated property acquired by decedent by gift within 1 year of death.

(1) In general.

In the case of a decedent dying after December 31, 1981, if –

(A) appreciated property was acquired by the decedent by gift 
during the 1-year period ending on the date of the decedent’s death, 
and

(B) such property is acquired from the decedent by (or passes from 
the decedent to) the donor of such property (or the spouse of such 
donor), the basis of such property in the hands of such donor (or 
spouse) shall be the adjusted basis of such property in the hands of 
the decedent immediately before the death of the decedent.

(2) Definitions.

For purposes of paragraph (1) -

(A) Appreciated property
The term “appreciated property”' means any property if the fair 
market value of such property on the day it was transferred to the 
decedent by gift exceeds its adjusted basis.

(B) Treatment of certain property sold by estate

In the case of any appreciated property described in subparagraph
(A) of paragraph (1) sold by the estate of the decedent or by a trust 
of which the decedent was the grantor, rules similar to the rules of 
paragraph (1) shall apply to the extent the donor of such property
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(or the spouse of such donor) is entitled to the proceeds from such 
sale.” (Emphasis added).

If the donor is a beneficiary of a new trust created after the death of the donee by the 
donee’s exercise of a power of appointment, there may not be a step-up of the trust assets with 
respect to the donor’s actuarial interest in the trust.  If the donor’s interest is purely discretionary 
in a new trust created by the older generation’s exercise, IRC Section 1014(e) may not apply 
even if the older generation beneficiary dies within one year of the donor’s creation of the grantor 
trust.  Another key exception to the application of IRC Section 1014(e) is whether the decedent 
acquired any part of the included low basis assets by “gift.”  If the decedent acquired the asset 
by sale, or by part sale-part gift, it would appear that the percentage of the asset acquired by sale 
should not be subject to IRC Section 1014(e).  If the donor does not have a high basis asset, or 
cash, to initially capitalize the trust, the donor may wish to borrow cash to initially capitalize the 
trust.

e. Is grantor trust status lost for the original grantor when the older
generation beneficiary dies and the trust assets are included in the
beneficiary’s estate?

Treas. Reg. § 1.671-2(e)(6) contains an example that would seem to indicate that the 
grantor trust status would not change, if the older generation does not exercise his or her general 
power of appointment:

Example 5. G creates and funds a trust, T1, for the benefit of B. G retains a power 
to revest the assets of T1 in G within the meaning of section 676. Under the trust 
agreement, B is given a general power of appointment over the assets of T1. B 
exercises the general power of appointment with respect to one-half of the corpus 
of T1 in favor of a trust, T2, that is for the benefit of C, B's child. Under paragraph 
(e)(1) of this section, G is the grantor of T1, and under paragraphs (e)(1) and (5) 
of this section, B is the grantor of T2.

It should be noted that this consideration should not exist, if the older generation 
beneficiary exercises her general power of appointment in favor of a BDOT in which the younger 
generation UPIDGT creator is the initial BDOT beneficiary (see the discussion below), because 
the BDOT will be a grantor trust to that younger generation creator.

f. IRC Section 1014(b)(9) needs to be considered for property that
has depreciated.

IRC Section 1014(b)(9) (but none of the other paragraphs of IRC Section 1014(b)) limits 
the basis adjustment for depreciation taken by a taxpayer other than the decedent.  If the trust 
remains a grantor trust as to the younger generation grantor who originally took the depreciation 
deduction, after the death of the older generation holder of the general power of appointment, 
then the amount of the basis adjustment might be reduced by the amount of the depreciation 
deductions allowed to the younger generation grantor prior to the older generation member’s 
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death.134F

135 Under certain circumstances, if this technique is to be used with depreciable property, 
it may make sense to use valuation discount techniques to sell a depreciable asset to a non-grantor 
trust (in order to lower the tax consequences of the sale to the non-grantor trust).  For instance, 
a depreciable asset held in a partnership that can be discounted for valuation purposes, could be 
sold to a non-grantor trust under which the older generation has a power of appointment.  At a 
later time, before the death of the older generation general power holder, in a transaction that is 
independent, the depreciated asset could be distributed from the partnership to the trust, or the 
partnership could terminate.  IRC Section 1014(b)(4) should apply to the depreciated real estate 
under those circumstances and the depreciated asset should receive a step-up in basis.

V. SOME OF THE BEST CREATIVE TAX PLANNING TECHNIQUES FOR SPOUSAL
GRANTOR TRUSTS.

A. The Advantages of a Transferor Selling Assets to a Trust That Names the
Transferor as a Beneficiary, Gives the Transferor a Testamentary Special Power
of Appointment and Under Which the Transferor’s Spouse is Considered the
Income Tax Owner (“Spousal Grantor Trust”).

1. What is the technique?

a. If the taxpayer is a beneficiary of a spousal grantor trust and holds
a power of appointment over its assets, the taxpayer’s sale of
property to the trust will permit the taxpayer to benefit from the
property’s future income and appreciation and to direct how others
will enjoy it without exposing the property’s income or
appreciation to estate tax in the estate of either spouse.

Because the spouse will be liable for the income tax attributable to the spousal grantor 
trust’s investment income, the value of the property in the trust will be able to generate tax free 
returns for its beneficiaries.135F

136

Beneficiary sales to a Spousal Grantor Trust may constitute effective estate planning.  It 
is an attractive estate planning technique because it has the advantages of the SIDGT technique 
with the additional advantage that the selling taxpayer is also a beneficiary of the trust.

135 See Treas. Reg. § 1.1014-6.
136 The spouse’s payment of income taxes on the spousal grantor trust’s income will not be subject to gift 

tax. Rev. Rul. 2004-64.  If the taxpayer and the taxpayer’s spouse file joint income tax returns, the taxpayer will be 
able to pay the tax liability if he or she chooses to do so.



Chapter 1—Some of the Best Creative Tax Planning Techniques for Trusts©

 1–13520th Annual Oregon Tax Institute

Consider the following example:

Example 13:  Ann and Aaron Appointment Wish to Create
GST Grantor Trusts and Maintain Maximum Flexibility

Ann and Aaron Appointment approach their attorney, Ray Reciprocal, and tell him they 
would like to transfer their assets in a manner that maintains maximum future flexibility and 
ensures that there will be no gift tax surprises.

Ray suggests they consider creating trusts for each other as discretionary beneficiaries 
(with different provisions) that will not be considered reciprocal trusts. The trusts will be grantor 
trusts to the spouse who creates the trust.

Aaron creates a limited liability company (Financial Assets, LLC) with $65,000,000 in 
business assets and private equity investments and receives a 1.0% managing member interest 
and a 99.0% non-managing member interest that has a value of $45,045,000 after considering 
valuation discounts (Transaction #1 below).  It is assumed the valuation discounts for the 
transfers of non-managing interests is equal to 30%.  

Aaron creates another limited liability company (Holdco, LLC) with the non-managing member 
interests in Financial Assets, LLC, non-managing interests in his closely held businesses (which, 
after discounts, are worth $99,792,000) along with $5,000,000 in financial assets in return for 
a 1.0% managing member interest, a 99.0% non-managing member interest and a $134,900,000 
convertible 9-year note.  Due to possible tax considerations with respect to retaining unfettered 
distributions rights, Aaron may wish to receive 0.01% Class A and 0.99% Class B managing 
member interests. The Class B managing member interest would control all distribution 
decisions, including the decision of whether to terminate the LLC. Aaron could give his Class B 
managing member interest to a trust in which trusted family members or advisors are trustees 
and under which Aaron could replace the trustees with new trustees as long as the replacement 
trustees are not related or subordinate.  Aaron could retain the Class A managing member 
interest, which would control all decisions not delegated to the Class B managing member 
interest, including all investment decisions.

The note received by Aaron could be payable over a term of years for a fixed rate or on 
demand and bear interest at a variable rate which compounds monthly, although actual 
payments could be less frequent. The note could be convertible to a private annuity based on 
Aaron's life expectancy or to that amount of non-managing member interests equal to the then 
outstanding principal of the note at the election of the trustee. The note could be designed to be 
automatically converted at the death of Aaron to that amount of non-managing member interests 
equal in value to the then outstanding principal of the note (Transaction 2 below).

Ann gives $1,000,000 in financial assets to a grantor trust for the benefit of her family 
and also for the benefit of Aaron after 5 years (GST Grantor Trust 1) (Transaction 3 below). 
Aaron will not have a power of appointment over the trust Ann creates.



Chapter 1—Some of the Best Creative Tax Planning Techniques for Trusts©

 1–13620th Annual Oregon Tax Institute

The non-managing member interest in Holdco is assumed to have a 20% valuation 
discount.  Aaron gives, pursuant to a defined allocation assignment, a 49.5% non-managing 
member interest in Holdco, LLC (assumed discounted value of $5,855,900) to a grantor trust for
the benefit of Ann and his family (GST Grantor Trust 2).  He could allocate his remaining non-
managing member interest to a 3-year grantor retained annuity trust (GRAT). Aaron could 
provide in the GRAT trust agreement that the remainder interest will be paid to the GST Grantor 
Trust 1 in return for $1,000,00 in financial assets paid from GST Grantor Trust 1 (Transaction 
4 below).

An illustration of the technique is below:
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Line Graph Showing the Advantage of the Technique,
Under the Facts of Example 13, Over 25 Years

As noted supra Section IV.C.2.a. transfers of hard-to-value property to a GRAT have a 
distinct advantage over transfers to ordinary trusts.  The regulations permit the taxpayer to insure 
against valuation risk by determining the amount of the retained annuity with reference to the
value of the property transferred to the GRAT as finally determined for gift tax purposes.136F

137

A sale of a remainder interest in a GRAT to a spousal grantor trust may be an attractive 
alternative for a taxpayer who is willing to forgo control over the future increase in value of the 
transferred hard-to-value property but would like to retain some possibility of access to those 
gains.  The use of the GRAT should eliminate the gift and estate tax valuation risk.

137 Treas. Reg. § 25.2702-3(b)(1)(ii)(B).
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Table 10

2. Transfer tax advantage of the technique.

Even though the selling spouse is a beneficiary, the assets that are sold will not be 
included in the selling spouse’s estate if the sale is for adequate and full consideration. Easy to 
value assets that are sold can easily be sold for adequate and full consideration.

3. Income tax advantages of the technique.

a. There will be no capital gains consequence on the original sale of
the assets to the trust.

A sale to a Spousal Grantor Trust should not be recognized for income tax purposes 
because of IRC Sections 1041 and 671.  As noted above, under Rev. Rul. 85-13, a grantor trust 
is deemed to have no existence with respect to transactions between the grantor and the trust.  To 
say that transactions between the grantor and the trust are treated as transactions between the 
grantor and himself is not quite the same as saying that transactions between a third party and 
the trust are treated as transactions between the third party and the grantor.  The latter conclusion, 
however, follows logically from the former, and this extension of Rev. Rul. 85-13 has been 
endorsed by two private rulings.  PLR 8644012 and PLR 200120007 hold that a transfer between 
H (or H’s grantor trust) and W’s grantor trust is treated the same way as a transfer between H 
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and W and is governed by IRC Section 1041.137F

138 Therefore, there should be no capital gains tax 
consequences to the transactions explored above.138F

139

However, interest on notes issued as consideration for a sale to a spousal grantor trust 
will be recognized for income tax purposes, because IRC Section 1041 does not prevent inter-
spousal interest from being taxable.  Generally, assuming the asset sold to the spousal grantor 
trust is itself an investment asset, the interest will produce an offsetting deduction and income to 
the spouses.  The principal and income of the notes can be paid with cash flow that is naturally 
distributed to the partners in order to pay their income taxes.

b. By using basis enhancing techniques the basis of the taxpayer’s
assets may be increased.

See supra Sections IV.A.3.a.(13)(c) and (14)(b).

c. The technique has the asset class location advantage of the SIDGT
technique.

See supra Section IV.A.3.a.(2).

B. Considerations of the Technique.

1. Federal income tax considerations.

As noted above, the sale to a Spousal Grantor Trust should be income tax free.  However, 
the seller will be taxed on the interest on the note.  As long as the seller spouse is living, he or 
she should receive a corresponding deduction on the interest on the note.  Thus, assuming the 
spouses file joint returns, the interest income and the interest deduction should be a “wash” in 
most circumstances.

2. State income tax considerations.

See discussion supra Section IV.A.3.a.(6).

138 See also CCA 201343021 (“Accordingly, we conclude that a trust that is treated as a grantor trust is 
ignored as a separate entity apart from the owner for all federal income tax purposes.”).

139 Rothstein v. United States., 735 F.2d 704 (2nd Cir. 1984), held that a transaction between a grantor trust 
and a grantor was not disregarded for income tax purposes.  This case has not been overruled and stands as authority 
of a high level against the income tax analysis herein.  However, the IRS disagreed with the case in Rev. Rul. 85-13 
and, it appears, has never departed from Rev. Rul. 85-13 or relied on the case even when to do so would have 
favored the government.  As a practical matter, until the IRS reverses its holding in Rev. Rul. 85-13, it seems that 
Rothstein may be ignored.  See also the discussion supra Section IV.B.3.
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3. It is prudent to file gift tax returns.

In order to get the gift tax statute of limitations running, it is advisable to file a gift tax 
return even if the grantor/seller to the Spousal Grantor Trust is reasonably confident that the sale 
is for adequate and full consideration.  If the gift tax return is accepted there should not be any 
gift tax consequences139F

140 and arguably there should not be any further open issue with respect to 
IRC Section 2036, even if the grantor/seller is a beneficiary of the trust.140F

141 However, if the 
Service successfully takes the position that the sale is not for adequate and full consideration, 
the seller will be considered a grantor of a portion of the trust.  For IRC Section 2036 purposes, 
not only the portion of the trust in which the grantor has made a gift will be brought back into 
the grantor’s estate, but that portion associated with the note may be brought back into the 
grantor’s estate.  There will be a consideration offset for the note allowed under IRC Section
2043, but that is generally inadequate if there has been appreciation in the assets of the trust. 
Thus, it is very advantageous to find out what portion of the trust the grantor/seller is considered 
a grantor by filing a gift tax return.  As noted above, it may be possible to do further planning to 
ameliorate the IRC Section 2036 concerns by splitting the trust into a portion the seller is 
considered a grantor of and a portion in which the spouse is considered a grantor. However, it 
is unclear if filing gift tax returns will run the statute of limitations on all IRC Section 2036 
issues.  See the discussion infra Section VI.C.3.b.(4).

4. Reciprocal trust doctrine considerations.

The common law reciprocal trust doctrine could be applied by the IRS and or the courts 
in the creation of mutual spousal grantor trusts.141F

142 Perhaps one of the cleaner ways to lessen 
concerns about the application of that doctrine is if only one spouse is the seller to each trust, 
created by the spouses.  Particularly, if the sales are done for different considerations and using 
different trust techniques (e.g., one sale involves the sale to a spousal grantor trust and the other 
transaction involves the contribution of leveraged FLLC interests to a GRAT).

140 See IRC Section 2504(c).
141 See IRC Section 2001(b); Treas. Reg. Section 20.2001-1(b).  See, however, the discussion infra Section

VI.C.3.(b)(4).
142 See U.S. v. Grace, 396 U.S. 316 (1969); Estate of Levy, T.C. Memo 1983-453, 46 T.C.M. (CCH) 910; 

PLR 9643013; and PLR 200426008.
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5. Some commentators have expressed the consideration that if it is possible
for a current creditor, or any future creditor, of the assigning beneficiary
to reach part of the assets of the spousal grantor trust for a period of time
that does not end before the assigning spouse/beneficiary’s death, by
either voluntary or involuntary assignment by the assigning
spouse/beneficiary, then that part of the trust may be included in the
assigning spouse/beneficiary’s estate under IRC Sections 2036 or 2038.
See the discussion supra Section IV.D.3.

Even if an assigning spouse/beneficiary does not have any current creditors, or any future 
creditors, if the assigning beneficiary could create a creditor relationship under which part of the 
spousal trust assets, either under state law or federal bankruptcy law, would be available to satisfy 
the creditor obligation, that part of the trust will be included in the assigning spouse/beneficiary’s 
estate for estate tax purposes.  Even if the sale is for adequate and full consideration for gift tax 
purposes the IRS could take the position that either (i) the sale is not adequate for creditor 
protection purposes under the relevant state property law or (ii) even if the sale is adequate for 
state law purposes, the assigning beneficiary, under certain assumptions, could still create a 
future creditor relationship that could access the trust.

The sale should be for adequate and full consideration, not only for gift tax purposes, but 
also for state law creditor protection purposes.  There is more pressure on a sale to a spousal trust 
in which the seller is also a beneficiary of the trust.  Generally speaking, under the law of most 
states, an assigning beneficiary’s creditor can reach the maximum amount that can be distributed 
by a trustee to the assigning beneficiary, if there is an assignment by the assigning beneficiary 
for less than full consideration under state property law.142F

143 In other words, under the laws of 
most states, a grantor of a trust cannot create a trust and achieve creditor protection to the extent 
the grantor could be a beneficiary of that trust.  It is the IRS’s view, which has had some success 
in the courts, that a retained “string” exists under IRC Section 2036 or 2038, if the settlor of the 
trust has the capacity of creating such a creditor.143F

144 It does not matter at the time of death that 
such a creditor exists – it only matters that the creditor could exist because of the assigning 
beneficiary’s actions.  As noted above, if IRC Section 2036 or 2038 apply, all of the appreciation 
in the trust after the sale may also be included because of the manner in which the consideration 
offset is applied under IRC Section 2043.  Thus, it is important that the sale be for adequate and 
full consideration for state law creditor protection purposes, in order to avoid grantor status for 
the assigning beneficiary, which also affects the estate tax consequences of the transaction.

Nineteen states (“self-settled states”) have adopted varying ways in which a grantor can 
create a self-settled trust, with an independent trustee, and also be a discretionary beneficiary of 
that trust, and the grantor’s future creditors cannot reach the beneficial interest in the trust.  What 

143 E.g., Vanderbilt Creditor Corp. v. Chase Manhattan Bank, N.A., 473 N.Y.S. 2d 242 (App. Div. 1984); 
comment f to Restatement (3d) of Trusts § 60.

144 Rev. Rul. 76-103, 1976-1 CB 293; Rev. Rul. 77-378, 1977-2 CB 348; Estate of Paxton v. Commissioner, 
86 TC 785 (1986) and cases cited therein; Outwin v. Commissioner, 76 TC 153 (1981), acq. 1981-2 CB 1; Paolozzi v. 
Commissioner, 23 TC 182 (1954), acq. 1962-1 CB 4.
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if the assigning spouse/beneficiary does not live in one of those states, and the sale is not for 
adequate and full consideration, but creates a trust subject to the law of one of those states that 
allow self-settled trusts?  The IRS may take the position that even though the spousal grantor 
trust is subject to the self-settled state’s laws, because of operation of the assigning 
spouse/beneficiary’s state law (assuming the assigning spouse/beneficiary lives in a state that 
does not allow self-settled trusts), the assigning spouse/beneficiary could create a creditor 
relationship that would allow the creditor access to trust assets, which indirectly allows an 
assigning spouse/beneficiary to retain the ownership for estate tax purposes.  The IRS may take 
the position that the assigning spouse/beneficiary of a common law state could, at any time, 
create a significant debt and enjoy the benefit of the proceeds of that debt.  That creditor, if not 
paid, could get a judgment against the assigning spouse/beneficiary.  The IRS could take the 
position that any such judgment is enforceable against both the assigning spouse/beneficiary and 
the part of the trust the assigning spouse/beneficiary creates, even if under the state law 
governing the trust that judgment would not be enforceable.  The IRS may take the position that 
creation of the trust would be against public policy of the domicile state of the assigning 
spouse/beneficiary.  The IRS could argue that either because of comity, full faith and credit 
clause under the Constitution144F

145 and/or conflict of law rules,145F

146 the trust jurisdiction state would 
allow that potential creditor access to the trust.146F

147 It would not matter to the IRS, for purposes 
of IRC Section 2036(a)(1), that the creditor never exists.  The fact that the assigning 
spouse/beneficiary could create that relationship gives the assigning spouse/beneficiary a
retained power to access the trust anytime and at the moment of death.  There is not any definitive 
case law with respect to state property law creditor aspects of the above analysis nor the federal 
tax law aspects of the above analysis. See infra Section VI.C.b.(6).

The IRS may also take the position that the assigning spouse/beneficiary of a trust subject 
to the laws of a self-settled state could create a creditor relationship, even if the assigning 
spouse/beneficiary is domiciled in that self-settled state, if there is a sale that constitutes 
inadequate consideration for state law property purposes, or because of federal bankruptcy laws. 
If the assigning spouse/beneficiary creates a self-settled trust, within 10 years of his death, the 
IRS could argue that the assigning spouse/beneficiary could have filed a bankruptcy petition 
under Chapter 7 within 10 years of his death, and the bankruptcy trustee could avoid the transfer 

145 “Full faith and credit shall be given in each state to the public acts, records and judicial proceedings of 
every other state.”  (U.S. Const. Art IV, § 1).  See also Tennessee Coal, Iron & R.R. Co. v. George, 233 U.S. 354, 
360 (1914) and Toni 1 Trust v. Wacker, 2018 WL 1125033 (Alaska, Mar. 2, 2018).  But see, In re Cleopatra 
Cameron Gift Trust, 931 N.W.2d 244 (S.D. 2019), in which the South Dakota Supreme Court rejected a California 
court’s order that a South Dakota trustee pay spousal support and child support owed by a trust beneficiary.  The 
court reasoned that full faith and credit does not require a forum state to adopt the enforcement mechanisms of 
another jurisdiction.

146 See comment d to § 145 of the Second Restatement of the Conflict of Laws, which states:

[S]ubject only to rare exceptions, the local law of the state where conduct and injury occurred will
be applied to determine whether the actor satisfied minimum standards of acceptable conduct and
whether the interest affected by the actor’s conduct was entitled to legal protection.
147 In re Huber, 2013 Bankr. LEXIS 2038 (May 13, 2013); Toni 1 Trust v Wacker, 2018 WL 1125033 

(Alaska, Mar. 2, 2018).
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to the self-settled trust and bring the trust assets back into the bankruptcy estate for the benefit 
of creditors, because of 11 U.S.C. § 548(e).  See the bankruptcy court decision in the Battley v. 
Mortensen, No. A09-90036-DMD (D. Alaska 5/26/11) holding that creditors of an Alaskan 
resident, whose claims arose after a validly created Alaskan self-settled trust, within 10 years of 
the transfer to the trust, could be satisfied in bankruptcy from the self-settled trust.  On the other 
hand, 11 U.S.C. § 548(e) does not confer upon creditors the right to enforce satisfaction of a debt 
against a self-settled trust except in a bankruptcy proceeding, and it does not apply to a transfers 
more than 10 years prior to the bankruptcy.  Thus, creditors’ rights under federal bankruptcy law 
are significantly less than under the state law that exists outside the 17 states permitting self-
settled trusts, and may not have the same effect for federal transfer tax purposes, especially where 
the transferor remains solvent at all times prior to death, with bankruptcy not more than a remote 
possibility.  The application of 11 U.S.C. § 548(e) requires proof of an actual intent by the 
transferor to hinder potential future creditors, which may be absent when the transfer has 
significant other purposes.    

However, most commentators believe the IRS will not make the bankruptcy-based 
argument, or the extreme version of the fraudulent transfer argument, discussed above. If the 
mere possibility of voiding a transfer to a spousal grantor trust on fraudulent transfer grounds 
made a trust a non-grantor trust, this would automatically make every inter vivos trust a 
non-grantor trust until the statute of limitations ran out, and even this would be hard to discern, 
since it may be ten years or longer depending on the court and circumstances.  The IRS would 
more likely adopt a more reasoned approach to avoid such absurdity, such as that espoused in 
qualified disclaimer regulations,147F

148 which state that the mere possibility of a disclaimer being 
voided under fraudulent transfer law does not disqualify it, but the actual voiding of the transfer 
would.  This would also be a logical way to analyze the potential effect of such claims for spousal 
grantor/non-grantor trust purposes as well – if a settlor’s creditors succeed in piercing an 
irrevocable trust on fraudulent transfer grounds it certainly causes grantor trust status, but not 
until then.

6. If a current or future creditor of an assigning beneficiary does reach part
of the assets of a self-settled trust, then that part of the trust may not
constitute a completed gift for gift tax purposes.

The IRS could argue that because of state property law, or federal bankruptcy law, the 
grantor/beneficiary could create a future creditor relationship, which would terminate part or all 
of the trust.  That power by the assigning beneficiary would mean that the assigning beneficiary 
has retained dominion and control over that part of the trust, and has not completed a gift for gift 
tax purposes under Treas. Reg. § 25.2511-2(b).148F

149 However, see the analysis supra Section 
V.B.5.  Under that analysis, if the IRS made that completed gift argument, that may make every

148 Treas. Reg. § 25.2518-1(c).
149 See Outwin v. Commissioner, 76 TC 153 (1981), acq. 1981-2 CB 1; Herzog v. Commissioner, 116 F2d 

591 (2d Cir. 1941). 
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trust an incomplete gift.  Most practitioners believe the IRS will probably take a more reasoned 
approach.

VI. SOME OF THE BEST CREATIVE TAX PLANNING TECHNIQUES FOR
BENEFICIARY GRANTOR TRUSTS THAT ARE CREATED BY A THIRD PARTY
THAT IS NOT THE BENEFICIARY’S SPOUSE.

Some trusts, sometimes referred to as “beneficiary-owned” trusts or, historically, as
Mallinkrodt trusts, are treated under IRC Section 678(a) as owned, in whole or in part, by a 
person other than the grantor.149F

150 The use of beneficiary-owned trusts is perhaps becoming 
increasingly common, even as certain of the techniques remain controversial.  This section 
addresses some of the ways in which IRC Section 678 can be used.150F

151

Although IRC Section 678 refers to a “person other than the grantor” being considered 
the income tax owner of a portion of a trust, the person is commonly referred to, including in 
this outline, as a “beneficiary” of the trust.

A. IRC Section 678 Overview.

1. Three paths to beneficiary ownership.

IRC Section 678 defines three separate ways in which a person other than the grantor can 
be considered the owner of a portion or all of trust property.

a. IRC Section 678(a)(1) ownership because of power to vest corpus
or income of the subject trust.

First, under IRC Section 678(a)(1), a person other than the grantor is treated as the owner 
of any portion of a trust with respect to which that person has a power, “exercisable solely by 
himself,” to vest the corpus or the income of such portion in himself, herself, or itself.151F

152

Although the IRS does not appear to have embraced the term, in recent years, trusts treated as 
owned by a person other than the grantor under IRC Section 678(a)(1) have been referred to as 
“beneficiary defective owned trusts” or “BDOTs.”152F

153

150 In Mallinkrodt v. Nunan, 146 F.2d 1 (8th Cir. 1945) – which was decided before subchapter J was 
enacted –the beneficiary was treated as the owner for income tax purposes of undistributed income that the 
beneficiary had the power to withdraw.

151 For an excellent overview of IRC Section 678, see Blattmachr, Gans, and Lo, “A Beneficiary as Trust 
Owner: Decoding Section 678,” 35 ACTEC L. J. 106 (2009).

152 Treas. Reg. § 1.678(a)-1 (first sentence).  For an example of IRC Section 678(a)(1) trust or BDOT, see 
PLR 201633021.  See also Rev. Rul. 67-241; Rev. Rul. 81-6.

153 For an in-depth discussion of the BDOT technique, see Ed Morrow “IRC § 678(a)(1) and the 
“Beneficiary Deemed Owner Trust ‘(BDOT)’ (Leimberg Information Services, Inc., September 5, 2017), updated 
at SSRN: https://ssrn.com/abstract=3165592.  It could be noted that this paper differs in certain respects from Mr. 
Morrow’s paper as to how the withdrawal right could be designed.  For instance, there may be certain IRC Section 
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b. IRC Section 678(a)(2) ownership because of partial release or
other modification of vesting power, plus other grantor trust
strings.

Second, under IRC Section 678(a)(2), a person other than the grantor is treated as the 
owner of any portion of a trust with respect to which that person has “previously partially 
released or otherwise modified” an IRC Section 678(a)(1) vesting power and retains an interest 
in or control over the trust that would cause the grantor to be treated as the trust owner under 
IRC Sections 671 through 677.153F

154 IRC Section 678(a)(2) trusts are frequently referred to as 
“beneficiary defective inheritor’s trusts” or “BDITs,” in contrast to their BDOT cousins.

IRS treats lapse as a release.

IRC Section 678(a)(2), in contrast to its estate and gift tax analogs,154F

155 requires a “release” 
of a vesting power.  Nevertheless, in non-precedential private letter rulings,155F

156 the IRS has 
consistently viewed a lapse as equivalent to a release.156F

157

IRS treats complete lapse as a “partial release” or 
modification.

IRC Section 678(a)(2) only triggers beneficiary ownership following a partial release or 
modification of an IRC Section 678(a)(1) vesting power.  Nevertheless, in non-precedential 
private letter rulings,157F

158 the IRS has also consistently viewed a complete lapse as equivalent to a 
partial release.158F

159 In one ruling obtained in 2009, the lapse was indeed merely partial.159F

160 Some 
contend that, without a ruling, taxpayers should not assume that a complete lapse can cause IRC 
Section 678(a)(2) to apply.

Continuing grantor trust string required.

In order for IRC Section 678(a)(2) to apply, not only must an IRC Section 678(a)(1) 
vesting power have been partially released or otherwise modified, but the beneficiary must 

678 concerns for a tax year if the beneficiary does not have the unfettered right to withdraw net taxable income for 
the full year.    See also IRC Sections 678 and 671 and Treas. Reg. §§ 1.678(a)-1, 1.671-2 and 1.671-3.

154 Treas. Reg. § 1.678(a)-1 (second sentence).  For an example of IRC Section 678(a)(2) trust or BDIT, 
see PLR 200949012.

155 See IRC Sections 2041(b)(2), 2514(e).
156 Under IRC Section 6110(k)(3), a written determination may not be used or cited as precedent.
157 See, e.g., PLRs 200949012, 200747002, 9809005, 8342088.
158 Under IRC Section 6110(k)(3), a written determination may not be used or cited as precedent.
159 See, e.g., PLRs 200747002, 200104005, 20014744, 20022035, 9809005, 9450014, 9448018, 9808033, 

8342088.
160 PLR 200949012.
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thereafter have retained a grantor trust “string” that, if the beneficiary were the grantor of the 
trust, could cause him, her, or it to be treated as the owner under the rules of IRC Section 671-
677 and IRC Section 679.

c. Deemed IRC Section 678(a) ownership via a QSST.

The beneficiary of a qualified subchapter S trust, as defined in IRC Section 1361(d)(3), 
may make an election to be treated as the owner under IRC Section 678(a) of the portion of the 
trust which consists of stock in an S corporation.160F

161

2. Grantor’s ownership trumps beneficiary ownership.

IRC Section 678(b) provides that IRC Section 678(a) does not apply “with respect to a 
power over income” if the grantor is otherwise treated as the owner of under IRC Sections 671-
677 and IRC Section 679.  Although IRC Section 678(b) refers to a power over “income,” the 
IRS has consistently viewed a grantor trust string with respect to corpus as overriding beneficiary 
ownership under IRC Section 678(a).161F

162 To achieve IRC Section 678(a) beneficiary ownership, 
therefore, it is essential, if the grantor is still living, to negate all possible grantor trust strings 
with respect to the grantor.

3. Sales to BDITs and BDOTs a no rule area.

Perhaps reflecting IRS concerns with aggressive IRC Section 678(a) extremely leveraged
sale planning, the IRS will not ordinarily rule on IRC Section 678 status “if the trust purchases 
the property from that person with a note and the value of the assets with which the trust was 
funded by the grantor is nominal compared to the value of the property purchased.”162F

163

B. Sales to LLCs Owned by BDOTs.

This section analyzes the technique of a transferor selling assets for a note to a limited 
liability company that is owned by a third party created trust that is a BDOT in which the selling 
transferor, as the beneficiary of the BDOT, has the power to withdraw in any calendar year of 
the trust, all of the net taxable income of the trust earned by all of the trust assets, and that 
withdrawal power can be satisfied out of the entire accounting income and/or corpus and/or 
proceeds of the corpus of the trust (sometimes referred to below as the “Income Withdrawal 
Right Beneficiary”).

161 IRC Section 1361(d)(1)(B).
162 PLRs 200949012, 200729005, 2007320101, 200603040, 9309023; cf. Rev. Rul. 81-6; see also Treas. 

Reg. § 1.671-2(b) (distinguishing, for purposes of the grantor trust regulations, between “income,” which means 
income for tax purposes, and “ordinary income,” which means income under fiduciary accounting principles).

163 Rev. Proc. 2020-3.
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1. Overview of technique.

A third party could create an inter vivos or testamentary estate tax protected trust, of any 
value, in which the beneficiary is the deemed income tax owner.  This technique allows 
significant initial funding, which is different than the beneficiary defective inheritor’s trust 
technique (“BDIT”), which generally is only funded with $5,000 of assets when it is created. 
Under IRC Section 678(a)(1), if a beneficiary of a third party created trust has the unilateral 
power to “vest income” of the trust in himself, then the trust is disregarded for income tax 
purposes and the net taxable163F

164 income of the trust is taxable to the beneficiary.  In order to vest 
income of the trust, the beneficiary of the trust should have the unilateral power to withdraw all 
of the net taxable income of the trust to himself, with all of the assets of the trust being available 
to satisfy that withdrawal power, including the trust’s accounting income, the trust’s corpus and 
the trust’s proceeds from sales of the trust corpus.164F

165

2. Application of IRC Section 678(a)(1).

IRC Section 678(a)(1) provides as follows:

“(a) General rule A person other than the grantor shall be treated as the owner of 
any portion of a trust with respect to which:

(1) such person has a power exercisable solely by himself to vest the corpus
or the income therefrom in himself. . .”  (Emphasis added.)

The reference to “income” in Section 678(a)(1) is taxable income and not accounting 
income.  If a beneficiary of a BDOT has the right to withdraw net taxable income, the 
beneficiary has the right to withdraw not only dividends and interest, but income 
normally allocated to principal such as capital gains income.

Assume a grantor of a trust sells assets to a trust which gives the grantor the right to 
withdraw all realized income of the trust from whatever the source, including all accounting 
income and realized capital gains income of that trust. That withdrawal right could be satisfied 
from any asset or cash source of the trust, including accounting income, sale proceeds of the 
corpus and the corpus. That sale would be disregarded for income tax purposes under the 
authority of IRC Sections 671 and 677, Treasury Regulation Sections 1.671-2,1-671-3, 
1.677(b)(2), 1.677(c)(2), and 1.677(g), example 2, and Rev. Rul. 85-13. Likewise, a sale by a 

164 While the term "net taxable income" is not a defined term under trust property law the elements of net 
taxable income can be determined under trust property law.

165 Such a withdrawal power should distinguish the holding of the court in Fish v. U.S., 432 F.2d 1278 (9th 
Cir. 1970) and the IRS in Revenue Ruling 85-88, 1982-2 C.B. 201 that the 5% lapsed protection from transfer taxes 
provided by IRC Sections 2514(e) and 2041(b)(2) is only measured by 5% of the accounting income of the trust 
when the withdrawal right only applies to accounting income.  If the measure is all of the net taxable income, and 
that withdrawal power can be satisfied out of the entire accounting income, and/or corpus, and/or proceeds of the 
corpus of the trust, the 5% lapsed protection is increased to be measured by 5% of the trust corpus under IRC 
Sections 2514(e) and 2041(b)(2).  See Treas. Reg. § 25.2514-3(c)(4).
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beneficiary of a trust to a trust in which the beneficiary has the same withdrawal right that the 
grantor has in the above example, should be disregarded under the authorities noted in this 
section, because the beneficiary is treated as owning the consideration for income tax purposes 
both before and after the transaction.

Example 14:  A Parent Creates a $2,000,000 BDOT for the Benefit
of Her Daughter; Daughter Sells Significant Assets in Two Different

Cascading Sales for Notes to a Limited Liability Company Owned by the BDOT

In 2016, Betsy Bossdaughter created a single member LLC with a 0.01% Class A 
managing member interest, a 0.99% Class B managing member interest and a 99% 
non-managing member interest and the LLC held $57,000,000 in assets (Transaction 1 below). 
In 2017 Granny Selfmade transfers $2,000,000 in assets to a BDOT that is also a GST exempt 
trust (Transaction 2 below). (Note:  Granny could create the trust by her will, or during her 
lifetime, if Granny retains no interest or power that would cause her to be taxed on the trust 
income under the grantor trust rules.)  The terms of the BDOT provide Granny’s daughter, Betsy 
Bossdaughter, the power to withdraw in any calendar year of the BDOT all of the net taxable 
income of the BDOT.  The terms of the BDOT provide that withdrawal power can be satisfied 
out of the entire income, corpus, or proceeds of the corpus of the trust.  If Betsy does not exercise 
her withdrawal power in any calendar year it will lapse.  Betsy is also given a special 
testamentary power of appointment in the BDOT trust documents.  The remainder beneficiaries 
of the BDOT after her death, subject to the power of appointment, are Betsy’s children and 
grandchildren.

In 2018, the BDOT contributes its $2,000,000 to Granny Family LLC.  Later, in 2018, 
Betsy sells a 49.5% non-managing member interest in Bossdaughter Family LLC to Granny 
Family LLC, which is owned by the BDOT, in exchange for $19,750,500 note (Transaction 3 
below).  Due to IRC Section 2036 considerations with respect to retaining entity distribution, 
amendment and liquidation powers, Betsy could retain the 0.01% Class A managing member 
interest and transfer the 0.99% Class B managing member interest.  The Class A managing
member interests would control all entity managing member decisions, including investment 
management decisions that are not delegated to the Class B managing member interest.  The 
Class B managing member interests would control all distribution, amendment and liquidation 
decisions.  Betsy could give her Class B managing member interest to a grantor trust in which 
the initial trustee is an advisor or family member she trusts.  Betsy could have the power to 
replace the trustee of that donee trust with a new trustee, as long as the replacement trustee is 
not related or subservient.

It is assumed there is a 30% valuation discount associated with the sold 49.5% 
non-managing member interest.  The assets in the LLC and the $2,000,000 in the BDOT outside 
of its ownership of the LLC annually grow at 6% per year pre-tax.  In 2021, Betsy sells her 
remaining 49.5% non-managing member interest in her LLC in exchange for a $22,896,243 note 
(Transaction 4 below).

Betsy needs $1,000,000 a year (inflation adjusted) for her consumption needs and also 
needs enough additional cash flow from the BDOT and her LLC to pay her income taxes.  Betsy 
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plans to first look to payments on the note receivable from Granny Family LLC, which is owned 
by the BDOT, for those consumption and tax payment needs.

Betsy asks her tax advisor, Mable Mathgeek, how many years will it take the BDOT to 
pay off her note receivables under those above assumptions and what will be the undiscounted 
value of the assets of Granny Family LLC that is owned by the BDOT when the notes are paid 
off?

The technique is illustrated below:

Under the above assumptions, the BDOT will have paid all of its note receivables in 27 
years.  At that point, the undiscounted value of the BDOT assets will be worth $126,613,473. 
After the notes are totally paid, going forward, Betsy could use her withdrawal power over the 
BDOT to satisfy her consumption and tax payment needs.  The assets of the BDOT, if the trust 
document is properly drafted and the trust is properly administered, will not be subject to Betsy’s 
estate tax.  Furthermore, Betsy may use her transfer tax exemptions to engage in additional estate 
planning.  See the table below and attached Schedule 10 for a summary of those calculations 
based on the above assumptions and assuming Betsy dies in 30 years.
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Table 11

3. Income tax advantages of the technique.

a. The technique has all of the income tax advantages of the SIDGT
technique or the LAIDGT technique.

The BDOT is treated as a grantor trust to the beneficiary based on IRC Section 678, 
which is basically a codification of the Mallinckrodt case.165F

166 Thus, a sale by the beneficiary of 
the BDOT to the BDOT, under the regulations under IRC Sections 671-677, 678 and 1001,
would appear to have the same advantages as the SIDGT technique or the LAIDGT technique.

Revenue Ruling 85-13, 1985-1 C.B. 184, citing the authority of Dobson v. 
Commissioner, 1 B.T.A. 1082 (1925) and other authorities concluded that “a transaction cannot 
be recognized as a sale for income tax purposes if the same person is treated as owning the 
purported consideration both before and after the transaction.” (Emphasis added.)  Under the 
facts of that ruling the grantor has control over, and the use of, the entire corpus.  The ruling 
considers whether transactions a grantor has with a grantor trust are disregarded for income tax 
purposes.  The ruling holds that transactions and other activities by the grantor of the trust, with 
respect to a grantor trust, will be disregarded.  The ruling also cited several authorities, which 
hold that when the grantor of a grantor trust is treated as the income tax owner of the trust for 
income tax purposes, the grantor is also considered the owner of the trust assets for income tax 
purposes.

The analysis of Rev. Rul. 85-13 with respect to the tax nature of a grantor’s transactions 
with a grantor trust is contrary to the Second Circuit’s analysis in Rothstein v. United States, 735 
F.2d 704 (2nd Cir. 1984).  In that case, the Second Circuit held that while a grantor of a grantor
trust is treated as the owner of a grantor trust’s assets for purposes of determining income,

166 Mallinckrodt v. Nunan, 146 F.2d 1 (8th Cir. 1945).



Chapter 1—Some of the Best Creative Tax Planning Techniques for Trusts©

 1–15120th Annual Oregon Tax Institute

deductions, and credits attributable to the trust, the grantor trust is not disregarded for income 
tax purposes with respect to any transactions or activities the trust may have with the grantor. 
The IRS in Rev. Rul. 85-13 announced it would not follow the analysis in Rothstein.

b. What does it mean for a “portion” to be treated as owned under
IRC Section 678?

In the context of the holding of Rev. Rul. 85-13 what does the term “portion” mean when 
that term is used in IRC Section 678?  Does it mean, under IRC Section 678(a)(1), “income” 
portion as opposed to “corpus” portion?  Or does it mean, under IRC Section 678(a)(1), that 
undivided interest of the trust in which a person could vest in himself either that undivided 
interest’s corpus or net taxable income (i.e., ordinary income and capital gains income)?

Perhaps the beginning point of the analysis of what is the meaning of the term “portion” 
under IRC Section 678(a)(1), is Treas. Reg. § 1.678(a)-1(a).  The key part of the first sentence 
of that regulation provides “where a person other than the grantor of a trust has a power 
exercisable solely by himself to vest … the income of any portion of a … trust in himself, he is 
treated under section 678 (a) as the owner of that portion ….” (Emphasis added.”)

The last sentence of Treas. Reg. § 1.678(a)-1(a) incorporates, for purposes of IRC 
Section 678(a)(1), the grantor trust rules, which describe generally how the income tax rules 
work under IRC Section 671(a)(1) for any deemed income tax owner of any portion of a trust 
under IRC Section 671, Treas. Reg. §§ 1.671-2 and 1.671-3.  These rules apply also in 
determining the treatment for any deemed income tax owner of any portion of an IRC Section 
678(a)(1) trust: “See [IRC] 671 and [Treas. Reg.] §§ 1.671-2 and 1.671-3 for rules for treatment 
of items of income, deductions and credit where a person is treated as the owner of all or only a 
portion of a trust.”

See also the authorities under Footnote 35 where it notes that Treas. Reg. § 1.1001-2(c) 
Example 5 established by regulation the position in Rev. Rul. 77-402 that the grantor of a grantor 
trust is “the owner of all property for federal income tax purposes.”  Presumably, that is true 
even if the grantor of the grantor trust only has powers or rights over the ordinary income and 
capital gains income of the trust and does not have powers or rights over the corpus of the trust.  
See IRC Sections 677(a)(1) and (a)(2).

Similar to IRC Sections 677(a)(1) and (a)(2), under IRC Section 678(a)(1), an Income
Withdrawal Right Beneficiary may only have the right to vest taxable income (i.e., ordinary 
income and capital gains income), and not corpus, in himself, but that is enough for the Income 
Withdrawal Right Beneficiary to be the deemed owner for income tax purposes of all of the trust 
property. While there may be transfer tax differences between a corpus withdrawal beneficiary 
and an Income Withdrawal Right Beneficiary of a BDOT, there do not appear to be any income 
tax differences.

If IRC Section 671, Treas. Reg. §§ 1.671-2 and 1.671-3 are incorporated in analyzing the 
operation of IRC Section 678, then the rationale of Rev. Rul. 85-13 for not recognizing a taxable 
sale by the deemed owner would also seem to apply.  Since an Income Withdrawal Right 
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Beneficiary has the power to withdraw the taxable income from all trust assets and the power to 
satisfy that withdrawal right from either the accounting income, sale proceeds of the corpus, or 
the corpus of all portions of the trust, that Income Withdrawal Right Beneficiary should be the 
deemed income tax owner of all of the assets of the subject trust, including any consideration 
that is sold to the trust.166F

167 It does not matter under Rev. Rul. 85-13 whether IRC Section 671 
applies because of a grantors retains rights and powers over corpus, corpus and income, or 
ordinary income and capital gains income only  (see IRC Section 677).  Similar to the application 
of IRC Section 677 under Rev. Rul. 85-13, IRC Section 678(a)(1) would appear to apply to an 
Income Withdrawal Right Beneficiary who only has powers and rights over ordinary income
and capital gains income.

Certain of the key provisions of Treas. Reg. §§ 1.671-2 and 1.671-3, which are applied
to IRC Section 678(a)(1) by the regulations under IRC Section 678(a)(1), are as follows:

“§ 1.671-2 Applicable principles.

(a) Under IRC Section 671 a grantor or another person includes in computing
his taxable income and credits those items of income, deduction, and credit against tax 
which are attributable to or included in any portion of a trust of which he is treated as 
the owner. IRC Sections 673 through 678 set forth the rules for determining when the 
grantor or another person is treated as the owner of any portion of a trust. The rules for 
determining the items of income, deduction, and credit against tax that are attributable 
to or included in a portion of the trust are set forth in §1.671-3.

(b) Since the principle underlying subpart E (IRC Section 671 and following),
part I, subchapter J, chapter 1 of the Code, is in general that income of a trust over which 
the grantor or another person has retained substantial dominion or control should be 
taxed to the grantor or other person rather than to the trust which receives the income or 
to the beneficiary to whom the income may be distributed, it is ordinarily immaterial 
whether the income involved constitutes income or corpus for trust accounting 
purposes. . . .” (Emphasis added.)

“§ 1.671-3 Attribution or inclusion of income, deductions, and credits against tax.

(a) When a grantor or another person is treated under subpart E (section 671
and following) as the owner of any portion of a trust, there are included in computing 
his tax liability those items of income, deduction, and credit against tax attributable to 
or included in that portion.”  (Emphasis added.)

167 Indirect support for this conclusion can also be found in Bennett v. Comm'r, 79 TC 470 (1982), which 
held that a grantor was treated as the owner of a larger portion of the trust than the portion that the grantor had 
actually borrowed.  By the same reasoning, the deemed ownership of an Income Withdrawal Right Beneficiary 
should be greater than the amounts that the he or she may actually withdraw. Further support can be drawn from 
PLR 201633021, in which a power to withdraw “any dividends, interest, fees” and other amounts of fiduciary 
accounting income created deemed ownership over all income of a trust, including capital gains income.
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Under Section 671, Treas. Reg. §§ 1.671-2 and 1.671-3 there does not appear to be any 
difference in the key characteristics of how a grantor of a grantor trust is treated and an Income 
Withdrawal Right Beneficiary of a BDOT is treated, if the withdrawal right is of ordinary income 
and capital gains income generated by all trust assets and if all portions of the trust can be used 
to satisfy the withdrawal right.  As a consequence, the Income Withdrawal Right Beneficiary of 
the BDOT under Example 14 should be considered, for income tax purposes, as the owner of the 
low basis asset both before and after the sale.  Under the reasoning of Rev. Rul. 85-13 the sale 
should be disregarded for income tax purposes.

c. Sales to a Single-Member LLC owned by grantor trusts or BDOTs
as alternative technique if Rev. Rul. 85-13 is revoked by the IRS
or deemed not to apply to BDOTs.

Rev. Rul. 85-13 is an IRS analysis of a grantor deemed owner trust and whether activities 
and transactions by a grantor are disregarded.  What if the IRS argued that it is not bound by 
Rev. Rul. 85-13 with respect to an Income Withdrawal Right Beneficiary of a BDOT and it will 
follow the analysis in Rothstein?

If the taxpayer is worried about that potential IRS argument, the taxpayer should consider 
selling to a single member LLC that is created by a BDOT in which the taxpayer is considered 
the deemed income tax owner.  It appears the writer of the regulations in 1996, dealing with 
single member LLCs, clearly rejected the Rothstein court’s analysis, which was decided 12 years 
earlier, with respect to activities and transactions with single member LLCs.  See Treas. Reg. 
§ 301.7701-3(a); Treas. Reg. § 301.7701-3(b)(1)(ii) and Treas. Reg. § 301.7701-2(a).  The
“disregarded” income tax protection of a single member LLC is broader than the grantor trust
income tax protection.  The regulations make clear not only that the income, deductions and
credits of the single member LLC are treated as if the income tax owner of the LLC owns the
assets of the LLC, but in addition that all activities and transactions that the LLC has with the
LLC owner are treated for income tax purposes as if those transactions were transactions a sole
proprietor would have with himself. In particular, Treas. Reg. § 301.7701-2 provides:

“Its activities are treated in the same manner a sole proprietorship . . . of the owner. 
(Emphasis added.)

In other words, the Rothstein court’s reasoning as to why “activities” should not be 
disregarded with respect to grantor trusts should not apply to activities with respect to single 
member LLCs.

Assuming the Income Withdrawal Right Beneficiary of a BDOT is considered the 
income tax owner of any single member LLC formed by the BDOT (see the above analysis), 
then the above single member LLC income tax regulations would appear to be authority for the 
proposition that any sale or similar activity by the Income Withdrawal Right Beneficiary of a 
low basis asset to a single member LLC owned by a BDOT should also be disregarded.

This analysis seems compelling at a technical level, but it has yet to be approved by the 
IRS or a court.  It remains possible that the IRS or a court would take a policy-oriented “big 
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picture” approach and ask why, if a sale by the Income Withdrawal Right Beneficiary to the 
BDOT would not be disregarded, putting a disregarded entity between the Beneficiary and the 
BDOT should alter the result.

Summary of conclusions.

• Case law, regulatory and revenue ruling authorities provide that if a taxpayer sells an
asset, and if that taxpayer is deemed to be the income tax owner of that asset both
before and after the sale, that sale is disregarded for income tax purposes.

• Since IRC Section 671, Treas. Reg. §§ 1.671-2 and 1.671-3 apply to an IRC Section
678(a)(1) trust, the Income Withdrawal Right Beneficiary of the IRC Section
678(a)(1) trust should be treated the same as a grantor of a grantor trust.  There do
not appear to be any income tax differences between a corpus withdrawal beneficiary
and an Income Withdrawal Right Beneficiary of the IRC Section 678(a)(1) trust.

• There is no specific regulatory authority under either IRC Section 671, Treas. Reg.
§§ 1.671-2 or 1.671-3 that activities and transactions that either a grantor of a grantor
trust has with that grantor trust, or an Income Withdrawal Right Beneficiary has with
an IRC Section 678(a)(1) trust, are to be disregarded for income tax purposes.  There
is case law authority that those activities should not be disregarded.  See Rothstein v.
United States, 735 F.2d 704 (2nd Cir 1984).

• There is authority under Rev. Rul. 85-13, 1985-1 CB 184 that activities and
transactions that a grantor has with a grantor trust are disregarded because the
taxpayer owns the asset before and after the transaction.  The analysis inherent in that
revenue ruling should indicate that activities and transactions that an Income
Withdrawal Right Beneficiary has with an IRC Section 678(a)(1) trust should also be
disregarded. PLR 202022002 (May 29, 2020) arguably supports that analysis.

• There is specific regulatory authority that activities and transactions that a deemed
income tax owner of a single member LLC has with that LLC are disregarded for
income tax purposes.  That regulatory authority is broader than the regulatory
authority that exists for activities and transactions a grantor has with a grantor trust.
That regulatory authority is also broader than the regulatory authority that exists for
activities and transactions an Income Withdrawal Right Beneficiary has with an IRC
Section 678(a)(1) trust.

d. Failing to take the withdrawing income is not relevant to the IRC
Section 678 analysis.

Such a power has even been ruled effective when held by a minor even where there was 
no court-appointed guardian with authority to exercise the power.167F

168

168 Trust No. 3 v. Comm’r, 285 F.2d 102 (7th Cir., 1960).
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e. The BDOT can be designed to be very flexible for any calendar
year by giving an independent trustee, or a protector, the power to
change the withdrawal power for a future year or years.

f. The BDOT has many income tax advantages that a complex trust
does not have.

The taxable income is taxed at the beneficiary’s marginal 
income tax rate, which is frequently lower than the trust’s 
marginal federal income tax rate.

The taxable income is taxed at the beneficiary’s marginal 
state income tax rate, which is frequently lower than the 
trust’s marginal state income tax rate.

The beneficiary may move to a state with low or no state income taxes and the concerns 
with a high-income tax state’s “resident trust” requirement would be eliminated.

The beneficiary of a BDOT can take an IRC Section 179 
expense deduction while a complex trust’s ability to take 
that deduction is limited.168F

169

Depending upon the BDOT beneficiary’s tax bracket, 
and/or how active the beneficiary is in a closely held 
business, the 3.8% net investment income tax may not 
apply while under the same circumstances it may apply to 
a complex trust.

The BDOT can be a shareholder of an S corporation 
without some of the considerations of an ESBT or a QSST.

The beneficiary of a BDOT may be entitled to certain deductions that are eliminated by 
ESBTs.  A QSST has to pay the trust accounting income of the QSST to the beneficiary, while 
a BDOT does not pay any income to the beneficiary unless the withdrawal right is exercised.

g. Capital losses can be passed through to the beneficiary of the
BDOT.

Assets that have a capital loss could be distributed in kind.

h. The capital gains benefit of a residence that is inherent under IRC
Section 121 will be available to sales of residences owned by a
BDOT.

169 IRC Section 179(d)(4).
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i. There are increased opportunities for charitable planning because
the inherent limitations under IRC Section 642(c) will be
eliminated.

The beneficiary can withdraw assets that accrued from sources other than gross income 
in satisfaction of its withdrawal rights, and those assets can then be contributed by the beneficiary 
to charities.

j. A BDOT should avoid overlapping state fiduciary income
taxation.

The beneficiary-owner, however, could be subject to overlapping state individual income 
taxation.

4. Transfer tax advantage of the technique.

a. The beneficiary has the opportunity by her actions to increase the
value of the BDOT and, thus, the amount that is not subject to
estate taxes.

To the extent the beneficiary of a BDOT does not withdraw net taxable income of the 
BDOT up to the lapse protection (the so-called “5 and 5” protection of IRC Section 2514(e)(2) 
and IRC Section 2041(b)(2)), that amount remains in the trust in a manner that will not be subject 
to gift taxes and estate taxes.  Almost all states have legislation that protects the protected lapse 
portion described in IRC Sections 2514(e)(2) and 2041(b)(2) from creditors.169F

170 However, to the 
extent that a current or hanging power exists at death or a prior power lapsed in excess of the 
lapse protection, property could be accessible by creditors of the beneficiary and that portion of 
the BDOT will be subject to the beneficiary’s estate taxes.  The beneficiary may maximize the 
lapse protection by always withdrawing that amount of net taxable income (payable out of 
income, corpus or proceeds of the corpus of the trust) that exceeds 5% of the value of the corpus 
of the trust.  It should be noted that under this Example 14, the right to withdraw could be 
designed to only occur if the trust and/or protector has not removed that withdrawal right in a 
prior year.

b. Because the beneficiary is the deemed income tax owner of the
BDOT, there is flexibility to allow the beneficiary to sell life
insurance policies to the BDOT.

c. A sale by an income right withdrawal beneficiary to a BDOT Has
all of the transfer tax advantages of a LAIDGT.

170 If applicable state law does not protect the lapsed portion from the beneficiary’s creditors, the lapsed 
portion may be subject to estate tax at the beneficiary's death under IRC Sections 2038 and 2041. 
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d. The BDOT technique has a greater safety valve than the SIDGT
or a LAIDGT for protecting the seller, since the seller both has
withdrawal rights in and is a beneficiary of the BDOT.

e. The BDOT technique can be used to transfer assets from a trust
that is a non-grantor trust to a newly created trust.

Can a trust be a deemed owner of another trust under IRC Section 678 under the treasury 
regulations?  Yes.

Treas. Reg. § 1.671-2(a)(6), Example 8 confirms that 
under IRC Section 678(a)(1) a trust can be the deemed 
income tax owner of another trust.

That example in the regulations provides as follows:

"Example 8.  G creates and funds a trust, T1, for the benefit of G’s children and 
grandchildren.  After G’s death, under authority granted to the trustees, in the trust 
instrument, the trustees of T1 transfer a portion of the assets of T1 to another trust, 
T2, and retain a power to revoke T2 and revest the assets of T2 in T1.  Under 
paragraph (e)(1) and (5) of this section, G is the grantor of T1 and T2.  In addition, 
because the trustees of T1 have retained a power to revest the assets of T2 in T1, 
T1 is treated as the owner of T2 under section 678(a)."

PLR 201633021 (8/12/2016) also held that a trust can be a 
withdrawing income beneficiary of another trust that is 
designed to be a BDOT.

The key provisions of that PLR are as follows:

"Facts

...

The governing document for Trust 1 (Trust 1 Agreement) authorizes Trustee, at any 
time, to distribute all of any portion of the net income or principal or both of Trust 1 
directly to any one or more of the Beneficiaries living at the time of such distribution or 
to the trustees of any trust of which such Beneficiary is a beneficiary.

Pursuant to the authority granted to the Trustee under the Trust 1 Agreement, the Trustee 
proposes to transfer funds from Trust 1 to Trust 2 which also benefits Beneficiaries. 
Beneficiaries’ rights to distributions under the Trust 2 agreement are the same as those 
under the Trust 1 Agreement.

The governing document of Trust 2 (Trust 2 Agreement) provides that Trust 1 retains 
the power, solely exercisable by Trust 1, to revest the net income of Trust 2 in Trust 1; 
provided, however, that such power shall lapse on the last day of such calendar year.
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The Trust 2 agreement provides that income includes (i) any dividends, interest, fees 
and other amounts characterized as income under § 643(b) of the Code, (ii) any net 
capital gains realized with respect to assets held less than twelve months, and (iii) any 
net capital gains realized with respect to assets held longer than twelve months.

Law and Analysis

...

Section 1.671-2(e)(5) provides that if a trust makes a gratuitous transfer of property to 
another trust, the grantor of the transferor trust generally will be treated as the grantor 
of the transferee trust.  See also § 1.671-2(e)(6), Example 8.

...

Conclusion

Trust 1 will be treated as the owner of the portion of Trust 2 over which they have the 
power to withdraw under § 678(a). Accordingly, Trust 1 will take into account in 
computing their tax liability those items which would be included in computing the tax 
liability of a current income beneficiary, including expenses allocable to which enter 
into the computation of distributable net income. Additionally, Trust 1 will also take 
into account the net capital gains of Trust 2."  (Emphasis added.)

The technique.

Consider the following example:

Example 15:  The Trustee of a Trust Which Will Actuarially Terminate in About 20 Years
and Which is the Deemed Income Tax Owner of a Long-Term Dynasty Trust, Could Sell Its
Assets to a Single Member LLC That is Created By the Trustee of Long-Term Dynasty Trust

Tom Toosoon is a trustee of a trust which will actuarially terminate in about 20 years 
(“Trust 1”).  “Trust 2” is a dynasty trust in which Trust 1 is the deemed income tax owner 
because the creation of Trust 2 gave Trust 1 the right to vest income of Trust 2 in a manner 
which made Trust 1 the deemed income tax owner.  The beneficiaries of Trust 1 are also the 
initial beneficiaries of Trust 2 and each of those individuals has a broad special testamentary 
power of appointment over their beneficial share of trust 2.

Tom Toosoon, as trustee of Trust 1, a non-grantor trust, sells trust assets for a nine-year 
note that pays the AFR rate, to an LLC that is disregarded for income tax purposes that is created 
by Trust 2 (which is also a non-grantor trust).  The note is designed to be refinanced from time 
to time.  The beneficiaries of Trust 1 ask Tom Toosoon to assume the value of Trust 1 is 
$80,000,000 and the value of Trust 2 is $20,000,000.  The assets of Trust 1 and Trust 2 will earn 
on the average 7.4% a year before income taxes.  Of that 7.4% return, the beneficiaries of Trust 
1 ask Tom Toosoon to assume 0.6% of that return will be taxed as ordinary income, 2.4% of the 
return will be tax-free and 4.4% of the return will be taxed as capital gains with a 30% turnover 
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rate.  The beneficiaries also assume that on the average 3% of what the value of Trust 1 would 
be if a sale is not made will be distributed out of Trust 1 to the beneficiaries.  The beneficiaries 
assume no distributions will be made out of Trust 2 to the beneficiaries, unless Trust 1 is no 
longer in existence.  The technique could be illustrated as follows:

Advantages of the technique

(a) Wealth will be indirectly transferred from Trust 1
to Trust 2 because Trust 1 is paying all of the
income taxes generated by the trust assets by both
Trust 1 and Trust 2 and because the earnings and
growth of the combined trusts is projected to be
much higher than the projected 1.87% interest
carry.

The table below (also see attached Schedule 11) demonstrates the significant transfer 
from Trust 1 to Trust 2 that could occur over 20 years.

Trust #1
(which terminates in 20 years)

Trust #2
(Dynasty Trust)

Toosoon, LLC
($100,000,000 in Assets)

Sells $80,000,000
 in Assets

Receives $80,000,000 
9-Year Note (1.87% Interest)

Contributes 
$20,000,000 

in Assets

Receives 100%
Member Intereset1

2
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Table 12

Trust #1
Beneficiaries

Trust #2
Beneficiaries

20-Year Future Values

No Further Planning $140,597,305 $83,390,317

Hypothetical Technique Using BDOT and Sale 
from One Trust to Another Trust $334,556 $223,653,066

Present Values (discounted at 2.5%)

No Further Planning $85,802,450 $50,890,687

Hypothetical Technique Using BDOT and Sale 
from One Trust to Another Trust $204,170 $136,488,967
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(b) The BDOT combined with a sale from one trust to another may be
superior to the technique of decanting from one trust to another trust.
In some states the option of a successful decanting of a particular trust
may not exist.

Consideration of the technique.

(a) The technique has the considerations of using the
BDOT technique.  See discussion supra Section
VI.B.7.

(b) The technique could be disadvantageous to the beneficiaries of the
withdrawing power selling trust unless they are also beneficiaries
and/or the objects of their bounty are beneficiaries of the trust.

5. A BDOT may be able to be used as an exit strategy from a closely held
family C corporation.

a. The technique.

Consider the following example.

 -
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Example 16:  Using a BDOT as an Exit Strategy from a C Corporation

Growing Inc. is owned by Bob and Betty Bdot.  Growing Inc. has $90,000,000 in assets, 
but desires additional capital.  Growing Inc. is projected to annually earn 10% a year before 
income taxes.  Third parties could create a dynasty trust (e.g., parents of Bob and Betty) for the 
discretionary benefit of Bob and Betty’s descendants, and also gives Growing Inc. the annual 
lapsing right to withdraw all of the net taxable income of the trust.  The dynasty trust created by 
Bob and Betty’s parents does not have provisions which would make it a grantor trust to Bob 
and Betty’s parents.  Growing Inc. has the right to satisfy that annual lapsing withdrawal right 
out of all portions of the BDOT.  Also consider the key assumptions infra Section III.E.3.b.  The 
provisions of the BDOT provide that an independent trustee could terminate the C corporation’s 
future annual lapsing rights in future years.

The BDOT creates a single member LLC.  Growing Inc. through a sale, or sales, for full 
consideration, transfers the assets of Growing Inc. to the BDOT created LLC.  The consideration 
that Growing Inc. receives is a note that pays an AFR interest that can be convertible at any time 
to that amount of member interests that are equal in value to the then outstanding principal of 
the note.

Example 16 is illustrated below:
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b. Key Assumptions of Example 16.

• The note payable to Growing Inc.’s grantor trust could be
convertible to that amount of member interests of
Growing, LLC that are equal to the outstanding principal
of the note.

• It is assumed that the interest rate during the life of the
loan, and any refinancing of the loan, will be 2.38%.

• It is assumed the LLC assets will annually grow at 10% a
year with 4 ½% of that return being taxed at ordinary rates
for the next 30 years.

• It is assumed that the note will annually be serviced in a
manner that allows Growing Inc. to pay its corporate
income taxes.

• It is assumed that the annual lapsing withdrawal right of
Growing Inc. will never exceed 5% of the net value of the
BDOT.  If there is ever a sale of the assets of Growing,
LLC, Growing Inc. will have a significant withdrawal
right, assuming the independent trustee has not, by the time
of the sale, eliminated the withdrawal right for that sale
year.  If the withdrawal right has not been eliminated by
the independent trustee’s actions, Growing Inc. could
withdraw the proceeds of the realization of the capital and
other taxable income above 5% of the net value of the
BDOT.  After paying 21% corporate taxes on that income,
the net amount could perhaps be loaned by Growing Inc.
to Growing, LLC.

c. Results under the key assumptions of Example 16.

• Under Treas. Reg. § 25.2511-1(h)(1), Bob and Betty
would be deemed donors for transfer tax purposes to the
BDOT if Growing Inc. does not withdraw any taxable
income in any taxable year that exceeds 5% of the net
value of the BDOT.

• See the table (Scenario A) below (also see attached
Schedule 12).  In 30 years, Growing Inc. C Corporation
will have very few assets in comparison to Growing, LLC.
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Table 13

d. Considerations of the technique.

There is no direct authority that the technique works.

If the technique does work, it may only be attractive in 
certain intra-family transfer situations.

IRC Sections 269 and 482 would not appear to apply.

However, the IRS, under equitable tax principles, may be able to re-characterize the 
transaction as a taxable sale to the LLC and that the c corporation is not the income tax owner 
of the LLC.  however, in general, the courts are reluctant to allow the IRS to use equitable tax
doctrines to override the benefits the internal revenue code clearly intends.170F

171 in other words, 
the IRS may be able to re-characterize the transaction as follows:

171 In general, the courts are reluctant to allow the IRS to use equitable tax doctrines to override the benefits 
the Internal Revenue Code clearly permits.  See Getlitz v. Comm’r, 531 US 206 (2001) (the Supreme Court found 
for the taxpayer in which a literal application of the rules under subchapter S in the context of cancellation of debt 
income provided both a basis increase and an exclusion from income); Summa Holdings, Inc. v. Comm’r, No. 16-
1712 (6th Cir. 2017); Wright v. Comm’r, 804 F.3d 877 (6th Cir., 2016); and Pilgrim’s Pride Corp. v. Comm’r, 779 
F.3d 311 (5th Cir., 2015).
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However, even if the IRS is able to re-characterize the transaction, the table above notes
that the results are better than no further planning.

If no further planning occurs except a gift to the GST trust, 
see the results in table above.

6. Other Uses of Beneficiary-Owned Trusts.

a. Interest-free loans to beneficiary.

The potential problem.

The treatment of a below-market loan from a trust to a beneficiary of the trust to whom 
distributions of income may or are required to be made is not clear.  Although beneficiary loans 
are not specifically listed in in the portion of IRC Section 7872 that lists the below-market loans 
to which IRC Section 7872 applies, there is some concern that the IRS could take the position 
that they are “tax avoidance loans.”  A tax avoidance loan is any below-market loan one of the 
principal purposes of which is the avoidance of any Federal tax.  It could be argued that the 
principal purpose of an interest free beneficiary loan is to provide the beneficiary with interest-
free enjoyment of the loaned funds.  But the trustee could, if income taxes were not considered, 
arrange for the same interest-free enjoyment by distributing the interest paid by the beneficiary 
back to the beneficiary.

The beneficiary-owned trust solution.

If the beneficiary is treated as the owner of a trust, loans from the trust to the beneficiary 
should be ignored for income tax purposes.  If it is undesirable to give the beneficiary complete 
income tax ownership of the trust, ownership could be limited to the income from that portion 
of the trust that the trustee intends to lend to the beneficiary.
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b. Beneficiary ownership of state source income.

The Potential problem.

At least two states, New Jersey and New York, impose state income tax on trusts that 
were funded by state domiciliaries if the trusts earn income that is sourced within the state.171F

172

When trusts invest in pass-through entities, it is difficult to ensure that at least some small portion 
of the trust’s share of the pass-through entities’ income will not consist of income sourced in one 
of these states.

The beneficiary-owned trust solution.

Give one of the beneficiaries of the trust a withdrawal power over all income sourced in 
New York, in the case of a trust funded by a New York domiciliary, or sourced in New Jersey 
in the case of a trust funded by a New Jersey domiciliary.  If this is done, IRC Section 678 should 
cause the trust income sourced in the applicable state to be treated as owned for income tax 
purposes by the beneficiary, not the trust.  When the trust files its annual Form 1041, it will not 
include in its gross income the state sourced income treated as owned by the beneficiary.  It will 
show that portion of the income as owned by the beneficiary on a separate schedule attached to 
the Form 1041.

(a) Difficulty that source income may not be traceable.

Practical problems may be suggested by the fact that although the pass-through entity 
will show the trust as having received state sourced income, the trust is unlikely to ever receive 
a distribution clearly traceable to that income.  That raises the question as to how the 
beneficiary’s withdrawal right can have any economic significance.  One solution is to have the 
beneficiary sell his or her right to receive the state sourced income back to the trust.  Because 
the beneficiary is required to include the state sourced income in his or her gross income, the 
beneficiary will have a basis in the right to that income equal to the amount of the income.  The 
payment from the trust to the beneficiary in exchange for that right should not cause the 
beneficiary to recognize any additional income.

c. Consider using the BDOT technique, in combination with an
accumulation trust, to facilitate IRA planning for descendants.

After passage of the Secure Act, IRAs must terminate in 
10 years for descendants who are older than the age of 
majority.

A conduit trust for a descendant who is older than the age 
of majority will terminate in 10 years.

172 NY Tax L. § 605 (b)(3)(D); NJSA §§ 54A:1-2(o)(2)–(3), 54A:2-1(b)(6); instructions to 2018 Form NJ-
1041 at 1, 24.
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An accumulation trust for a descendant will not have to 
terminate in 10 years.  However, the balance in the subject 
IRA will all be paid to the accumulation trust after 10 years 
which will be taxed at the trust’s high tax rate.

If the accumulation trust for the descendant is designed to 
be a BDOT, the IRA proceeds will be taxed at the 
descendant’s income tax rates, which may be much lower 
than the trust’s income tax rates.

In future years the taxable income of the trust will also be 
taxable at the descendant’s income tax rates, which may be 
much lower than the trust’s income tax rates.

If the beneficiary withdraws from the trust only that 
amount necessary to pay income taxes associated with the 
trust, the beneficiary will maximize the creditor protection 
and other benefits of the trust.

d. Using the springing BDOT technique to lengthen the benefit of a
grantor trust.

A grantor trust could be drafted to provide that the trust’s 
beneficiary (which could be the grantor’s spouse) becomes
an “income withdrawal beneficiary” after the grantor’s 
death.

If this technique is used, the grantor should also bequeath 
any outstanding notes in which the grantor is the creditor 
to the “income withdrawal beneficiary.”

7. Considerations for all BDOT techniques.

a. Avoiding a wealth transfer tax caused by lapse of a general power.

In order to receive the lapse of power transfer tax protection of IRC Sections 2041(b)(2) 
and 2514(e)(2), it is important that the withdrawal power applies against all of the income earned 
by all of the BDOT trust assets and can be satisfied from the trust’s accounting income, sale 
proceeds of the corpus of the BDOT trust, and corpus of the BDOT trust.  Because the beneficiary 
has a right to withdraw trust income, IRC Section 2036(a) could apply to a contribution to the 
trust by the beneficiary other than a bona fide sale for full and adequate consideration.  It is 
therefore important that any withdrawable, but untaken, BDOT funds be protected from being 
considered a contribution by the beneficiary of the BDOT for transfer tax purposes.  The 
requirements under the tax law for those withdrawable, but untaken, BDOT funds to not be 
considered a transfer for transfer tax purposes are: (i) those BDOT funds cannot exceed more 
than 5% of the value of the property of the BDOT; (ii) those BDOT funds could have been paid 
from the entire property, or proceeds from the property, of the BDOT, and (iii) creditors cannot 
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reach those BDOT funds after the right to withdraw them expires.  See below for a discussion of 
the third requirement of whether creditors can reach those fund.

In order to meet the statutory requirements of IRC Sections 2041(b)(2) and 2514(e)(2), 
the withdrawable, but untaken, funds cannot exceed 5% of the value of the property of the 
BDOT.  If the net taxable income is projected to exceed 5% of the value of the property of the 
BDOT (in many years of most BDOTs, that would not be the case) the beneficiary could 
withdraw that excess net taxable income above that value equal to 5% of the BDOT.  For 
instance, if it is assumed the net taxable income of the BDOT is equal to an amount that is 6% 
of the value of the corpus of the BDOT, the beneficiary could withdraw one-sixth of the net 
taxable income of the trust.  In that fashion the withdrawable, but untaken BDOT funds will be 
equal to the 5% safe harbor of IRC Sections 2041(b)(2) and 2514(e)(2).  Secondly, the use of 
hanging powers of withdrawal could also mitigate the transfer tax issue.

Rev. Rul. 66-87172F

173 highlights the importance of making sure the BDOT funds available 
for withdrawal can be paid from the entire property and/or proceeds of the property of the BDOT. 
That revenue ruling focused on the effect of a power to withdraw accounting income (not net 
taxable income from all sources including capital gains sales) that was not withdrawn.  The 
revenue ruling concluded the 5% lapse protection is calculated based on the amount of that 
accounting income only and is not calculated based on the corpus of the requisite trust.  In issuing 
Revenue Ruling 66-87, Treasury assumed that the trust document did not permit the withdrawal 
powers to be satisfied from all of the trust assets. See Treas. Reg. § 25.2514-3(c)(4).

In light of the above considerations, the beneficiary of a BDOT who does not wish to be 
out of pocket gift taxes or income taxes on a net basis, may wish to notify the trustee of the 
BDOT, in any calendar year, that he or she desires to withdraw in satisfaction of the beneficiary’s 
withdrawal right that amount of the accounting income, proceeds of corpus sales and/or corpus 
that is the greater of (i) that amount of net taxable income that the beneficiary has previously 
notified the trustee that he or she wishes to withdraw; (ii) that amount of net taxable income that 
is equal to the income taxes owed by the beneficiary of the BDOT; or (iii) that amount of net 
taxable income that exceed 5% of the value of the corpus of the trust.

b. Adverse transfer tax consequences if creditors can reach BDOT
assets.

Creditors might, under state law, have the right to reach BDOT assets either because 
withdrawals were not taken or because a sale was for inadequate consideration.  In both of those 
circumstances the BDOT beneficiary would become a deemed settlor of a portion of the BDOT 
in addition to the original settlor.  The amount that could be included in the BDOT beneficiary’s 
estate, if the sale is for inadequate consideration may be considerable, depending on the growth 
of the asset that is sold between the time of the sale and the beneficiary’s death.  Because of the 
operation of IRC Sections 2036 and 2043, the full value of the sold asset will be included in the 
beneficiary’s estate minus the value of the note at the time of the sale.  In that event, the part that 

173 Rev. Rul. 66-87, 1966-1 C.B. 217.
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the creditors can reach will be taxable in the BDOT beneficiary’s estate, whether or not that 
BDOT beneficiary has those potential creditors.

Even if an assigning beneficiary does not have any current creditors, or any future 
creditors, if the assigning beneficiary could create a creditor relationship under which part of the 
trust assets, either under state law or federal bankruptcy law, would be available to satisfy the 
creditor obligation, that part of the trust will be included in the assigning beneficiary’s estate for 
estate tax purposes.  In addition to arguing that the sale is not for adequate and full consideration 
for gift tax purposes, the IRS could take the position the sale is not adequate for creditor 
protection purposes under the relevant state property law.

However, see the discussion supra Section V.B.5. Also, almost all states have legislation 
that protects against the BDOT beneficiary’s creditors reaching the withdrawable, but untaken, 
BDOT funds.  Not only do the states that permit self-settled trusts protect against those potential 
creditors, but almost all states have legislation that protects against creditors reaching lapsed 
withdrawals that are 5% or less of the value of the corpus of a trust.  Secondly, a BDOT could 
be drafted to allow an independent trustee or a protector to remove the withdrawal power that is 
inherent in a BDOT trust structure in future years.

Of course, independent of creditor rights considerations, a sale for inadequate 
consideration by the withdrawing beneficiary will include the full value of the BDOT at the 
withdrawing beneficiary’s death minus the original value of the note receivable because of the 
withdrawing beneficiary’s retained income rights.  See IRC Sections 2036(a)(1) and 2043.  In 
order to avoid the consequences of a sale for inadequate consideration, strong consideration 
should be given to the BDOT beneficiary using a defined value allocation assignment or a 
defined dollar transfer when he makes the sale.

c. The sale of assets to a BDOT has most of the considerations of a
LAIDGT or SIDGT, with the following exceptions,

There is less danger that the sale to a BDOT will be a 
taxable gift because of the presence of the seller’s 
beneficial interest and special power of appointment over 
the BDOT, may make the gift an incomplete gift.

The disregarded income tax status can remain longer 
because of the seller’s beneficial interest in the trust, which 
is not the case with the SIDGT or LAIDGT techniques.

There is a greater safety valve protection for the BDOT seller’s lifestyle needs because 
the seller is also a beneficiary of the BDOT.

There may be a greater opportunity to convert the retained 
note to a private annuity.
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d. It may be important to have an independent trustee of the BDOT
whose only power is to remove the withdrawal beneficiary’s
power to withdraw net taxable income for a future year or years.

An independent trustee exercising that power could protect the trust from the 
beneficiary’s creditors and protect the trust from a significant withdrawal if it is anticipated that 
there will be taxable income from a future significant realization event.  However, if the 
independent trustee has not negated the beneficiary’s withdrawal power, and if there is a 
significant realization event, the beneficiary could withdraw that amount of taxable income 
above 5% of the trust assets, pay the associated tax and then loan the difference back to the 
BDOT.

e. Post-mortem uses of a sale to an LLC owned by a BDOT.

BDOT trusts created by deceased spouse for the surviving 
spouse.

In standard credit shelter trust planning, both the credit shelter trust and the QTIP marital 
deduction trust could be designed to be a BDOT for the benefit of the surviving spouse; the credit 
shelter trust could contribute its assets to an LLC; and, after that contribution, the QTIP marital 
deduction trust could sell its assets to the LLC owned by the credit shelter trust.

The technique.

If both the credit shelter trust and the QTIP marital deduction trust are designed to be 
BDOTs with respect to the surviving spouse, then any sales by the QTIP marital deduction trust 
to an LLC owned by the two trusts will be ignored for income tax purposes.  An LLC could be 
created by the credit shelter trust and perhaps the surviving spouse.  If the QTIP marital deduction 
trust sells its asset to the LLC owned by a credit shelter trust that sale will be ignored for income 
tax purposes and all of the future collective appreciation above the interest owed to the QTIP 
marital deduction trust will pass to the LLC owned by the credit shelter trust.  The surviving 
spouse will pay all of the collective income taxes associated with the structure.  The surviving 
spouse could look to the assets of the QTIP marital deduction trust for her living expenses and 
income tax expenses, which could deplete the QTIP marital deduction trust during the surviving 
spouse’s lifetime, if those distributions exceed the QTIP marital deduction trust’s interest 
income.  Consider the following:

Example 17:  Designing Both a Credit Shelter Trust and a QTIP Marital
Deduction Trust to Be a BDOT in Order to Use Leveraged Disregarded Trust Planning

Bob Beedot is married to Dot Beedot.  Bob has been very successful and he has built a 
$110,000,000 estate during their 50-year marriage.  His first goal, if Dot survives him, is to 
totally provide for Dot.  Upon Bob’s death, Dot wishes for her remaining estate to pass in trusts 
to their descendants.  Bob has never engaged in lifetime gifting strategies for a variety of 
reasons, one of which is that he has very low basis assets.  Bob likes the protection, tax benefits 
and simplicity of the credit shelter trust and the QTIP marital deduction trust that could be 
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created on his death.  However, Bob is concerned that the credit shelter trust only protects about 
one-tenth of his net worth from future estate taxes and creditors.  Bob is intrigued about the 
possibility of designing the credit shelter trust and the QTIP marital deduction trust to be 
BDOTs, and the use of sales between the trusts.

Bob tells his attorney, Youra Mathgeek, that Dot will need approximately $1,000,000 a 
year (inflation adjusted) for her consumption needs.  Bob asks Youra to make the following 
assumptions:  his assets will annually earn 7.4% before income taxes with 0.6% of the return 
not being tax-free, 2.4% of the return being taxed at ordinary rates and 4.4% of the return being 
taxed at long-term capital gains rates (with a 30% turnover rate).  Bob asks Youra to assume 
Dot will live for 10 years after his death.

Youra suggests to Bob that after his death the credit shelter trust could create a single 
member LLC with managing and non-managing interests (Transaction 1 below).  The QTIP 
marital deduction trust could sell its assets to the LLC owned by the credit shelter trust 
(Transaction 2 below).  Youra assumes a 30% valuation discount for the non-managing interests 
will be allowed.  The structure, after completion, is illustrated as follows:

Income tax and basis enhancing advantages of the 
technique.

(a) There is a step-up in basis of the deceased spouse’s 
assets at his death.  This technique is particularly 
advantageous for a taxpayer who has a low basis or 
a negative basis asset, because it does not require a
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lifetime transfer of assets.  There will be a step-up 
in basis that is equal to the fair market value of the 
assets.

(b) There is an opportunity through using borrowing strategies from third
party lenders for the surviving spouse to increase the basis of the
family’s assets during her lifetime.

(c) All of the income tax and basis enhancing advantages of creating an
IDGT are present with this technique.

Transfer tax advantages of the technique.

(a) Significantly more assets may be passed to the
next generation by using this technique than using
the exemption to fund a credit shelter trust that is
taxed as a complex trust and a QTIP marital
deduction trust that is taxed as a complex trust.

Using the synergies of a sale of the QTIP marital deduction assets to the credit shelter 
trust’s LLC paying the notes with pre-income tax dollars, with the surviving spouse paying all
of the income taxes.  Youra’s calculations indicate that $31,209,383 in estate taxes could be 
saved with this technique, assuming Dot lives 10 years after the death of Bob in comparison to 
traditional credit shelter and QTIP planning.  See the table below and attached Schedule 13.

Table 14

Beedot
Children

Beedot
Children &

Grandchildren
Direct
Cost

Investment 
Opportunity 

Cost
Direct
Cost

Investment 
Opportunity 

Cost

Embedded
Capital

Gains Tax

IRS Estate
Tax

(@ 40%)
10-Year Future Values

$86,316,764 $33,626,679 $11,203,382 $4,344,673 $22,869,455 $8,306,361 $401,492 $57,544,509

$39,502,690 $107,033,451 $11,203,382 $4,344,673 $24,254,461 $8,306,361 $3,633,172 $26,335,126

Beneficiaries IRS Income Tax Tax Liability of EstateConsumption

Total

Traditional Credit Shelter Planning: first 
to die spouse creates a credit shelter 
trust with his unified credit and balance 
of estate goes to a QTIP marital 
deduction trust

Hypothetical Technique: first to die 
spouse creates a credit shelter trust, 
that is a BDOT, and a marital deduction 
trust, that is also a BDOT; the credit 
shelter trust creates an LLC; the marital 
deduction trust sells assets to the LLC 

$119,943,444 $15,548,055

$224,613,316

$146,536,141 $15,548,055

$224,613,316

$31,175,816 $57,946,001

$32,560,822 $29,968,298
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(b) The surviving spouse’s rights with respect to assets owned by the
QTIP marital deduction trust and the credit shelter trust, and cash
flows produced by those assets, are substantial.

Considerations of the technique.

(a) This technique has the same considerations as the
creation of a BDOT and a sale to an LLC owned by
a BDOT.

(b) Like all leverage techniques, if the underlying assets stay flat or
decline there is not any advantage to the technique and to the extent a
gift tax exemption is used, the technique operates at a disadvantage,
unless gross estate inclusion can be toggled on in order to restore gift
tax exemption.

(c) The QTIP marital deduction trust must also give the surviving spouse
the right to withdraw all the trust’s accounting income for life in
addition to giving the surviving spouse the right to withdraw the net
taxable income for life.

A spouse’s right to withdraw accounting income satisfies the regulations applicable to 
marital trusts, including QTIP trusts.173F

174 Another alternative is to give the surviving spouse the 
right to withdraw the net taxable income and to require the accounting income to be distributed.  
If accounting income is required to be distributed, and if the surviving spouse is also given the 
right to withdraw the net taxable income, does the trust remain a wholly grantor trust under IRC 
Section 678 because of the spouse’s power to withdraw net taxable income?  The answer should 
be yes, because the grantor trust rules prevail over the otherwise applicable trust rules.174F

175

C. Sales to LLCs Owned by BDITs.

This section analyzes the advantages and considerations of a transferor selling assets to 
a third party created trust that generally only has $5,000 of corpus (a “Beneficiary Defective 
Inheritor’s Trust” or “BDIT”), that names the transferor as a beneficiary, and under which the 
transferor is considered the income tax owner; with the consideration of the sale being a note 
that is guaranteed by a grantor trust the transferor has previously created (the “$5,000 BDIT 
Guaranteed Sale Technique”).  The BDIT generally provides that the beneficiary has the right to 
withdraw the $5,000 corpus when the trust is created by a third party and if the beneficiary does 
not exercise that withdrawal power that $5,000 then passes to a trust in which distributions may 
be made to the beneficiary under an ascertainable standard and the beneficiary has a testamentary 
special power of appointment.

174 See Treas. Reg. §§ 20.2056(B)-5(f)(8) and 20.2056(B)-7(d)(2).
175 See Treas. Reg. § 1.671-2(d).
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1. What is the $5,000 BDIT guaranteed sale technique?

A BDIT is a trust that is a grantor trust, not as to the trust’s settlor (the “Settlor”) but as 
to a trust beneficiary (the “beneficiary”). That is, the trust is specifically designed not to trigger 
any of IRC Sections 673, 674, 675, 676, 677 or 679, but intentionally to trigger IRC Section 678.
The BDIT is an IRC Section 678 trust because of operation of IRC Section 678(a)(2).

Consider the following example:

Example 18: A Leveraged Sale By a Transferor to a $5,000 BDIT in
Which the Note is Guaranteed By the Transferor’s Spouse or a Third-Party Trust

Sam Seller is the beneficiary of a BDIT that has $5,000 as its sole asset and was created 
by a third party (Transaction 1 below). Sam has the power to withdraw $5,000 when the trust is 
created. Sam does not exercise that power and the power lapses. The $5,000 then passes to a 
trust in which distributions may be made to Sam under an ascertainable standard and under 
which Sam has a special power of appointment. That trust is designed not to be taxed in Sam 
Seller’s estate. The trust is also designed where Sam Seller will pay all of the income taxes of 
the trust under IRC Section 678(a)(2).

Previously, Sam had contributed $5,000,000 to a dynasty trust, which has the same 
beneficiaries as the BDIT, excluding Sam. Sam does not have a power of appointment over that 
$5,000,000 dynasty trust.  The $5,000,000 dynasty trust is a grantor trust to Sam.

Sam sells assets equal to $20,000,000 to the BDIT (Transaction 2 below).  The 
$5,000,000 generation-skipping trust guarantees the note up to $4,000,000.  The BDIT pays a 
guarantee fee equal to one and one-half percent of the $4,000,000 guarantee, or $60,000 a year.

The $5,000 BDIT Guaranteed Sale technique is illustrated as follows:
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2. Advantages of the $5,000 BDIT guaranteed sale technique.

If the technique works, it has many of the same advantages as the sale to a grantor trust 
with the additional exit strategies of the transferor not only having access to the cash flow from 
the note, but also having access to the cash flow of the trust for his or her support and 
maintenance.  Additionally, if the technique works, the transferor has the ability to change his or 
her mind as to future stewardship goals through the power of appointment mechanism.

In Rev. Proc. 2013-3 Section 4.01 (43), the IRS announced it would not rule on this 
transaction if “the value of the assets with the trust was funded by the grantor is nominal 
compared to the value of the property purchases.”  Some of the considerations that may have led 
the IRS to the “no ruling” policy are noted below.

3. Transfer tax considerations of the $5,000 BDIT guaranteed sale
technique.

a. Does the Guarantee Fee Have Substance?

There is considerable pressure on the technique because of the need to pay the guarantee 
fee to the third party.  A guarantee fee is probably necessary because the guarantor trust may not 
be the remainder beneficiary of the BDIT.175F

176 The IRS may question the substance of any 
guarantee fee in the hypothetical transaction illustrated above because of the significant ratio of 
that guarantee fee in comparison to the beginning corpus of the BDIT.  Under this example, the 
corpus of the BDIT is $5,000 and the guarantee fee to be paid is $60,000 a year for the years the 
guarantee is outstanding.  That is, the annual guarantee fee is twelve times the beginning corpus 
of the $5,000 trust.  The IRS may take the view that the substance of the transaction, despite the 
guarantee, is a sale for a $20,000,000 note to a $5,000 “naked” trust that, under these 
circumstances, may have gift tax consequences under IRC Section 2702 (if the beneficiary does 
not have a special power of appointment), and estate tax consequences under IRC Sections 2036 
and 2038.  Stated differently, the IRS may take the view that the risk/reward ratio of the guarantee 
fee by the BDIT is not commercial and there is no substance in the protection of the guarantee. 
The IRS’ position could be, in reality, there is little risk in the guarantee by the BDIT in 
comparison to its potential reward.  The BDIT, under this example, has de minimis “skin” in the 
game.  Thus, the IRS may take the view that the substance of the integrated transaction inherent 
in the $5,000 BDIT Guaranteed Sale is that, under equitable tax principals, two gifts for a total 
of $5,005,000 were made to a dynasty trust that has two grantors (i.e., one grantor contributed 
$5,000,000 and one grantor contributed $5,000), followed by a sale of $20,000,000 in financial 
assets to that dynasty trust, whose terms provide that the dominant grantor retains certain 
beneficial interests and certain powers to change the trust.

176 See PLR 9113009 (Dec. 21, 1990), which was withdrawn for other reasons; see also Martin M. 
Shenkman, “Role of Guarantees and Seed Gifts in Family Installment Sales,” 37 Estate Planning 3 (Nov. 2010).
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b. Additional discussion of the transfer tax issues with the $5,000
BDIT guaranteed sale technique.

In general.

Often (though not always) the purpose of creating a BDIT is to enable the beneficiary to 
sell property to the trust without incurring a capital gains tax, because the trust is a grantor trust 
as to the beneficiary, removing subsequent appreciation of the sold property from the 
beneficiary’s gross estate.  Of course, the beneficiary could sell property to a grantor trust of his 
own creation without capital gains tax, and doing so has become a standard estate planning 
technique.  The advantage of the BDIT, if it works, is that the beneficiary may have interests in 
and powers over the BDIT that the beneficiary could not have with respect to an ordinary, self-
settled grantor trust, without causing the trust property to be included in the beneficiary’s gross 
estate, because these interests and powers will be treated as conferred upon the beneficiary by 
the settlor of the trust, rather than retained by the beneficiary.176F

177

Interests and powers of the beneficiary.

The proponents of the $5,000 BDIT Guaranteed Sale Technique assert that the 
beneficiary can have various interests and powers in the trust without causing inclusion in the 
beneficiary’s gross estate.  That is, the beneficiary’s interests and powers will be tested under 
IRC Section 2041 rather than IRC Sections 2035 and 2038.177F

178 If that is so, the beneficiary can 
have a limited testamentary power of appointment over the trust and the power will not cause 
inclusion, whereas the same power retained by the beneficiary in a trust he creates would cause 
inclusion under IRC Section 2038.  Similarly, the beneficiary may have a power of withdrawal 
subject to an ascertainable standard (and, as we shall see, such a power may be helpful to preserve 
grantor trust status).  Under IRC Section 2041 a power exercisable in favor of the power holder 
does not cause inclusion if it is subject to an ascertainable standard.  Under IRC Sections 2036 
and 2038, such a power may cause inclusion, if the beneficiary is the grantor of the trust.178F

179 Also, 

177 Oshins, Brody, and McBride, “The BDIT: A Powerful Wealth Planning Strategy When Properly 
Designed and Implemented,” LISI Estate Planning Newsletter 1824 (June 22, 2011), at 
http://www.leimbergservices.com; Gorin, “Beneficiary Grantor Trusts: A New Paradigm for Transferring 
Businesses,” paper prepared for the ACTEC Business Planning Committee Summer 2011 Meeting (a shorter version 
is A Balanced Solution, Trusts & Estates 28-33 (May 2011)); Galant, “Beneficiary Grantor Trusts: Overview of 
Selected Issues,” paper prepared for the ACTEC Business Planning Committee Summer 2011 Meeting; Blattmachr 
and Zeydel, “PLR 200449012 – Beneficiary Defective Trust(sm) Private Letter Ruling,” LISI Estate Planning 
Newsletter 1559 (Dec. 10, 2009), at http://www.leimbergservices.com; Oshins, Alexander, and Simmons, “The 
Beneficiary Defective Inheritor’s Trust© (“BDIT”):  Finessing the Pipe Dream,” CCH Practitioner’s Strategies (Nov. 
2008); Richard A Oshins & Noel Ice, “The Inheritor’s TrustTM Preserves Wealth as Well as Flexibility,” 30 Est. 
Plan. 475 (Oct. 2003); Richard A Oshins & Noel Ice, “The Inheritor’s TrustTM: The Art of Properly Inheriting 
Property,” 30 Est. Plan. 419 (Sept 2003); see also generally, Blattmachr, Gans and Lo, “A Beneficiary as Trust 
Owner: Decoding Section 678,” 35 ACTEC Law Journal 106 (Fall 2009).

178 Cf. Treas. Reg. § 20.2041-1(b)(2).
179 Cases have excepted retained powers to distribute to someone other than the power holder from IRC 

Sections 2036(a)(2) and 2038 where the power was subject to an ascertainable standard.  Jennings v. Smith, 161 F. 
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the beneficiary may be able to receive trust distributions in the discretion of an independent 
trustee.  Such an interest will cause inclusion if the beneficiary’s creditors can reach trust 
property under state law “creditors’ rights” doctrine.  Typically, creditors cannot reach trust 
property if the interest in the trust was conferred on the debtor-beneficiary by a third party, but 
can reach it if the interest was retained by the debtor or the debtor has a general power.179F

180

Who is the transferor for estate tax purposes with the 
$5,000 BDIT Guaranteed Sale Technique?

It seems open to the IRS to argue that the beneficiary should be treated as the transferor 
for estate tax purposes of any property which the beneficiary, rather than the settlor, transfers to 
the BDIT, whether the beneficiary’s transfer is a gift or a sale.  For example, if the settlor of the 
BDIT transferred only one dollar to the trust and the beneficiary transferred ten million dollars 
by gift or sale, it seems likely that the beneficiary would be treated as the transferor of the ten 
million, with inclusion in the beneficiary’s estate governed by IRC Sections 2036 and 2038 
rather than IRC Section 2041.  This result does not require applying the step transaction doctrine 
(although the IRS might assert that doctrine—see the discussion supra Section IV.A.3.e.(7)).  It 
requires only the application of the principle that when an individual transfers property to a trust, 
interests in and powers over that that property which the individual possesses after the transfer 
will be treated as retained by him, regardless of who created the trust.  It seems likely that the 
same result would obtain if the settlor transferred only a small amount, such as $5,000, to the 
trust, as is contemplated in some uses of the BDIT.

If the beneficiary’s transfer is a sale rather than a gift, does the result change?  First 
suppose that the beneficiary sells property to the trust at a bargain price equal to half the 
property’s fair market value.  It seems that such a bargain sale would make it possible for the 
IRS to argue that the beneficiary remains the transferor and therefore that IRC Sections 2036 
and 2038 remain potentially applicable to the bargain sale.  If that is so, then the IRS could make 
the same argument in the case of a sale for full and adequate consideration.  Why should the 
payment of full consideration change the identity of the transferor?  The proponents of the BDIT 
seem to maintain (though the point is not discussed explicitly) that if the sale is for full 
consideration, the property transferred to the trust by the beneficiary in the sale will be treated 
for estate tax purposes as if transferred by the trust settlor. That may be so, but for transfer tax 
purposes it is not clear that it is so, and the IRS may argue otherwise.

The grantor trust rules contain precise rules for determining who the transferor (grantor) 
is in the above examples.  The beneficiary is treated as the grantor to the extent of any gratuitous 

2d 74 (2d Cir. 1949); Estate of Budd v. Comm’r, 49 T.C. 468 (1968), acq. 1973-2 C.B. 1; Estate of Pardee v. 
Comm’r, 49 T.C. 140 (1968); see also Old Colony Trust Co. v. U.S., 423 F. 2d 601 (1st Cir. 1970); Estate of Cutter 
v. Comm’r, 62 T.C. 351 (1974).  Whether the exception applies for purposes of IRC Sections 2036(a)(1) and 2038
where the retained power is exercisable in favor of the power holder under an ascertainable standard is uncertain.
Logically, the exception should apply, and Action on Decision 1981-101 (Apr. 14, 1981) says that it does, but there
is no developed body of law.

180 See, e.g., Uniform Trust Code Section 505.
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transfer to the BDIT, and in the case of a bargain sale the value in excess of the sale price is 
treated as a gratuitous transfer.  However, the beneficiary does not become the grantor in the 
case of a sale at fair market value.180F

181 However, these rules may not apply for transfer tax 
purposes.  For example, as discussed in the next paragraph, in the case of a bargain sale IRC 
Sections 2036 and 2038 include the entire value at death of the sold property, reduced by the 
consideration paid, rather than a portion of the property proportionate to the bargain element on 
the date of sale.

Estate tax considerations because of potential application 
of IRC Sections 2036 and/or 2038 with the $5,000 BDIT 
guaranteed sale technique.

Unlike a conventional sale to a grantor trust in which the seller does not have a retained 
interest or power over the trust, under the $5,000 BDIT Guaranteed Sale Technique, the seller is 
also a beneficiary of the BDIT and will have a retained interest or power, which will trigger IRC 
Sections 2036 or 2038, unless an exception applies.  Under the “parenthetical exception” 
contained in both IRC Section 2036 and IRC Section 2038, these provisions do not apply “in 
case of a bona fide sale for an adequate and full consideration in money or money's worth.”  If 
the exception applies, the property sold will be excluded from the beneficiary’s gross estate 
despite the beneficiary’s interests and powers under the BDIT.  If the exception does not apply, 
the sold property is included in the beneficiary’s gross estate at its date-of-death value, reduced 
by the consideration paid under IRC Section 2043.181F

182

The application of the parenthetical exception under IRC Sections 2036 and 2038 
requires not only that the transfer be for “full consideration,” but that it is “a bona fide sale”.  In 
the family partnership context, courts have held that the “full consideration” and “bona fide sale” 
requirements are two separate tests.  The courts have also held that for a transfer to be a bona 
fide sale the transfer of assets to the partnership must have a significant nontax investment 
purpose.182F

183 Whether this requirement would apply to a sale under the $5,000 BDIT Guaranteed 
Sale Technique, and what it would mean in that context, are uncertain.

It seems essential that the sale be for full consideration for the BDIT to achieve its goal 
of keeping trust property out of the selling beneficiary’s gross estate.  As stated in one article: 
“The beneficiary must never make a gratuitous transfer to the trust.”183F

184 This puts pressure both 

181 See Treas. Reg. § 1.671-2(e), especially subparagraphs (1) and (2), and Ex. (7) under subparagraph (6).
182 The parenthetical exception should also apply to a sale to a self-settled trust, so it may be asked what 

advantage the beneficiary grantor trust provides, other than a cosmetic one.  One answer may be that the “creditors’ 
rights” doctrine will apply more strictly to a self-settled trust, although if the requirements of the parenthetical 
exception are met, that may not matter.

183 E.g., Estate of Strangi v. Comm’r, 417 F.3d 468 (5th Cir. 2005); Estate of Bongard v. Comm’r, 124 T.C. 
95 (2005).

184 Richard A. Oshins, Larry Brody & Katarinna McBride, “The BDIT: A Powerful Wealth Planning 
Strategy When Properly Designed and Implemented,” LISI Estate Planning Newsletter 1824 (June 22, 2011), at 
http://www.leimbergservices.com.
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on the valuation of the transferred property and the valuation of any note taken in return.  For 
instance, if an appropriate court finds that for estate tax purposes the sale to the BDIT was for 
inadequate consideration by even a small amount, all of the then value of the BDIT at the death 
of the beneficiary will be included in the beneficiary’s estate under IRC Sections 2036 and/or 
2038, minus the value of the note (because of the operation of IRC Section 2043) at the time of 
the sale.

As a consequence, the beneficiary/seller should consider a defined value assignment and 
the filing of a gift tax return that discloses the sale.  However, even if the sale is reported on a 
gift tax return that meets the adequate disclosure requirements of Treas. Reg. § 301.6501(c)-1(f) 
and the gift tax statute of limitations runs, the IRS may not be barred upon the beneficiary’s 
death from asserting “inadequacy of consideration” for purposes of IRC Section 2036 and 2038. 
Adequacy of consideration is a “valuation issue” rather than a “legal issue.”  Treas. Reg. 
§ 25.2504-2(c), Ex. (3).  An estate tax regulation provides that for transfers after August 5, 1997,
the running of the gift tax statute of limitations bars any adjustment to the value of a prior gift,
and this rule “applies to adjustments involving all issues relating to the gift, including valuation
issues and legal issues involving the interpretation of the gift tax law.”  Treas. Reg. § 20.2001-
1(b).  This regulation, applies “[f]or purposes of determining the amount of adjusted taxable gifts
as defined in IRC Section 2001(b).”  Furthermore, determining inclusion under IRC Sections
2036 and 2038 is not the same as determining the amount of adjusted taxable gifts and the
regulation may not prevent revisiting the consideration question under IRC Sections 2036 and
2038.  The gift tax disclosure regulations do not specifically address finality on the issue of
adequate consideration for purposes of IRC Sections 2036 or 2038.  They do address the case of
an incomplete transfer reported as a completed transfer.  Treas. Reg. § 301.6501(c)-1(f) provides
that “if an incomplete gift is reported as a completed gift on the gift tax return and is adequately
disclosed, the period for assessment of the gift tax will begin to run when the return is filed, as
determined under IRC Section 6501(b). Further, once the period of assessment for gift tax
expires, the transfer will be subject to inclusion in the donor's gross estate for estate tax purposes
only to the extent that a completed gift would be so included.”  The final sentence is ambiguous
as applied to an attempt to invoke IRC Sections 2036 and 2038 at death on the grounds that the
transfer was not for full consideration, but the more convincing reading is that the regulation
would not preclude inclusion of the transfer under those sections, because IRC Sections 2036
and 2038 can apply to transfers which are completed gifts.  Moreover, it is not clear that the
regulation, which applies when “an incomplete gift is reported as a completed gift,” will apply
to a return that reports the transfer as a sale for full consideration but says nothing about whether
any value later determined to be in excess of the consideration is a complete or incomplete gift.
That is the way most such gift tax returns will read, because the beneficiary typically will want
to preserve the “incompleteness” argument as to any gift if the consideration is found inadequate.

Additionally, the gift tax return filing will not start the statute of limitations running on 
an estate tax issue of whether the sale is a “bona fide sale” because that is a legal issue, which 
may only be determined on the taxpayer’s death.  This may put pressure on the non-tax purpose 
of the sale.  Like any sale, the non-tax purpose may be met if the taxpayer can demonstrate that 
there was a plausible risk/reward commercial relationship with respect to the sale and, in that 
regard, there was adequate security to demonstrate that the note had the characteristics of a note 
and not a deemed retained interest in the trust.  Hopefully, on the taxpayer’s death, it can be 
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demonstrated that there was a high probability that the note would be paid in full, and, in fact, it 
was paid in full.

Estate tax considerations if under applicable state law or 
federal bankruptcy law the seller/beneficiary’s creditors 
can reach the BDIT assets under the $5,000 BDIT 
guaranteed sale technique.

Even if an assigning seller/beneficiary does not have any current creditors, or any future
creditors, if the assigning seller/beneficiary could create a creditor relationship under which part 
or all of the trust assets, either under state law or federal bankruptcy law, would be available to 
satisfy that creditor obligation, that part or all of the trust will be included in the assigning 
seller/beneficiary’s estate for estate tax purposes.  Even if the sale is for adequate and full 
consideration for gift tax purposes, the IRS could take the position that either (i) the sale is not 
adequate for creditor protection purposes under the relevant state property law or (ii) even if the 
sale is adequate for state law purposes, the assigning seller/beneficiary, under certain 
assumptions, could still create a future creditor relationship that could access the trust.

If it is possible for a current or future creditor of an 
assigning seller/beneficiary to reach that part of the trust 
assets that are sold, then that part of the trust may not 
constitute a complete gift for gift tax purposes.

The IRS could argue that because of state property law, or federal bankruptcy law, the 
grantor/beneficiary could create a future creditor relationship, which would terminate part or all 
of the trust.  That power by the assigning seller/beneficiary would mean that the assigning
seller/beneficiary has retained dominion and control over that part of the trust, and has not 
completed a gift for gift tax purposes under Treas. Reg. § 25.2511-2(b).184F

185

c. Income tax considerations with the $5,000 BDIT guaranteed sale
technique.

In general.

The BDIT must remain a grantor trust during the beneficiary’s life, or at least while any 
note is outstanding, in order to circumvent a capital gain on the sale (or as installments are paid), 
income tax on interest payments, and (possibly) adverse consequences upon loss of grantor trust 
status under Treas. Reg. § 1.1001-2(c), Ex. (5).  To achieve grantor trust status under IRC Section 
678, initially the beneficiary must have over the trust “a power exercisable solely by himself to 
vest the corpus or the income therefrom in himself.”  IRC Section 678(a)(1).  If left in place, 
such a power would cause the trust property to be includible in the beneficiary’s gross estate 
under IRC Sections 2036 and 2038, or under IRC Section 2041, whichever is viewed as 

185 See Outwin v. Comm’r, 76 TC 153 (1981), acq. 1981-2 CB 1; Herzog v. Comm’r, 116 F.2d 591 (2d Cir. 
1941).



Chapter 1—Some of the Best Creative Tax Planning Techniques for Trusts©

 1–18120th Annual Oregon Tax Institute

applicable.  Thus, this power must be cut down before the beneficiary’s death without either 
(1) losing grantor trust status, or (2) causing the beneficiary to be treated as the transferor for
estate tax purposes.

Once the beneficiary acquires a power described in IRC Section 678(a)(1), IRC Section 
678(a)(2) provides that the trust continues to be a grantor trust after the power holder “has 
previously partially released or otherwise modified such a power and after the release or 
modification retains such control as would, within the principles of IRC Sections 671 to 677, 
inclusive, subject a grantor of a trust to treatment as the owner thereof.”

It is necessary for the settlor of the BDIT to steer clear of 
grantor trust status.

In order to achieve grantor trust status for the beneficiary of the BDIT under IRC Section 
678, the trust cannot be a grantor trust to the settlor.  In Private Letter Ruling 200949012, the 
IRS rules that the trust would not be a grantor trust as to the settlor, yet the beneficiary would be 
treated as the owner for income tax purposes under IRC Section 678.  The design of the trust in 
that private letter ruling provides a great roadmap in avoiding grantor trust status for the settlor.  
The private letter ruling notes the following key facts:

“Grantor is not a beneficiary under the Trust, and has no interest under the Trust. 
Trust provides that no income or principal of Trust may be paid or appointed for the 
benefit of the Grantor or Grantor’s spouse, or to pay premiums on insurance policies on
the life of Grantor and/or Grantor’s spouse.  Trust further provides that neither Grantor 
nor Grantor’s spouse may act as a Trustee of Trust and that no more than one-half of 
Trustees of Trust may be related or subordinate parties to Grantor, within the meaning of 
§ 672(c).

Trust further provides that Grantor does not intend to be treated under subpart E 
of Part I of subchapter J as the owner of Trust.  Trust further provides that neither Grantor 
nor any other “non-adverse party” as that term is defined in § 672(b) shall have the power 
to (1) purchase, exchange or otherwise deal with or dispose of Trust’s principal or income 
for less than adequate consideration or (2) borrow any of Trust’s principal or income 
without adequate interest or security.  Trust further provides that no person, other than a 
United States person, shall have the authority to control any substantial decision (within 
the meaning of § 7701(a)(30)(E) of any trust created under an [sic] held under Trust.  No 
court, other than a court within the United States, shall exercise primary supervision over 
the administration of any trust created and held under Trust.  Grantor and beneficiary 
represent that Trust will be a domestic trust within the meaning of § 301.7701-7 of the 
Procedure and Administration Regulations.”

The private letter ruling concludes that based on the above facts the settlor will not be 
taxed under the grantor trust rules.
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Release vs. lapse.

One issue with respect to any BDIT in which there is a lapse of a withdrawal right, is 
whether IRC Section 678(a)(2) applies when the power is cut down by a lapse rather than a 
release.  If a lapse occurs pursuant to the terms of the trust, can the power holder be said to have 
“partially released or otherwise modified” the power?  In two non-precedential private rulings 
issued in 2009 and 2010, the IRS has held that after a lapse the beneficiary continues to be taxable 
on the income of the trust under IRC Section 678(a)(2).185F

186 These are the latest in a long line of 
private rulings that treat a lapse as covered by the “partially released or otherwise modified” 
language of IRC Section 678(a)(2).186F

187 However, the rulings do not discuss in detail the issues 
underlying that result.  Some worry that the rulings are questionable and the IRS could change
its position because a lapse is different than a release, and IRC Section 678(2) does not mention 
lapses.187F

188 A “release” requires an act by the power holder, while a “lapse” can occur pursuant 
to the terms of the trust without an affirmative act.  Is a lapse a release or other modification as 
required by IRC Section 678(a)(2)?  The private rulings imply that the answer is yes.188F

189

Partial release or other modification.

Assuming a lapse can qualify as a release or other modification, the next issue with 
respect to any BDIT in which there is a lapse of a withdrawal right is whether a power that has 
lapsed completely (either all at once or in stages over time) remains one described in IRC Section 
678(a)(2), given the statute’s requirement that the IRC Section 678(a)(1) power have been 
“partially released or otherwise modified” (underscoring added).  For estate tax purposes, it 
would be desirable to eliminate the power of withdrawal entirely prior to death because, even if 
tested under IRC Section 2041, it is a general power.  In PLR 201039010 withdrawal powers 
over successive additions lapsed completely (within the “5 & 5” limits) after each year’s 
addition, but IRC Section 678(a)(2) was held to apply, without discussion of the word “partially” 
in the statute.  One way to read IRC Section 678(a)(2) is that if the beneficiary once had an IRC 
Section 678(a)(1) power, IRC Section 678(a)(2) applies as long as the beneficiary has any 
continuing interest or power that would make a self-settled trust a grantor trust, even if the 
beneficiary no longer has any power to withdraw.  The line of private rulings mentioned in the 
preceding paragraph supports this reading.  The language of the pertinent Regulation seems also 
to support it.189F

190 This reading is not certain, however, and some practitioners would argue that 

186 See PLR 200949012 (Aug. 17, 2009); PLR 201039010 (June 29, 2010).
187 See rulings cited in Howard Zaritsky, “The Year in Review: An Estate Planner’s Perspective on Recent 

Tax Developments,” TM Estates Gifts and Trusts Journal (BNA) (Jan. 13, 2011).
188 See Kestenbaum, Galant, and Akhaven, “The Beneficiary Defective Inheritor’s Trust:  Is It Really 

Defective?” LISI Estate Planning Newsletter 1730 (Dec. 14, 2010), at http://www.leimbergservices.com.
189 Under the gift and estate tax, specific statutes provide that a lapse is a release.  IRC Sections 2514(e), 

2041(b)(2).  These provisions do not apply to the extent the lapsed power covered less than the greater of $5,000 or 
5% of the trust’s value.

190 Treas. Reg. § 1.678(a)-1(a) states: “The holder of [an IRC Section 678(a)(1) power] also is treated as 
an owner of the trust even though he has partially released or otherwise modified the power so that he can no longer 
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the power to withdraw must continue to some extent for the lapse to be “partial.”190F

191 The design 
of the trust described in PLR 200949012 finesses this issue, giving the beneficiary a continuing 
withdrawal power under an ascertainable standard, supporting the conclusion that there has been 
a “partial release” or other “modification” of the unlimited withdrawal power, rather than a 
complete release.  Again, however, the ruling does not discuss the issue specifically.

D. Alternative to the $5,000 BDIT Guaranteed Sale Technique: A Substantially
Funded BDIT Created by a Hanging Power Lapses in Another Substantially
Funded BDIT.

1. What is the substantial lapsing hanging power created BDIT?

The settlor to a BDIT (“BDIT 1”) could contribute a corpus that is much greater than 
$5,000.  The BDIT 1 could be designed so that the original unlimited power to withdraw all of 
the assets of the trust gradually lapses over time pursuant to a so-called “hanging power.”  The 
trust assets with that unlimited power to withdraw could pass to another trust (“BDIT 2”) in 
which the beneficiary only has the power to withdraw pursuant to an ascertainable standard.  The 
technique may be illustrated by the example below:

Example 19:  A BDIT is Created By a Third Party With Substantial Assets and
Under Which There is Only a Gradual Lapse of the Unlimited Withdrawal Power

Wilhelmina Withdrawal creates a trust, BDIT 1, for the benefit of her son Wiley 
Withdrawal.  She contributes $1,000,000 to the trust.  Wiley has an unlimited power of 
withdrawal of $1,000,000 for any reason, which gradually lapses over time (this lapsing power 
annually lapses by the greater of 5% of the value of the assets or $5,000.00).  Each year when 
the unlimited power to withdraw $1,000,000 partially lapses, the trust assets equal to that lapse 
are held in another trust, BDIT 2, in which Wiley Withdrawal has a direct or indirect limited 
power of withdrawal that never lapses and that limited power of withdrawal is tied to an 
ascertainable standard relating to Wiley’s health, support and maintenance.  Wiley lives in a 
state where his creditors cannot reach the assets of a trust that is not included in his estate under 
IRC Section 2041 despite his powers of withdrawal.

Five years later, the trust in which Wiley has a limited power of withdrawal (BDIT 2) 
has $250,000 in it.  That trust then borrows $2,250,000 from an independent third party and 
invests $2,500,000 in Withdrawal Interests, FLP and receives a preferred limited partnership 
interest that pays a 10% coupon and has certain put rights.

vest the corpus or income in himself, if he has retained such control of the trust as would, if retained by a grantor, 
subject the grantor to treatment as the owner under IRC Sections 671 to 677, inclusive.”  See Galant, “Beneficiary 
Grantor Trusts: Overview of Selected Issues,” paper prepared for the ACTEC Business Planning Committee 
Summer 2011 Meeting.

191 Blattmachr and Zeydel, “PLR 200449012 – Beneficiary Defective Trust(sm) Private Letter Ruling,” 
LISI Estate Planning Newsletter 1559 (Dec. 10, 2009), at http://www.leimbergservices.com.
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This technique is illustrated below:

2. Additional advantages of the substantial lapsing hanging power created
BDIT technique.

The use of a reverse freeze (using high yielding preferred partnerships) has been explored 
by this writer and others.191F

192   A high yielding preferred partnership interest may make excellent 
collateral to an independent third-party lender.  Assuming the trust is not taxable in Wiley’s 
estate, any future sales into the trust in which Wiley has a limited power of withdrawal should 
not be subject to capital gains taxes.  The trust, as described above, would have considerable 
flexibility for Wiley’s cash flow needs.  Assuming Wiley has a limited power of appointment 
over the trust he should be able to reallocate the corpus of the trust if he has different stewardship 
goals at the time of his death.  In the initial year, the trust has $250,000 in free cash flow to pay 
to the third-party lender.

Over time, as the note is paid down, and also over time as more assets are available to 
the trustee because of future lapsing distributions to BDIT 2, greater equity will exist in the trust. 
This equity could support subordinated note sales of other assets (e.g., preferred partnership 
interests) by Wiley Withdrawal.  All of this could be done without the necessity of guarantee 
fees or sales of remainder interests in GRATs.  There is much more substance to the leverage of 
this technique than the techniques discussed in Examples 14 and 20.  Furthermore the leverage 
is coming from an independent third-party lender instead of the transferor/beneficiary of the 
BDIT.

192 See this author’s paper, “Some of the Best Family Limited Partnership Ideas We See Out There,” 
ALI-ABA Planning Techniques for Large Estates, at 167-82 (Nov. 5, 2010); see also the discussion in Section III.D. 
and E.
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3. Considerations of the substantial lapsing hanging power created BDIT
technique.

a. Use of a BDIT raises many of the income tax issues discussed
previously.

b. IRC Section 2041 issues.

If the beneficiary should die in the early years of the trust, a substantial portion of the 
original trust, which is subject to IRC Section 2041, will be included in his estate because of the 
unlimited power to withdraw assets to the extent the unlimited power to withdraw assets is still 
in existence.

c. Use of a third-party lender.

This technique may also require the existence of an asset that is attractive as security to 
a third-party lender, because a third party will demand collateral that has substantial inherent 
cash flow and safety.  A high yielding preferred partnership interest, in which the other assets of 
the partnership are subordinated to the preferred partnership interest, may be such an asset.

d. Pecuniary withdrawal right issues.

This use of the BDIT, in which there is a lapse of a withdrawal right, calls for the settlor 
to contribute to the trust property with a value greater than $5,000, so that the beneficiary’s 
power of withdrawal cannot lapse in full at the end of the first year and must lapse over time as 
a “hanging power”.192F

193 Assuming the trust appreciates in value, the power may lapse faster if it 
is defined as a pecuniary amount, because the appreciation will increase the potential annual 
lapse without increasing the amount withdrawable under the power.  However, this raises another 
IRC Section 678 consideration: whether the trust could lose its status as a wholly grantor trust in 
a year in which, because of appreciation in the value of the trust, the pecuniary amount
withdrawable under IRC Section 678(a)(1), plus the portion of the trust subject to IRC Section 
678(a)(2) by reason of prior lapses, totals less than the current value of the trust.  Under Treas. 
Reg. § 1.671-3(a)(3), the IRS could also argue that the portion of the trust represented by such 
excess appreciation is not currently subject to the grantor trust rules, so the BDIT is no longer 
wholly a grantor trust.  Moreover, in the absence of subsequent depreciation, it seems that the 
portion not subject to IRC Section 678(a)(1) can never become subject to IRC Section 678(a)(2), 
so that the trust never again becomes wholly grantor, although some argue otherwise.193F

194

193 The annual lapse of the power of withdrawal will be limited to the greater of $5,000 or 5% of the value 
of the trust, to keep the Beneficiary from being treated under IRC Section 2041 as a transferor for gift and estate tax 
purposes by reason of the lapse.  As mentioned above, this requires that the governing law must protect such a lapse 
from creditors’ rights, which is the case under Uniform Trust Code Section 505(b)(2).

194 Blattmachr and Zeydel, “PLR 200449012 – Beneficiary Defective Trust(sm) Private Letter Ruling,” 
LISI Estate Planning Newsletter 1559 (Dec. 10, 2009), at http://www.leimbergservices.com.
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For example, if the trust assets initially covered by the withdrawal power is X where X 
equals the entire value of the trust, but in a future year the trust is worth 4X, the portion of the 
trust considered to be a grantor trust under IRC Section 678 in that year may be 25%.  Moreover, 
if the power then lapses each year to the extent of 5% of the value of the trust per year, assuming 
no further appreciation or depreciation, the maximum portion of the trust that will eventually 
consist of property over which a power of withdrawal lapsed will also be 25%, and the trust 
never again becomes wholly grantor.  Obviously, if that is the correct interpretation, the servicing 
of any note from a sale by a beneficiary to the trust would be disadvantageous to the extent a 
trust is treated as a complex trust instead of a grantor trust.  The IRS has never taken this approach 
in its private letter rulings regarding trusts that qualify to be Subchapter S shareholders because 
they are grantor trusts.194F

195 Otherwise, if the trusts were not wholly grantor trusts, they might not 
have qualified as Subchapter S trusts.

One solution to the problem discussed in the preceding paragraphs may be to initially 
define the beneficiary’s withdrawal right as extending not to a pecuniary amount but to 100% of 
the trust property, lapsing each year as to 5% of the trust (or such greater percentage as equals 
$5,000 in value).  This will require more time for the power to lapse completely.

It should be noted that some practitioners believe that the “portion” rule of Treas. Reg. 
§ 1.671-3(a)(3) does not apply when the beneficiary’s pecuniary power of withdrawal is large
enough to make all property added to the trust withdrawable, even if subsequent appreciation or
income accumulation increases the trust’s value above the pecuniary amount.  In such a case, all
value in the trust is attributable to property over which the beneficiary once had a power of
withdrawal.  The beneficiary could have captured all the increasing value for himself by
promptly exercising the power, but instead allowed it to “lapse” as to such value.  Therefore, it
can be argued that any value that is no longer withdrawable is covered, at least in a policy sense,
by IRC Section 678(a)(2).195F

196

195 For example, see PLR 200011058 (Dec. 15, 1999); PLR 200011054 to 056 (Dec. 15, 1999); PLR 
199942037 (June 7, 1999); PLR 199935046 (June 7, 1999).

196 Gorin, “Beneficiary Grantor Trusts: A New Paradigm for Transferring Businesses,” paper prepared for 
the ACTEC Business Planning Committee Summer 2011 Meeting, pp. 14-15; see also “Beneficiary Grantor Trusts: 
Overview of Selected Issues,” paper prepared for the ACTEC Business Planning Committee Summer 2011 Meeting, 
section A(2).
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E. Alternative to the BDIT Guaranteed Sale Technique and the Substantial Hanging
Power Created BDIT: The Technique of a $5,000 BDIT Jointly Creating a GRAT
or a LAGRAT with the BDIT Providing the Consideration for the Remainder
Interest (the “BDIT Remainder Purchase”) Technique.

1. What is the BDIT remainder purchase technique?

A third party could create a BDIT for the benefit of a transferor who is contemplating 
creating a GRAT or a LAGRAT.196F

197 The BDIT could be designed so that the third-party settlor 
is not taxable on the BDIT income under the grantor trust rules.  The BDIT could also be 
designed so that the beneficiary has an unlimited right to withdraw of all of the assets that are in 
the BDIT for a period of time.  The right of withdrawal lapses after a period of time, (e.g., one 
year) in an amount equal to the greater of 5% of the value of the corpus of the BDIT or $5,000. 
However, the beneficiary could also be given the direct or indirect right to continue to withdraw 
income and principal of the assets of the BDIT, as long as it is for the beneficiary’s health, 
education, support or maintenance as described under IRC Section 2041.  The situs of the BDIT
is in a jurisdiction in which a lapse of the greater of 5% of the corpus or $5,000 does not give a 
creditor rights to the BDIT.  The beneficiary/transferor could jointly create a GRAT or a 
LAGRAT with the BDIT in which the BDIT trustee pays for the remainder interest (which is the 
technique explored below).  The beneficiary/transferor is considered the owner of the BDIT for 
income tax purposes under IRC Section 678.

Consider the following example:

Example 20:  Contribution of an Equity Interest in a Leveraged Limited
Liability Company to a Jointly Created GRAT in Which the BDIT

Remainderman Pays Full Consideration for That Remainder Interest

Betsy Bossdaughter has $97,000,000 in financial and private equity assets.  Betsy wishes 
to maintain maximum flexibility in her estate planning.  Betsy also wishes to retain the right to 
change her mind as to future stewardship goals and consumption needs.  Betsy’s husband, Bob 
owns $5,000,000 in assets.  Assume that Betsy and Bob’s assets will grow at 7.4% a year pre-
tax.  Betsy’s mother, Sally Selfmade, is still living.  Sally is going to create a generation-skipping 
trust for the benefit of Betsy.  The trust will have a corpus of $5,000 (Transaction 1 below).  The 
trust agreement will provide that Betsy has the right to withdraw all the trust assets for a year. 
That right lapses after a year.  After the first year, Betsy will also have the power to withdraw 
the trust assets as needed for her health, support and maintenance in order to maintain her 
standard of living. That right will not lapse.  In a separate and distinct transaction, after Sally 
creates the $5,000 trust, the trustee of the trust transfers $4,000 of the trust to Betsy for full 
consideration for Betsy creating a GRAT, with the assets described below, that has a $4,000 
defined value remainder interest (Transaction 4 below).

197 The LAGRAT technique is a GRAT created in compliance with the rules of IRC Section 2702 in which 
the grantor of the GRAT contributes an interest in a very leveraged asset (e.g., a leveraged single-member LLC) to 
the GRAT.
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The GRAT is funded with non-managing member interests in a FLLC that was funded 
with limited partnership interests in a FLP, as illustrated below (Transactions 2 and 3 below). 
It is assumed that valuation discounts for transfers of the limited partnership interests and the 
non-managing member interests of the FLLC are each equal to 30%.  It is assumed that the IRC 
Section 7520 rate is 1.0%.

This technique is illustrated below:

2. Advantages of the BDIT remainder purchase technique.

a. The assets of the BDIT, if the transferor is not a deemed donor
under equitable principles, will not be subject to estate taxes in the
transferor’s estate.

Under the assumed facts, if Betsy is not a transferor, or a deemed transferor under 
equitable principles, the BDIT assets may not be taxable in the beneficiary’s estate.  See the 
discussion supra Section VI.C.2. The lapsed withdrawal power meets the exception of IRC 
Section 2041.

Obviously, if this technique is successful, it could be a very powerful technique with 
respect to estate planning for Betsy Bossdaughter and her family.  Please see the table below and 
attached Schedule 14, which denotes what the estate taxes would be at the end of five years, 15 
years and 30 years:
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Table 15

b. Avoids capital gains tax consequences on the sale of assets to the
trust.

There should not be any capital gains consequences on creation of a leveraged FLLC. 
See discussion supra Section IV.A.3.  There also should not be any capital gains consequences 
on the creation of the GRAT by contributing the FLLC interests to the GRAT.  The GRAT can 
be designed to be a grantor trust to the grantor.  The creation of the grantor retained annuity trust 
in consideration for the cash coming from a BDIT in which a grantor is taxed under IRC Section 
678 should also be income tax free, since both trusts are treated as grantor trusts.

c. Has the advantage of allowing Betsy access to cash flow from note
payments, and as a beneficiary of the BDIT.

If the transaction is successful, during the term of the GRAT, the grantor of the GRAT 
will have access to the cash flow of the assets of the FLLC, either through the note payments 
from the FLLC, or the annuity payments from the GRAT.  After the GRAT terminates, the 
transferor will have access to the cash flow of the assets of the FLLC either from the note 
payments of the FLLC, or under the terms of the BDIT, if the cash flow of the BDIT is needed 
for her support and maintenance.

d. The transferor has flexibility to change the future beneficiaries of
the trust through the exercise of a special power of appointment.

If the transferor has a power of appointment over the BDIT the taxpayer also has the 
flexibility of redirecting the assets in a manner that may be different than the default provisions 
of the trust document.
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e. Has the potential to avoid gift tax surprises.

The GRAT can be designed with a built-in revaluation clause.  If the IRS disputes any 
valuation discounts associated with the FLLC, because of the built-in revaluation clause the 
annuity amounts accruing back to the taxpayer would increase.  Such a clause should not be 
against public policy and, in fact, is explicitly permitted by the IRS regulations.  Treas. Reg. 
§ 25.2702-3(b)(1)(ii)(B).

f. Appreciation will be out of the transferor’s estate.

To the extent the assets of the FLLC increase in value above the interest carry on the note 
and the annuity payments that accrued back to the transferor, that appreciation should be out of 
the transferor’s estate, assuming the transaction is recognized for estate and gift tax purposes.

3. Considerations of the BDIT remainder purchase technique.

a. In order for the full and adequate consideration exception under
IRC Section 2036 to apply, the remainder interest of the GRAT
that is sold may need to have a substantive value much greater than
$4,000.

There are three Circuit court cases197F

198 providing that IRC Section 2036 does not apply 
when there has been full and adequate consideration for a sale of a remainder interest in a trust. 
However, in each of those case there was a substantial remainder interest (much greater than 
$4,000).  Query: would the courts be reluctant to provide that adequate and full consideration 
exists to circumvent application of IRC Section 2036 in a situation in which only $4,000 is paid 
in the context of a multi-million-dollar trust?  Stated differently, with the significant leverage 
involved in the creation of a FLLC, and the significant leverage involved in creating a GRAT, 
would a court take the view that the leverage is too extreme and that the substance of the 
transaction is a transfer of the FLLC interests by the beneficiary/transferor to the BDIT for less 
than full consideration?  A court could take the position that those cited cases are all 
distinguishable because the purchase of the remainder interest in each of those cases had 
economic risk for the purchaser of the remainder interest.  Under the Sam and Sally facts, the 
economic exposure of the BDIT resulting from its purchase of the GRAT remainder is $4,000. 
In the context of a multi-million-dollar GRAT, a court may conclude that the remainderman 
trust’s (i.e., the BDIT’s) economic risk in the transaction lacks substance in comparison to the 
potential reward.  In Strangi, the full Tax Court and the Fifth Circuit both concluded that IRC 
Section 2036 applies to any and all transfers, even if gift taxes are not owed on that transfer by 
that transferor.198F

199 If the remainder trust purchase had substance IRC Section 2036 should not 
apply.  But a court may find that is not the case under facts similar to Example 20.  If the purchase 

198 See Estate of D’Ambrosio v. Comm’r, 101 F.3d 309 (3rd Cir. 1996); Wheeler v. U.S., 116 F.3d 749 (5th 
Cir. 1997); Estate of Magnin v. Comm’r, 183 F.3d 1074 (9th Cir. 1999); contra, Gradow v. U.S., 11 Cl. Ct. 808 
(1987), aff’d, 897 F.2d 516 (Fed. Cir. 1990).

199 See Estate of Strangi v. Comm’r, 115 T.C. 478 (2000), aff’d, 417 F.3d 468 (5th Cir. 2005).
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of the remainder is not a “bona fide sale for an adequate and full consideration” IRC Section 
2036 and/or 2038 could apply. The GRAT formula clause, unless easy to value assets are used 
or the GRAT and the BDIT have proportionate interests in the same entity, does not ensure that 
the consideration paid will equal the value of the remainder interest if values are increased on 
audit, because the remainder will increase proportionally and exceed the original payment.  It 
may be possible to solve this problem by having the BDIT “overpay” for the remainder, which 
the trustee would have a rational reason to do to insure against later depletion of the trust assets 
by the beneficiary’s estate tax apportioned to the trust, or by using a defined value clause for the 
sale, with any remainder value in excess of the sale price passing by gift to a recipient other than 
the BDIT.

b. This technique could also be utilized with a BDOT jointly created
GRAT with the BDOT, or Spousal Grantor Trust, providing the
consideration for the remainder interest.

The above consideration of a BDIT not having enough substantive value in order to avoid 
IRC Section 2036 may not be present with a BDOT, or a Spousal Grantor Trust, if it has 
substantial value.  The BDOT, or Spousal Grantor Trust, could be designed to be a 
generation-skipping trust.

c. Need to file a federal gift tax return.

A federal gift tax return needs to be filed in order to determine if there should be any 
adjustments with the GRAT and to get the statute of limitations running.  There will be an 
expense in connection with filing the federal gift tax return and with the necessary appraisals 
attendant with the technique.

d. State income tax considerations.

There may be state income tax considerations on the sale of any appreciated assets to the 
FLLC.  There also may be state income tax consequences in selling the remainder interest of a 
GRAT to the BDIT.

e. Step transaction doctrine could apply.

If the IRS can demonstrate, because of the thin capitalization, the $4,000 payment should 
be ignored, then under other equitable principles it may be able to establish the creation of the 
BDIT lacks independence, and the deemed grantor of the trust will be the beneficiary.

f. Creditor rights and related estate tax issues.

If the sale to a FLLC and the creation of the GRAT with the FLLC interests in 
consideration for a $4,000 payment from the BDIT is not for adequate and full consideration, 
then under the laws of the state of the beneficiary, the creditors may be able to reach whatever 
interest the beneficiary of the trust could distribute to himself or herself, and whatever the trustee 
could distribute to the beneficiary.  A settlor’s ability to redirect to creditors may include that 
portion of the trust in the beneficiary’s estate under either IRC Section 2036 or IRC Section 
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2038.  The lapse of a power over not more than the greater of 5% or $5,000 does not cause the 
power holder to be treated as a settlor of the property subject to the lapse under the laws of many 
states.199F

200 Here, however, the beneficiary’s transfer of the remainder interest to the trust may 
make him a settlor for creditors’ rights purposes despite those statutes, as his continuing interests 
and powers in the BDIT arguably result from the beneficiary’s own transfer, rather than from 
the lapse of his unlimited power of withdrawal.

g. Incomplete gift issues.

F. Freeze Planning with Subchapter S Stock and a Qualified Subchapter S Trust
(Also See Supra Section III.C. for a Discussion of Using a QSST to Lower the
Tax of a Complex Trust).

1. What is the technique?

A third party could create a trust for the benefit of a potential transferor to the trust, which 
would meet the requirements of a qualified subchapter S trust (QSST) under IRC Section 
1361(d).  The potential transferor could create, or may have already created, a subchapter S 
corporation to hold his investment assets and/or trade or business.  The transferor could then sell 
his voting and/or nonvoting stock that he has in the subchapter S corporation to the QSST that 
has been created by a third party.  It is important that the sale be in consideration of a secured 
note in which the security is the transferred stock and all distributions on that stock.

Example 21:  A Third Party Creates a QSST For the Benefit of a Transferor
and Then the Transferor Sells, For a Secured Note, the Transferor’s Non-Voting Stock
in a Subchapter S Corporation to the Qualified Subchapter S Corporation to the Trust

Sam and Sally Wilson own $20,000,000 in financial assets.  Sam also owns a subchapter 
S corporation that has $13,000,000 of business assets, which primarily constitutes private equity 
investments that have a relatively low basis ($2,000,000).  His mother, Wilhelmina Wilson 
contributes $1,000,000 to a dynasty trust that could qualify to be a QSST.  Sam, as the income 
beneficiary of the trust, has a right to principle distributions of the trust for his support and 
maintenance.  Sam also has a limited testamentary power of appointment to appoint the trust 
assets to his family and/or Sally.  Sam sells his nonvoting stock (which represents 99% of the 
capitalization of the subchapter S corporation) to the QSST in exchange for a secured note.  The 
security for the note is the stock that is sold and the distributions from that stock.  It is assumed 
that the estimated pre-tax rate of return of the subchapter S corporation will average 12% a 
year.  It is also assumed that the rate of return on the remaining financial assets of Sam and 
Sally will average 7.0% a year pre-tax.  It is assumed that Sam and Sally will consume $250,000 
a year as adjusted for inflation.

200 See Uniform Trust Code Section 505(b)(1) and the comments under it.
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This technique is illustrated below:

a. IRC Section 678 ownership of S corporation stock by beneficiary.

Under IRC Section 1361(d)(1)(B) the transferor (as a beneficiary of the QSST) will be 
treated as the owner of the subchapter S stock held in trust under IRC Section 678(a).

b. What is a QSST?

A QSST is a trust that has only one income beneficiary and any corpus distributed during 
the life of the current beneficiary may only be distributed to that beneficiary.  After an election 
is made by the beneficiary, the beneficiary is taxable on the taxable income of any subchapter S 
stock that is owned by the trust as if the trust is a grantor trust to the beneficiary under IRC 
Section 678(a).

c. Disregarded sales of stock to a QSST.

Under IRC Section 678(a) the trust is ignored for income tax purposes, at least with 
respect to any subchapter S stock that is held in the trust.  It should be noted that the trust assets 
other than the subchapter S stock will be taxed under the normal subchapter J rules.  Thus, the 
sale of subchapter S corporation stock should not trigger any capital gains consequences to the 
transferor, if he sells to a trust that qualified as a QSST,200F

201 because the seller is considered the 

201 See Rev. Rul. 85-13, 1985-1 C.B. 184 and the authorities discussed therein.  This Revenue Ruling 
involved the sale to a trust that was not a grantor trust before the sale.  However, because of the terms of the sale, 
the trust became a grantor trust and the seller was considered the owner of the sold trust property both before and 
after the sale.  The same analysis would appear to apply for a sale, of subchapter S stock by a subchapter S owner 
to a QSST held for his benefit, even if the QSST was not a grantor trust under IRC Section 678 until the sale.  The 
seller of the subchapter S stock to a QSST, held for the benefit of the seller, should be considered the income tax 
owner of the sold subchapter S stock both before and after the sale.  Thus, no capital gains consequences should 
arise.  However, Rev. Rul. 85-13 involved an activity with a trust that was disregarded for income tax purposes 
because of IRC Sections 671-677, not IRC Section 678.  If that is a concern, the sale could be to a single-member 
LLC that is owned by the QSST.  See the discussion above.  To minimize the risk, the trust should be treated as 
owned by the beneficiary prior to the sale.  This can be achieved if the trust holds a small amount of stock and a 
QSST election is made prior to the sale of additional stock by the beneficiary.
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owner of the stock both before and after the sale for income tax purposes.  A QSST, while it 
owns subchapter S stock, may have only one beneficiary (who also must be a U.S. citizen or 
resident), all of its trust accounting income201F

202 must be distributed to that beneficiary.  The 
beneficiary may receive corpus during the beneficiary’s lifetime.  The beneficiary must elect to 
be taxable on the income of the QSST.202F

203 The beneficiary may have a testamentary power of 
appointment.

Can the distributions from the subchapter S corporation stock owned by the QSST, which 
are collateral on the transferor’s note, be used to retire both the principal and interest of the note 
on which the QSST is the obligor?  Clearly interest on a note is a charge against the income of a 
trust for trust accounting purposes and should be paid by the trustee of the QSST.   See Section 
501(3) of the Uniform Principal and Income Act.  The distributions on the purchased subchapter 
S stock to the QSST can also be used by the trustee of the QSST to retire the principal on the 
note, if the distributions are security for a note on which the QSST is the obligor.  Compare the 
interaction of Sections 502(b) and 504(b)(4) of the Uniform Principal and Income Act.  There 
may need to be an equitable adjustment between the principal and income of the trust when the 
distributions from purchased subchapter S stock are used by the trustee of the QSST to retire 
principal of the debt used for that purchase, depending upon the interaction of Sections 502(b) 
and 504(b)(4) of the Uniform Principal and Income Act.  The fact that subchapter S distributions 
are part of the security for the debt, and are used to retire the principal of the debt, does not 
disqualify the trust from being a QSST.203F

204

2. Advantages of the technique.

a. A QSST can be substantively funded, which may be more
advantageous than a sale to certain IRC Section 678 techniques,
which can only be initially funded with $5,000.

b. A QSST circumvents federal capital gains tax treatment on the
sale of the subchapter S stock.

Under Internal Revenue Ruling 85-13, a sale by a taxpayer of an asset to a trust (that was 
not a grantor trust until the purchase occurred) in which the taxpayer is considered the owner for 
income tax purposes of the asset sold, both before and after the sale, is not subject to federal 
capital gains taxes.  That Revenue Ruling discussed and followed a B.T.A. case, which held that 
a purchase of an asset from a bankruptcy trustee should be ignored for income tax purposes if 
the purchaser owned the asset both prior to and after the bankruptcy proceeding.  Under IRC 
Section 1361(d)(1)(B), the beneficiary of a QSST is treated as the owner under IRC Section 
678(a)(1) of that portion of the trust, which consists of subchapter S corporation stock.  If the 

202 See Treas. Reg. § 1.1361-1(j)(i).
203 Under IRC Section 1361(d)(2)(D), the election can be retroactive for up to two months and fifteen days, 

so a timely election will cause IRC Section 678 to apply at the time of the sale.
204 See PLR 914005 (June 25, 1991); PLR 200140046 (Oct. 5, 2001).
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beneficiary of the QSST sells subchapter S stock that he individually owns to the QSST, he will 
own the stock for income tax purposes both before and after the sale.  It should be noted that 
under Treasury Regulation § 1.1361-1(j)(8), if there is a sale at a later time of the subchapter S 
stock to a third party by the trustee of the trust, that sale will be taxable to the trust under the 
usual principles of subchapter J.

c. There is not any concern about the effect of any lapse of
withdrawal rights.

Unlike certain IRC Section 678 techniques, there is no need for the beneficiary of the 
QSST to have withdrawal rights, because there is no attempt to make the entire QSST a grantor 
trust, and withdrawal rights are not necessary for the subchapter S stock to constitute a grantor 
trust portion of the QSST.  The transfer tax and income tax consequences that may accrue from 
the existence of a withdrawal right, and from its lapse, are not present in this technique.

d. It has the advantage of allowing the seller to be a beneficiary of
the trust and have a power of appointment over the trust.

e. It has the potential of mitigating gift tax surprises.

f. Appreciation will be out of the seller’s estate.

g. Flexibility goals may be met.

Under the terms of the trust and/or future trusts subject to Sam’s power of appointment, 
the future stewardship goals of Sam to provide incentives and options for his children could be 
met.  The financial capital of the trusts could also empower the children’s goals.  Sam will have 
the flexibility to change who the future beneficiaries of the trusts are, if his future stewardship 
goals change.

h. Finally, Sam will have access to the cash flow of these trusts as
the sole income beneficiary of the trusts.

Sam will also have access to the cash flow of any note on any sale from the trusts.

i. The estate tax savings of the technique could be substantial.

See the table below and attached Schedule 15.
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Table 16

j. The high-income trust income tax rates may be avoided if the
beneficiary is in a lower bracket.

k. The subchapter S corporation could re-invest its earnings, which
would lower the income beneficiary’s distributions and increase
the remainder value.

3. Considerations of the technique.

a. There may need to be substantive equity in the trust from prior
gifts (is 10% equity enough?) before the sale is made.

b. The disadvantages of utilizing a subchapter S corporation.

A subchapter S corporation is generally more advantageous from an income tax 
standpoint than a subchapter C corporation, because there are not any corporate taxes to be paid 
for a corporation that qualifies.  A subchapter S corporation can own passively managed assets, 
if the corporation has never been a C corporation.

One of the disadvantages of a subchapter S corporation is that only certain shareholders 
may qualify.  Individual shareholders must be United States citizens or resident aliens.  However, 
foreign nationals may now be beneficiaries of an electing small business trust (“ESBT”).  To the 
extent the subchapter S stock is owned by a trust, the trust needs to be a grantor trust, a QSST, 
BDOT or an ESBT.  Of these, the only trusts to which sales of subchapter S stock may be without 
realization of gain are grantor trusts (sale by the grantor), BDOTs (sale by the withdrawal 
beneficiary) and QSSTs (sale by the trust beneficiary).

A general disadvantage of a subchapter S corporation is that there is not a step up on the 
underlying assets of the subchapter S corporation on the death of the shareholder who owns stock 
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that is subject to estate taxes.204F

205 However, this a not significant consideration in this context, as 
the planning goal is to have the stock out of the client’s estate by the time of the client’s death.

c. Need to file a federal gift tax return.

d. Federal income tax considerations.

The income from the subchapter S stock that is owned by the QSST trust will be taxed 
to the beneficiary.  The payment of income tax on trust income by the beneficiary is generally 
an advantageous result for federal transfer tax purposes.  If the logic of Rev. Rul. 85-13, applies, 
the note should not be recognized for income tax purposes and the transferor should not be 
taxable on the interest on the note.

If the note is recognized for income tax purposes, the interest on the note should be 
deductible to the beneficiary of the trust (i.e., the transferor) under the separate share rules of 
IRC Section 663 or because of the fact that interest, at least to the extent paid from distributions 
from the S corporation, is being paid from the grantor portion of the QSST. Thus, if the note is 
recognized, both the interest income and the interest expense (which should constitute a “wash”) 
should be reported on the transferor’s income tax return.  In the situation in which a QSST 
purchases S corporation stock from a third party (not the beneficiary) in exchange for a note the 
Office of the Chief Counsel ruled that the interest expense associated with the debt incurred by 
the QSST to acquire the S corporation stock is allocated to the grantor trust portion of the QSST 
thereby allowing the beneficiary to report the interest expense as a deduction on his personal 
income tax return.205F

206

The Chief Counsel provided in the analysis the following:

“…Section 1.1361-1(j)(8) reiterates that the grantor is deemed to own the portion of the 
QSST consisting of the S corporation stock, but creates an exception when the QSST is 
determining and attributing the federal income tax consequences of a disposition of the 
S corporation stock.  However, even within this exception there is an exception that again 
emphasizes the beneficiary’s ownership interest.  When the QSST disposes of the S 
corporation stock, the beneficiary is treated as personally disposing of the S corporation 
stock for purposes of applying §§ 465 and 469 to the beneficiary.

Applying the rules in § 1361(d), the S corporation stock is treated as though it is held in 
a grantor trust (the S portion). We should, therefore, look to the rules of subchapter J to 
determine which portion of the QSST receives the interest expense allocation. Under § 
671 and the regulations thereunder, all items of income and deduction directly related to 
the grantor trust are attributed to the grantor. …

205 By contrast, FLPs and LLCs, pursuant to certain elections that can be made under IRC Section 754, 
have the ability to have certain of the partnership assets receive an internal basis step up on the death of a partner or 
member who owns the partnership interest or member interest (assuming the assets have appreciated).  

206 CCA 201327009 (May 1, 2013).
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The regulations under § 652(b) provide guidance for determining what deductions are 
allocable to different classes of income held by a trust. Section 1.652(b)-3(a) provides 
that all deductible items that are directly attributable to one class of income are allocated 
to that class. …

The rules under § 163 provide guidance to determine to which class of income the interest 
expense incurred by the trust is allocated. The interest tracing rules (§ 1.163-8T) provide 
guidance in allocating interest expense for purposes of applying §§ 469 and 163(d) and 
(h). Section 163(d) limits the deduction for investment interest and § 163(h) allows a 
deduction for all but personal interest. The interest tracing rules provide that interest on 
a debt is allocated in the same manner as the debt to which the interest expense relates is 
allocated.…”

Therefore, § 1.671-3(a)(2) would seem to require that based on § 1.652(b)-3 the interest 
expense deduction should be attributable to the S portion of the QSST and, thus, deductible by 
the beneficiary.

Any assets of the trust that are not subchapter S stock will be taxed trust under normal 
subchapter J rules.

As noted above, under Treas. Reg. § 1.1361-1(j)(8), if there is a sale by the trustee of the 
QSST of any subchapter S stock owned by the QSST, the QSST will be taxed on that sale under 
normal subchapter J principles.  The basis of the subchapter S stock, that is to be sold, could be 
low because the only basis step-up will be the accumulated income of the corporation after the 
sale by the IRC Section 678 owner of the QSST.  It may be very important to eliminate any note 
outstanding to the IRC Section 678 owner of the QSST, before the QSST sells its subchapter S 
stock to a third party, in order to circumvent any income tax complications associated with the 
outstanding debt.

e. State income tax considerations.

Certain states may have different tax rules with respect to subchapter S corporations and 
the taxation of QSST trusts.  Thus, the possibility exists that under certain state laws, a sale to a 
QSST trust may be subject to state capital gains taxes and the beneficiary of the trust will not be 
taxed on the trust income.

f. Could lose the benefits of using the gift tax exemption.

g. Step transaction doctrine.

h. Creditor rights and related estate tax issues. See the discussion
supra Section V.B.5.

i. Incomplete gift issues. See the discussion supra Section V.B.6.

j. The transferor is the only beneficiary of the trust.
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If the transferor wishes to have the flexibility to transfer trust assets to another family 
member, this technique will not allow the beneficiary to accomplish that purpose during the 
transferor’s lifetime.  However, the transferor could use other techniques to benefit the 
transferor’s family.
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1

 Pre-
Death 

 Post 
Death 

Gomer Gonetotexas 34,404,293 - - 0.00%
Gonetotexas Children - 15,428,576 9,415,611 15.42%
Gonetotexas Children and Grandchildren in California Complex Trust 9,609,259 9,609,259 5,864,252 9.60%
Gonetotexas Children and Grandchildren in Texas Grantor Trust - 8,690,000 5,303,254 8.68%
Consumption - Direct Cost 12,772,329 12,772,329 7,794,581 12.76%
Consumption - Investment Opportunity Cost 13,053,175 13,053,175 7,965,974 13.04%
IRS & CA Income Tax - Direct Cost 3,894,601 3,894,601 2,376,762 3.89%
IRS & TX Income Tax - Direct Cost 11,640,362 11,640,362 7,103,775 11.63%
IRS & CA Income Tax - Investment Opportunity Cost 3,174,203 3,174,203 1,937,124 3.17%
IRS & TX Income Tax - Investment Opportunity Cost 11,520,158 11,520,158 7,030,417 11.51%
IRS Estate Tax (at 40.0%) - 10,285,717 6,277,074 10.28%
Total $100,068,380 $100,068,380 $61,068,825 100.00%

Gomer Gonetotexas 20,522,418 - - 0.00%
Gonetotexas Children - 10,357,451 6,320,851 10.35%
Gonetotexas Children and Grandchildren in California Complex Trust 12,333,221 12,333,221 7,526,606 12.32%
Gonetotexas Children and Grandchildren in Texas Grantor Trust 12,199,872 15,459,872 9,434,710 15.45%
Consumption - Direct Cost 12,772,329 12,772,329 7,794,581 12.76%
Consumption - Investment Opportunity Cost 13,053,175 13,053,175 7,965,974 13.04%
IRS & CA Income Tax - Direct Cost 3,085,931 3,085,931 1,883,254 3.08%
IRS & TX Income Tax - Direct Cost 12,289,889 12,289,889 7,500,162 12.28%
IRS & CA Income Tax - Investment Opportunity Cost 2,860,359 2,860,359 1,745,594 2.86%
IRS & TX Income Tax - Investment Opportunity Cost 11,746,826 11,746,826 7,168,746 11.74%
Opportunity Cost/(Benefit) of Third Party Note (795,639) (795,639) (485,555) -0.80%
IRS Estate Tax (at 40.0%) - 6,904,967 4,213,901 6.90%
Total $100,068,380 $100,068,380 $61,068,825 100.00%

Gomer Gonetotexas 20,201,883 - - 0.00%
Gonetotexas Children - 10,165,130 6,203,483 10.16%
Gonetotexas Children and Grandchildren in California Complex Trust 10,164,400 10,164,400 6,203,038 10.16%
Gonetotexas Children and Grandchildren in Texas Grantor Trust 15,378,941 18,638,941 11,374,804 18.63%
Consumption - Direct Cost 12,772,329 12,772,329 7,794,581 12.76%
Consumption - Investment Opportunity Cost 13,053,175 13,053,175 7,965,974 13.04%
IRS & CA Income Tax - Direct Cost 1,543,906 1,543,906 942,201 1.54%
IRS & TX Income Tax - Direct Cost 13,537,376 13,537,376 8,261,467 13.53%
IRS & CA Income Tax - Investment Opportunity Cost 1,431,450 1,431,450 873,572 1.43%
IRS & TX Income Tax - Investment Opportunity Cost 12,936,697 12,936,697 7,894,890 12.93%
Opportunity Cost/(Benefit) of Third Party Note (951,776) (951,776) (580,841) -0.95%
IRS Estate Tax (at 40.0%) - 6,776,753 4,135,655 6.77%
Total $100,068,380 $100,068,380 $61,068,825 100.00%

 Present 
Values 

(Discounted 
at 2.5%) 

 Percentage 
of Total 

20-Year Future Values

Hypothetical Technique #1 - Scenario B: 3.0% Preferred Coupon Taxed Pro-Rata; California Complex Trust Owns Preferred; Bequeaths Estate to Family (assumes $3.3mm 
inflation adjusted estate tax exemption available in 20 years)

No Further Planning: Bequeaths Estate to Family (assumes $8.69mm inflation adjusted estate tax exemption available in 20 years)

Gomer Gonetotexas
Hypothetical Integrated Income and Estate Tax Plan Comparisons (assuming Gomer Gonetotexas has a life expectancy of 20 years)
This is a hypothetical illustration of mathematical principles and is not a prediction or  projection of performance of an investment or investment strategy.
This material is based on the assumptions stated herein. In the event any of the assumptions used do not prove to be true, results are likely to vary substantially from the examples shown herein. These examples are for illustrative purposes
only and no representation is being made that any client will or is likely to achieve the results shown.

Hypothetical Technique #1 - Scenario A: 6.0% Preferred Coupon Taxed Pro-Rata; California Complex Trust Owns Preferred; Bequeaths Estate to Family (assumes $3.3mm 
inflation adjusted estate tax exemption available in 20 years)

Download large-format schedules here: https://oregonstatebar.s3-us-west-2.amazonaws.com/
Seminars/2020/OTI20_Chapter_1_Schedules.pdf

https://oregonstatebar.s3-us-west-2.amazonaws.com/Seminars/2020/OTI20_Chapter_1_Schedules.pdf
https://oregonstatebar.s3-us-west-2.amazonaws.com/Seminars/2020/OTI20_Chapter_1_Schedules.pdf
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Gomer
Gonetotexas

California
Complex

Trust
Assets* (assumed value and basis)
FMV: Financial Assets $20,000,000 $4,000,000 
Basis: Financial Assets $20,000,000 $4,000,000

* Information provided by client.  There is no proposed planning for Mr. Gonetotexas' other assets.

Gomer Gonetotexas
Asset Page
This is a hypothetical illustration of mathematical principles and is not a prediction or  projection of performance of an investment or investment strategy.

This material is based on the assumptions stated herein. In the event any of the assumptions used do not prove to be true, results are likely to vary substantially from the examples shown 
herein. These examples are for illustrative purposes only and no representation is being made that any client will or is likely to achieve the results shown.

Download large-format schedules here: https://oregonstatebar.s3-us-west-2.amazonaws.com/
Seminars/2020/OTI20_Chapter_1_Schedules.pdf

https://oregonstatebar.s3-us-west-2.amazonaws.com/Seminars/2020/OTI20_Chapter_1_Schedules.pdf
https://oregonstatebar.s3-us-west-2.amazonaws.com/Seminars/2020/OTI20_Chapter_1_Schedules.pdf
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Assumptions: Assumptions - Income Taxes: California Texas
Total Estimated Rate of Return - Financial Assets 7.40% Long-Term Capital Gains and Health Care Tax Rate 33.03% 25.00%

Rate of Return Taxed at Ordinary Rates 3.00% Ordinary Income and Health Care Tax Rate 52.63% 44.60%
Rate of Return Taxed at Capital Gains Rates 4.40%
Turnover Rate (% of Capital Gains Recognized/Year) 30.00%

Annual Consumption (increasing 2.5% per year) $500,000

Gomer Gonetotexas (Texas Residents)
Beginning 

of Year 
Financial 

Assets Income Growth Consumption
 Income 

Taxes 

 End of Year 
Financial 

Assets 

Year 1 20,000,000 600,000 880,000 (500,000) (333,600) 20,646,400
Year 2 20,646,400 619,392 908,442 (512,500) (390,582) 21,271,152
Year 3 21,271,152 638,135 935,931 (525,313) (434,836) 21,885,068
Year 4 21,885,068 656,552 962,943 (538,445) (470,203) 22,495,916
Year 5 22,495,916 674,877 989,820 (551,906) (499,398) 23,109,309
Year 6 23,109,309 693,279 1,016,810 (565,704) (524,345) 23,729,348
Year 7 23,729,348 711,880 1,044,091 (579,847) (546,405) 24,359,068
Year 8 24,359,068 730,772 1,071,799 (594,343) (566,544) 25,000,752
Year 9 25,000,752 750,023 1,100,033 (609,201) (585,446) 25,656,160
Year 10 25,656,160 769,685 1,128,871 (624,431) (603,600) 26,326,684
Year 11 26,326,684 789,801 1,158,374 (640,042) (621,354) 27,013,463
Year 12 27,013,463 810,404 1,188,592 (656,043) (638,956) 27,717,460
Year 13 27,717,460 831,524 1,219,568 (672,444) (656,589) 28,439,519
Year 14 28,439,519 853,186 1,251,339 (689,256) (674,381) 29,180,406
Year 15 29,180,406 875,412 1,283,938 (706,487) (692,432) 29,940,838
Year 16 29,940,838 898,225 1,317,397 (724,149) (710,812) 30,721,499
Year 17 30,721,499 921,645 1,351,746 (742,253) (729,577) 31,523,060
Year 18 31,523,060 945,692 1,387,015 (760,809) (748,771) 32,346,187
Year 19 32,346,187 970,386 1,423,232 (779,829) (768,429) 33,191,546
Year 20 33,191,546 995,746 1,460,428 (799,325) (444,103) 34,404,293

Gomer Gonetotexas
No Further Planning: Bequeaths Estate to Family (assumes $8.69mm inflation adjusted estate tax exemption available in 20 years)
This is a hypothetical illustration of mathematical principles and is not a prediction or projection of performance of an investment or investment strategy.
This material is based on the assumptions stated herein. In the event any of the assumptions used do not prove to be true, results are likely to vary substantially from the examples shown herein. These examples are for illustrative purposes only and no representation is
being made that any client will or is likely to achieve the results shown.

Download large-format schedules here: https://oregonstatebar.s3-us-west-2.amazonaws.com/
Seminars/2020/OTI20_Chapter_1_Schedules.pdf

https://oregonstatebar.s3-us-west-2.amazonaws.com/Seminars/2020/OTI20_Chapter_1_Schedules.pdf
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Assumptions: Assumptions - Income Taxes: California Texas
Total Estimated Rate of Return - Financial Assets 7.40% Long-Term Capital Gains and Health Care Tax Rate 33.03% 25.00%

Rate of Return Taxed at Ordinary Rates 3.00% Ordinary Income and Health Care Tax Rate 52.63% 44.60%
Rate of Return Taxed at Capital Gains Rates 4.40%
Turnover Rate (% of Capital Gains Recognized/Year) 30.00%

Annual Consumption (increasing 2.5% per year) $500,000

Gomer Gonetotexas
No Further Planning: Bequeaths Estate to Family (assumes $8.69mm inflation adjusted estate tax exemption available in 20 years)
This is a hypothetical illustration of mathematical principles and is not a prediction or projection of performance of an investment or investment strategy.
This material is based on the assumptions stated herein. In the event any of the assumptions used do not prove to be true, results are likely to vary substantially from the examples shown herein. These examples are for illustrative purposes only and no representation is
being made that any client will or is likely to achieve the results shown.

California Complex Trust
Beginning 

of Year 
Financial 

Assets Income Growth
Beneficiary

Distributions
 Income 

Taxes 

 End of Year 
Financial 

Assets 

Year 1 4,000,000 120,000 176,000 - (80,601) 4,215,399
Year 2 4,215,399 126,462 185,478 - (97,151) 4,430,187
Year 3 4,430,187 132,906 194,928 - (110,683) 4,647,339
Year 4 4,647,339 139,420 204,483 - (122,157) 4,869,085
Year 5 4,869,085 146,073 214,240 - (132,256) 5,097,141
Year 6 5,097,141 152,914 224,274 - (141,471) 5,332,858
Year 7 5,332,858 159,986 234,646 - (150,150) 5,577,340
Year 8 5,577,340 167,320 245,403 - (158,546) 5,831,517
Year 9 5,831,517 174,946 256,587 - (166,843) 6,096,206
Year 10 6,096,206 182,886 268,233 - (175,175) 6,372,150
Year 11 6,372,150 191,164 280,375 - (183,643) 6,660,046
Year 12 6,660,046 199,801 293,042 - (192,321) 6,960,569
Year 13 6,960,569 208,817 306,265 - (201,269) 7,274,382
Year 14 7,274,382 218,231 320,073 - (210,535) 7,602,151
Year 15 7,602,151 228,065 334,495 - (220,157) 7,944,554
Year 16 7,944,554 238,337 349,560 - (230,169) 8,302,282
Year 17 8,302,282 249,068 365,300 - (240,601) 8,676,050
Year 18 8,676,050 260,281 381,746 - (251,481) 9,066,596
Year 19 9,066,596 271,998 398,930 - (262,836) 9,474,689
Year 20 9,474,689 284,241 416,886 - (566,556) 9,609,259

Download large-format schedules here: https://oregonstatebar.s3-us-west-2.amazonaws.com/
Seminars/2020/OTI20_Chapter_1_Schedules.pdf

https://oregonstatebar.s3-us-west-2.amazonaws.com/Seminars/2020/OTI20_Chapter_1_Schedules.pdf
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Assumptions: Assumptions - Income Taxes: California Texas
Total Estimated Rate of Return - Financial Assets 7.40% Long-Term Capital Gains and Health Care Tax Rate 33.03% 25.00%

Rate of Return Taxed at Ordinary Rates 3.00% Ordinary Income and Health Care Tax Rate 52.63% 44.60%
Rate of Return Taxed at Capital Gains Rates 4.40% Assumptions - Family Limited Partnership:
Turnover Rate (% of Capital Gains Recognized/Year) 30.00% FLP Preferred Interest $4,000,000

Annual Consumption (increasing 2.5% per year) $500,000 FLP Preferred Coupon 6.0%
Gift to Texas GST Tax Exempt Grantor Trust $5,430,000 FLP Valuation Discount 35.0%

Assumptions - Other:
3rd Party Note Interest Rate 3.00%

Gomer Gonetotexas (Texas Resident)
Beginning 

of Year 
Financial 

Assets Income Growth
FLP

Terminates

3rd Party
Note

Payments Consumption
 Income 

Taxes 

 End of Year 
Financial 

Assets 

Year 1 14,570,000 437,100 641,080 - - (500,000) (307,653) 14,840,527
Year 2 14,840,527 445,216 652,983 - - (512,500) (380,777) 15,045,449
Year 3 15,045,449 451,363 662,000 - - (525,313) (435,637) 15,197,863
Year 4 15,197,863 455,936 668,706 - - (538,445) (478,476) 15,305,583
Year 5 15,305,583 459,167 673,446 - - (551,906) (513,184) 15,373,105
Year 6 15,373,105 461,193 676,417 - - (565,704) (542,367) 15,402,644
Year 7 15,402,644 462,079 677,716 - - (579,847) (567,820) 15,394,773
Year 8 15,394,773 461,843 677,370 - - (594,343) (590,795) 15,348,848
Year 9 15,348,848 460,465 675,349 - - (609,201) (612,174) 15,263,288
Year 10 15,263,288 457,899 671,585 - - (624,431) (632,580) 15,135,759
Year 11 15,135,759 454,073 665,973 - - (640,042) (652,456) 14,963,307
Year 12 14,963,307 448,899 658,386 - - (656,043) (672,120) 14,742,428
Year 13 14,742,428 442,273 648,667 - - (672,444) (691,800) 14,469,123
Year 14 14,469,123 434,074 636,641 - - (689,256) (711,663) 14,138,920
Year 15 14,138,920 424,168 622,112 - - (706,487) (731,830) 13,746,883
Year 16 13,746,883 412,406 604,863 - - (724,149) (752,396) 13,287,607
Year 17 13,287,607 398,628 584,655 - - (742,253) (773,431) 12,755,206
Year 18 12,755,206 382,656 561,229 - (421,332) (760,809) (607,078) 11,909,872
Year 19 11,909,872 357,296 524,034 - (421,332) (779,829) (859,577) 10,730,464
Year 20 10,730,464 321,914 472,140 25,039,023 (14,465,726) (799,325) (776,073) 20,522,418

Gomer Gonetotexas
Hypothetical Technique #1 - Scenario A: 6.0% Preferred Coupon Taxed Pro-Rata; California Complex Trust Owns Preferred; Bequeaths Estate to Family (assumes $3.3mm
inflation adjusted estate tax exemption available in 20 years)
This is a hypothetical illustration of mathematical principles and is not a prediction or projection of performance of an investment or investment strategy.
This material is based on the assumptions stated herein. In the event any of the assumptions used do not prove to be true, results are likely to vary substantially from the examples shown herein. These examples are for illustrative purposes only and no representation is
being made that any client will or is likely to achieve the results shown.

Download large-format schedules here: https://oregonstatebar.s3-us-west-2.amazonaws.com/
Seminars/2020/OTI20_Chapter_1_Schedules.pdf

https://oregonstatebar.s3-us-west-2.amazonaws.com/Seminars/2020/OTI20_Chapter_1_Schedules.pdf
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Assumptions: Assumptions - Income Taxes: California Texas
Total Estimated Rate of Return - Financial Assets 7.40% Long-Term Capital Gains and Health Care Tax Rate 33.03% 25.00%

Rate of Return Taxed at Ordinary Rates 3.00% Ordinary Income and Health Care Tax Rate 52.63% 44.60%
Rate of Return Taxed at Capital Gains Rates 4.40% Assumptions - Family Limited Partnership:
Turnover Rate (% of Capital Gains Recognized/Year) 30.00% FLP Preferred Interest $4,000,000

Annual Consumption (increasing 2.5% per year) $500,000 FLP Preferred Coupon 6.0%
Gift to Texas GST Tax Exempt Grantor Trust $5,430,000 FLP Valuation Discount 35.0%

Assumptions - Other:
3rd Party Note Interest Rate 3.00%

Gomer Gonetotexas
Hypothetical Technique #1 - Scenario A: 6.0% Preferred Coupon Taxed Pro-Rata; California Complex Trust Owns Preferred; Bequeaths Estate to Family (assumes $3.3mm
inflation adjusted estate tax exemption available in 20 years)
This is a hypothetical illustration of mathematical principles and is not a prediction or projection of performance of an investment or investment strategy.
This material is based on the assumptions stated herein. In the event any of the assumptions used do not prove to be true, results are likely to vary substantially from the examples shown herein. These examples are for illustrative purposes only and no representation is
being made that any client will or is likely to achieve the results shown.

Family Limited Partnership
Beginning 

of Year 
Financial 

Assets Income Growth
Preferred

Distributions
 Growth

Distributions 
 FLP

Terminates 

 End of Year 
Financial 

Assets 

Year 1 9,430,000 282,900 414,920 (240,000) -   - 9,887,820
Year 2 9,887,820 296,635 435,064 (240,000) -   - 10,379,519
Year 3 10,379,519 311,386 456,699 (240,000) -   - 10,907,603
Year 4 10,907,603 327,228 479,935 (240,000) -   - 11,474,766
Year 5 11,474,766 344,243 504,890 (240,000) -   - 12,083,898
Year 6 12,083,898 362,517 531,692 (240,000) -   - 12,738,107
Year 7 12,738,107 382,143 560,477 (240,000) -   - 13,440,727
Year 8 13,440,727 403,222 591,392 (240,000) -   - 14,195,341
Year 9 14,195,341 425,860 624,595 (240,000) -   - 15,005,796
Year 10 15,005,796 450,174 660,255 (240,000) -   - 15,876,225
Year 11 15,876,225 476,287 698,554 (240,000) -   - 16,811,065
Year 12 16,811,065 504,332 739,687 (240,000) -   - 17,815,084
Year 13 17,815,084 534,453 783,864 (240,000) -   - 18,893,400
Year 14 18,893,400 566,802 831,310 (240,000) -   - 20,051,512
Year 15 20,051,512 601,545 882,267 (240,000) -   - 21,295,324
Year 16 21,295,324 638,860 936,994 (240,000) -   - 22,631,178
Year 17 22,631,178 678,935 995,772 (240,000) -   - 24,065,885
Year 18 24,065,885 721,977 1,058,899 (240,000) -   - 25,606,760
Year 19 25,606,760 768,203 1,126,697 (240,000) -   - 27,261,661
Year 20 27,261,661 817,850 1,199,513 (240,000) - (29,039,023) - 

Download large-format schedules here: https://oregonstatebar.s3-us-west-2.amazonaws.com/
Seminars/2020/OTI20_Chapter_1_Schedules.pdf

https://oregonstatebar.s3-us-west-2.amazonaws.com/Seminars/2020/OTI20_Chapter_1_Schedules.pdf
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Assumptions: Assumptions - Income Taxes: California Texas
Total Estimated Rate of Return - Financial Assets 7.40% Long-Term Capital Gains and Health Care Tax Rate 33.03% 25.00%

Rate of Return Taxed at Ordinary Rates 3.00% Ordinary Income and Health Care Tax Rate 52.63% 44.60%
Rate of Return Taxed at Capital Gains Rates 4.40% Assumptions - Family Limited Partnership:
Turnover Rate (% of Capital Gains Recognized/Year) 30.00% FLP Preferred Interest $4,000,000

Annual Consumption (increasing 2.5% per year) $500,000 FLP Preferred Coupon 6.0%
Gift to Texas GST Tax Exempt Grantor Trust $5,430,000 FLP Valuation Discount 35.0%

Assumptions - Other:
3rd Party Note Interest Rate 3.00%

Gomer Gonetotexas
Hypothetical Technique #1 - Scenario A: 6.0% Preferred Coupon Taxed Pro-Rata; California Complex Trust Owns Preferred; Bequeaths Estate to Family (assumes $3.3mm
inflation adjusted estate tax exemption available in 20 years)
This is a hypothetical illustration of mathematical principles and is not a prediction or projection of performance of an investment or investment strategy.
This material is based on the assumptions stated herein. In the event any of the assumptions used do not prove to be true, results are likely to vary substantially from the examples shown herein. These examples are for illustrative purposes only and no representation is
being made that any client will or is likely to achieve the results shown.

California Complex Trust
Beginning 

of Year 
Financial 

Assets Income Growth

FLP
Preferred

Distributions
FLP

Terminates
Beneficiary

Distributions
 Income 

Taxes 

 End of Year 
Financial 

Assets 

Year 1 - - - 240,000 - - (111,946) 128,054
Year 2 128,054 3,842 5,634 240,000 - - (108,992) 268,538
Year 3 268,538 8,056 11,816 240,000 - - (109,464) 418,946
Year 4 418,946 12,568 18,434 240,000 - - (111,661) 578,287
Year 5 578,287 17,349 25,445 240,000 - - (114,910) 746,170
Year 6 746,170 22,385 32,831 240,000 - - (118,884) 922,502
Year 7 922,502 27,675 40,590 240,000 - - (123,407) 1,107,360
Year 8 1,107,360 33,221 48,724 240,000 - - (128,375) 1,300,930
Year 9 1,300,930 39,028 57,241 240,000 - - (133,727) 1,503,471
Year 10 1,503,471 45,104 66,153 240,000 - - (139,429) 1,715,300
Year 11 1,715,300 51,459 75,473 240,000 - - (145,459) 1,936,773
Year 12 1,936,773 58,103 85,218 240,000 - - (151,810) 2,168,284
Year 13 2,168,284 65,049 95,404 240,000 - - (158,480) 2,410,256
Year 14 2,410,256 72,308 106,051 240,000 - - (165,472) 2,663,143
Year 15 2,663,143 79,894 117,178 240,000 - - (172,794) 2,927,422
Year 16 2,927,422 87,823 128,807 240,000 - - (180,454) 3,203,597
Year 17 3,203,597 96,108 140,958 240,000 - - (188,465) 3,492,199
Year 18 3,492,199 104,766 153,657 240,000 - - (196,839) 3,793,783
Year 19 3,793,783 113,813 166,926 240,000 - - (205,593) 4,108,930
Year 20 4,108,930 123,268 180,793 240,000 4,000,000 - (319,770) 8,333,221

Download large-format schedules here: https://oregonstatebar.s3-us-west-2.amazonaws.com/
Seminars/2020/OTI20_Chapter_1_Schedules.pdf

https://oregonstatebar.s3-us-west-2.amazonaws.com/Seminars/2020/OTI20_Chapter_1_Schedules.pdf
https://oregonstatebar.s3-us-west-2.amazonaws.com/Seminars/2020/OTI20_Chapter_1_Schedules.pdf


Chapter 1—Some of the Best Creative Tax Planning Techniques for Trusts©

 1–20720th Annual Oregon Tax Institute

8

Assumptions: Assumptions - Income Taxes: California Texas
Total Estimated Rate of Return - Financial Assets 7.40% Long-Term Capital Gains and Health Care Tax Rate 33.03% 25.00%

Rate of Return Taxed at Ordinary Rates 3.00% Ordinary Income and Health Care Tax Rate 52.63% 44.60%
Rate of Return Taxed at Capital Gains Rates 4.40% Assumptions - Family Limited Partnership:
Turnover Rate (% of Capital Gains Recognized/Year) 30.00% FLP Preferred Interest $4,000,000

Annual Consumption (increasing 2.5% per year) $500,000 FLP Preferred Coupon 6.0%
Gift to Texas GST Tax Exempt Grantor Trust $5,430,000 FLP Valuation Discount 35.0%

Assumptions - Other:
3rd Party Note Interest Rate 3.00%

Gomer Gonetotexas
Hypothetical Technique #1 - Scenario A: 6.0% Preferred Coupon Taxed Pro-Rata; California Complex Trust Owns Preferred; Bequeaths Estate to Family (assumes $3.3mm
inflation adjusted estate tax exemption available in 20 years)
This is a hypothetical illustration of mathematical principles and is not a prediction or projection of performance of an investment or investment strategy.
This material is based on the assumptions stated herein. In the event any of the assumptions used do not prove to be true, results are likely to vary substantially from the examples shown herein. These examples are for illustrative purposes only and no representation is
being made that any client will or is likely to achieve the results shown.

Texas GST Tax Exempt Grantor Trust
Beginning 

of Year 
Financial 

Assets Income Growth

FLP
Growth

Distributions

Asset
Purchase
Proceeds

Beneficiary
Distributions

 Income 
Taxes 

 End of Year 
Financial 

Assets 

Year 1 - - - - - - - - 
Year 2 - - - - - - - - 
Year 3 - - - - - - - - 
Year 4 - - - - - - - - 
Year 5 - - - - - - - - 
Year 6 - - - - - - - - 
Year 7 - - - - - - - - 
Year 8 - - - - - - - - 
Year 9 - - - - - - - - 
Year 10 - - - - - - - - 
Year 11 - - - - - - - - 
Year 12 - - - - - - - - 
Year 13 - - - - - - - - 
Year 14 - - - - - - - - 
Year 15 - - - - - - - - 
Year 16 - - - - - - - - 
Year 17 - - - - - - - - 
Year 18 - - - - 14,044,394 - - 14,044,394
Year 19 14,044,394 421,332 617,953 - - - - 15,083,679
Year 20 15,083,679 452,510 663,682 - - - - 16,199,872

Download large-format schedules here: https://oregonstatebar.s3-us-west-2.amazonaws.com/
Seminars/2020/OTI20_Chapter_1_Schedules.pdf
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Assumptions: Assumptions - Income Taxes: California Texas
Total Estimated Rate of Return - Financial Assets 7.40% Long-Term Capital Gains and Health Care Tax Rate 33.03% 25.00%

Rate of Return Taxed at Ordinary Rates 3.00% Ordinary Income and Health Care Tax Rate 52.63% 44.60%
Rate of Return Taxed at Capital Gains Rates 4.40% Assumptions - Family Limited Partnership:
Turnover Rate (% of Capital Gains Recognized/Year) 30.00% FLP Preferred Interest $4,000,000

Annual Consumption (increasing 2.5% per year) $500,000 FLP Preferred Coupon 6.0%
Gift to Texas GST Tax Exempt Grantor Trust $5,430,000 FLP Valuation Discount 35.0%

Assumptions - Other:
3rd Party Note Interest Rate 3.00%

Gomer Gonetotexas
Hypothetical Technique #1 - Scenario A: 6.0% Preferred Coupon Taxed Pro-Rata; California Complex Trust Owns Preferred; Bequeaths Estate to Family (assumes $3.3mm
inflation adjusted estate tax exemption available in 20 years)
This is a hypothetical illustration of mathematical principles and is not a prediction or projection of performance of an investment or investment strategy.
This material is based on the assumptions stated herein. In the event any of the assumptions used do not prove to be true, results are likely to vary substantially from the examples shown herein. These examples are for illustrative purposes only and no representation is
being made that any client will or is likely to achieve the results shown.

Note Between Gomer Gonetotexas and 3rd Party Lender

Beginning 
of Year 

Principal Interest
 Note

Payments 
 End of Year 

Principal 

Year 1 - - - - 
Year 2 - - - - 
Year 3 - - - - 
Year 4 - - - - 
Year 5 - - - - 
Year 6 - - - - 
Year 7 - - - - 
Year 8 - - - - 
Year 9 - - - - 
Year 10 - - - - 
Year 11 - - - - 
Year 12 - - - - 
Year 13 - - - - 
Year 14 - - - - 
Year 15 - - - - 
Year 16 - - - - 
Year 17 - - - - 
Year 18 14,044,394 421,332 (421,332) 14,044,394
Year 19 14,044,394 421,332 (421,332) 14,044,394
Year 20 14,044,394 421,332 (14,465,726) - 

Download large-format schedules here: https://oregonstatebar.s3-us-west-2.amazonaws.com/
Seminars/2020/OTI20_Chapter_1_Schedules.pdf
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Assumptions: Assumptions - Income Taxes: California Texas
Total Estimated Rate of Return - Financial Assets 7.40% Long-Term Capital Gains and Health Care Tax Rate 33.03% 25.00%

Rate of Return Taxed at Ordinary Rates 3.00% Ordinary Income and Health Care Tax Rate 52.63% 44.60%
Rate of Return Taxed at Capital Gains Rates 4.40% Assumptions - Family Limited Partnership:
Turnover Rate (% of Capital Gains Recognized/Year) 30.00% FLP Preferred Interest $4,000,000

Annual Consumption (increasing 2.5% per year) $500,000 FLP Preferred Coupon 3.00%
Gift to Texas GST Tax Exempt Grantor Trust $5,430,000 FLP Valuation Discount 35.00%

Assumptions - Other:
3rd Party Note Interest Rate 3.00%

Gomer Gonetotexas (Texas Resident)
Beginning 

of Year 
Financial 

Assets Income Growth
FLP

Terminates
Note

Paymemts Consumption
 Income 

Taxes 

 End of Year 
Financial 

Assets 

Year 1 14,570,000 437,100 641,080 - - (500,000) (353,987) 14,794,193
Year 2 14,794,193 443,826 650,945 - - (512,500) (425,544) 14,950,920
Year 3 14,950,920 448,528 657,840 - - (525,313) (480,522) 15,051,453
Year 4 15,051,453 451,544 662,264 - - (538,445) (524,325) 15,102,490
Year 5 15,102,490 453,075 664,510 - - (551,906) (560,513) 15,107,656
Year 6 15,107,656 453,230 664,737 - - (565,704) (591,532) 15,068,386
Year 7 15,068,386 452,052 663,009 - - (579,847) (619,094) 14,984,505
Year 8 14,984,505 449,535 659,318 - - (594,343) (644,402) 14,854,614
Year 9 14,854,614 445,638 653,603 - - (609,201) (668,309) 14,676,345
Year 10 14,676,345 440,290 645,759 - - (624,431) (691,424) 14,446,539
Year 11 14,446,539 433,396 635,648 - - (640,042) (714,181) 14,161,360
Year 12 14,161,360 424,841 623,100 - - (656,043) (736,894) 13,816,363
Year 13 13,816,363 414,491 607,920 - - (672,444) (759,794) 13,406,536
Year 14 13,406,536 402,196 589,888 - - (689,256) (783,050) 12,926,314
Year 15 12,926,314 387,789 568,758 - - (706,487) (806,789) 12,369,585
Year 16 12,369,585 371,088 544,262 - - (724,149) (831,112) 11,729,674
Year 17 11,729,674 351,890 516,106 - - (742,253) (856,097) 10,999,320
Year 18 10,999,320 329,980 483,970 - (504,014) (760,809) (657,018) 9,891,429
Year 19 9,891,429 296,743 435,223 - (504,014) (779,829) (959,087) 8,380,464
Year 20 8,380,464 251,414 368,740 30,178,779 (17,304,486) (799,325) (873,703) 20,201,883

Gomer Gonetotexas
Hypothetical Technique #1 - Scenario B: 3.0% Preferred Coupon Taxed Pro-Rata; California Complex Trust Owns Preferred; Bequeaths Estate to Family (assumes $3.3mm
inflation adjusted estate tax exemption available in 20 years)
This is a hypothetical illustration of mathematical principles and is not a prediction or projection of performance of an investment or investment strategy.
This material is based on the assumptions stated herein. In the event any of the assumptions used do not prove to be true, results are likely to vary substantially from the examples shown herein. These examples are for illustrative purposes only and no representation is
being made that any client will or is likely to achieve the results shown.

Download large-format schedules here: https://oregonstatebar.s3-us-west-2.amazonaws.com/
Seminars/2020/OTI20_Chapter_1_Schedules.pdf
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Assumptions: Assumptions - Income Taxes: California Texas
Total Estimated Rate of Return - Financial Assets 7.40% Long-Term Capital Gains and Health Care Tax Rate 33.03% 25.00%

Rate of Return Taxed at Ordinary Rates 3.00% Ordinary Income and Health Care Tax Rate 52.63% 44.60%
Rate of Return Taxed at Capital Gains Rates 4.40% Assumptions - Family Limited Partnership:
Turnover Rate (% of Capital Gains Recognized/Year) 30.00% FLP Preferred Interest $4,000,000

Annual Consumption (increasing 2.5% per year) $500,000 FLP Preferred Coupon 3.00%
Gift to Texas GST Tax Exempt Grantor Trust $5,430,000 FLP Valuation Discount 35.00%

Assumptions - Other:
3rd Party Note Interest Rate 3.00%

Gomer Gonetotexas
Hypothetical Technique #1 - Scenario B: 3.0% Preferred Coupon Taxed Pro-Rata; California Complex Trust Owns Preferred; Bequeaths Estate to Family (assumes $3.3mm
inflation adjusted estate tax exemption available in 20 years)
This is a hypothetical illustration of mathematical principles and is not a prediction or projection of performance of an investment or investment strategy.
This material is based on the assumptions stated herein. In the event any of the assumptions used do not prove to be true, results are likely to vary substantially from the examples shown herein. These examples are for illustrative purposes only and no representation is
being made that any client will or is likely to achieve the results shown.

Family Limited Partnership
Beginning 

of Year 
Financial 

Assets Income Growth
Preferred

Distributions
 Growth

Distributions 
 FLP

Terminates 

 End of Year 
Financial 

Assets 

Year 1 9,430,000 282,900 414,920 (120,000) - - 10,007,820
Year 2 10,007,820 300,235 440,344 (120,000) - - 10,628,399
Year 3 10,628,399 318,852 467,650 (120,000) - - 11,294,900
Year 4 11,294,900 338,847 496,976 (120,000) - - 12,010,723
Year 5 12,010,723 360,322 528,472 (120,000) - - 12,779,516
Year 6 12,779,516 383,385 562,299 (120,000) - - 13,605,200
Year 7 13,605,200 408,156 598,629 (120,000) - - 14,491,985
Year 8 14,491,985 434,760 637,647 (120,000) - - 15,444,392
Year 9 15,444,392 463,332 679,553 (120,000) - - 16,467,277
Year 10 16,467,277 494,018 724,560 (120,000) - - 17,565,856
Year 11 17,565,856 526,976 772,898 (120,000) - - 18,745,729
Year 12 18,745,729 562,372 824,812 (120,000) - - 20,012,913
Year 13 20,012,913 600,387 880,568 (120,000) - - 21,373,869
Year 14 21,373,869 641,216 940,450 (120,000) - - 22,835,535
Year 15 22,835,535 685,066 1,004,764 (120,000) - - 24,405,364
Year 16 24,405,364 732,161 1,073,836 (120,000) - - 26,091,361
Year 17 26,091,361 782,741 1,148,020 (120,000) - - 27,902,122
Year 18 27,902,122 837,064 1,227,693 (120,000) - - 29,846,879
Year 19 29,846,879 895,406 1,313,263 (120,000) - - 31,935,548
Year 20 31,935,548 958,066 1,405,164 (120,000) - (34,178,779) - 

Download large-format schedules here: https://oregonstatebar.s3-us-west-2.amazonaws.com/
Seminars/2020/OTI20_Chapter_1_Schedules.pdf

https://oregonstatebar.s3-us-west-2.amazonaws.com/Seminars/2020/OTI20_Chapter_1_Schedules.pdf
https://oregonstatebar.s3-us-west-2.amazonaws.com/Seminars/2020/OTI20_Chapter_1_Schedules.pdf
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Assumptions: Assumptions - Income Taxes: California Texas
Total Estimated Rate of Return - Financial Assets 7.40% Long-Term Capital Gains and Health Care Tax Rate 33.03% 25.00%

Rate of Return Taxed at Ordinary Rates 3.00% Ordinary Income and Health Care Tax Rate 52.63% 44.60%
Rate of Return Taxed at Capital Gains Rates 4.40% Assumptions - Family Limited Partnership:
Turnover Rate (% of Capital Gains Recognized/Year) 30.00% FLP Preferred Interest $4,000,000

Annual Consumption (increasing 2.5% per year) $500,000 FLP Preferred Coupon 3.00%
Gift to Texas GST Tax Exempt Grantor Trust $5,430,000 FLP Valuation Discount 35.00%

Assumptions - Other:
3rd Party Note Interest Rate 3.00%

Gomer Gonetotexas
Hypothetical Technique #1 - Scenario B: 3.0% Preferred Coupon Taxed Pro-Rata; California Complex Trust Owns Preferred; Bequeaths Estate to Family (assumes $3.3mm
inflation adjusted estate tax exemption available in 20 years)
This is a hypothetical illustration of mathematical principles and is not a prediction or projection of performance of an investment or investment strategy.
This material is based on the assumptions stated herein. In the event any of the assumptions used do not prove to be true, results are likely to vary substantially from the examples shown herein. These examples are for illustrative purposes only and no representation is
being made that any client will or is likely to achieve the results shown.

California Complex Trust
Beginning 

of Year 
Financial 

Assets Income Growth

FLP
Preferred

Distributions
FLP

Terminates
Beneficiary

Distributions
 Income 

Taxes 

 End of Year 
Financial 

Assets 

Year 1 - - - 120,000 - - (55,973) 64,027
Year 2 64,027 1,921 2,817 120,000 - - (54,524) 134,241
Year 3 134,241 4,027 5,907 120,000 - - (54,782) 209,393
Year 4 209,393 6,282 9,213 120,000 - - (55,896) 288,992
Year 5 288,992 8,670 12,716 120,000 - - (57,532) 372,845
Year 6 372,845 11,185 16,405 120,000 - - (59,525) 460,911
Year 7 460,911 13,827 20,280 120,000 - - (61,789) 553,229
Year 8 553,229 16,597 24,342 120,000 - - (64,273) 649,896
Year 9 649,896 19,497 28,595 120,000 - - (66,946) 751,042
Year 10 751,042 22,531 33,046 120,000 - - (69,793) 856,827
Year 11 856,827 25,705 37,700 120,000 - - (72,802) 967,429
Year 12 967,429 29,023 42,567 120,000 - - (75,972) 1,083,048
Year 13 1,083,048 32,491 47,654 120,000 - - (79,299) 1,203,894
Year 14 1,203,894 36,117 52,971 120,000 - - (82,788) 1,330,194
Year 15 1,330,194 39,906 58,529 120,000 - - (86,441) 1,462,188
Year 16 1,462,188 43,866 64,336 120,000 - - (90,263) 1,600,127
Year 17 1,600,127 48,004 70,406 120,000 - - (94,260) 1,744,277
Year 18 1,744,277 52,328 76,748 120,000 - - (98,439) 1,894,915
Year 19 1,894,915 56,847 83,376 120,000 - - (102,807) 2,052,331
Year 20 2,052,331 61,570 90,303 120,000 4,000,000 - (159,804) 6,164,400

Download large-format schedules here: https://oregonstatebar.s3-us-west-2.amazonaws.com/
Seminars/2020/OTI20_Chapter_1_Schedules.pdf

https://oregonstatebar.s3-us-west-2.amazonaws.com/Seminars/2020/OTI20_Chapter_1_Schedules.pdf
https://oregonstatebar.s3-us-west-2.amazonaws.com/Seminars/2020/OTI20_Chapter_1_Schedules.pdf
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Assumptions: Assumptions - Income Taxes: California Texas
Total Estimated Rate of Return - Financial Assets 7.40% Long-Term Capital Gains and Health Care Tax Rate 33.03% 25.00%

Rate of Return Taxed at Ordinary Rates 3.00% Ordinary Income and Health Care Tax Rate 52.63% 44.60%
Rate of Return Taxed at Capital Gains Rates 4.40% Assumptions - Family Limited Partnership:
Turnover Rate (% of Capital Gains Recognized/Year) 30.00% FLP Preferred Interest $4,000,000

Annual Consumption (increasing 2.5% per year) $500,000 FLP Preferred Coupon 3.00%
Gift to Texas GST Tax Exempt Grantor Trust $5,430,000 FLP Valuation Discount 35.00%

Assumptions - Other:
3rd Party Note Interest Rate 3.00%

Gomer Gonetotexas
Hypothetical Technique #1 - Scenario B: 3.0% Preferred Coupon Taxed Pro-Rata; California Complex Trust Owns Preferred; Bequeaths Estate to Family (assumes $3.3mm
inflation adjusted estate tax exemption available in 20 years)
This is a hypothetical illustration of mathematical principles and is not a prediction or projection of performance of an investment or investment strategy.
This material is based on the assumptions stated herein. In the event any of the assumptions used do not prove to be true, results are likely to vary substantially from the examples shown herein. These examples are for illustrative purposes only and no representation is
being made that any client will or is likely to achieve the results shown.

Texas GST Tax Exempt Grantor Trust
Beginning 

of Year 
Financial 

Assets Income Growth

FLP
Growth

Distributions

Asset
Purchase
Proceeds

Beneficiary
Distributions

 Income 
Taxes 

 End of Year 
Financial 

Assets 

Year 1 - - - - - - - - 
Year 2 - - - - - - - - 
Year 3 - - - - - - - - 
Year 4 - - - - - - - - 
Year 5 - - - - - - - - 
Year 6 - - - - - - - - 
Year 7 - - - - - - - - 
Year 8 - - - - - - - - 
Year 9 - - - - - - - - 
Year 10 - - - - - - - - 
Year 11 - - - - - - - - 
Year 12 - - - - - - - - 
Year 13 - - - - - - - - 
Year 14 - - - - - - - - 
Year 15 - - - - - - - - 
Year 16 - - - - - - - - 
Year 17 - - - - - - - - 
Year 18 - - - - 16,800,472 - - 16,800,472
Year 19 16,800,472 504,014 739,221 - - - - 18,043,706
Year 20 18,043,706 541,311 793,923 - - - - 19,378,941

Download large-format schedules here: https://oregonstatebar.s3-us-west-2.amazonaws.com/
Seminars/2020/OTI20_Chapter_1_Schedules.pdf

https://oregonstatebar.s3-us-west-2.amazonaws.com/Seminars/2020/OTI20_Chapter_1_Schedules.pdf
https://oregonstatebar.s3-us-west-2.amazonaws.com/Seminars/2020/OTI20_Chapter_1_Schedules.pdf
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Assumptions: Assumptions - Income Taxes: California Texas
Total Estimated Rate of Return - Financial Assets 7.40% Long-Term Capital Gains and Health Care Tax Rate 33.03% 25.00%

Rate of Return Taxed at Ordinary Rates 3.00% Ordinary Income and Health Care Tax Rate 52.63% 44.60%
Rate of Return Taxed at Capital Gains Rates 4.40% Assumptions - Family Limited Partnership:
Turnover Rate (% of Capital Gains Recognized/Year) 30.00% FLP Preferred Interest $4,000,000

Annual Consumption (increasing 2.5% per year) $500,000 FLP Preferred Coupon 3.00%
Gift to Texas GST Tax Exempt Grantor Trust $5,430,000 FLP Valuation Discount 35.00%

Assumptions - Other:
3rd Party Note Interest Rate 3.00%

Gomer Gonetotexas
Hypothetical Technique #1 - Scenario B: 3.0% Preferred Coupon Taxed Pro-Rata; California Complex Trust Owns Preferred; Bequeaths Estate to Family (assumes $3.3mm
inflation adjusted estate tax exemption available in 20 years)
This is a hypothetical illustration of mathematical principles and is not a prediction or projection of performance of an investment or investment strategy.
This material is based on the assumptions stated herein. In the event any of the assumptions used do not prove to be true, results are likely to vary substantially from the examples shown herein. These examples are for illustrative purposes only and no representation is
being made that any client will or is likely to achieve the results shown.

Note Between Gomer Gonetotexas and 3rd Party Lender

Beginning 
of Year 

Principal Interest
 Note

Payments 
 End of Year 

Principal 

Year 1 - - - - 
Year 2 - - - - 
Year 3 - - - - 
Year 4 - - - - 
Year 5 - - - - 
Year 6 - - - - 
Year 7 - - - - 
Year 8 - - - - 
Year 9 - - - - 
Year 10 - - - - 
Year 11 - - - - 
Year 12 - - - - 
Year 13 - - - - 
Year 14 - - - - 
Year 15 - - - - 
Year 16 - - - - 
Year 17 - - - - 
Year 18 16,800,472 504,014 (504,014) 16,800,472
Year 19 16,800,472 504,014 (504,014) 16,800,472
Year 20 16,800,472 504,014 (17,304,486) - 

Download large-format schedules here: https://oregonstatebar.s3-us-west-2.amazonaws.com/
Seminars/2020/OTI20_Chapter_1_Schedules.pdf

https://oregonstatebar.s3-us-west-2.amazonaws.com/Seminars/2020/OTI20_Chapter_1_Schedules.pdf
https://oregonstatebar.s3-us-west-2.amazonaws.com/Seminars/2020/OTI20_Chapter_1_Schedules.pdf
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Private Wealth Management

Some of the Best Creative Tax Planning Techniques for Trusts

Stacy Eastland
Stacy.Eastland@gs.com

Private
Wealth

ManagementImportant Information

1

Goldman Sachs does not provide legal, tax or accounting advice. Clients of Goldman
Sachs should obtain their own independent tax and legal advice based on their particular
circumstances.

The information herein is provided solely to educate on a variety of topics, including
wealth planning, tax considerations, estate, gift and philanthropic planning.
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The Primary Importance of Goals-Based Planning for the Successful Succession 
of the Family Wealth Irrespective of the Status of the Tax Law (Pages 1-4 of the 
Paper)

2

The importance of first determining a client’s goals that determine the estate plan’s essential
strategies.

Once the purpose and use of the family’s capital has been determined, trust planning
strategies should be developed to maximize the investment risk-adjusted, after-tax wealth that
may be applied to those purposes and uses.

– Planning almost always begins with the use of trusts.

– There are trust planning strategies that reduce both the income taxes on capital and its income and the
transfer taxes on capital.

– Trust planning for those two taxes does not have to be, and should not be, an “either or” exercise. The
purpose of this lecture is to discuss some of the most creative trust planning strategies that reduce both
taxes.

Private
Wealth

Management

Sometimes the Strategies Involve More Than One Type of Trust So This Lecture Begins 
With a Brief Discussion of Each Type of Trust:  Non-Grantor Trusts, Grantor Trusts, 
Spousal Grantor Trusts and Beneficiary Deemed Owned Trusts (Pages 4-6 of the Paper)

3

Non-Grantor Trusts.

– Non-grantor trusts are treated as separate taxpayers.

– Non-grantor trusts are currently taxed in 2020 at the highest rate when the taxable income exceeds
$12,950.

– However, non grantor trusts enjoy deductions from taxable income for amounts required to be distributed
to the trust beneficiaries or are properly paid or credited to them.

– A corresponding amount of income is included in the gross income of the beneficiaries.

– With respect to charitable beneficiaries of a non grantor trust, the non grantor trust can receive a
deduction for amounts of gross income paid for charitable purposes.
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Sometimes the Strategies Involve More Than One Type of Trust So This Lecture 
Begins With a Brief Discussion of Each Type of Trust:  Non-Grantor Trusts, Grantor 
Trusts, Spousal Grantor Trusts and Beneficiary Deemed Owned Trusts (Continued)

4

Grantor Trusts.

– The grantor of a trust may be treated as the deemed owner for income tax purposes of all or a portion of
the trust if certain provisions exist in the trust document.

– These provisions may not cause the trust assets to be included in the grantor’s estate for estate tax
purposes.

– The IRS has conceded that the payment of income taxes on the income of a grantor trust is not a gift to
the trust beneficiaries.

Private
Wealth

Management

Sometimes the Strategies Involve More Than One Type of Trust So This Lecture  
Begins With a Brief Discussion of Each Type of Trust:  Non-Grantor Trusts, Grantor 
Trusts, Spousal Grantor Trusts and Beneficiary Deemed Owned Trusts (Continued)

5

Spousal Grantor Trusts.

– A spousal grantor trust is a trust in which the deemed income tax owner is the spouse of the beneficiary.

– A transaction between the beneficiary of the spousal grantor trust and the spousal grantor trust is treated
as a transaction between the beneficiary and his or her spouse.

– A transfer between spouses is treated as a non-recognition event for income tax purposes.

– The beneficiary spouse could sell assets to the spousal grantor trust without any capital gains
consequences.

– Any assets the beneficiary spouse sells for adequate and full consideration will not be included in the
spousal beneficiary’s estate.
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Sometimes the Strategies Involve More Than One Type of Trust So This Lecture 
Begins With a Brief Discussion of Each Type of Trust:  Non-Grantor Trusts, Grantor 
Trusts, Spousal Grantor Trusts and Beneficiary Deemed Owned Trusts (Continued)

6

Beneficiary Defective Owned Trusts.

– Beneficiary defective owned trusts are trusts in which the deemed owner of the trust assets for income
tax purposes is the beneficiary of the trust because IRC Section 678 applies.

– There are three methods where IRC Section 678 can apply to a trust.

– In each of these methods the trust cannot have provisions that would make the trust a grantor trust.

Private
Wealth

Management

Sometimes the Strategies Involve More Than One Type of Trust So This Lecture 
Begins With a Brief Discussion of Each Type of Trust:  Non-Grantor Trusts, Grantor 
Trusts, Spousal Grantor Trusts and Beneficiary Deemed Owned Trusts (Continued)

7

IRC Section 678(a)(1) application.

– A beneficiary is the deemed income tax owner of any portion of a trust in which the beneficiary has a
power “exercisable solely by himself to vest corpus or income of that portion in himself, herself or itself.”

– For purposes of this lecture, these trusts will be referred to as “beneficiary defective owned trusts” or
“BDOTs.”
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Sometimes the Strategies Involve More Than One Type of Trust So This Lecture 
Begins With a Brief Discussion of Each Type of Trust:  Non-Grantor Trusts, Grantor 
Trusts, Spousal Grantor Trusts and Beneficiary Deemed Owned Trusts (Continued)

8

IRC Section 678(a)(2) application.

– A beneficiary is the deemed income tax owner of any portion of a trust in which that person has
“previously partially released or otherwise modified” an IRC Section 678(a)(1) vesting power and retains
control that would cause the grantor to be treated as the trust owner.

– For purposes of this lecture, these trusts will be referred to as “beneficiary defective inheritor’s trusts” or
“BDITs.”

Private
Wealth

Management

Sometimes the Strategies Involve More Than One Type of Trust So This Lecture 
Begins With a Brief Discussion of Each Type of Trust:  Non-Grantor Trusts, Grantor 
Trusts, Spousal Grantor Trusts and Beneficiary Deemed Owned Trusts (Continued)

9

IRC Section 678 application because of operation of IRC Section 1361(d)(3) with respect to a
subchapter S corporation.

– With respect to stock of a subchapter S corporation owned by a trust, if the requirements of IRC Section
1361(d)(3) are met, the income beneficiary of a trust that holds subchapter S stock will be considered the
deemed income tax owner of that subchapter S stock.

– Such a trust will be referred to as a qualified subchapter S trust or a “QSST.”



Chapter 1—Some of the Best Creative Tax Planning Techniques for Trusts©

 1–22020th Annual Oregon Tax Institute

Private
Wealth

Management
Some of the Best Creative Tax Planning Ideas for Non-Grantor Trusts
(Pages 6-47 of the Paper)

10

Using non-grantor trusts to reduce state income taxes and to reduce or avoid certain federal
income taxes.

Private
Wealth

ManagementSome of the Best Creative Tax Planning Ideas for Non-Grantor Trusts (Continued)

11

Advantages of the technique.

– Substantial state income taxes could be saved.

– The taxpayer using his or her increased gift tax exemptions could create a non-grantor trust in a state
that does not tax that trust income, which could save income taxes and transfer taxes.

– A non-grantor trust used for these purposes could be created without paying gift taxes: by the use of the
taxpayer’s exemption; by creating a trust that is incomplete for gift tax purposes; or by creating a martial
deduction trust that qualifies as a QTIP trust and is designed to be a non-grantor trust with respect to the
principal or capital gains earnings of the QTIP trust.
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ManagementSome of the Best Creative Tax Planning Ideas for Non-Grantor Trusts (Continued)

12

The IRC Section 643(f) considerations of the technique.

– IRC Section 643(f) provides that when two or more trusts that have substantially the same primary
beneficiaries or beneficiaries, and a principal purpose of such trusts is the avoidance of income tax, that
the trusts will be treated as one trust for income tax purposes.

– The final regulations backed off of the proposition that just because the trusts save income taxes it does
not necessarily mean the principal purpose of such trusts is avoidance of income taxes.

Private
Wealth

ManagementSome of the Best Creative Tax Planning Ideas for Non-Grantor Trusts (Continued)

13

Non-grantor trusts may have the ability to increase IRC Section 199A deduction thresholds.

– What is an IRC Section 199A deduction and how does it work?

• What is it?

o New deduction for domestic qualified business income (“QBI”) as part of the Tax Cuts and Jobs Act of 2017
(“TCJA”) signed into law December 22, 2017.

• How much is it worth?

o At most, the deduction could be up to 20% of QBI (i.e., the deduction could make a 37% ordinary rate 29.6%).

o A taxpayer; IRC Section 199A deduction is the lesser of (i) a taxpayers “combined qualified income amount” or (ii)
20% of the excess, if any, of the taxpayers taxable income or for the taxable year, less the taxpayer’s net capital
gain.



Chapter 1—Some of the Best Creative Tax Planning Techniques for Trusts©

 1–22220th Annual Oregon Tax Institute

Private
Wealth
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14

o Consider the following technique.

o The coupon rate on the preferred interest could be designed to increase at the same percentage rate as the 32%
bracket increases.

Private
Wealth

ManagementSome of the Best Creative Tax Planning Ideas for Non-Grantor Trusts (Continued)

15

Advantages of the technique.

– The technique lowers the family’s income taxes associated with the family business.

– There could be multiple non-grantor trusts, subject to the IRC Section 643(f) consideration.

– For many families there should not be any gift taxes associated with the gifts to the non-grantor trusts,
either because of the increased exemption, or because the non-grantor trusts are designed to be an
incomplete gift (a so-called “ING trust”).

– Because of Revenue Ruling 83-120, if a preferred interest is used, the yield can be relatively high in
comparison to the then prevailing interest rates, without causing gift tax consequences.
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ManagementSome of the Best Creative Tax Planning Ideas for Non-Grantor Trusts (Continued)

16

Considerations of the preferred interest technique with respect to increasing the IRC Section
199A benefit.

– IRC 643(f) considerations.

– The regulations under IRC Section 199A provide an anti-abuse rule that a trust, if it is formed with a
purpose of avoiding the threshold amount or of using more than one threshold amount, the trust will not
be respected as a separate entity for purposes of determining the threshold amount. Other purposes
must be found.

Private
Wealth

ManagementSome of the Best Creative Tax Planning Ideas for Non-Grantor Trusts (Continued)

17

Non-grantor trusts may have the ability to mitigate the SALT limitation. For income tax years
2018 to 2025, the aggregate amount of state and local real property taxes, personal property
taxes, and state and local income taxes may not exceed $10,000 or $5,000 in the case of a
married person filing separately.

– Please see an example of the technique below.
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18

Advantages of the technique.

– This technique has the same advantages as using non-grantor trusts to save state income taxes.

– For many taxpayers, the complexity of creating an ING trust may not be necessary.

– The object of this technique is to save federal income taxes, not state income taxes. Assuming the
taxable income of the trusts is around $10,000, the state income tax issues should be insignificant.

Private
Wealth

ManagementSome of the Best Creative Tax Planning Ideas for Non-Grantor Trusts (Continued)

19

Considerations of the technique.

– IRC Section 643(f) consideration.
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20

Non-grantor trusts could expand the sale of qualified small business stock (QSBS) from
capital gains treatment.

– An owner of shares of QSBS, as defined in IRC Section 1202(c), could give shares of his QSBS stock to
multiple non-grantor trusts in order to receive multiple $10,000,000 deductions under IRC Section
1202(b)(1)(A) from the capital gains tax for the collective sale of that stock.

– Please see an example of the technique below:

Private
Wealth

ManagementSome of the Best Creative Tax Planning Ideas for Non-Grantor Trusts (Continued)

21

Additional advantages and a consideration of the technique.

– Additional advantages of the technique.

• This technique has the same advantages as using non-grantor trusts to save state income taxes.

– Additional consideration of the technique.

• IRC Section 643(f) consideration.
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22

Non-grantor trust beneficiaries, who live in a state with a high income tax, can have the
beneficial use of the non-grantor trust assets and may avoid or reduce income taxes
associated with that use.

– Non-grantor trusts can be designed to not be subject to state income taxes of a high tax state if the
resident trust requirements of the high tax state do not apply.

• The rules determining which state (or states) will assert jurisdiction to tax a trust’s undistributed income are complex
and vary from state to state. More than one state may assert the right to tax all or part of such income.

• One or more of the residence of the trust creator, the residence of the beneficiaries, the residence of the trustees, the
location of trust assets, the source of trust income and the trust’s principal place of administration may be predicates
for taxation.

• A state’s general rule may have exceptions, and exceptions to the exceptions. For example, in general a trust created
by a New York resident or decedent is subject to New York income tax. There is an exception for a trust with no New
York trustees and no assets located in or income sourced to New York. There is an exception to the exception for a
trust that is an “ING” trust, a non-grantor trust that is an incomplete gift for federal purposes, which is treated as a
grantor trust for New York purposes.

• In North Carolina v. Kaestner Family Trust, the U.S. Supreme Court held unconstitutional a North Carolina statute
taxing undistributed trust income solely on the basis of a beneficiary’s residence in North Carolina.

– There are circumstances in which non-grantor trust beneficiaries, who live in a high tax state, can receive
tax free benefits of that trust located in a low tax state.

• The trustee might give beneficiaries the free use of trust assets such as a residence.

• The trustee could make loans to the beneficiaries on very favorable terms.
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The technique of distributing low basis property intended for sale in the near term from a low
tax state trust to the high tax state beneficiary in a manner whereby the beneficiary could sell
the distributed property without paying any state and federal taxes.

– IRC Section 643(e)(3) allows a trustee to elect to recognize gain on the distribution of property to the
beneficiary.

– The distribution of property may carry out trust income to the beneficiary, if that distribution carries out
D.N.I. The election may increase the DNI carried out to the beneficiary because the fair market value of
the distributed property, rather than its basis, will be used for purposes of determining the amount
distributed. However, if capital gains are not otherwise included in the trust’s DNI, the gain recognized
by the trust on the distribution may not itself be included in the trust’s DNI, thereby giving the beneficiary
in a high tax state increased basis without subjecting the gain to state tax at the beneficiary’s rate.
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The low tax state non-grantor trust could contribute its assets to a subchapter S corporation
and make distributions to beneficiaries who reside in certain high tax states on a tax free
basis.

– The trustee of the low tax state non-grantor trust could contribute assets to a subchapter S corporation
and make an election to be taxed as an Electing Small Business Trust (“ESBT”).

• If the trust is an ESBT and owns only the subchapter S corporation, trust income is excluded from D.N.I. and is taxed
at the highest federal rates without a distribution deduction, regardless of distributions actually made.

• Any distributions from the ESBT to beneficiaries who reside in a high tax state will be received income tax free, if the
beneficiary’s state follows the ESBT rules.

• Income taxed to the trust will be subject to state tax at the rate of the low tax state. If the ESBT owns assets outside
the subchapter S corporation, it is treated for income tax purposes as two separate trusts, and the rules stated in this
paragraph apply separately to the S portion of the trust.

– A consideration of the technique is that highest federal tax rate applies on ordinary income, but the ESBT
will have the benefit of lower capital gains rates on realized capital gains and qualified dividend income.

– Another consideration is that not all states follow the federal ESBT rules in all circumstances.
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Non-grantor trust income in a low tax state could be trapped by making distributions to
another trust located in a low tax state before it is distributed to a beneficiary who lives in a
high tax state.

– Assume a discretionary trust has the power to make distributions to not only a beneficiary but also a trust
for a beneficiary.

– Assume in year one the discretionary trust, located in a low tax state (“Trust 1”), allocates its income to a
trust, which is also located in a low tax state (“Trust 2”), for a beneficiary. Trust 2 will pay income tax on
that distributed income.

– In year two, at the beginning of the year, the assets in Trust 2 could be distributed to the beneficiary who
resides in the high tax state.

– The high tax state beneficiary will only pay income tax on the income earned by Trust 2 in year two.
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Taxing a non-grantor trust at the beneficiary’s low individual income tax rate without making
distributions, on a net basis, to the beneficiary.

– The technique is illustrated below:
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Advantages of the technique.

– If only an amount equal to the income taxes the beneficiary must pay is distributed by the S corporation
to the QSST, on a net basis, the beneficiary will not receive any cash that could be spent, bequeathed or
transferred in a manner the grantor of the complex trust did not intend.

– The beneficiary may be in a lower tax bracket than the trust. The taxes associated with the beneficiary
being the deemed owner of the QSST may equal the cash distributed by the QSST to the beneficiary,
which will limit any cash build up in the beneficiary’s estate.

– If the subchapter S corporation participates in a trade or business, and if the current beneficiary of the
QSST materially participates in that trade or business, or is in a lower marginal bracket, significant taxes
under Section 1411 may be saved with the technique.

– The trust is much more flexible than a simple income only trust and may be administered to simulate a
complex trust without the income tax and health care tax disadvantages of a complex trust.

– The transfer tax advantage of this technique is that it preserves whatever inherent transfer tax advantage
the trust has without distributing net cash assets from the trust to beneficiaries.
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Considerations of the technique.

– The federal income tax considerations with utilizing a subchapter S corporation.

• If future generations wish to terminate a subchapter S corporation, there may be immediate capital gains
consequences in comparison to the assets being held in a partnership or FLLC.

• If the assets owned by the subchapter S corporation are sold immediately after, or before, the termination, that capital
gains comparative disadvantage to a partnership organization may be mitigated.

• That inside basis disadvantage may also be mitigated by the use of drop-down partnerships and leverage strategies.

– Any income of the QSST that does not accrue from subchapter S stock earnings will be taxed under
normal subchapter J rules.

– State income tax considerations.
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Using two class partnerships to shift income of a non-grantor trust residing in a high state
income tax state to a low state income tax state.

– The technique is illustrated below:
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Seventeen years after the creation of the two class partnership, Gomer borrows cash from
third party lender and buys Trust B’s preferred interest in the trust partnership for its fair
market value.

– The technique is illustrated below:
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State income tax and transfer tax advantage.

– Significant state income taxes and the investment opportunity costs associated with those state income
taxes can be saved with this technique.

– The trustee of Trust B may wish to use some of its positive cash flow from the transaction to purchase
life insurance on the life of Gomer Gonetotexas, at least to the extent there may be estate taxes
associated with Gomer’s note.

• The insurance could serve as a hedge to Gomer’s early death.

– The trustee of the complex trust does not have to distribute assets or cash to a beneficiary, or give a
withdrawal right to a beneficiary, in order to save income taxes or health care taxes.

– If the two trusts have identical provisions the valuation rules under IRC Section 2701 may not apply.
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Considerations of the technique.

– A party may not exist that could create a grantor trust that could invest and receive a preferred
partnership interest.

– The technique is complex.

– In certain circumstances it may be more profitable for the old trust to sell the high basis assets to the new
trust for a low interest (AFR Rate) note to the new trust.

– The IRS may argue that the valuation rules of IRC Section 2701 apply despite the identical provisions
and beneficial interests of the two trusts.

– If there is not a buy-back of the preferred interest by the grantor of the new grantor trust before the death
of the grantor much of the income tax benefit will be lost because of the lack of step-up that accrues for
the assets held in the new grantor trust.
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The use of a high-yield preferred partnership or membership interest with a charitable lead
annuity trust (“CLAT”) to make distributions to a contributor’s favorite charities.

– The technique is illustrated below:
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Advantages of the technique.

– The donor will not pay income taxes or healthcare taxes on income that is allocated to the CLAT, if the
CLAT is a conventional CLAT and is not a grantor trust.

– The donor will receive an upfront deduction against income taxes for the actuarial value of the annuity
interest paid to charity if the CLAT is a grantor trust.

– Income tax valuation advantage: IRS concedes preferred partnership interests should have a high
coupon.

– IRC Section 2036 avoidance advantage, if George gives or sells the growth interests to his family.
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Considerations of the technique.

– The partial interest rule should not apply for gift tax purposes or income tax purposes (if a grantor CLAT
is used), but the IRS may make the argument.

– The partial interest rule, if it has applications at all, may be avoided if the taxpayer in the early years is
the only owner of the preferred and his family at least partially owns the growth interest. After a few
years, the taxpayer could give his preferred interest to the CLAT. Rev. Rul. 86-60, 1986-1 C.B. 302 said
the partial interest rule did not apply if there was a four year delay between a possible partial interest
creation and the gift to charity.

– Care should be taken to make sure that there is not a tax on excess business holdings under IRC
Section 4943.

– If the CLAT is a grantor trust the grantor will pay the income taxes on the earnings of the CLAT.

• However, from a transfer tax planning point of view, that is generally advantageous.
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Creation of a non-grantor trust that is not a completed gift for gift tax purposes (“ING” trust).

– There can be numerous income tax advantages associated with non-grantor trusts.

– Non-grantor trusts in which there is a completed gift have certain considerations that a non-grantor trust
that is not a completed gift for gift tax purposes does not have.

• The creation of the trust will use the grantor’s exemption and/or result in gift taxes unless a marital deduction is
available.

• In order to be a completed gift the grantor must release dominion and control and generally may not have a beneficial
interest.

– Designing a trust that is an ING trust for gift tax purposes, but is a non-grantor trust for income tax
purposes is difficult.

• Currently, a popular design of such a trust provides that the trust will be irrevocable; during the existence of the trust all
distributions of income and principal may be made by the trustee to the grantor and/or the grantor’s issue, but solely at
the direction of a distribution committee; the distribution committee consists of the grantor and several of his issue and
functions in a non-fiduciary capacity; decisions of the distribution committee may be executed either by the grantor and
a majority of the other members of the distribution committee, or unanimously by all members other than the grantor;
the grantor retains a power of appointment over the remainder of the trust; and the grantor retains the sole power to
make trust distributions from trust principal under a reasonably definite standard for the health, education and support
of his issue.
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The grantor of the ING trust must not retain controls that trigger grantor trust status.

– The power to control beneficial enjoyment under IRC Section 674, the power to revoke the trust and
reinvest trust property under IRC Section 676, and the power to distribute income for the benefit of the
grantor or the grantor’s spouse under IRC Section 677, even if held by the grantor, will not trigger grantor
trust status if the grantor’s power is only exercisable with an adverse party’s approval.

– The presence of an adverse party does not prevent the application of IRC Section 673 to make a trust a
grantor trust.

• IRC Section 673 provides for grantor trust treatment, if the settlor of a trust holds a reversionary interest in income or
principal worth more than 5% of the trust’s value at its inception. IRC Section 673(c) provides that discretionary
powers should be assumed to be exercised to maximize the value in favor of the grantor “in determining whether a
reversionary interest has a value in excess of 5%.”

• However, until recently, this statutory language has not been interpreted to suggest that a discretionary exercise in
favor of the grantor can be assumed in determining whether a reversion actually exists. While the term reversion is not
defined in the statute, it has traditionally been defined by the IRS as the interest remaining with the owner of a vested
estate upon transferring a lesser vested estate to another person. Under this definition, if a grantor has transferred his
entire interest, and not a lesser interest, then IRC Section 673 should not apply even if the grantor could receive a
distribution of trust property as a result of discretionary actions of others, whether or not those others are adverse
parties. However, in PLR 201642019, the IRS revoked part of PLR 201426014 and held that under IRC Section
673(c), the subject trust was a grantor trust, because members could resign from a distribution committee, which under
the terms of the trust would cause the trust to terminate and revert to the grantor. An IRC Section 673(c) “fix” for this
IRS position might be to draft the trust to provide if such resignations occurred, the ING trust would continue without
providing the trustee with any discretion to make distributions to the grantor.
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The ING trust also needs to be designed in a manner where certain retained powers by the
grantor exist which will make the trust incomplete for gift tax purposes, but those retained
powers must not make the trust a grantor trust.

– The grantor needs to retain a testamentary power of appointment over the remainder beneficiary
interests of the trust.

– The grantor needs to also have powers that make the grantor’s transfer to the trust incomplete for its
current beneficiary interests.

• The grantor could have a retained power under which distributions could only be made from the trust with the consent
of the grantor and the majority of a distribution committee.

• The grantor could retain the sole power to make trust distributions from trust principal for the health, education,
maintenance and support of his descendants.
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Distribution committee members of an ING trust should avoid having a general power of
appointment with the distribution powers that they have.

– The statutory exception under IRC Section 2514(c)(3)(A) and (B) could apply to avoid gift tax
consequences for distribution committee members when a distribution is made to a beneficiary other
than that committee member.
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Consideration: A state could interpret IRC Sections 671-677 differently than the IRS does, so
that one or more of IRC Sections 671-677 apply to make the trust a grantor trust for state law
purposes, or the state law could be inconsistent with federal law.

– For instance, a state may interpret IRC Section 673(c), or IRC Section 677, differently than the IRS does.

– State grantor trust statutes could operate differently in that state than the Internal Revenue Code does.

The overall cumulative federal revenue considerations of the techniques may lead Treasury to
be more aggressive in protecting federal revenues.
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Conventional uses of grantor trust status.

– Gift tax free payment of income tax.

• Mismatch between gift and estate tax completion and income tax ownership.

o The opportunity to shift wealth through the grantor’s payment of income taxes on grantor trust income arises
because of a mismatch between the grantor trust rules, on the one hand, and the rules governing gift completion
and gross estate inclusion, for gift and estate tax purposes, on the other. In particular, it is possible for a grantor to
make a completed gift to a trust that will pass outside of the grantor’s gross estate for estate tax purposes, yet still
cause the trust to be treated as owned by the grantor for income tax purposes.

• IRS position on payment of income tax. In Rev. Rul. 2004-64, the IRS conceded that the payment of income taxes on
the income of a grantor trust is not a gift for gift tax purposes.
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Tax-free swapping out of low-basis assets.

– Ensure full and adequate consideration.

– IRS safe harbor or retained power of substitution for transfers of equivalent value.

– IRS position that grantor activities with grantor trusts are also ignored.

• The ability to swap assets tax free is made possible by the well-entrenched IRS position, set forth in Rev. Rul. 85-13,
that a grantor trust is ignored for income tax purposes and does not “retain its vitality as a separate entity.”

– A grantor of a grantor trust, by the grantor swapping assets with the grantor trust, can create basis
enhancing opportunities.
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Tax-free freeze transactions: the grantor sells to an intentionally defective trust (“SIDGT”)
technique.

– The technique is illustrated below:
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Income tax and basis enhancing advantages of the SIDGT technique.

– The ability to have sales to a grantor trust be ignored for income tax purposes.

– The advantage of locating income tax inefficient asset classes inside a grantor trust that is not subject to
estate taxes.
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Transfer tax advantages of the SIDGT technique.

– Transfer tax advantage of transferring a non-managing interest.

– The near term death of the grantor of a grantor trust generally does not affect the technique like the
death of a grantor of a GRAT.

– The appreciation of the assets of the trust above the interest of the note used in any sale to a grantor
trust for the grantor’s spouse will not be taxable in the grantor/seller’s estate.
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Flexibility advantages of the SIDGT.

– Flexibility could be achieved by naming a spouse as a beneficiary of the grantor trust and giving a
grantor’s spouse a special power of appointment.

– Flexibility could also be achieved by converting the note to a note with a different interest rate, a private
annuity, purchasing assets owned by the trust and/or renouncing the powers that make the trust a
grantor trust.

– A donor, under the SIDGT technique (coupled with a transfer of an entity interest in which the donor has
investment control), may retain investment control of the family’s assets and may also retain limited
control of any distributions from the transferred entity interests to family members, if that limited control is
compliant with IRC Section 2036(a)(2).
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Considerations of the SIDGT technique.

– State income tax considerations.

– The IRS could be successful in the argument, that because of the Step Transaction Doctrine, a valuation
discount is not appropriate in valuing the transferred entity interest.

– If the assets decrease in value, the gift tax exemption equivalent may not be recoverable.

– There may be gain recognition considerations with respect to the note receivable or note payable that
may exist with the grantor trust as the death of the donor.

– There may be income realization considerations with respect to a note payable that may exist with the
grantor trust at the death of the door.

– On the death of the grantor there will be no step-up in basis in the assets owned by the grantor trust.

– The IRS may contest the valuation of any assets that are hard to value that are donated to a grantor trust
or are sold to such a trust.

• The problem and a probable solution: defined allocation transfers.
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Contribution of a leveraged LLC interest to a Grantor Trust (“LAIDGT”) technique.

– The technique is illustrated below:
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Income tax and basis enhancing advantages of the technique.

– The LAIDGT has all of the income tax and basis enhancing advantages of the SIDGT technique and
additional advantages that are unique to retaining a convertible note from a single member FLLC.

– There is greater authority that a sale to a single member FLLC in the LAIDGT technique will be treated
as a non-taxable sale to a disregarded entity for income tax purposes than there is for a sale to a grantor
trust in the SIDGT technique.
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The potential basis enhancing advantages of the donor swapping his high basis assets for the
income tax disregarded entity’s low basis assets.

– The low basis assets, if retained by the grantor, will receive a basis step-up on the grantor’s death.

– If the low basis assets are sold by the grantor before his or her death the cost of the capital gains taxes
will be borne by the grantor (just as they would have been if the assets had been sold by the grantor trust
or a disregarded single member FLLC).

– The principal and interest of the donor’s retained note may be paid with either cash or in kind. there will
not be any income tax consequences with in kind payments, if the grantor trust or single member FLLC
remains a disregarded entity.
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Considerations of the swap technique.

– The grantor may not have any high basis assets, or cash, to swap. If that is the case, consider a
recourse third party loan of cash to the grantor from a third party lender. (While it may be tempting for
the donor to simply purchase low basis assets from the disregarded entity, it is not clear what the
disregarded entity’s basis in the note is – the note’s basis may be only equal to the basis of the
purchased assets and capital gains consequences could accrue to the trust when the note is paid.)

– The grantor could then use that cash to swap for the low basis asset. The grantor trust may then be
converted to a complex non-grantor trust.

– At a later time, in an independent transaction, the grantor could borrow the high basis cash from the trust
with a long-term, recourse note that is unsecured, but pays a fair market value interest rate (which may
be high), and use that cash to pay the principal of the third party loan.
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The retained note in the LAIDGT technique could be designed to (i) have a mandatory
conversion of the amount of non-managing member interests that are equal in value to the
principal balance of the note at the death of the holder of the note, and (ii) before death, at the
election of the holder, the then outstanding principal of the note could be converted to that
amount of non managing member interests that are equal in value to that outstanding
principal or a private annuity.

– There are several advantages in making the note convertible as described above.

• When the note is converted, that act of conversion does not trigger sale treatment. See Revenue Ruling 72-265.

• IRC Section 754 elective basis increase in underlying assets.

• Supports the valuation of note.

o The conversion feature will support the argument that the principal of the note is equal to its value.

• Additional investment flexibility for holder.

o The conversion feature will give the holder of the note additional flexibility to increase his or her future equity
exposure.

• Ability to turn disregarded entity status on and off.

o The disregarded entity status of the FLLC, for income tax purposes, can be easily turned on or off by admitting or
redeeming other owners who are not grantor trusts.
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There may need to be substantive equity in the trust from prior gifts (is 10% equity enough?)
before the sale is made in the SIDGT technique in order for the note not to be treated as a
retained interest in the trust under Equitable Tax Principles. That consideration may not exist
with the LAIDGT technique.
– The note needs to be treated as a note for tax purposes. Generally, estate and gift tax law follows state

property law. Thus, there needs to be a strong likelihood that the note will be paid and the
capitalization of the trust in the SIDGT technique should not be too “thin.” If the assets of the trust in
the SIDGT technique are almost equal to the value of the note, the note may not be considered a note
under equitable tax principles, but rather a disguised interest in the trust. If the note is considered a
disguised interest in the trust, the provisions of the trust and the note may not satisfy the requirements
of IRC Section 2702 and, thus, all of the assets of the trust could be considered as having been given
to the donees without any offsetting consideration for the value of the note.

– If the note is considered a disguised retained beneficial interest in the trust, instead of a note, the IRS
may take the position that IRC Sections 2036 and/or 2038 apply on the death of the taxpayer.

– Based on a private letter ruling in 1995 and the statutory make up of IRC Section 2701, many
practitioners and commentators seem to be comfortable with leverage that does not exceed 90%.

– In the LAIDGT, since the note is accruing from the FLLC, and not the trust, the “retaining a trust
interest” consideration of the SIDGT technique may be avoided. If there is too much leverage with the
LAIDGT technique part of the note will be reconstituted as equity in the FLLC and the disappointment
will be that not as much equity will be transferred by gift to the recipient trust.

– Secondly, because the note is convertible in the LAIDGT technique, there is a stronger argument that
at all times the note will be repaid.
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There may be capital gains considerations with respect to the note receivables and/or note
payables that may exist with the grantor trust at the death of the donor under the SIDGT
technique, but not with the LAIDGT technique with a convertible note that converts at the
death of the holder.

Transfer tax advantages of the LAIDGT.

– The LAIDGT technique has all of the transfer tax advantages of the SIDGT technique.

– The LAIDGT technique can be used to transfer assets from one grantor trust to another when there may
be generation-skipping advantages or other advantages in making that transfer.
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Trust to trust transfer using the LAIDGT.

– The technique is illustrated below:

Receives $40mm
9-Year Convertible Note

(2.08% Interest)

Sells $40mm
in Financial Assets

Receives $40mm
9-Year Convertible Note

(2.08% Interest)

Goldentouch,
LLC

Granny 
Goldentouch

Contributes $5mm
in Financial Assets

Contributes $5mm
in Financial Assets

Gives $5mm in
Financial Assets

Gives $5mm in
Financial Assets

Receives 0.5% Managing &
49.5% Non-Managing

Member Interests

Receives 0.5% Managing &
49.5% Non-Managing

Member Interests

Sells $40mm
in Financial Assets

New GST 
Tax Exempt

Grantor Trust B1

New GST 
Tax Exempt

Grantor Trust B2

Existing
Grantor Trust A1

Existing
Grantor Trust A2

1 1

2 2

3 3
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Borrowing from a grantor trust.

– Reasons to borrow from a grantor trust.

• Source of liquidity.

• Financing payment of income taxes.

• Borrowing without income tax on interest.

• Turning on grantor trust status.

o Portion owned.

o Using IRC Section 675(3) to acquire appreciated assets from a non-grantor trust to use to make charitable gifts.

• “Reverse” installment sale to lock in estate tax exclusion before it expires.

• Guarantee favorable, stable returns to grantor trust.
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Gift tax risks of borrowing from a grantor trust.

– Gift tax risks to borrower.

• If the grantor borrows from an irrevocable trust, the borrowing will not be treated as a gift by the grantor for gift tax
purposes, provided that the value of the grantor’s obligation to repay is no greater than the borrowed cash. Normally,
the grantor will not be treated as making a gift so long as the face amount of the obligation is equal to the borrowed
cash. The value of a note, however, is determined in part by comparing the interest rate on the note to the prevailing
interest rates on the market. In theory, therefore, an excessively generous interest rate payable to the grantor trust
could cause the grantor to be treated as having made a taxable gift at the time of the borrowing.

– Gift tax risks to beneficiary.

• A trustee who makes a loan on favorable terms to the grantor – such as if the loan is unsecured or bears interest at low
rate – may breach the trustee’s duties to the beneficiaries, such as the duties of loyalty and prudence. Beneficiaries
who fail to assert a claim for breach of fiduciary duty, and instead consent to or acquiesce in the loan, could
conceivably be making an indirect gift to the grantor by permitting the value of their beneficial interests to be impaired
by the loan.
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Estate tax risks of borrowing from a grantor trust.

– Gross estate inclusion risk.

• In the context of a grantor borrowing from an irrevocable trust, the IRS could contend that, if the grantor-decedent
borrowed on favorable terms, such as at a below-market interest rate, the borrowing is evidence of an implied
understanding that the grantor would be given the enjoyment or right to income of the trust property.

• IRC Section 7872 rate may not be an IRC Section 2036 safe harbor.

• Additional IRC Section 2035(a) three-year tail risk.
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Non-deductibility of estate tax risk.
– General requirements of deduction under IRC Section 2053(a)(3).

• In general, a claim is deductible under IRC Section 2053(a)(3) if it represents a personal obligation of the decedent, it
existed at the time of the decedent's death, and it is enforceable against the decedent's estate and not unenforceable
when paid. In addition, unless an exception applies, the claim must either be actually paid by the estate or must meet
certain requirements to ensure that the amount of the debt is ascertainable.

– Full and adequate consideration requirement.

• If the grantor borrowed on terms excessively favorable to the grantor trust (such as if the interest rate is above-market),
then the IRS could deny a IRC Section 2053(a)(3) deduction on the theory that the grantor’s repayment obligation was
not contracted for full and adequate consideration, but instead was a device for transferring wealth under cover of a
deduction for claims against the estate.

– General factors of bona fide loan.

• In general, including for purposes of IRC Section 2053(a)(3), courts apply a number of factors in order to determine
whether a purported debt is bona fide. These factors include: (1) The name given to an instrument underlying the
transfer of funds; (2) the presence or absence of a fixed maturity date and a schedule of payments; (3) the presence or
absence of a fixed interest rate and actual interest payments; (4) the source of repayment; (5) the adequacy or
inadequacy of capitalization; (6) the identity of interest between creditors and equity holders; (7) the security for
repayment; (8) the transferee's ability to obtain financing from outside lending institutions; (9) the extent to which
repayment was subordinated to the claims of outside creditors; (10) the extent to which transferred funds were used to
acquire capital assets; and (11) the presence or absence of a sinking fund to provide repayment. Any failure by the
trust to deal with the grantor as a third-party lender creates a risk that the IRS would attempt to deny an estate tax
deduction for the debt on the theory that the debt was not bona fide.
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Using a form of a grantor trust known as a grantor retained annuity trust (“GRAT”).

– What is a GRAT?

• One form of grantor trust is known as a GRAT. A GRAT is an irrevocable trust to which the grantor transfers an asset
in exchange for the right to receive a guaranteed annuity for a fixed number of fiscal years (the “Annuity Period”).
When the trust term expires, any GRAT balance remaining is transferred tax free to a designated remainder beneficiary
(e.g., a “defective grantor trust” for the benefit of the grantor’s spouse and issue).

• A grantor’s ability to determine the size of the guaranteed annuity and the annuity period at the outset allows the GRAT
to be constructed so that the present value of the grantor’s retained interest approximately equals the value of the
property placed in the GRAT, resulting in a “zeroed out” GRAT. If the grantor survives the GRAT term and the GRAT
earns a yield or otherwise appreciates at a rate that exceeds the Statutory Rate, the amount of such excess value
should pass to the GRAT’s designated beneficiaries free of transfer tax.
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Considerations of using a traditional GRAT.
– Financial reasons why a GRAT may not succeed.

• Some assets are not volatile.

• Some GRAT investments are only profitable if the investment is long.

– If a GRAT is not administered properly, the retained interest by the grantor may not be deemed to be a
qualified interest.

• The Atkinson worry.

• The annuity amount must be paid annually.

• Paying the grantor in satisfaction of his retained annuity interest with hard to value assets may disqualify his retained
interest from being a qualified interest, if the assets are valued improperly.

• The contribution of assets to the traditional GRAT structure must be made at the exact point of the creation of the
GRAT.

– The retained annuity interest is valued using the valuation principles under IRC Section 7520, which is
typically higher than interest on an intra-family note.

– A successful GRAT could regress to the mean by the end of the term of the GRAT.

– The GST tax exemption may be difficult to leverage through the use of a traditional GRAT structure.

– A traditional GRAT structure will not be successful in transferring assets if the grantor does not survive
until the end of the term of the GRAT.
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Considerations of using a traditional GRAT.
– Financial reasons why a GRAT may not succeed.

• Some assets are not volatile.

• Some GRAT investments are only profitable if the investment is long.

– If a GRAT is not administered properly, the retained interest by the grantor may not be deemed to be a
qualified interest.

• The Atkinson worry.

• The annuity amount must be paid annually.

• Paying the grantor in satisfaction of his retained annuity interest with hard to value assets may disqualify his retained
interest from being a qualified interest, if the assets are valued improperly.

• The contribution of assets to the traditional GRAT structure must be made at the exact point of the creation of the
GRAT.

– The retained annuity interest is valued using the valuation principles under IRC Section 7520, which is
typically higher than interest on an intra-family note.

– A successful GRAT could regress to the mean by the end of the term of the GRAT.

– The GST tax exemption may be difficult to leverage through the use of a traditional GRAT structure.

– A traditional GRAT structure will not be successful in transferring assets if the grantor does not survive
until the end of the term of the GRAT.
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Possible structural solutions to address certain administrative and certain stewardship
disadvantages of a traditional GRAT.

– Structural solutions to prevent the inadvertent additional contribution of assets to a GRAT.

• When creating the GRAT, the grantor may wish to consider a provision that prohibits any additional contributions to the
GRAT and if any additional contribution is made, a new GRAT must be created specifically to hold that contribution.

• The grantor of the GRAT may wish to consider initially making the trust revocable. Once all assignments to the trust
have been completed, the grantor could amend the trust to make it an irrevocable GRAT.

– Structural solutions to ensure that the annuity amount is always deemed to be paid on a timely basis.

• The grantor of the GRAT may wish to consider a provision in the trust document that provides (pursuant to a formula) a
portion of the trust that is equal to the Annuity Amount due to the grantor shall not be subject to the trust.

• If that portion remains in the hands of the trustee after the annuity payment date, the trustee shall hold such property
only as a nominee, or as an agent, for the grantor.

• The grantor may also wish to consider a provision in the trust document that the portion of the trust estate that is being
held in that agent capacity can be comingled with the trust assets and that the person also serving as trustee has full
authority, as agent, to invest the property.

– Structural solutions to limit the amount that is received by the remainderman of the GRAT.

• The GRAT could be designed to provide that, on termination of the GRAT, the remainder value of the GRAT above a
certain dollar value will revert back to the grantor.
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Solutions to reduce the mortality risk in GRATs.

– The grantor could sell her retained annuity interest.

• If the sale is made to a grantor trust or to a spouse, the sale will not have any income tax consequences. Although the
transfer of a retained interest that would otherwise cause inclusion under IRC Section 2036 is presumptively subject to
the three-year rule of IRC Section 2035(a), a sale for full and adequate consideration is exempt under IRC Section
2035(d). The IRS could characterize consideration equal to the remaining value of the annuity as not full and adequate
for purposes of IRC Section 2035 under the doctrine of United States v. Allen, 293 F.2d 916 (10th Cir. 1961). The
viability of Allen may be questioned in light of the cases discussed in Section IV.C.5.e of the paper. Even if the sale is
not for full and adequate consideration, if the grantor lives at least three years after the sale, IRC Section 2036
inclusion should be avoided.

– The grantor could use a life insurance to hedge against an early grantor death.

– The grantor could purchase the remainder interest in a profitable GRAT from the remainder beneficiaries.

– The GRAT could be created by the grantor in consideration of full and adequate consideration.
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Consider contributing an interest in a leveraged FLLC to a GRAT (the “LAGRAT” technique).

– What is the LAGRAT technique?

• The technique is illustrated below:

• The technique illustrated above is designed to join a discounted sale to a grantor trust to a near “zeroed out” GRAT so
as to get the best of both worlds.
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Advantages of the LAGRAT technique.

– If leverage is used in creating the FLLC that is contributed to the GRAT, much more wealth will be
transferred to the remainderman of the GRAT than contributing assets that are not entities to a GRAT or
a FLLC that is contributed to the GRAT without leverage.

• See the tables below:
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• Under all rates of return, the LAGRAT substantially outperforms the other GRAT techniques. The reason for the
improved performance with the contribution of member interests in a leveraged FLLC is (i) the average hurdle rate is
lower with leverage and (ii) the GRAT annuity amount is paid with the normal distributable cash flow of the FLLC
instead of discounted FLLC member interests. The chief reason for the outperformance is the second reason. A
significant arbitrage is created when a heavily discounted asset is contributed to a GRAT and undiscounted cash is
used to pay the annuity.

Other advantages of the LAGRAT in comparison to a GRAT.
– As noted, not only does paying the GRAT annuity with cash, instead of discounted entity interests,

produce a much better transfer tax result, it does not present “deemed contribution” or “deemed
commutation” concerns that could accrue if hard to value assets are used to pay the GRAT annuity.

• The LAGRAT technique has many of the same advantages as the sale to the grantor trust.

• There is inherent flexibility to meet changing consumption needs with the grantor retaining a note from the FLLC that
could be converted to a note with a different interest rate or a private annuity.

• There is an inherent flexibility to enter into basis enhancing strategies with the LAGRAT.

• The “Atkinson” worry about paying a GRAT annuity with a hard-to-value asset may be eliminated.

• There may be less danger that the retained note will be recharacterized as a deemed retained interest in a trust under
equitable tax principles with this technique than with a sale to a grantor trust.

• There is greater authority that a sale to a single member FLLC will be treated as a non taxable sale to a disregarded
entity for income tax purposes than there is for a sale to a grantor trust.

• The LAGRAT avoids the necessity of continually creating GRATs using the so-called “cascading GRATs” technique.
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Considerations of the LAGRAT technique.

– If the grantor does not survive the term of the GRAT, part or all of the net value of the leveraged FLLC
interests owned by the GRAT and the then value of the outstanding note receivable from the FLLC could
be taxable in the grantor’s estate.

– The LAGRAT is more complex to initially create than the traditional GRAT (but it is less complicated than
using the alternative “freeze” technique of cascading GRATs that would be created each year).

– Care must be taken to make sure that there is not a violation of the treasury regulation that prohibits
“issuance of a note, or other debt instrument, option, or other similar financial arrangement, directly or
indirectly, in satisfaction of the annuity amount.”

– Care must be taken to make sure that the IRS cannot successfully take the position that the creation of
Holdco, FLLC should be ignored for gift tax purposes and that the retained notes are in reality retained
trust interests in the GRAT that do not constitute a qualified annuity interest under IRC Section 2702.

– Care must be taken if the underlying asset that is sold or contributed to the single member FLLC is stock
in a subchapter S corporation.
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Possible structural solutions to allow the allocation of the GST exemption upon the creation of
a GRAT.

– If there is a 5% or less probability that estate tax inclusion will occur because of the death of the grantor
(e.g. a two year GRAT in which the grantor is under age 70), is there an exception to the ETIP rules
applying, which allows an upfront allocation of a GST exemption?

• While the GST exemption could be allocated to the GRAT, the GRAT annuity probably cannot be subtracted in
determining the allocation GST exemption. This is generally a small consideration with the LAGRAT technique
because the annuity is small.

– Is there a technique that uses the leverage of the GRAT to indirectly profit a GST trust in which a skip
person is not the remainderman of the GRAT at the beginning or end of the ETIP (and does the
technique work)?
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– The technique is illustrated below:
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– The remainder interest in a GRAT that is indirectly held by the grantor of the GRAT is sold for full and
adequate consideration to an existing GST grantor trust.

• The technique is illustrated below:
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Advantages of the technique.

– The technique should avoid gift taxes.

– Assuming the grantor of the GRAT receives full consideration, the technique should avoid all estate
taxes and generation-skipping transfer taxes, even if the grantor dies during the term of the GRAT
annuity.

• IRC Section 2036(a) does not apply if Granny receives full consideration. However, if there is even a $1.00 gift, and if
Granny dies during the term of the GRAT, all of the value of the GRAT at the time of Granny’s death, will probably be
brought back into her estate minus the value Granny received in transaction 2 (see IRC Section 2043).

– When the GRAT terminates and the existing GST grantor trust receives Granny’s FLLC interest, that
should not be treated as an addition for purposes of requiring an adjustment to the existing GST grantor
trusts inclusion ratio, assuming the existing GST grantor trust pays full consideration for Granny’s
interest.
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Considerations of the technique.

– There is no authority that explicitly supports the advantages outlined above, other than the analysis
offered in this paper.

– It is crucial for the grantor to have received full consideration in above transaction 2.

– It may be crucial that the remainder interest of the GRAT that is sold has substance and is not a de
minimis amount.
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The creation of a GRAT for full and adequate consideration.

– The technique is illustrated below:
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Advantages of the technique.

– Significant value can be transferred because of the leverage of a GRAT.

– The creation of the joint purchase GRAT is not subject to the ETIP rules and the creation of the GRAT
does not constitute a transfer to the GST trust.
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Considerations of the technique.

– It is crucial to avoid valuation issues with this technique.

– There could be abusive situations where the remainder interest is very small and the logic of the
Wheeler, D’Ambrosio and Magnin cases would not be applied.

– If the GRAT is for a term of years with the GRAT annuity payable to the grantor or his estate and the
grantor dies before the end of the term, there could be unfavorable estate tax and income tax
consequences.
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A gift tax free transfer to a grantor trust: the remainder purchase marital trust technique.

– The technique is illustrated below:

Private
Wealth

ManagementSome of the Best Creative Tax Planning Techniques for Grantor Trusts (Continued)

79

Advantages of the technique.

– Tax advantages of creating a grantor trust and transferring assets to the grantor trust with significant
lifetime leverage, which could result in a significant amount being transferred to the remainder trust.

– The near term death of the grantor, or the grantor’s spouse, generally does not affect the technique like
the death of a grantor of a GRAT.

– The appreciation of the assets will be out of the grantor’s estate and the spouse of the grantor’s estate.

– The grantor and the grantor’s spouse will have available for their consumption needs the consideration
paid by the Remainderman Trust and the distributions paid pursuant to the beneficial provisions of the
RPM Trust (and perhaps the Remainderman Trust).

– There is more flexibility in the design of the structure in comparison to a GRAT because IRC Section
2702 does not apply to the technique and it is easier to do leveraged GST planning in comparison to a
GRAT.

– The technique could also serve as a qualified personal residence trust (QPRT) substitute and could be a
very good vehicle for planning for art.
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Considerations of the technique.

– It requires a spouse beneficiary.

– The RPM Trust cannot have a divorce clause, but it could be an advantageous technique to use in pre-
divorce planning.

– It is crucial that the Remainderman Trust pay full consideration.

– The step transaction doctrine could apply.

– The need for “substance” with respect to the purchase by the Remainderman Trust.

– It is crucial that the remainder and term interests in the RPM Trust be transferred simultaneously.

– The interest on the note received by the selling spouse will be taxable income to that selling spouse and
there will be a corresponding deduction to the spouse who created the grantor trust.

– The RPM transaction will only be a profitable transaction to the Remainderman Trust if the assets subject
to the remainder purchase grow faster than what the consideration utilized by the Remainderman Trust
would have otherwise increased.
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The gifting and selling low basis assets to a grantor trust where an older generation is a
beneficiary and is subject to an older generation’s formula general power of appointment and
estate taxes (“UPIDGT”) technique.

– The technique is illustrated below:
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Income tax and basis enhancing advantages of the UPIDGT technique.

– This technique has the same advantages as a SIDGT.

– The assets of the trust will receive a step-up in basis on the older generation beneficiary’s death equal to
the fair market value of the assets, if the net value rule of IRC Section 1014(b)(9) does not apply.
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Transfer tax advantages of the UPIDGT technique.

– The non-depreciable assets of the trust may be generation-skipping tax protected.

– The older generation beneficiary may not have to pay estate taxes because of her formula general power
of appointment, if her then available unified credit exceeds the net value of the trust.

– Also consider the income and transfer tax advantages that could accrue if the older generation exercises
her testamentary formula general power of appointment in favor of a BDOT, in an independent
transaction, in which the younger generation creator of the UPIDGT is the initial beneficiary.

– A BDOT could become, under those circumstances, an ideal trust for the younger generation (Barbara)
to sell her individual assets to the BDOT, or the younger generation could use the LAIDGT technique
with that BDOT.
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Considerations of the UPIDGT technique.

– The grantor of the trust will still have a low basis in his or her note upon the death of the older generation
beneficiary.

– The older generation beneficiary could exercise his or her general power of appointment in an
unanticipated way.

– Many of the same considerations for the use of a grantor trust and a sale to a grantor trust would also be
present for this technique.

– The effect of IRC Section 1014(e) must be considered, if cash is not given and low basis assets are used
to capitalize the trust.

– Is grantor trust status lost for the original grantor when the older generation beneficiary dies and the trust
assets are included in the beneficiary’s estate?

• Treas. Reg. § 1.671-2(e)(6) contains an example that would seem to indicate that the grantor trust status would not
change, if the older generation does not exercise his or her general power of appointment.

– IRC Section 1014(b)(9) needs to be considered for property that has depreciated.
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The advantages of a transferor selling assets to a trust that names the transferor as a
beneficiary, gives the transferor a testamentary special power of appointment and under
which the transferor’s spouse is considered the income tax owner (“Spousal Grantor Trust”).

– What is the technique?

• If the taxpayer is a beneficiary of a spousal grantor trust and holds a power of appointment over its assets, the
taxpayer’s sale of property to the trust will permit the taxpayer to benefit from the property’s future income and
appreciation and to direct how others will enjoy it without exposing the property’s income or appreciation to estate tax
in the estate of either spouse.
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• The technique is illustrated below:
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Line graph showing the advantage of the technique, under the facts of the above example,
over 25 years.
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Advantages of the sale to a Spousal Grantor Trust.

– Transfer tax advantage of the technique.

– Income tax advantages of the technique.

• There will be no capital gains consequence on the original sale of the assets to the trust.

• By using basis enhancing techniques the basis of the taxpayer’s assets may be increased.

• The technique has the asset class location advantage of the SIDGT technique.

Private
Wealth

Management
Some of the Best Creative Tax Planning Techniques for Spousal Grantor Trusts 
(Continued)

89

Considerations of the Technique.

– Federal income tax considerations.

– State income tax considerations.

– It is prudent to file gift tax returns.

– Reciprocal trust doctrine considerations.

– Some commentators have expressed the consideration that if it is possible for a current creditor, or any
future creditor, of the assigning beneficiary to reach part of the assets of the spousal grantor trust for a
period of time that does not end before the assigning spouse/beneficiary’s death, by either voluntary or
involuntary assignment by the assigning spouse/beneficiary, then that part of the trust may be included in
the assigning spouse/beneficiary’s estate under IRC Sections 2036 or 2038.

– If a current or future creditor of an assigning beneficiary does reach part of the assets of a self-settled
trust, then that part of the trust may not constitute a completed gift for gift tax purposes.
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IRC Section 678 Overview: Three paths to beneficiary ownership.

– IRC Section 678(a)(1) ownership because of power to vest corpus or income of the subject trust.

• First, under IRC Section 678(a)(1), a person other than the grantor is treated as the owner of any portion of a trust with
respect to which that person has a power, “exercisable solely by himself,” to vest the corpus or the income of such
portion in himself, herself, or itself. Although the IRS does not appear to have embraced the term, in recent years,
trusts treated as owned by a person other than the grantor under IRC Section 678(a)(1) have been referred to as
“beneficiary defective owned trusts” or “BDOTs.”

– IRC Section 678(a)(2) ownership because of partial release or other modification of vesting power, plus
other grantor trust strings.

• Second, under IRC Section 678(a)(2), a person other than the grantor is treated as the owner of any portion of a trust
with respect to which that person has “previously partially released or otherwise modified” an IRC Section 678(a)(1)
vesting power and retains an interest in or control over the trust that would cause the grantor to be treated as the trust
owner under IRC Sections 671 through 677. IRC Section 678(a)(2) trusts are frequently referred to as “beneficiary
defective inheritor’s trusts” or “BDITs,” in contrast to their BDOT cousins.

• Deemed IRC Section 678(a) ownership via a QSST.

• The beneficiary of a qualified subchapter S trust, as defined in IRC Section 1361(d)(3), may make an election to be
treated as the owner under IRC Section 678(a) of the portion of the trust which consists of stock in an S corporation.
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Grantor’s ownership trumps beneficiary ownership.

– IRC Section 678(b) provides that IRC Section 678(a) does not apply “with respect to a power over
income” if the grantor is otherwise treated as the owner of under IRC Sections 671-677 and IRC Section
679.

– Although IRC Section 678(b) refers to a power over “income,” the IRS has consistently viewed a grantor
trust string with respect to corpus as overriding beneficiary ownership under IRC Section 678(a).

– To achieve IRC Section 678(a) beneficiary ownership, therefore, it is essential, if the grantor is still living,
to negate all possible grantor trust strings with respect to the grantor.

– Sales to BDITs and BDOTs a no rule area.

• Perhaps reflecting IRS concerns with aggressive IRC Section 678(a) extremely leveraged sale planning, the IRS will
not ordinarily rule on IRC Section 678 status “if the trust purchases the property from that person with a note and the
value of the assets with which the trust was funded by the grantor is nominal compared to the value of the property
purchased.”
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Sales to LLCs Owned by BDOTs.

– This section analyzes the technique of a transferor selling assets for a note to a limited liability company
that is owned by a third party created trust that is a BDOT in which the selling transferor, as the
beneficiary of the BDOT, has the power to withdraw in any calendar year of the trust, all of the net
taxable income (accounting income and capital gains income) of the trust earned by all of the trust
assets, and that withdrawal power can be satisfied out of the entire accounting income and/or corpus
and/or proceeds of the corpus of the trust (sometimes referred to below as the “Income Withdrawal Right
Beneficiary”).

– Application of IRC Section 678(a)(1).

• IRC Section 678(a)(1) provides as follows:

“(a) General rule. A person other than the grantor shall be treated as the owner of any portion of a trust with
respect to which:

(1) such person has a power exercisable solely by himself to vest the corpus or the income therefrom in
himself. . .” (Emphasis added.)

The reference to “income” in Section 678(a)(1) is taxable income and not accounting income. If a beneficiary of a
BDOT has the right to withdraw net taxable income, the beneficiary has the right to withdraw not only dividends
and interest, but income normally allocated to principal such as capital gains income.
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– The technique is illustrated below:
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Income tax advantages of the technique.

– The technique has all of the income tax advantages of the SIDGT technique or the LAIDGT technique.

• A sale by the beneficiary of the BDOT to the BDOT, under the regulations under IRC Sections 671-677, 678 and 1001
would appear to have the same advantages as the SIDGT technique or the LAIDGT technique.

– Revenue Ruling 85-13, 1985-1 C.B. 184, citing the authority of Dobson v. Commissioner, 1 B.T.A. 1082
(1925) and other authorities concluded that “a transaction cannot be recognized as a sale for income tax
purposes if the same person is treated as owning the purported consideration both before and after the
transaction.” (Emphasis added.)

• The ruling also cited several authorities, which hold that when the grantor of a grantor trust is treated as the income tax
owner of the trust for income tax purposes, the grantor is also considered the owner of the trust assets for income tax
purposes.

• Assume a grantor sells assets to a trust which gives the grantor the right to withdraw all realized income of the trust
from whatever the source of that realized income, including all accounting income and realized capital gains income
and that withdrawal right could be satisfied from any asset or cash source of the trust, including accounting income,
sale proceeds of corpus assets or corpus. Under the authority of IRC Section 671 and 677, Treas. Reg. §§1.671-2,
1.671-3, 1.677(b)(2), 1.677(c) and 1.677(g) example 2 and Rev. Rul. 85-13 the sale is ignored for income tax
purposes. Likewise, a sale by a beneficiary of a trust who has the right to withdraw in any calendar year, as the
beneficiary of the trust, all of the realized income from the trust, from whatever the source of that realized income,
including all accounting income and realized capital gain and that withdrawal right could be satisfied from any asset or
cash source of the trust, including accounting income, sale proceeds of corpus assets or corpus.
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What does it mean for a “portion” to be treated as owned under IRC Section 678?

– Perhaps the beginning point of the analysis of what is the meaning of the term “portion” under IRC
Section 678(a)(1), is Treas. Reg. § 1.678(a)-1(a). The key part of the first sentence of that regulation
provides “where a person other than the grantor of a trust has a power exercisable solely by himself to
vest … the income of any portion of a … trust in himself, he is treated under section 678(a) as the owner
of that portion ….” (Emphasis added.”)

– The last sentence of Treas. Reg. § 1.678(a)-1(a) incorporates, for purposes of IRC Section 678(a)(1), the
grantor trust rules, which describe generally how the income tax rules work under IRC Section 671(a)(1)
for any deemed income tax owner of any portion of a trust under IRC Section 671, Treas. Reg. §§ 1.671-
2 and 1.671-3. These rules apply also in determining the treatment for any deemed income tax owner of
any portion of an IRC Section 678(a)(1) trust: “See [IRC] 671 and [Treas. Reg.] §§ 1.671-2 and 1.671-3
for rules for treatment of items of income, deductions and credit where a person is treated as the owner
of all or only a portion of a trust.”

– Similar to IRC Sections 677(a)(1) and 677(a)(2), under IRC Section 678(a)(1), an Income Withdrawal
Right Beneficiary may only have the right to vest taxable income in himself, but that is enough for the
Income Withdrawal Right Beneficiary to be the deemed owner for income tax purposes of all of the trust
property. While there may be transfer tax differences between a corpus withdrawal beneficiary and an
Income Withdrawal Right Beneficiary of a BDOT, there do not appear to be any income tax differences.
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– If IRC Section 671, Treas. Reg. §§ 1.671-2 and 1.671-3 are incorporated in analyzing the operation of
IRC Section 678, then the rationale of Rev. Rul. 85-13 for not recognizing a taxable sale by the deemed
owner would also seem to apply. Since an Income Withdrawal Right Beneficiary has the power to
withdraw the taxable income from all trust assets and the power to satisfy that withdrawal right from
either the accounting income, sale proceeds of the corpus, or the corpus of all portions of the trust, that
Income Withdrawal Right Beneficiary should be the deemed income tax owner of all of the assets of the
subject trust, including any consideration that is sold to the trust. It does not matter under Rev. Rul. 85-
13 whether IRC Section 671 applies because of a grantors retains rights and powers over corpus, corpus
and income, or income only (see IRC Section 677). Similar to the application of IRC Section 677 under
Rev. Rul. 85-13, IRC Section 678(a)(1) would appear to apply to an Income Withdrawal Right Beneficiary
who only has powers and rights over income.

– Indirect support for this conclusion can also be found in Bennett v. Comm'r, 79 TC 470 (1982), which
held that a grantor was treated as the owner of a larger portion of the trust than the portion that the
grantor had actually borrowed. By the same reasoning, the deemed ownership of an Income Withdrawal
Right Beneficiary should be greater than the amounts that the he or she may actually withdraw. Further
support can be drawn from PLR 201633021, in which a power to withdraw “any dividends, interest, fees”
and other amounts of fiduciary accounting income created deemed ownership over all income of a trust,
including capital gains income.
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Sales to a Single-Member LLC owned by grantor trusts or BDOTs as alternative technique if
Rev. Rul. 85-13 is revoked by the IRS or deemed not to apply to BDOTs.

– Rev. Rul. 85-13 is an IRS analysis of a grantor deemed owner trust and whether activities and
transactions by a grantor are disregarded. What if the IRS argued that it is not bound by Rev. Rul. 85-13
with respect to an Income Withdrawal Right Beneficiary of a BDOT and it will follow the analysis in
Rothstein?

– If the taxpayer is worried about that potential IRS argument, the taxpayer should consider selling to a
single member LLC that is created by a BDOT in which the taxpayer is considered the deemed income
tax owner. See Treas. Reg. § 301.7701-3(a); Treas. Reg. § 301.7701-3(b)(1)(ii) and Treas. Reg. §
301.7701-2(a).

– The “disregarded” income tax protection of a single member LLC is broader than the grantor trust income
tax protection.

– The single member LLC regulations make clear not only that the income, deductions and credits of the
single member LLC are treated as if the income tax owner of the LLC owns the assets of the LLC, but in
addition that all activities and transactions that the LLC has with the LLC owner are treated for income
tax purposes as if those transactions were transactions a sole proprietor would have with himself. In
particular, Treas. Reg. § 301.7701-2 provides:

“Its activities are treated in the same manner a sole proprietorship . . . of the owner. (Emphasis added.)
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– Assuming the Income Withdrawal Right Beneficiary of a BDOT is considered the income tax owner of
any single member LLC formed by the BDOT (see the above analysis), then the above single member
LLC income tax regulations would appear to be authority for the proposition that any sale or similar
activity by the Income Withdrawal Right Beneficiary of a low basis asset to a single member LLC owned
by a BDOT should also be disregarded.

– This analysis seems compelling at a technical level, but it has yet to be approved by the IRS or a court.
It remains possible that the IRS or a court would take a policy-oriented “big picture” approach and ask
why, if a sale by the Income Withdrawal Right Beneficiary to the BDOT would not be disregarded, putting
a disregarded entity between the Beneficiary and the BDOT should alter the result.

Private
Wealth

Management

Some of the Best Creative Tax Planning Techniques for Beneficiary Grantor 
Trusts That Are Created By a Third Party That is Not the Beneficiary’s Spouse 
(Continued)

99

Summary of conclusions.

– Case law, regulatory and revenue ruling authorities provide that if a taxpayer sells an asset, and if that
taxpayer is deemed to be the income tax owner of that asset both before and after the sale, that sale is
disregarded for income tax purposes.

– Since IRC Section 671, Treas. Reg. §§ 1.671-2 and 1.671-3 apply to an IRC Section 678(a)(1) trust, the
Income Withdrawal Right Beneficiary of the IRC Section 678(a)(1) trust should be treated the same as a
grantor of a grantor trust.

– There is no specific regulatory authority under either IRC Section 671, Treas. Reg. §§ 1.671-2 or 1.671-3
that activities and transactions that either a grantor of a grantor trust has with that grantor trust, or an
Income Withdrawal Right Beneficiary has with an IRC Section 678(a)(1) trust, are to be disregarded for
income tax purposes. There is case law authority that those activities should not be disregarded. See
Rothstein v. United States, 735 F.2d 704 (2nd Cir 1984).

– There is authority under Rev. Rul. 85-13, 1985-1 CB 184 that activities and transactions that a grantor
has with a grantor trust are disregarded because the taxpayer owns the asset before and after the
transaction. The analysis inherent in that revenue ruling should indicate that activities and transactions
that an Income Withdrawal Right Beneficiary has with an IRC Section 678(a)(1) trust should also be
disregarded. PLR 202022002 (May 29, 2020) arguably supports that analysis.
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– There is specific regulatory authority that activities and transactions that a deemed income tax owner of
a single member LLC has with that LLC are disregarded for income tax purposes.

– Failing to take the withdrawing income is not relevant to the IRC Section 678 analysis.
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Other income tax advantages.

– The BDOT can be designed to be very flexible for any calendar year by giving an independent trustee, or
a protector, the power to change the withdrawal power for a future year or years.

– The BDOT has many income tax advantages that a complex trust does not have.

• The taxable income is taxed at the beneficiary’s marginal income tax rate, which is frequently lower than the trust’s
marginal federal income tax rate.

• The taxable income is taxed at the beneficiary’s marginal state income tax rate, which is frequently lower than the
trust’s marginal state income tax rate.

o The beneficiary may move to a state with low or no state income taxes and the concerns with a high-income tax
state’s “resident trust” requirement would be eliminated.

– The beneficiary of a BDOT can take an IRC Section 179 expense deduction while a complex trust’s
ability to take that deduction is limited.

– Depending upon the BDOT beneficiary’s tax bracket, and/or how active the beneficiary is in a closely
held business, the 3.8% net investment income tax may not apply while under the same circumstances it
may apply to a complex trust.
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– The BDOT can be a shareholder of an S corporation without some of the considerations of an ESBT or a
QSST.

• The beneficiary of a BDOT may be entitled to certain deductions that are eliminated by ESBTs. A QSST has to pay the
trust accounting income of the QSST to the beneficiary, while a BDOT does not pay any income to the beneficiary
unless the withdrawal right is exercised.

– Capital losses can be passed through to the beneficiary of the BDOT.

• Assets that have a capital loss could be distributed in kind.

– The capital gains benefit of a residence that is inherent under IRC Section 121 will be available to sales
of residences owned by a BDOT.

– There are increased opportunities for charitable planning because the inherent limitations under IRC
Section 642(c) will be eliminated.

• The beneficiary can withdraw assets that accrued from sources other than gross income in satisfaction of its
withdrawal rights, and those assets can then be contributed by the beneficiary to charities.

– A BDOT should avoid overlapping state fiduciary income taxation.

• The beneficiary-owner, however, could be subject to overlapping state individual income taxation.
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Transfer tax advantage of the technique.

– The beneficiary has the opportunity by her actions to increase the value of the BDOT and, thus, the
amount that is not subject to estate taxes.

• To the extent the beneficiary of a BDOT does not withdraw net taxable income of the BDOT up to the lapse protection
(the so-called “5 and 5” protection of IRC Section 2514(e)(2) and IRC Section 2041(b)(2)), that amount remains in the
trust in a manner that will not be subject to gift taxes and estate taxes. Almost all states have legislation that protects
the protected lapse portion described in IRC Sections 2514(e)(2) and 2041(b)(2) from creditors.

– Because the beneficiary is the deemed income tax owner of the BDOT, there is flexibility to allow the
beneficiary to sell life insurance policies to the BDOT.

– A sale by an income right withdrawal beneficiary to a BDOT Has all of the transfer tax advantages of a
LAIDGT.

– The BDOT technique has a greater safety valve than the SIDGT or a LAIDGT for protecting the seller,
since the seller both has withdrawal rights in and is a beneficiary of the BDOT.



Chapter 1—Some of the Best Creative Tax Planning Techniques for Trusts©

 1–26720th Annual Oregon Tax Institute

Private
Wealth

Management

Some of the Best Creative Tax Planning Techniques for Beneficiary Grantor 
Trusts That Are Created By a Third Party That is Not the Beneficiary’s Spouse 
(Continued)

104

The BDOT technique can be used to transfer assets from a trust that is a non-grantor trust to
a newly created non-grantor trust.

– Can a trust be a deemed owner of another trust under IRC Section 678 under the treasury regulations?
Yes.

– Treas. Reg. § 1.671-2(a)(6), Example 8 confirms that under IRC Section 678(a)(1) a trust can be the
deemed income tax owner of another trust.

– PLR 201633021 (8/12/2016) also held that a trust can be a withdrawing income beneficiary of another
trust that is designed to be a BDOT.

Private
Wealth

Management

Some of the Best Creative Tax Planning Techniques for Beneficiary Grantor 
Trusts That Are Created By a Third Party That is Not the Beneficiary’s Spouse 
(Continued)

105

– The technique is illustrated below:
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Advantages of the technique

– Wealth will be indirectly transferred from Trust 1 to Trust 2 because Trust 1 is paying all of the income
taxes generated by the trust assets by both Trust 1 and Trust 2 and because the earnings and growth of
the combined trusts is projected to be much higher than the projected 1.87% interest carry.

Private
Wealth

Management

Some of the Best Creative Tax Planning Techniques for Beneficiary Grantor 
Trusts That Are Created By a Third Party That is Not the Beneficiary’s Spouse 
(Continued)

107

– The BDOT combined with a sale from one trust to another may be superior to the technique of decanting
from one trust to another trust. In some states the option of a successful decanting of a particular trust
may not exist.
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Consideration of the technique.

– The technique has the considerations of using the BDOT technique.

– The technique could be disadvantageous to the beneficiaries of the withdrawing power selling trust
unless they are also beneficiaries and/or the objects of their bounty are beneficiaries of the trust.
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Other Uses of Beneficiary-Owned Trusts.

– Interest-free loans to beneficiary.

• The potential problem.

o The treatment of a below-market loan from a trust to a beneficiary of the trust to whom distributions of income may
or are required to be made is not clear. Although beneficiary loans are not specifically listed in in the portion of IRC
Section 7872 that lists the below-market loans to which IRC Section 7872 applies, there is some concern that the
IRS could take the position that they are “tax avoidance loans.”

– The beneficiary-owned trust solution.

• If the beneficiary is treated as the owner of a trust, loans from the trust to the beneficiary should be ignored for income
tax purposes. If it is undesirable to give the beneficiary complete income tax ownership of the trust, ownership could
be limited to the income from that portion of the trust that the trustee intends to lend to the beneficiary.

– Beneficiary ownership of state source income.

• The Potential problem.

• At least two states, New Jersey and New York, impose state income tax on trusts that were funded by state
domiciliaries if the trusts earn income that is sourced within the state. When trusts invest in pass-through entities, it is
difficult to ensure that at least some small portion of the trust’s share of the pass-through entities’ income will not
consist of income sourced in one of these states.
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– The beneficiary-owned trust solution.

• Give one of the beneficiaries of the trust a withdrawal power over all income sourced in New York, in the case of a trust
funded by a New York domiciliary, or sourced in New Jersey in the case of a trust funded by a New Jersey domiciliary.
If this is done, IRC Section 678 should cause the trust income sourced in the applicable state to be treated as owned
for income tax purposes by the beneficiary, not the trust.

– Consider using the BDOT technique, in combination with an accumulation trust, to facilitate IRA planning
for descendants.

• After passage of the Secure Act, IRAs must terminate in 10 years for descendants who are older than the age of
majority.

• A conduit trust for a descendant who is older than the age of majority will terminate in 10 years.

• An accumulation trust for a descendant will not have to terminate in 10 years. However, the balance in the subject IRA
will all be paid to the accumulation trust after 10 years which will be taxed at the trust’s high tax rate.

• If the accumulation trust for the descendant is designed to be a BDOT, the IRA proceeds will be taxed at the
descendant’s income tax rates, which may be much lower than the trust’s income tax rates.

• In future years the taxable income of the trust will also be taxable at the descendant’s income tax rates, which may be
much lower than the trust’s income tax rates.

• If the beneficiary withdraws from the trust only that amount necessary to pay income taxes associated with the trust,
the beneficiary will maximize the creditor protection and other benefits of the trust.
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– Using the springing BDOT technique to lengthen the benefit of a grantor trust.

• A grantor trust could be drafted to provide that the trust’s beneficiary (which could be the grantor’s spouse) becomes
an “income withdrawal beneficiary” after the grantor’s death.

• If this technique is used, the grantor should also bequeath any outstanding notes in which the grantor is the creditor to
the “income withdrawal beneficiary.”
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Considerations for all BDOT techniques.

– Avoiding a wealth transfer tax caused by lapse of a general power.

• In order to receive the lapse of power transfer tax protection of IRC Sections 2041(b)(2) and 2514(e)(2), it is important
that the withdrawal power applies against all of the income earned by all of the BDOT trust assets and can be satisfied
from the trust’s accounting income, sale proceeds of the corpus of the BDOT trust, and corpus of the BDOT trust.

• Because the beneficiary has a right to withdraw trust income, IRC Section 2036(a) could apply to a contribution to the
trust by the beneficiary other than a bona fide sale for full and adequate consideration.

• It is therefore important that any withdrawable, but untaken, BDOT funds be protected from being considered a
contribution by the beneficiary of the BDOT for transfer tax purposes.

• The requirements under the tax law for those withdrawable, but untaken, BDOT funds to not be considered a transfer
for transfer tax purposes are: (i) those BDOT funds cannot exceed more than 5% of the value of the property of the
BDOT; (ii) those BDOT funds could have been paid from the entire property, or proceeds from the property, of the
BDOT, and (iii) creditors cannot reach those BDOT funds after the right to withdraw them expires. See below for a
discussion of the third requirement of whether creditors can reach those fund.

– Adverse transfer tax consequences if creditors can reach BDOT assets.

• Almost all states have legislation that protects against the BDOT beneficiary’s creditors reaching the withdrawable, but
untaken, BDOT funds. Not only do the states that permit self settled trusts protect against those potential creditors, but
almost all states have legislation that protects against creditors reaching lapsed withdrawals that are 5% or less of the
value of the corpus of a trust. Secondly, a BDOT could be drafted to allow an independent trustee or a protector to
remove the withdrawal power that is inherent in a BDOT trust structure in future years.
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• Of course, independent of creditor rights considerations, a sale for inadequate consideration by the withdrawing
beneficiary will include the full value of the BDOT at the withdrawing beneficiary’s death minus the original value of the
note receivable because of the withdrawing beneficiary’s retained income rights. See IRC Sections 2036(a)(1) and
2043. In order to avoid the consequences of a sale for inadequate consideration, strong consideration should be given
to the BDOT beneficiary using a defined value allocation assignment or a defined dollar transfer when he makes the
sale.

– The sale of assets to a BDOT has most of the considerations of a LAIDGT or SIDGT, with the following
exceptions,

• There is less danger that the sale to a BDOT will be a taxable gift because of the presence of the seller’s beneficial
interest and special power of appointment over the BDOT, may make the gift an incomplete gift.

• The disregarded income tax status can remain longer because of the seller’s beneficial interest in the trust, which is
not the case with the SIDGT or LAIDGT techniques.

• There may be a greater opportunity to convert the retained note to a private annuity.

– It may be important to have an independent trustee of the BDOT whose only power is to remove the
withdrawal beneficiary’s power to withdraw net taxable income for a future year or years.
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Post-mortem uses of a sale to an LLC owned by a BDOT.

– The technique is illustrated below:
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Income tax and basis enhancing advantages of the technique.

– There is a step-up in basis of the deceased spouse’s assets at his death.

– There is an opportunity through using borrowing strategies from third party lenders for the surviving
spouse to increase the basis of the family’s assets during her lifetime.

– All of the income tax and basis enhancing advantages of creating an IDGT are present with this
technique.
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Transfer tax advantages of the technique.

– Significantly more assets may be passed to the next generation by using this technique than using the
exemption to fund a credit shelter trust that is taxed as a complex trust and a QTIP marital deduction
trust that is taxed as a complex trust.

– The surviving spouse’s rights with respect to assets owned by the QTIP marital deduction trust and the
credit shelter trust, and cash flows produced by those assets, are substantial.
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Considerations of the technique.

– This technique has the same considerations as the creation of a BDOT and a sale to an LLC owned by a
BDOT.

– Like all leverage techniques, if the underlying assets stay flat or decline there is not any advantage to the
technique and to the extent a gift tax exemption is used, the technique operates at a disadvantage,
unless gross estate inclusion can be toggled on in order to restore gift tax exemption.

– The QTIP marital deduction trust must also give the surviving spouse the right to withdraw all the trust’s
accounting income for life in addition to giving the surviving spouse the right to withdraw the net taxable
income for life.

• A spouse’s right to withdraw accounting income satisfies the regulations applicable to marital trusts, including QTIP
trusts.



Chapter 1—Some of the Best Creative Tax Planning Techniques for Trusts©

 1–27420th Annual Oregon Tax Institute

Private
Wealth

Management

Some of the Best Creative Tax Planning Techniques for Beneficiary Grantor 
Trusts That Are Created By a Third Party That is Not the Beneficiary’s Spouse 
(Continued)

118

Sales to BDITs.

– What is the $5,000 BDIT guaranteed sale technique?

• A BDIT is a trust that is a grantor trust, not as to the trust’s settlor (the “Settlor”) but as to a trust beneficiary (the
“beneficiary”). That is, the trust is specifically designed not to trigger any of IRC Sections 673, 674, 675, 676, 677 or
679, but intentionally to trigger IRC Section 678. The BDIT is an IRC Section 678 trust because of operation of IRC
Section 678(a)(2).

– The technique is illustrated below:
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Advantages of the $5,000 BDIT guaranteed sale technique.

– If the technique works, it has many of the same advantages as the sale to a grantor trust with the
additional exit strategies of the transferor not only having access to the cash flow from the note, but also
having access to the cash flow of the trust for his or her support and maintenance.

– Additionally, if the technique works, the transferor has the ability to change his or her mind as to future
stewardship goals through the power of appointment mechanism.
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Transfer tax considerations of the $5,000 BDIT guaranteed sale technique.

– Does the Guarantee Fee Have Substance?

• There is considerable pressure on the technique because of the need to pay the guarantee fee to the third party. A
guarantee fee is probably necessary because the guarantor trust may not be the remainder beneficiary of the BDIT.
The IRS may question the substance of any guarantee fee in the hypothetical transaction illustrated above because of
the significant ratio of that guarantee fee in comparison to the beginning corpus of the BDIT.

• It seems open to the IRS to argue that the beneficiary should be treated as the transferor for estate tax purposes of
any property which the beneficiary, rather than the settlor, transfers to the BDIT, whether the beneficiary’s transfer is a
gift or a sale.

– Estate tax considerations because of potential application of IRC Sections 2036 and/or 2038 with the
$5,000 BDIT guaranteed sale technique.

• Unlike a conventional sale to a grantor trust in which the seller does not have a retained interest or power over the
trust, under the $5,000 BDIT Guaranteed Sale Technique, the seller is also a beneficiary of the BDIT and will have a
retained interest or power, which will trigger IRC Sections 2036 or 2038, unless an exception applies.

• Under the “parenthetical exception” contained in both IRC Section 2036 and IRC Section 2038, these provisions do not
apply “in case of a bona fide sale for an adequate and full consideration in money or money's worth.”

• The application of the parenthetical exception under IRC Sections 2036 and 2038 requires not only that the transfer be
for “full consideration,” but that it is “a bona fide sale”. In the family partnership context, courts have held that the “full
consideration” and “bona fide sale” requirements are two separate tests.
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• It seems essential that the sale be for full consideration for the BDIT to achieve its goal of keeping trust property out of
the selling beneficiary’s gross estate.

• As a consequence, the beneficiary/seller should consider a defined value assignment and the filing of a gift tax return
that discloses the sale. However, even if the sale is reported on a gift tax return that meets the adequate disclosure
requirements of Treas. Reg. § 301.6501(c)-1(f) and the gift tax statute of limitations runs, the IRS may not be barred
upon the beneficiary’s death from asserting “inadequacy of consideration” for purposes of IRC Section 2036 and 2038.
Adequacy of consideration is a “valuation issue” rather than a “legal issue.” Treas. Reg. § 25.2504-2(c), Ex. (3). An
estate tax regulation provides that for transfers after August 5, 1997, the running of the gift tax statute of limitations
bars any adjustment to the value of a prior gift, and this rule “applies to adjustments involving all issues relating to the
gift, including valuation issues and legal issues involving the interpretation of the gift tax law.” Treas. Reg. § 20.2001-
1(b).

• Treas. Reg. § 301.6501(c)-1(f) provides that “if an incomplete gift is reported as a completed gift on the gift tax return
and is adequately disclosed, the period for assessment of the gift tax will begin to run when the return is filed, as
determined under IRC Section 6501(b).

• However, it is not clear that the regulation, which applies when “an incomplete gift is reported as a completed gift,” will
apply to a return that reports the transfer as a sale for full consideration but says nothing about whether any value later
determined to be in excess of the consideration is a complete or incomplete gift. That is the way most such gift tax
returns will read, because the beneficiary typically will want to preserve the “incompleteness” argument as to any gift if
the consideration is found inadequate.

• Additionally, the gift tax return filing will not start the statute of limitations running on an estate tax issue of whether the
sale is a “bona fide sale” because that is a legal issue, which may only be determined on the taxpayer’s death.
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Income tax considerations with the $5,000 BDIT guaranteed sale technique.
– In general.

• The BDIT must remain a grantor trust during the beneficiary’s life, or at least while any note is outstanding, in order to
circumvent a capital gain on the sale (or as installments are paid), income tax on interest payments, and (possibly)
adverse consequences upon loss of grantor trust status under Treas. Reg. § 1.1001-2(c), Ex. (5).

• To achieve grantor trust status under IRC Section 678, initially the beneficiary must have over the trust “a power
exercisable solely by himself to vest the corpus or the income therefrom in himself.” IRC Section 678(a)(1).

• If left in place, such a power would cause the trust property to be includible in the beneficiary’s gross estate under IRC
Sections 2036 and 2038, or under IRC Section 2041, whichever is viewed as applicable. Thus, this power must be cut
down before the beneficiary’s death without either (1) losing grantor trust status, or (2) causing the beneficiary to be
treated as the transferor for estate tax purposes.

• Once the beneficiary acquires a power described in IRC Section 678(a)(1), IRC Section 678(a)(2) provides that the
trust continues to be a grantor trust after the power holder “has previously partially released or otherwise modified such
a power and after the release or modification retains such control as would, within the principles of IRC Sections 671 to
677, inclusive, subject a grantor of a trust to treatment as the owner thereof.”

– It is necessary for the settlor of the BDIT to steer clear of grantor trust status.

– Release vs. lapse.

• One issue with respect to any BDIT in which there is a lapse of a withdrawal right, is whether IRC Section 678(a)(2)
applies when the power is cut down by a lapse rather than a release. If a lapse occurs pursuant to the terms of the
trust, can the power holder be said to have “partially released or otherwise modified” the power? The private rulings
imply that the answer is yes.
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– Partial release or other modification.

• Assuming a lapse can qualify as a release or other modification, the next issue with respect to any BDIT in which there
is a lapse of a withdrawal right is whether a power that has lapsed completely (either all at once or in stages over time)
remains one described in IRC Section 678(a)(2), given the statute’s requirement that the IRC Section 678(a)(1) power
have been “partially released or otherwise modified” (underscoring added).
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Alternative to the BDIT guaranteed sale technique and the substantial hanging power created
BDIT: the technique of a $5,000 BDIT jointly creating a GRAT or a LAGRAT with the BDIT
providing the consideration for the remainder interest (the “BDIT remainder purchase”)
technique.

– What is the BDIT remainder purchase technique? The technique is illustrated below:
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Advantages of the BDIT remainder purchase technique.

– The assets of the BDIT, if the transferor is not a deemed donor under equitable principles, will not be
subject to estate taxes in the transferor’s estate.

– Avoids capital gains tax consequences on the sale of assets to the trust.

– Has the advantage of allowing Betsy access to cash flow from note payments, and as a beneficiary of
the BDIT.

– The transferor has flexibility to change the future beneficiaries of the trust through the exercise of a
special power of appointment.

– Has the potential to avoid gift tax surprises.

– Appreciation will be out of the transferor’s estate.
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Considerations of the BDIT remainder purchase technique.
– In order for the full and adequate consideration exception under IRC Section 2036 to apply, the

remainder interest of the GRAT that is sold may need to have a substantive value much greater than
$4,000.

– This technique could also be utilized with a BDOT jointly created GRAT with the BDOT, or Spousal
Grantor Trust, providing the consideration for the remainder interest.

• The above consideration of a BDIT not having enough substantive value in order to avoid IRC Section 2036 may not
be present with a BDOT, or a Spousal Grantor Trust, if it has substantial value. The BDOT, or Spousal Grantor Trust,
could be designed to be a generation skipping trust.

– Need to file a federal gift tax return.

• A federal gift tax return needs to be filed in order to determine if there should be any adjustments with the GRAT and to
get the statute of limitations running. There will be an expense in connection with filing the federal gift tax return and
with the necessary appraisals attendant with the technique.

– State income tax considerations.

• There may be state income tax considerations on the sale of any appreciated assets to the FLLC. There also may be
state income tax consequences in selling the remainder interest of a GRAT to the BDIT.

– Step transaction doctrine could apply.

• If the IRS can demonstrate, because of the thin capitalization, the $4,000 payment should be ignored, then under other
equitable principles it may be able to establish the creation of the BDIT lacks independence, and the deemed grantor
of the trust will be the beneficiary.
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Freeze Planning with Subchapter S Stock and a Qualified Subchapter S Trust.

– What is the technique? The technique is illustrated below:

– IRC Section 678 ownership of S corporation stock by beneficiary.

• Under IRC Section 1361(d)(1)(B) the transferor (as a beneficiary of the QSST) will be treated as the owner of the
subchapter S stock held in trust under IRC Section 678(a).
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– What is a QSST?

• A QSST is a trust that has only one income beneficiary and any corpus distributed during the life of the current
beneficiary may only be distributed to that beneficiary. After an election is made by the beneficiary, the beneficiary is
taxable on the taxable income of any subchapter S stock that is owned by the trust as if the trust is a grantor trust to
the beneficiary under IRC Section 678(a).

– Disregarded sales of stock to a QSST.

• Can the distributions from the subchapter S corporation stock owned by the QSST, which are collateral on the
transferor’s note, be used to retire both the principal and interest of the note on which the QSST is the obligor?

• Clearly interest on a note is a charge against the income of a trust for trust accounting purposes and should be paid by
the trustee of the QSST.

• The distributions on the purchased subchapter S stock to the QSST can also be used by the trustee of the QSST to
retire the principal on the note, if the distributions are security for a note on which the QSST is the obligor.

• There may need to be an equitable adjustment between the principal and income of the trust when the distributions
from purchased subchapter S stock are used by the trustee of the QSST to retire principal of the debt used for that
purchase.
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Advantages of the technique.
– A QSST can be substantively funded, which may be more advantageous than a sale to certain IRC

Section 678 techniques (i.e., the BDIT), which can only be initially funded with $5,000.

– A QSST circumvents federal capital gains tax treatment on the sale of the subchapter S stock.

– There is not any concern about the effect of any lapse of withdrawal rights.

– It has the advantage of allowing the seller to be a beneficiary of the trust and have a power of
appointment over the trust.

– It has the potential of mitigating gift tax surprises.

– Appreciation will be out of the seller’s estate.

– Flexibility goals may be met.

– Finally, the income beneficiary of the QSST will have access to the cash flow of these trusts as the sole
income beneficiary of the trusts.

– The estate tax savings of the technique could be substantial.

– The high-income trust income tax rates may be avoided if the beneficiary is in a lower bracket.

– The subchapter S corporation could re invest its earnings, which would lower the income beneficiary’s
distributions and increase the remainder value.
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Considerations of the technique.

– There may need to be substantive equity in the trust from prior gifts (is 10% equity enough?) before the
sale is made.

– The disadvantages of utilizing a subchapter S corporation.

– Need to file a federal gift tax return.

– Federal income tax considerations.

– State income tax considerations.

– Could lose the benefits of using the gift tax exemption.

– Step transaction doctrine.

– The transferor is the only beneficiary of the trust.
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I. INTRODUCTION/BACKGROUND1.   

This outline focuses on several provisions of the Internal Code designed to deter use of a 
corporate entity to defer or avoid personal income taxes. These provisions were crafted to curb the use of 
lower corporate tax rates when the individual rates were substantially higher. While the double tax on 
corporate income and then on distributions by corporations to individual shareholders was a consideration, 
the deferral of the individual level tax was in the mainstream of tax planning.   

 The double tax, however, was abhorrent to the small business community so vital to the U.S. 
economy.  As early as 1954, President Eisenhower recommended the passage of legislation which would 
minimize the influence of Federal income tax laws on the selection of a form of entity by small businesses. 
It was not until 1958, however, that Congress acted upon the President’s recommendation.  In that year, as 
a part of the Technical Amendments Act of 1958, taxpayers saw the first version of Subchapter S enacted 
into law.   

The original Subchapter S legislation was burdened with numerous flaws and traps that often 
caught the unwary, resulting in unwanted consequences.  Among these flaws and traps existed intricate 
eligibility, election, revocation and termination rules; complex operational priorities and restrictions on 
distributions; a rule whereby net operating losses in excess of a shareholder’s stock basis were lost forever 
without any carry forward; and a rule whereby excess passive investment income caused a retroactive 
termination of the S election. 

Intricate rules and hidden flaws contained in the original legislation led most accountants and 
tax attorneys to recommend use of Subchapter S only when absolutely necessary. Subchapter S avoidance 
planning continued for decades. 

More than two decades after the birth of Subchapter S, however, Congress attempted the first 
major overhaul of Subchapter S when it enacted the Subchapter S Revision Act of 1982.  As a result of this 
legislation, many principles of Subchapter K were extended to Subchapter S corporations and their 

                                                      
1  The author wishes to express his appreciation to Larry J. Brant of Foster Garvey, PC, Portland, Oregon for his 
contributions to the preparation of this outline.  Brant and Hall are co-authors of an outline entitled “The 
Road Between Subchapter C And Subchapter S – It May Be A Well-Traveled Two Way Thoroughfare, But It Isn’t Free 
of Potholes and Obstacles” which appeared in the proceedings of the 78th New York University Institute on Federal 
Taxation (2019). 
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shareholders; many potential abuses which existed under prior law were totally eliminated; the risk of 
inadvertent termination was lessened to a great degree; and entity audit procedures were established. 

In 1986, Congress again enacted legislation which further refined Subchapter S and 
institutionalized pass through tax treatment for closely held businesses.  The Tax Reform Act of 1986 served 
to redirect Subchapter S back toward its original goal of treating shareholders of electing small business 
corporations like partners and the corporation like a partnership for Federal income tax purposes.  Ironically, 
much of the impact of the Tax Reform Act of 1986 on Subchapter S came from amendments to provisions 
outside of Subchapter S, including the inversion of the corporate-individual tax rate structure created by 
amendments to IRC § 1;2 the repeal of the capital gains deduction contained in IRC § 1202; the adoption 
of the passive loss rules set forth in IRC § 469; and the repeal of the “General Utilities Doctrine.”  To 
prevent the circumvention of GU repeal by converting to S status and then selling the assets, section 1374 
provided for an initial 3-year recognition period for the sale of assets with built in gain, which eventually 
became a 10-year recognition period.   

Historically, persons forming a new business automatically assumed it would take the form of 
a C corporation unless special circumstances made Subchapter S desirable.  Following the enactment of the 
Tax Reform Act of 1986, and the temporary inversion of the corporate-individual tax rate structure, the S 
corporation clearly became the entity of choice for closely-held businesses. 

Between 1986 and 2017, lawmakers continued to tinker with Subchapter S, which for the most 
part made it more desirable for many business taxpayers.  The Small Business Job Protection Act of 19963 
contained many provisions which directly impacted Subchapter S corporations, including expansion of 
permitted shareholders to include complex trusts, tax exempt organizations, and ESOPs. The recognition 
period for the imposition of the built in gains tax was reduced from ten years to seven, back to ten and then 
back to five, and permanently to five as part of the Protecting Americans from Tax Hikes Act of 2015.4   

The Tax Cuts and Jobs Act of 2017 (the “TCJA”) reduced the general corporate tax rate from 
35% (with a “bubble” rate of 39% to eliminate lower graduated rates as a corporation moves up the 
bracket) to a flat rate of 21% for tax years beginning after December 31, 2017.5  The 2017 Tax Act 
eliminates the prior brackets and the special tax rate for personal service corporations.6  

The corporate alternative minimum tax was repealed by the TCJA7 with an expanded 
utilization of existing AMT credits against regular tax liability for tax years beginning after 2017 and 
before 2022, with credits also refundable in an amount equal to 50 percent (100 percent for tax years 
beginning in 2021) of the excess of the AMT credit for the tax year less the amount of the credit allowable 
against regular tax liability for that year.8  

A fiscal year taxpayer may obtain the benefit of the reduced corporate rate as of January 1, 
2018, generally by computing a tentative tax under the old and new rates, and then prorating the tentative 
tax based on number of days with and without the rate change to arrive at a “blended” tax rate. 

The reduction in rates for C corporations was based on the premise that the 35% corporate tax 
rate was purportedly reducing the capital available for investment in domestic business opportunities as 
                                                      
2  Unless otherwise indicated, all references to the Internal Revenue Code are made to the Internal Revenue Code of 
1986, as amended.  The Internal Revenue Code is referred to herein as the “IRC” or the “Code.” 
3  Public Law 108-357.   
4  Public Law 114-113. 
5  IRC § 11(b) 
6  IRC § 11(c). 
7  IRC § 55(a) 
8  IRC § 53. 
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opposed to international opportunities, denying American workers job opportunities, higher wages, and 
advancement in the workforce.  The Trump Administration wanted to reduce the corporate tax rate to 15 
percent.  

Early proposals would have lowered the individual rates for taxpayers operating as sole 
proprietorships, partnerships, and S corporations. Under one construct, if a pass-through (or pass-thru9) 
entity wanted to take advantage of the lower rate, it would have to leave the earnings in the business. 
When the income is distributed to the owners, it would be taxed again, presumably as a dividend. Further, 
service businesses would not be eligible for the benefits of the rate reductions.10 This would put pass-
thrus (other than service businesses) on an equal footing with C corporations with respect to the rate 
reductions and the double tax.  

The revenue loss from the corporate rate reduction was to be covered with revenue growth 
projections justifying the lower tax rate - after all, that is the driver of the corporate rate reductions. Or if 
that were not possible, then revenue-raising measures would be required, such as closing loopholes and 
reducing or eliminating state and local income and property tax deductions for individual taxpayers.   

The final version of IRC § 199A11 and the favored tax treatment of “qualified business 
income” or QBI was intended to level the playing field for many closely held businesses operated as pass 
through entities. While the definition of QBI and the scope of the deduction is outside the scope of this 
outline, it is reasonable to conclude that closely held businesses desiring to distribute the earnings of the 
business to the shareholders should remain in the pass-thru regime as compared with the reduced C 
corporation tax rate, taking into consideration the double tax on distributions and the ultimate gain on the 
sale of the business, avoided only by qualification for the special zero tax rate for the sale of C corporation 
stock under IRC § 1202 after a five-year holding period. 

The following chart summarizes the combined tax consequences of electing C corporation 
status versus operating as a pass-thru entity, considering the availability of the QBI deduction, and 
assuming that the earnings will either be distributed to the owners, or the business is ultimately sold with 
or without qualifying for the benefits of IRC § 1202.   

 

                                                      
9  The “pass-thru” term used in this outline conforms to the nomenclature in the caption of Part II of Subtitle A of 
Title I of Pub. L. 115-97 (12/22/2017), “Deduction for Qualified Business Income of Pass-Thru Entities.” 
10  See, e.g., https://www.bloomberg.com/news/articles/2017-05-25/-mnuchin-rule-against-wealthy-tax-cuts-comes-
back-to-bite-him; http://www.foxbusiness.com/features/2017/09/12/mnuchin-some-services-companies-wont-get-
pass-through-tax-rate-update.html. 
11  Section 11011 of Pub. L. No. 115-97 (December 22, 2017). 
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SUMMARY CHART 
 

 
Entity Classification 

 
Corporate 
Income Tax 

 
Individual 
Income Tax 

Net 
Investment 
Income Tax 

 
Combined 
Federal Tax 

C Corporation - distribute 
100% of net earnings as 
dividend 

21% 

 

20% of net 
dividend 
distribution 

3.8% of net 
dividend 
distribution 

39.8% 

C Corporation – no 
distributions, hold for 5 years 
and qualify under IRC § 1202 

21% 0% 0% 21% 

C Corporation - pay out 
100% of earnings as 
compensation 

0% 37% 3.8% 40.8% 

Pass-thru entity (S corporation 
or partnership) in specified 
service business and material 
participation by owner 

0% 37% 0% 37% 

Pass-thru entity (S corporation 
or partnership) not in specified 
service business, with QBI 
and material participation of 
owner 

0% 29.6% 0% 29.6% 

Pass-thru entity (S corporation 
or partnership) not in specified 
service business, with QBI 
and passive owner 

0% 29.6% 3.8% 33.4% 

 

While a C corporation can benefit from the lower corporate income tax rate of 21 percent, the 
ultimate distribution of the earnings as a dividend, or the sale of the stock with an unadjusted basis at 
capital gains rates (when the benefits of IRC § 1202 are not available), will result in an increase in the 
effective tax rate of the owners to 39.8 percent, exceeding the effective pass-thru rate for an owner 
materially participating in the business (29.2 percent) by over 10 percent (10.2 percent). The tax benefit 
is reduced to 7.4 percent, if the owner is not materially participating in the business. 

Still, there are numerous cases and fact patterns where a pass-thru structure may be less 
desirable than a C corporation.  The use of a corporate blocker is commonplace for tax exempt and foreign 
investors in active U. S. business enterprises. In other cases, however, before electing out of pass through 
treatment to take advantage of the lower corporate tax rate, a number of provisions of the Internal Revenue 
Code must be considered, such as the accumulated earnings tax under IRC § 531, the personal holding 
company tax under IRC § 541, and provisions like IRC § 269 and IRC § 269A which give the Service the 
power to disregard corporate shells and reallocate income among taxpayers under common control.  

With this background, we will review the acronyms flagged in the title of this outline and other 
defined terms related to the accumulated earnings tax, the personal holding company tax, personal service 
corporations, and the powers granted to the IRS under IRC § 269 and IRC §269A to allocate income, 
deductions, credits and other items between controlled corporations and their employee-owners, and the 
relevance of these provisions in the current tax environment.  
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II. THE ACCUMULATED EARNINGS TAX.   

The accumulated earnings tax (“AET”) is a corporate-level tax intended “to deter use of a 
corporate entity to avoid personal income taxes.”12  The purpose of the tax is to prevent corporations from 
retaining earnings and profits in excess of the corporation’s business needs so that shareholders will become 
liable for taxes on the dividends received.13  In the past, prior to the enactment of the Internal Revenue Code 
of 1986, Federal income tax rates imposed on individuals were much higher than rates imposed on 
corporations.  Because of this disparity, closely held C corporations were strongly motivated to accumulate 
corporate earnings and profits.  Once again, after the enactment of the TCJA, the Federal income tax rates 
of individuals are much higher than C corporations (37% versus 21%).  So, closely-held C corporations 
find themselves motivated to retain earnings and profits.   

Shareholders of closely held business are motivated to retain earnings and profits at the 
corporate level for a number of reasons, including:   

• First, the income accumulated could then compound at the lower corporate rate 
instead of at the higher individual rates.  The deferral of the tax on distributions 
allows closely held corporations to obtain returns on cash that, if distributed, 
would have been used to pay tax.  

• Second, the shareholder could dispose of the stock in a tax deferred merger.   

• Third, if earnings are retained until the shareholder’s death, the shareholder’s 
beneficiaries will then obtain a step up in basis of the stock under IRC § 1014. 

Today, with the top income tax rate for individual taxpayers at 37% and a flat corporate income 
tax rate of 21%, the incentive to retain corporate earnings and profits in the C corporation form of business 
exists.   

For each taxable year, IRC § 531 imposes a 20% tax on the “accumulated taxable income” of 
a corporation described in IRC § 532.14  A corporation described in IRC § 532 is a corporation “formed or 
availed of for the purpose of avoiding the income tax” by allowing “earnings and profits to accumulate 
instead of being divided or distributed.”  Thus, two factors must be presented before the tax can be imposed:  

• the proscribed purpose of avoiding the income tax for its shareholders; and  

• the proscribed conduct of permitting earnings and profits to accumulate instead 
of being divided or distributed.15   

The first factor is presumed to have been established if a corporation allows earnings and profits 
to accumulate beyond its reasonable business needs, unless the corporation can prove otherwise by a 
preponderance of the evidence.16   

The term “accumulated taxable income” means the corporation’s taxable income, adjusted for 
taxes and other items in IRC § 535(b), minus the sum of the dividends paid deduction defined in IRC § 561 
and the accumulated earnings credit defined in IRC § 535(c).  The accumulated earnings credit is equal to 
                                                      
12  United States v. Donruss Co., 393 U.S. 297, 303 (1969). 
13  Id. 
14  For further information, see CAROLINE H. NGO & JAMES C. WARNER, ACCUMULATED EARNINGS TAX, 796-3rd TAX 
MGMT. PORTFOLIO (BNA) (2013). 
15  GPD Inc. v. Comm’r, 35 AFTR2d 75-348, 508 F.2d 1076 (6th Cir. 1974). 
16  IRC § 533(a). 
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the earnings and profits retained (in excess of the dividends paid deduction) for the reasonable needs of the 
business.17  IRC § 537 defines the reasonable needs of the business as “the reasonably anticipated needs of 
the business.”  IRC § 535(c)(2) also provides for a minimum accumulated earnings credit, which “shall in 
no case be less than the amount by which $250,000 [$150,000 in the case of a PSC] exceeds the accumulated 
earnings and profits of the corporation at the close of the preceding taxable year.”   

The American Taxpayer Relief Act of 201218 increased the tax rate on the accumulated earnings 
tax (and the undistributed personal holding company tax discussed in the next section) from 15% to 20%.19  
The Act also removed the prior sunset provisions, making the accumulated earnings tax permanent.20  

Accumulated taxable income is defined as the corporation’s taxable income, which is adjusted 
to reflect more accurately economic income, and from which the dividends paid deduction21 and 
accumulated earnings credit22 are subtracted. While the tax is imposed only on the accumulated taxable 
income of the specific year(s), the accumulations from earlier years have a bearing on the questions of tax 
avoidance and reasonable business needs.  As noted above, the AET is imposed in addition to the regular 
corporate income taxes and is assessable as an additional tax rather than as a penalty.  The prohibited 
avoidance of income tax at the shareholder level may be accomplished with one corporation or a chain of 
corporations.  The AET may be imposed on a lower tier corporation if it accumulates earnings for the 
purpose of sheltering the shareholders of its parent corporation from income tax that would have been 
payable if all corporations in the chain had distributed their earnings.  

In view of the requirement that the corporation be formed or availed of to avoid tax at the 
shareholder level, the Internal Revenue Service in practice generally applies the AET only to those 
corporations, the ownership and control of which is concentrated in a small group of shareholders. Liability 
for the tax depends on the state of mind or intent to avoid tax by those persons in control of the corporation. 
Tax avoidance need not be the primary or dominant purpose for accumulation. The Supreme Court, in 
United States v. Donruss Co.,23 held that tax avoidance need be only one of the purposes; it is sufficient if 
it merely contributes to the decision to accumulate.  

As to evidence of a purpose to avoid tax, the statute provides that “the fact that the earnings 
and profits of a corporation are permitted to accumulate beyond the reasonable needs of the business shall 
be determinative of the purpose to avoid the income tax with respect to shareholders, unless the corporation 
by the preponderance of the evidence shall prove to the contrary.” Moreover, “[t]he fact that any corporation 
is a mere holding or investment company shall be prima facie evidence of the purpose to avoid the income 
tax with respect to shareholders.”24 In determining whether the accumulation was for a tax avoidance  
purpose, the regulations set forth the following factors which are to be  considered, along with the specific 
circumstances of each case: (1) dealings between the corporation and its shareholders, such as loans to 
shareholders or corporate expenditures for the personal benefit of shareholders; (2) investments of 
undistributed earnings in assets having reasonable connection with the corporation’s business; and (3) the 
extent  to which the corporation has distributed its earnings and profits. The first two factors tend to show 
liquidity and dividend capacity of the corporation, from which the prohibited tax avoidance purpose can be 

                                                      
17  IRC § 535(c). 
18  Pub. L. No. 112-240, 126 Stat. 2313 (2013) (hereinafter Taxpayer Relief Act). 
19  Id. at § 102(c)(1)(A).   
20  Id. at § 102(a). 
21  The dividends paid deduction is defined by IRC § 561 to consist of dividends paid during the taxable year and 
consent dividends allowed by IRC § 565. 
22  The accumulated earnings credit is defined by IRC § 535(c). 
23  393 U.S.297, 69-1 U.S.T.C. P. 9167 (1969). 
24  IRC § 533(b). 
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inferred. Similarly, a poor dividend history coupled with a favorable earnings history is evidence of a bad 
motive.   

Although liability for the AET theoretically turns on the state of mind or intent, the Supreme 
Court's holding in Donruss has caused a shift in emphasis from motivation for the accumulation to an 
analysis of the reasonable needs of the business. Indeed, while the ultimate question technically may be 
whether the corporation was formed or availed of for tax avoidance at the shareholder level, in practice, the 
question is whether the corporation had business needs for the accumulation.  

Most AET cases have been decided on the reasonable business needs question, apparently 
based on the statutory rule that an accumulation beyond the reasonable business needs shall be 
determinative. After Donruss, once an accumulation is found to be unreasonable, it is virtually impossible 
to bear the burden of proof that tax avoidance was not a purpose for the accumulation.25  

A. Reasonable Needs of the Business.  

The determination of reasonable business needs is a uniquely factual issue. The character 
of a corporation’s accumulated surplus is crucial;26 earnings translated into plant, equipment and/or 
inventories cannot be easily distributed to shareholders regardless of the amount of the accumulated 
earnings.  

For the determination of reasonable business needs, the Regulations adopt a “reasonable 
businessman” standard, which is the tax law equivalent of the hypothetical “reasonable man” tort standard.  
Generally, the courts are reluctant to substitute their business judgment for that of the corporate officers 
and directors, but will do so if warranted by the facts and circumstances of the case.27  

Although the particular circumstances of each case ultimately govern, the AET Regulations 
set forth certain common grounds or categories of reasonable needs:  (1) to provide for bona fide expansion 
of business or replacement of plant; (2) to acquire a business enterprise through purchasing stock or assets; 
(3) to provide for the retirement of bona fide indebtedness created  in connection with the trade or business, 
such as the establishment of a sinking fund for the purpose of retiring bonds issued by the corporation in 
accordance with contract obligations incurred on issue; (4) to provide necessary working capital for the 
business, such as,  for the procurement of inventories; or (5) to provide for investment or loans to suppliers 
or customers if  necessary in order to maintain the business of the corporation.28 

Conversely, the Regulations also set forth a non-exclusive list of grounds or categories 
reflecting unreasonable accumulations:  (1) loans to shareholders, or the expenditure of funds of the 
corporation for the personal benefit of the shareholders; (2) loans having no reasonable relation to the 
conduct of the business made to relatives or friends of shareholders, or to other persons; (3) loans to another 
corporation, the business of which is not that  of the taxpayer corporation, if the capital stock of such other 
corporation  is owned, directly or indirectly, by the shareholder or shareholders of the  taxpayer corporation 
and such shareholder or shareholders are in control of both corporations; (4) investments in properties, or 

                                                      
25  A post-Donruss case in which the taxpayer successfully defended against the AET in spite of an unreasonable 
accumulation is Simons-Eastern Co. v. United States, 354 F. Supp. 1003 (N.D.Ga., 1972). 
26  See, e.g., Smoot Sand & Gravel Corporation v. Comm'r, 274 F.2d 495, 60-1 U.S.T.C.9241, 5 A.F.T.R.2d 626 (4th 
Cir.), affirming 17 T.C.M. 1086, 1958 T.C. Memo.  P. 58,022, cert. denied, 362 U.S. 976, rehearing denied, 363 U.S. 
832 (1960); John P. Scripps Newspapers, 44 T.C. 453 (1965). 
27  See, e.g., Electric Regulator Corp. v. Comm'r, 336 F.2d 339 (2d Cir. 1964); Crawford County Printing & Publishing 
Co., 17 T.C. 1404 (1952).0 
28  Reg. §1.537-2(b). 
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securities which are unrelated to the  activities of the business of the taxpayer corporation; or (5) retention 
of earnings and profits to provide against unrealistic hazards.29  

B. What is “The Business” - Expansion and Diversification of Existing Businesses.  

Before it is possible to ascertain what the reasonable needs of the business are and what 
investments are related to the activities of the business, it is necessary to identify the business of the 
corporation. The Regulations provide that “[t]he business of a corporation is not merely that which it has 
previously carried on but includes, in general, any line of business which it may undertake.”30  Clearly, 
accumulations to finance the natural growth of an existing business vertically and horizontally are 
allowable. In some cases, however, accumulations for expansion in the corporation’s existing business have 
been penalized. These cases inevitably seem to fail on the ground of vagueness or lack of reality of so-
called “expansion plans.”  

This pattern is illustrated by Raymond I. Smith, Inc.,31 which involved expansion plans that 
were determined to be disproportionate to the taxpayer’s capitalization, income and financial position. The 
taxpayer’s earned surplus exceeding $600,000 was used for the purchase of 348 contiguous acres of 
farmlands near Reno. The purchase price of the land was approximately $1 million, an amount roughly 
twice the book value of the taxpayer’s business assets. While the land was leased to crop farmers at a loss, 
it was not used by the taxpayer to carry on a separate business. The taxpayer contended that the land was 
acquired to protect the taxpayer’s bar concession, in the event rival gambling operations should try to 
develop strip operations in Reno. In the Tax Court’s view, any profits to be derived from the operation of 
additional bars would be long deferred and a doubtful return on the taxpayer’s large investment. The Court 
thus found the investment in the farmland beyond the reasonable business needs. The Ninth Circuit also 
thought that the taxpayer’s investment in the land was grossly disproportionate to its financial resources 
and position and that the prospect of its making use of the farmlands in its business was questionable and, 
in any event, remote and vague.32   

Unbridled expansion to new lines of business or diversification into unrelated businesses 
has been a source of confusion in the law. The Regulations permit the acquisition of a business enterprise 
and simultaneously proscribe the investment in unrelated properties or securities. This conflict, however, 
is readily resolved by the distinction between active business and passive investment, as discussed further 
below. The Service’s Tax Audit Guidelines in effect prior to being withdrawn in 2005 provided as follows:  

The regulations indicate that the business of a corporation is any business which it wishes 
to enter. Although this would indicate that a corporation is free to diversify into any business, some court 
cases tend to limit diversification by corporations into products or businesses similar or related to their 
principal field or product.33   

The subsequently withdrawn AET Audit Guidelines may have misinterpreted the thrust of 
the case law.  In apparently no case does a court limit expansion, change in business or diversification per 
se to similar or related products or businesses. The Service’s victories generally are based on passive 

                                                      
29  Reg. §1.537-2(c). 
30  Reg. §1.537-3(a). 
31  33 T.C. 141 (1959), acq., aff'd, 292 F.2d 470, 61-2 U.S.T.C.  9562, 8 A.F.T.R.2d 5119 (9th Cir.), cert. denied, 368 
U.S. 948 (1961).  
32  What if Mr. Smith had put a few cows on the place or entered into sharecropping arrangements with local operators 
rather than leasing the farmland to the third-party operators?  This may have been viewed as a separate business and 
carried the day before the Tax Court.  
33  Former I.R.M. 776.2(1) 
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investment grounds, the vagueness of the taxpayers’ expansion or diversification plans and the taxpayers’ 
failure as to the burden of proof, or on a combination of all these grounds.  

Along similar lines, in Electric Regulator Corp. v. Comm’r,34 the Court of Appeals for the 
Second Circuit stated the following broad dictum going beyond the situation presented in a case involving 
diversification into related products:   

In answering the question: what are the reasonable needs of the business?, the 
corollary question arises, namely, what “business”? If the Treasury decides that 
the manufacture of [a particular electromechanical voltage regulator] is the 
“business,” then it would forever consign petitioner to the manufacture of that 
product and view its needs accordingly. Courts, however, must not blind 
themselves to the realities in this age of rapid technological change. The product 
of today is frequently outmoded tomorrow.  The results of research in the 
electronics, pharmaceutical and chemical fields alone justify this statement ....  

If the Tax Court’s views here were to be accepted, they would give to the Treasury 
virtually absolute power to stifle or encourage economic growth as it-not the 
corporate directors-decided how each company should handle its corporate and 
financial affairs. The Courts are not unmindful of the efforts of the Department of 
Justice through its Anti-Trust Division to encourage competition by attacking 
monopolistic practices which might be harmful to smaller units of industry, and of 
Congress’ decided interest in small business and its development. It would be 
anomalous indeed were the Treasury to have the power to thwart these praise-
worthy objectives. But equally praiseworthy is (and should be) the Treasury’s 
vigilance lest a corporation, particularly a private or family-owned corporation 
with only a few stockholders, be used to prevent the imposition of high taxes on 
such stockholders.35 

Clearly, a corporation is not required to be static; technological change may force entry 
into a new line of business. Even in the absence of technological changes, a corporation whose business is 
generally declining may accumulate its earnings to enter a new business. In New England Wooden Ware v. 
United States,36 the taxpayer, having suffered a near-disaster from the decline of the wooden pail and tub 
manufacturing industry, survived by changing its business to the manufacture of corrugated boxes. Almost 
two decades later, however, it found itself in the “cellar position” in that industry due to competition from 
several widely known, national concerns. Accordingly, it decided to diversify. Accumulating its earnings, 
it began a bona fide search for a new business. It explored various diversification possibilities in businesses 
quite different from its then existing business. In each instance, it reached the stage of a clear definition of 
the product (sometimes including the making and testing of prototypes) and a detailed study of market 
potential and production feasibility and it engaged the services of a noted consulting firm. Finding the 
taxpayer “prudently expansionist” and citing its prior business history and serious search efforts, the district 
court allowed the accumulations. Moreover, even though the taxpayer at the time of trial had not yet 
diversified, the court thought consummation of its intent was reasonably foreseeable. 

Similarly, the acquisition of an entirely new and unrelated business is unquestionably 
warranted if the corporation’s existing business ceases due to a casualty or unanticipated sale. The 
corporation, however, must enter the new business promptly or, at least begin an earnest search for a new 

                                                      
34  336 F.2d 339 (2d Cir. 1964), reversing 40 T.C. 757 (1953) 
35  336 F.2d at 345-346. 
36  289 F. Supp. 111, 68-2 U.S.T.C. 9568, 22 A.F.T.R.2d 5465 (D. Mass. 1968). 
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business immediately. In Alex Brown, Inc.,37 the taxpayer received an unsolicited offer for its business and 
sold the entire business the following month. The proceeds from the sale were invested passively in 
government obligations. During the five months from the date of the sale to the close of the taxable year, 
there were no apparent efforts to develop any plans to engage in any type of business activity Although the 
AET was imposed for the year of the sale, the Tax Court’s opinion nevertheless authorizes the acquisition 
of a new business by its finding that “there was no judgment by management, even of an embryonic nature. 
[The taxpayer] was not required to be an instant Horatio Alger, but neither was [it] entitled to be a financial 
Rip Van Winkle.”38 

A corporation should be permitted to diversify into an entirely new business if it has 
demonstrable managerial capacity to operate the new business. This appears to be the position of the court 
in Atlantic Commerce & Shipping Co., Inc. v. Commissioner,39 despite the court’s finding that the 
taxpayer’s accumulation for diversification into an unrelated real estate venture was unreasonable. During 
the taxable years in issue, the taxpayer was engaged in the business of furnishing brokerage and 
management services to shippers. Having decided to invest its surplus earnings in real estate, it investigated 
various possible investments including a hospital, shopping centers, a post office and office buildings. The 
following year, it joined with a related company in the purchase of a factory building. The Tax Court held 
and the Second Circuit affirmed that the acquisition of the factory was a passive investment in real estate 
unrelated to the taxpayer’s business. Although it was implied that an acquisition of waterfront terminal 
facilities might be sufficiently related to the taxpayer’s ship brokerage business, the courts found that the 
real estate investigated by the taxpayer was unrelated to shipping. The Second Circuit noted, moreover, that 
“[t]here is no indication in the record that [the taxpayer] would have been capable of managing [the 
properties investigated] as a new line of business.”  

In determining whether property acquired constitutes a business or an investment, the key 
element is the degree of activity involved in operation and management, as illustrated by Sandy Estate Co.40 
There, the taxpayer, an apartment house owner and manager, accumulated its earnings and profits from real 
estate in order to provide funds for its dealings in mortgage loans. The court found that its mortgage loan 
activities constituted a business that was “healthy and vigorous, with a strong expansion policy.” The 
mortgages were not simply liquid investments, they were, in view of the “extensive and continuous 
activities in relation to them… of such magnitude and character as to constitute a business in and of 
themselves.”41   

C. Active Real Estate Trade or Business vs. Passive Investment in Real Estate.   

In the context of the AET, real estate investments may be divided into two categories: (1) 
situations in which the real estate activities purportedly constitute a separate trade or business of the 
corporation, and (2) real estate investments which are incident to the corporation’s business, as where a 
corporation acquires an office building to be used as its headquarters, with excess space, if any, to be rented 
out.  Unless the acquisition of interests in real estate can be shown to be part of a separate trade or business, 
the acquisition of real estate unrelated to the existing business may render the corporation vulnerable to the 
AET.42 

                                                      
37  60 T.C. 364 (1973), aff'd per curiain, 496 F.2d 621, 74-1 U.S.T.C. I 9405, 33 A.F.T.R.2d 1226 (6th Cir. 1974). 
38  60 T. C. at 368. 
39  32 T.C.M. 473, 1973 T.C. Memo. T 73,106, aff'd, 500 F.2d 937, 74-2 U.S.T.C. 9624, 34 A.F.T.R.2d 5667 (2d Cir. 
1974). 
40  43 T.C.361 (1964)  acq. 
41  43 T.C.at 375-376. 
42  See, e.g., Automotive Rebuilding Co., Inc., 17 T.C.M. 968, 1958 T.C. Memo. P 58,197.  citing Higgins v. 
Commissioner, 312 U.S. 212, 41-1 U.S.T.C. 9233, 25 A.F.T.R. 1160 (1941), for the proposition that the law spawned 
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The question of whether an activity rises to the level of a trade or business arises in many 
contexts under the Code. The United States Supreme Court has stated that the existence of a trade or 
business “requires an examination of the facts in each case.”43  In Commissioner v. Groetzinger, dealing 
with the question of whether a full-time gambler was involved in a trade or business, the Court stated: 

This (the facts and circumstances approach) may be thought by some to be a less-
than-satisfactory solution, for facts vary. But the difficulty rests in the Code’s wide 
utilization in various contexts of the term “trade or business,” in the absence of an 
all-purpose definition by statute or regulation, and in our concern that an attempt 
judicially to formulate and impose a test for all situations would be 
counterproductive, unhelpful, and even somewhat precarious for the overall 
integrity of the Code. We leave repair or revision, if any be needed, which we 
doubt, to the Congress where we feel, at this late date, the ultimate responsibility 
rests.  

Several cases have dealt with the question of whether owning and operating real estate 
rental properties amounts to engaging in a trade or business. In Pinchot v. Commissioner,44 the question 
before the Board of Tax Appeals and the Second Circuit Court of Appeals was whether a non-resident alien 
was engaged in business in the United States at the time of her death.  If so, her bank deposits and other 
assets in the United States would be subject to federal estate taxation.   

The stipulated facts reflected that the decedent’s property in the United States consisted of 
improved real estate in the City of New York owned in common by her and her two brothers, one of whom 
was the executor and petitioner in the case. The real estate was made up of eleven parcels, of which the 
decedent’s share had a gross value of about $1 million.  The petitioner managed the properties for the 
decedent and the other brother under broad powers of attorney. This management “consisted of the leasing 
and renting of the properties when they become idle, collection of rents and payment of operating expenses, 
taxes, mortgage interest and other necessary obligations.”  Over a period of 18 years, five parcels of real 
estate had been sold and five parcels purchased. There were no sales or purchases during the three years 
preceding the decedent’s death. 

The Second Circuit Court of Appeals found that the real estate management activities of 
decedent, through her agent, was sufficient to be considered “engaging in business” in the United States: 

Though the stipulation does not show the number and the amount of the 
transactions of the petitioner in managing these eleven buildings in New York, it 
is certain that they must have been considerable in both respects as well as 
continuous and regular. Their maintenance required the care and attention of the 
owners and the decedent supplied her part of that by means of her agent and 
attorney and fact… What was done was more than the investment and re-
investment of funds in real estate. It was the management of the real estate itself 
for profit. Whether or not that was engaging in business within the meaning of the 
federal tax statutes is a federal question which cannot be controlled by state 
decisions…... It necessarily involved alterations and repairs commensurate with 

                                                      
by IRC § 162(a) (relating to ordinary and necessary expenses incurred in a trade or business) is relevant for 
differentiating between an active business and a passive investment for purposes of the AET.  
43  Higgins, supra, 312 U.S. at 217, Commissioner v. Groetzinger 480 U.S. 23 (1987). See Boyle, What is a Trade or 
Business? 39 Tax Lawyer 737, 767 (1986); Note, The Business of Betting: Proposals for Reforming the Taxation of 
Business Gamblers, 38 Tax Lawyer 759 (1985); Lopez, Defining "Trade or Business" Under the Internal Revenue 
Code: A Survey of Relevant Cases, 11 Fla. St. U. L. Rev. 949 (1984). Cf. Comment, Continuing Vitality of the "Goods 
or Services" Test, 15 U. Balt. L. Rev. 108 (1985).  
44  113 F. 2d 718 (2d Cir., 1940). 
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the value and number of buildings cared for and such transactions as were 
necessary constitute a recognized form of business. The management of real estate 
on such a scale for income producing purposes required regular and continuous 
activity of the kind which is commonly concerned with the employment of labor; 
the purchase of materials; the making of contracts and many other things which 
come within the definition of business in [Flint v. Stone Tracy Co, 220 U.S.107 
(1911)]…..and within the commonly accepted meaning of that word. We think that 
the Board [of Tax Appeals] was right in deciding that this decedent was engaged 
in business in this country at the time of her death.45 

In the context of the accumulated earnings tax, the crucial factor in determining the 
existence of a trade or business is the corporation’s degree of active involvement in the operation and 
management of the real estate. In Dahlern Foundation, Inc.,46 the taxpayer located undeveloped real estate 
suitable for use as a shopping center site, negotiated and paid the purchase price for it, secured leases from 
businesses to occupy the center, arranged for a loan for the construction of a shopping center, handled 
various management functions with respect to the center and maintained and repaired various portions of 
the center. In addition, it owned and actively managed another shopping center, an apartment house, a 
restaurant and the ground lease to a service station. It was generally responsible for repairs and maintenance 
of the leased properties and was otherwise involved in its tenants’ businesses. Emphasizing the managerial 
functions and extensiveness of the taxpayer’s activities, the Tax Court held that the taxpayer was engaged 
in sufficient activities to take it out of the mere holding or investment company category.47 Accordingly, 
the court held that the business of the taxpayer did not include the business of the subsidiary. Thus, the 
taxpayer was not permitted to accumulate its earnings for the needs of its real estate subsidiary. Moreover, 
the court noted even if the real estate company were characterized as the business of the taxpayer, the 
accumulations could not have been justified in any event because the taxpayer had no specific plans that 
would qualify as business needs regarding the real estate. On the other hand, the real estate might be 
acquired and held directly by the corporation itself in addition to its regular business. While the corporation 
would not have status as a mere holding or an investment company, the real estate would not be treated as 
a second business in the absence of the corporation’s involvement in substantial activities relating to 
operation and management.  

The definition of a “trade or business” for tax purposes further brings into relevance the 
line of cases under IRC § 162 that distinguish between activities that constitute “trade or business” activities 
from those that are merely investment activities.48 In the preamble to the recently finalized regulations under 
IRC § 1411 dealing with the new net investment income tax, the Treasury Department and the Service 
stated the following with respect to a change from the previously issued proposed regulations with respect 
to whether the management of real estate may constitute a trade or business: 

Whether an activity constitutes a trade or business for purposes of section 162 is 
generally a factual question.  For example, in Higgins v. Commissioner, 312 U.S. 
212 (1941), the Supreme Court stated that the determination of “whether the 

                                                      
45  113 F2d at 719 (citations omitted). 
46  54 T.C. 1566 (1970). 
47  By contrast, in Henry Van Hummell, Inc., 30 T.C.M. 1765, 1964 T.C. Memo. 64290, aff’d. 364 F.2d. 746, 66-2 
U.S.T.C. 9610, 18 A.F.T.R. 2d 5500 (10th Cir. 1966), cert. denied. 386 U.S. 956 (1967), the taxpayer, an insurance 
company, acquired and held a 92 percent stock interest in a real estate company. The latter simply held the real estate, 
collected its income, and had no employees; its operational activities and management requirements were contracted 
out to others. The court found that the subsidiary "was not engaged in the active conduct of a trade or business." 
48  See, e.g., Whipple v. Comm’r, 373 U.S. 193 (1963) (certain investment activities not a trade or business); McCullen 
v. Comm’r, T.C. Memo. 1997-280 (certain real estate activities not a trade or business); Moller v. United States, 553 
F. Supp 1071 (Fed. Cl. 1982) (investment activities qualified as a trade or business); Higgins v. Comm’r, 312 U.S. 
212 (1941) (certain real estate activities qualified as a trade or business, while investment activities did not). 
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activities of a taxpayer are ‘carrying on a trade or business’ requires an 
examination of the facts in each case.”  312 U.S. at 217.  Except for certain 
clarifications made in response to the proposed regulations, further guidance 
concerning the definition of trade or business is beyond the scope of these 
regulations.  

In response to these commentators, § 1.1411-1(d) of the final regulations provides 
that the term trade or business, when used in section 1411 and the final regulations, 
describes a trade or business within the meaning of section 162.  The section 162 
reference incorporates case law and administrative guidance applicable to section 
162. One commentator noted that determining whether income is earned in a 
section 162 trade or business under a separate entity approach, as reflected in 
proposed §1.1411-4(b), will yield unexpected results that are inconsistent with 
section 162.  For purposes of determining whether income is earned under section 
162, the commentator noted that §1.183-1(d) provides that activities are 
determined and their section 162 trade or business status is evaluated by 
aggregating undertakings in any reasonable manner determined by the taxpayer.   

The Treasury Department and the IRS do not believe that the determination of a 
trade or business under section 162 mandates the use of the definition of “activity” 
within the meaning of §1.183-1(d).  Section 183 disallows expenses in excess of 
income attributable to activities not engaged in for profit.  Section 1.183-1(a) 
provides that section 162 and section 212 activities are not subject to section 183 
limitations.  The definition of activity within §1.183-1(d) allows taxpayers latitude 
to combine different activities into a single activity to establish that the taxpayer is 
engaged in an activity for profit, and thus is not subject to the section 183 
limitation.  However, once the taxpayer determines that section 183 is not 
applicable, the taxpayer then must determine whether the activity is a section 162 
trade or business or a section 212 for-profit activity.  Furthermore, different 
definitions of “activity” can be found in sections 465 and 469.  Therefore, the 
Treasury Department and the IRS do not believe that determining whether a trade 
or business exists using the activity determinations of Code provisions unrelated 
to section 162 is appropriate.   

The Treasury Department and the IRS received multiple comments regarding the 
determination of a trade or business within the context of rental real estate.  
Specifically, commentators stated that Example 1 of proposed §1.1411-5(b)(2) is 
inconsistent with existing case law regarding the definition of a trade or business 
of rental real estate.  Commentators cited cases such as Fackler v. Commissioner, 
45 BTA 708 (1941), aff’d, 133 F.2d 509 (6th Cir. 1943); Hazard v. Commissioner, 
7 T.C. 372 (1946); and Lagreide v. Commissioner, 23 T.C. 508 (1954), for the 
proposition that the activities of a single property can rise to the level of a trade or 
business.    

The concession by the Treasury Department and the Service that the management of a 
single property can rise to the level of a trade or business in the context of the net investment income tax, 
which applies to “passive” investment income, supports the conclusion that such activities should constitute 
an active trade or business in the context of IRC § 531. While the net investment income tax and the AET 
are separate taxes, the application of each tax turns on the distinction between trade or business and non-
trade or business activities, and the authorities developed under each tax follow the principles developed 
under IRC § 162. 
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The level of involvement in the activity by the taxpayer, either directly or through agents 
or employees, is usually controlling, as opposed to passive activities that do not rise to the level of a trade 
or business. Where real estate is involved, a trade or business will be found to exist only where the taxpayer 
is involved in substantial activities relating to the operation and management of the real estate.49  Such 
involvement may be direct or indirect through agents or employees.  

Section 1.01 of the Restatement of the Law of Agency (Third) defines agency as follows: 

Agency is the fiduciary relationship that arises when one person (a “principal”) 
manifests assent to another person (an “agent”) that the agent shall act on the 
principal’s behalf and subject to the principal’s control, and the agent manifests 
assent or otherwise consents so to act. 

The common law of agency is described by the cannon law maxim, qui facit per alium facit per se, i.e. 
“whoever acts through another does the act himself.”  This is a parallel concept to vicarious liability and 
strict liability in which one person is held liable for the acts or omissions of another. A corporation cannot 
act for itself - it can only act through its authorized agents.  

In general, activities carried on by an agent of a corporation are no different from activities 
carried on by officers, directors, and employees of a corporation. The acts are performed by the agent for 
and on behalf of the principal, regardless of the title or position held by the agent (independent contractor, 
officer, director, or employee) with respect to the principal. 

In the context of IRC § 6166(a), dealing with the deferral of estate taxes with respect to an 
interest in a closely-held business, the Service ruled in Rev. Rul. 2006-3450 that “the fact that some of the 
activities are conducted by third parties such as independent contractors who are neither agents nor 
employees of the decedent, partnership, LLC or corporation, will not prevent the business from qualifying 
as an active trade or business so long as these third-party activities are not of such a nature that the activities 
of the [corporation] (and their respective agents and employees) are reduced to the level of merely holding 
investment property.” While Rev. Rul. 2006-34 dealt with whether the activities of the business were 
sufficient to constitute the carrying on of an active trade or business for purposes of IRC § 6166(a)(1), the 
conclusions of the Service should be relevant for purposes of IRC § 531.   

Rev. Rul. 2006-34 dealt with fact situations similar to two rulings issued in 1975. In Rev. 
Rul. 75-365,51 the Service considered a situation in which the decedent individually maintained a fully 
equipped business office to collect rental payments on commercial and farm rental properties, receive 
payments on notes receivable, negotiate leases, make occasional loans, and direct by contract the 
maintenance of the properties. The ruling held that the decedent was merely an owner managing investment 
assets to obtain the income ordinarily expected from them, and was not conducting a trade or business. 
Therefore, the commercial and farm rental properties and notes receivable included in the decedent’s gross 
estate did not constitute an interest in a closely held business for purposes of IRC § 6166. Similarly, Rev. 
Rul. 75-36752 held that a decedent’s ownership of 100 percent of the stock of an electing small business 
corporation that built homes on land owned and developed by the decedent, together with a business office 
and warehouse used both by the corporation and by the decedent in the land development activities 
constituted an interest in a closely held business. Rev. Rul. 75-367 held, however, that the eight homes that 
were owned by the decedent and rented to tenants and for which the decedent collected rents, made the 

                                                      
49  Raymond I. Smith, Inc., supra (farmlands passively leased to crop farmers). 
50  I.R.B 2006-26. 
51  1975-2 C.B. 471. 
52  1975-2 C.B. 472. 
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mortgage payments, and performed necessary repairs and maintenance, did not constitute an interest in a 
closely held business because the decedent’s interest in those homes merely represented an investment. 

Rev. Rul. 2006-34 revoked Rev. Rul. 75-365 and the portion of Rev. Rul. 75-367 dealing 
with the eight rental homes. The facts of Situation 1 of Rev. Rul. 2006-34 involved taxpayer A, who owned 
a strip mall, provided significant services to the strip mall tenants, and personally handled the day-to-day 
operation, management and maintenance of the strip mall, hiring independent contractors to perform repairs 
and other tasks. The Service concluded in its analysis that: 

A’s activities went beyond those of a mere investor collecting profits from a 
passive asset. Moreover, even in situations in which A hired independent 
contractors to perform repairs that A could not perform personally, A was involved 
in the selection of the contractors and reviewed and approved the work performed. 
Under these circumstances, the use of independent contractors on occasions when 
A could not personally perform the work does not prevent A’s activities from rising 
to the level of the conduct of an active trade or business. Thus, A’s ownership of 
the strip mall qualifies as an interest in a closely held business for purposes of IRC 
§ 6166.  

Situation 4 of Rev. Rul. 2006-34 involved a closely held business which owned three strip 
malls for which it performed “substantial management functions, including collecting rental payments and 
negotiating leases, performing daily maintenance and repairs (or hiring, reviewing and approving the work 
of third party independent contractors for such work), and making decisions regarding periodic renovations 
of the three strip malls.”  Under these facts, the Service determined that the activities of the business were 
sufficient to constitute the carrying on of an active trade or business, and that the strip malls would not be 
considered to be passive assets under IRC § 6166(a)(1) because they were used in carrying on an active 
trade or business.   

In summary, under the authorities described above, the operation, management, and leasing 
of real estate, directly or through agents and employees, should constitute a business for purposes of the 
AET if the taxpayer is involved in substantial activities, either directly or through agents and employees, 
relating to the operation and management of the real estate.  

III. THE PERSONAL HOLDING COMPANY TAX.   

IRC § 541 et seq. imposes a 20 percent tax (“PHC Tax”) on the undistributed personal holding 
company income (“PHCI”) of a corporation that is a personal holding company (“PHC”).  The framework 
of the PHC Tax is rather complex and does not generally apply to S corporations.53  The PHC Tax typically 
impacts C corporations with substantial passive income, such as dividends, rents and royalties. As long as 
the earnings are distributed to the shareholders, the PHC Tax does not apply. Like the AET, the PHC Tax 
is designed to prevent taxpayers from taking advantage of lower corporate tax rates and avoiding tax at the 
shareholder level. 

The PHC Tax could potentially apply to an S corporation in the event its S election is terminated 
to take advantage of lower corporate tax rates. Consequently, an S corporation considering a termination of 
the S election to take advantage of the flat 21% corporation income tax rate under the TCJA should consider 
the potential PHC Tax exposure.  While the PHC Tax is easy to plan around, once an S corporation election 
is revoked or terminated, the PHC Tax could raise its ugly head.  

                                                      
53  Code § 1363(a).   
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A. The PHC Tax and Key Definitions.  

Under IRC § 542, a corporation is a PHC in any tax year in which it meets the following 
two tests: 

• At least 60% of its adjusted ordinary gross income (“AGOI”) for a tax year is 
PHCI (the “60% Test”); and 

• At any time during the last half of the tax year, more than 50% of the value of 
its outstanding stock is owned, directly or indirectly, by five or fewer 
individuals (the “5 or Fewer Ownership Test”). 

IRC § 543 contains the key definitions for the PHC regime:   

• “Ordinary Gross Income” (“OGI”) means gross income determined by 
excluding capital gains and IRC § 1231 gains.54   

• “Adjusted OGI” (AOGI) is defined by taking into account certain adjustments, 
including, in the case of rents, subtracting the amount allowable as deductions 
for:  (i) depreciation and amortization of property other than tangible personal 
property that is not customarily retained by any one lessee for more than 3 
years; (ii) property taxes; (iii) interest; and (iv) rent (in the case of subleases).55   

• “Adjusted Income from Rents” (“AIR”) means the gross income from rents, 
reduced by the same four categories of items (described above) that reduce the 
amount of AOGI in the case of rents. 

• “Personal Holding Company Income” (“PHCI”) is defined as the portion of 
AOGI that consists of dividends, rents and royalties.  With respect to rents, the 
focus is on the definition of AIR.56  There is a key exception to the definition 
of “PHCI” that excludes AIR from being deemed “PHCI” if: 

o The AIR constitutes 50% or more of the AOGI (the “50% Test”); and  

o The sum of dividends paid57 or deemed paid during the tax year equals or 
exceeds the amount, if any, by which other (i.e., non-rental) PHCI exceeds 
10% of OGI (the “10% Test”).58   

The impact of this key exception to the definition of PHCI is that AIR is treated as PHCI 
only if either:  (1) AIR constitutes less than 50% of the C corporation’s AOGI; or (2) the corporation’s non-
rental PHCI constitutes more than 10% of OGI (assuming no dividends are distributed or deemed to have 
been distributed).59  The 10% Test can also be satisfied if the amount of non-rental PHCI in excess of 10% 
of OGI is distributed as a dividend.60   

                                                      
54  Code § 543(b)(1). 
55  IRC § 543(b)(2)(A). 
56  IRC § 543(a)(2). 
57  As determined under the dividends-paid deduction rules of IRC § 562. 
58  Id. 
59  Id. 
60  Id. 
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As a consequence of this key exception to the definition of PHCI, certain C corporations 
may be able to avoid PHC status entirely if virtually all of their gross income is rental income (such that 
rents exceed the threshold of the 50% Test) and they have minimal other, non-rental income or dividends 
sufficient to meet the 10% Test.  An example would be a corporation operating an equipment leasing 
business, an apartment complex, an office building, or a shopping center where substantially all of the 
income consists of rentals of either tangible personal property or real estate.  

The 50% Test and the 10% Test may also be used to avoid PHC status when a corporation’s 
S election is terminated or revoked and it becomes a C corporation. By increasing its rental income and 
either generating non-rental income or paying dividends, it can potentially avoid PHC status by meeting 
the 50% Test and 10% Test of the exception under IRC § 543(a)(2).  If the corporation qualifies for this 
exception in any tax year, its rental income would not be considered PHCI.     

B. Effect of Corporate Rate Cuts on Use of PHCs.  

Until the Tax Reform Act of 1986 (1986 TRA), the highest marginal corporate income tax 
rate was lower than the highest marginal individual income tax rate. The 1986 TRA temporarily inverted 
the corporate and individual income tax rates. Individual income tax rates were raised above corporate 
income tax rates again in 1993.61 In 2003, however, the maximum marginal individual rate was lowered to 
35%, which was also the maximum corporate rate.62 However, for tax years beginning after 2012, the 
maximum individual income tax rate was 39.6%.63  For tax years beginning after 2017, the corporate tax 
rate is significantly reduced to a flat 21%,64 while the maximum individual tax rate is only slightly reduced 
to 37%. Corporate distributions that meet the definition of “qualified dividend income” are taxed to 
noncorporate shareholder-recipients not at ordinary individual income tax rates but rather at capital gain 
rates, which generally are lower.65  

The corporate dividends-received deduction of IRC §243 provides another explanation for 
the continued use of PHCs. IRC § 243 provides a deduction to corporations for a percentage of dividends 
received from other corporations. In years in which the highest corporate tax rate is lower than the highest 
individual rate, taxpayers may be tempted to use PHCs as “incorporated pocketbooks” and then try to avoid 
the PHC tax. For instance, one author concluded that under 1994 tax rates, but without the PHC tax, use of 
a PHC would be profitable if assets were held and income compounded within the corporation for at least 
15 years. Assets held in corporate solution for at least that period of time would compound (before being 
taxed at the shareholder level) with total growth that exceeded the shareholder-level tax on the eventual 
corporate distribution.66  

                                                      
61  See Pub. L. No. 103-66, §11101, §13201, §13202. From 1993 through 2000, the maximum individual rate was 
39.6%, while the maximum corporate rate was 35%. See IRC §1, §11(b)(1)(D).  
62  See the Jobs and Growth Tax Relief Reconciliation Act of 2003 (2003 JGTRRA), Pub. L. No. 108-27, §105. See 
also IRC § 11(b)(1). 
63  IRC § 1(i)(3), as amended by the American Taxpayer Relief Act of 2012 (2012 ATRA), Pub. L. No. 112-240, §102.  
64  See IRC §11(b), as amended by the 2017 Tax Act, Pub. L. No. 115-97, §13001(a), applicable for tax years beginning 
after December 31, 2017. 
65  IRC §1(h)(11), effective generally for taxable years beginning after 2002. “Qualified dividend income” generally 
means dividends received from domestic corporations and dividends received from certain foreign corporations. The 
2012 ATRA, Pub. L. No. 112-240, §102, made permanent the capital-gain treatment of “qualified dividend income” 
and set the top capital gains rate at 20%. 
66  Goodman, Employing a Corporation and Other Strategies to Reduce Taxes, 72 TAXES 174 (Apr. 1994). In 
reaching this conclusion, the author of the article assumed that the business's pre-tax annual rate of return on invested 
assets was 10%, and that neither the PHC tax nor the accumulated earnings tax applied.  
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Assuming, again, that the taxpayer can avoid the PHC tax, graduated income tax rates 
provide a secondary rate-based benefit to continued use of PHCs for years in which the lower-bracket 
corporate rates are lower than the rates at which the shareholders would be taxed.  

If it applies, the PHC tax should eliminate the difference between the tax consequences of 
holding assets in a corporation and distributing them to the shareholders. The PHC tax directly affects a 
small number of taxpayers and yields a small amount of direct tax to the Department of the Treasury 
(Treasury). In 2000, the PHC tax was self-assessed by an estimated 3,728 active C corporations with net 
income. The aggregate self-assessed PHC tax for such corporations was estimated at $14,055,000, for a 
yield of less than $3,800 per return. According to the Paperwork Reduction Act notice by the IRS in the 
instructions to the Form 1120, the record keeping, analysis, and return preparation for Schedule PH (the 
schedule that calculates PHC tax for a Form 1120) should take approximately 30.62 hours of a taxpayer’s 
time. The aggregate of total taxpayers’ hours spent preparing and filing Schedules PH yields self-assessed 
PHC tax to Treasury at approximately $123.00 per hour of taxpayer’s preparation time. The PHC tax is, 
thus, a low-yield, high-cost method of compelling corporate distribution of passive corporate income.  

On the other hand, the self-assessed PHC tax understates the consequences of the tax 
because the tax applies only if a corporation fails to distribute sufficient amounts of personal holding 
company income (PHCI). The favorable tax and policy consequences of distributions to avoid imposition 
of the PHC tax probably are material.67  

EXAMPLE:  PH Corporation, which historically was a C corporation, is currently an S 
corporation. In reviewing PH Corporation’s 2019 Form 1120S Federal income tax return, you learn the 
following:  it has $590,190 of accumulated E&P as of year-end; it received $206,913 in gross rents and had 
no other income for the tax year; it incurred depreciation expenses of $29,581 for the tax year; it incurred 
tax expenses of $18,875 for the tax year; it incurred interest expenses of $15,390 for the tax year; it incurred 
rent expenses of $1,996 for the tax year; and it distributed $33,368 to its shareholders on a pro-rata basis 
during the tax year.  Based on these figures, PH Corporation would have approximately $141,07168 of 
AOGI and AIR for 2019.  In this scenario, both the 50% Test and the 10% Test would be met, such that 
none of PH Corporation’s rental income would be considered PHCI.  The 50% Test would be met because 
its AIR is 100% of AOGI, thus exceeding the 50% threshold.  The 10% Test would be met because PH 
Corporation’s non-rental PHCI would be zero69 and therefore less than 10% of its OGI.  Consequently, in 
the event PH Corporation’s S corporation election is terminated or revoked and it again becomes a C 
corporation, it would likely avoid PHC status under the exception in IRC § 543(a)(2) that excludes rental 
income in certain circumstances.  As noted above, PHC status is determined on a year-by-year basis, so PH 
Corporation would have to meet this exception in each future year in which it is a C corporation.  However, 
that is likely to be the case, if the revenue and operations in future years are consistent with the figures 
reported on the draft of PH Corporation’s 2019 Form 1120S Federal income tax return.  Moreover, to the 
extent there is other, non-rental PHCI in any tax year, PH Corporation could ensure the 10% Test is met by 
distributing dividends necessary to meet the 10% Test. Careful monitoring and planning is warranted.  

                                                      
67  Proposed regulations on PHC issues were issued in 1968, but were withdrawn in 198311 because of their “extreme 
age” and because some provisions of the underlying statute had changed. No other proposed regulations were issued 
in their place 
68  Because gross receipts consist entirely of rent, AIR and AOGI would be equal, both determined by subtracting the 
sum of depreciation, property taxes, interest, and rent deductions from gross rental receipts. 
69  Based on the draft 2016 Form 1120S Federal income tax return, Baltic has no other income to constitute non-rental 
PHCI, so this figure would be zero. 
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IV. PERSONAL SERVICE CORPORATIONS 

A. Special Rules Applicable to Personal Service Corporations.  

Although the Code does not define the term “professional corporation” or “service 
corporation,” it does define the term “personal service corporation” for a variety of purposes.  A corporation 
may be classified as a personal service corporation for purposes of determining: the taxable year of a 
corporation under IRC § 441(i)(1); the tax rates to which the corporation will be subject under IRC § 
11(b)(2); the method of accounting which may be used by the corporation under IRC § 448; and whether 
the corporation will be subject to the passive activity loss rules under IRC § 469.  Depending upon the 
purpose for which a corporation is being tested, the definition of what constitutes a “personal service 
corporation” may differ.  Two of the most important limitations placed upon “personal service 
corporations,” are the flat 21% tax rate imposed on “qualified personal service corporations” under IRC § 
11(b)(2) and the requirement that a “personal service corporation” have a “required taxable year” under 
IRC § 441(i)(1). 

B. Qualified Personal Service Corporations and the 21% Flat Tax. 

C corporations are generally subject to graduated tax rates under IRC § 11(b)(1).  Under 
IRC § 11(b)(2), however, a C corporation which is classified as a “qualified personal service corporation” 
is not eligible for graduated tax rates but is subject to a flat 21% tax on its taxable income.  Under IRC § 
448(d)(2), the term “qualified personal service corporation” means any corporation:  (1) substantially all of 
the activities of which involve the performance of services in the “qualifying fields” of health, law, 
engineering, architecture, accounting, actuarial science, performing arts, or consulting; and (2) substantially 
all of the stock of which (by value) is held by employees performing services for such corporation in 
connection with activities involving a qualifying field.  The IRC § 448(d)(2) definition of a personal service 
corporation is also the definition used for determining whether a C corporation may use the cash method of 
accounting under the personal service corporation exception found in IRC § 448(b)(2).  Temp. Reg. § 1.448-
1T(e)(4)(i) provides that substantially all the activities of a corporation will be treated as involved in the 
performance of a qualifying field only if 95% or more of the time spent by employees of the corporation is 
devoted to the performance of services in a qualifying field.  Additionally, under Temp. Reg. § 1.448-
1T(e)(5)(i), substantially all of the stock of a corporation will be treated as held by employees performing 
services for such corporation in connection with activities involving a qualifying field if such employees 
own 95% or more of such stock. 

C. Personal Service Corporations and the Required Taxable Year. 

Under IRC § 441(i)(1), a personal service corporation is generally required to be on a 
calendar year unless it can establish a business purpose for having a different period for its taxable year.  A 
personal service corporation may also have a taxable year other than a calendar year if it makes an IRC § 
444 election and complies with the compensation deduction provisions of IRC § 280H.  For purposes of 
the taxable year requirement, a personal service corporation is defined as a corporation meeting the 
following requirements: 

1. The corporation must be a C corporation. 

2. The principal activity of the corporation during the testing period must be the 
performance of personal services. 

3. During the testing period, the personal services must be “substantially performed” by 
employee-owners. 
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4. Employee-owners must own more than 10% of the fair market value of the outstanding 
stock of the corporation on the last day of the testing period for the taxable year.70   

The “testing period” for a taxable year is defined in Reg. § 1.441-3(c)(2) as the taxable 
year immediately preceding the taxable year in issue, or, in the case of a taxpayer’s first taxable year, the 
period beginning on the first day of the taxable year and ending on the earlier of the last day of such taxable 
year or the last day of the calendar year in which such taxable year begins. 

Reg. § 1.441-3(d) provides that any activity of the corporation involving the performance 
of services in the fields of health, law, engineering, architecture, accounting, actuarial science, performing 
arts, or consulting will be treated as the performance of personal services.  Reg. § 1.441-3(e) provides that 
the principal activity of a corporation will be considered to be the performance of personal services if the 
cost of the corporation’s compensation for such period attributable to its personal service activities exceeds 
50% of the corporation’s total compensation costs for such period.  Under Reg. § 1.441-3(f)(1), personal 
services will be treated as substantially performed by the employee-owners of the corporation if more than 
20% of the corporation’s compensation costs attributable to personal service activities are attributed to 
personal services performed by the employee-owners. 

D. Reasonable Compensation vs. Constructive Dividends for C Corporations.  

Closely held C corporations have historically been incentivized to distribute profits as 
deductible compensation to shareholder employees.  A corporation is allowed, under IRC § 162(a)(1), to 
deduct “a reasonable allowance for salaries or other compensation for personal services actually rendered.”  
There is, however, no corresponding deduction for dividend distributions, which end up being taxed twice:  
once at the corporate level and again at the shareholder level.  Consequently, treating distributions of profits 
as compensation for services rendered could significantly reduce a corporation’s tax liability.  On the other 
hand, while the corporation may get an IRC § 162 deduction for the compensation payments, the 
shareholder employee receiving the payments ends up with a larger tax bill because the payments are taxed 
as ordinary income with a current top marginal rate of 37%,71 plus payroll taxes (e.g., Social Security and 
Medicare taxes).  Had the payments been characterized as dividends, the shareholder employee would have 
paid tax at a rate of 23.8%.72   

To fully compare the two scenarios (dividend distributions vs. compensation payments), 
however, one must consider both the corporate and the individual income tax regimes.  

Corporate profits distributed as compensation are taxed only once because the payments 
are deductible from the corporation’s taxable income under IRC § 162.  In contrast, as discussed above, 
distributions of corporate profits treated as dividends are taxed twice:  once at the corporate level and once 
at the shareholder level.  

For many years, the economic incentive for closely held C corporations to characterize 
distributions of profits to shareholders as compensation was strong.  Consequently, the Internal Revenue 
Service (the “Service”) routinely battled taxpayers on this front, resulting in a vast amount of rulings, case 
law, and administrative rules.   

As a result of the recent decreases to the corporate tax rate, the paradigm has significantly 
changed.  With the corporate income tax fixed at a flat 21% under IRC § 11, and the existence of the 
                                                      
70  Reg. § 1.441-3(c)(1). 
71  A marginal tax rate is the rate applying to the last dollar of the tax base. In a progressive tax system, the marginal 
rate usually represents a taxpayer’s highest tax bracket. 
72  The 23.8% rate is comprised of the 20% rate on qualified dividend income, IRC § 1(h)(11), and the 3.8% net 
investment income tax, IRC § 1411. 
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qualified dividend tax rate under IRC § 1, the incentive for taking out corporate profits as compensation 
has dramatically decreased.  Consequently, it is more likely today that the Service will raise the 
accumulated earnings tax (discussed above) than unreasonable compensation in the audit of C corporations. 

The following examples illustrate the recent change in the unreasonable compensation 
paradigm:  

EXAMPLE 1:  In 2019, PS Corporation earned $300,000.  If it distributed all of its after-
tax income to its sole-shareholder Mary Smith as a dividend, the tax consequences would be as follows:  
PS Corporation pays Federal income taxes of $63,000 (i.e., 21% X $300,000).  In turn, on the distribution 
of the $237,000 to Mary Smith, she pays Federal income tax of $56,406 (i.e., $237,000 X 20% qualified 
dividend rate and 3.8% net investment income tax rate).  The net amount received by Mary is $180,584.  In 
the end, PS Corporation and Mary paid a combined Federal income tax of $119,406 or 40%. 

EXAMPLE 2:  Same facts as Example 1, except PS Corporation paid all of its after-tax 
income to its sole-shareholder Mary Smith as compensation.  Assuming the compensation was reasonable, 
the tax consequences would be as follows:  PS Corporation has zero taxable income after it deducts the 
compensation paid to Mary and ordinary, necessary and reasonable.  PS Corporation does have to pay the 
employer portion of the payroll taxes on Mary’s compensation.  Then, Mary pays Federal income taxes 
(including payroll taxes) on the compensation.  In the end, the PS Corporation’s payroll tax obligation and 
Mary’s Federal income tax obligation (including her share of the payroll taxes) would amount to 
approximately $125,000 or 42%.  

EXAMPLE 3:  Same facts as Example 1, but the tax year at issue is 2017.  The tax 
consequences would be as follows:  PS Corporation pays Federal income taxes of $105,000 (i.e., 35% X 
$300,000).  In turn, on the distribution of the $195,000 to Mary Smith, she pays Federal income tax of 
$46,410 (i.e., $195,000 X 20% qualified dividend rate and 3.8% net investment income tax rate).  The net 
amount received by Mary is $148,590.  In the end, PS Corporation and Mary paid a combined Federal 
income tax of $151,410 or about 50%.  

EXAMPLE 4:  Same facts as Example 1, except the tax year at issue is 2017 and PS 
Corporation paid all of its after-tax income to its sole-shareholder Mary Smith as compensation.  Assuming 
the compensation was reasonable, the tax consequences would be as follows:  PS Corporation has zero 
taxable income after it deducts the compensation paid to Mary and ordinary, necessary and reasonable.  PS 
Corporation does have to pay the employer portion of the payroll taxes on Mary’s compensation.  Then, 
Mary pays Federal income taxes (including payroll taxes) on the compensation.  In the end, the PS 
Corporation’s payroll tax obligation and Mary’s Federal income tax obligation (including her share of the 
payroll taxes) would amount to approximately $131,500 or 44%.  

While the incentive to pay unreasonable amounts of compensation in a C corporation 
setting today has greatly diminished, tax rates may change in the future.  In fact, the reduced individual 
Federal income tax rate under IRC § 1 is set to sunset at the end to 2025.  The fixed corporate Federal 
income tax rate under Code§ 11, however, has no sunset date.  Of course, lawmakers could intervene and 
change the rate.  So, a good understanding of unreasonable compensation issue is important in the C 
corporation setting. 

QUERY:  Today, why would a C corporation be enticed to pay unreasonable amounts of 
compensation?  Tax rates may not be the motive.  Rather, other facts could serve as motivators, including 
maximizing allowable retirement plan contributions, and treating equal shareholders differently from a 
financial perspective.       
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Compensation to shareholders and their families generally falls into three categories.  First, 
most compensation payments are treated as reasonable compensation, which the corporation may properly 
deduct and which is taxable to the employee recipient.  Second, compensation payments can also be treated 
as reasonable in amount, but not deductible because they are a disguised distribution of corporate 
profits.  This reclassification usually occurs when the corporation does not pay dividends and the 
compensation was paid as year-end bonuses under a bonus plan designed to strip corporate earnings.  Third, 
compensation payments can be deemed to be unreasonable in amount, not deductible by the corporation, 
but taxable to the employee as compensation or recharacterized as dividends.  

Robert Southey’s fairy tale, Goldilocks and the Three Bears,73 which was first published 
in 1837, is analogous to the analysis required to determine whether compensation is 
reasonable.  Compensation cannot be too high and compensation cannot be too low.  It must be just right 
to be considered reasonable for tax purposes.  Unfortunately, the test is not totally objective in nature and 
it has not been consistently applied.  Further complicating matters, the Service and the courts have adopted 
differing tests over the years.   

Historically, perhaps the strongest reason taxpayers chose to use the C corporation form of 
business entity was the ability to avoid double taxation through reasonable compensation payments.  
Compensation offers one of the easiest means of avoiding double taxation.  IRC § 162(a) (1) provides a 
deduction for reasonable compensation paid to employees for services actually rendered.  Closely held C 
corporation shareholders usually also serve as officers or key employees.  Those shareholder employees 
often maximized their own compensation to minimize dividend payments, allowing them to avoid two-
levels of tax.  At the end of a closely held C corporation’s life, triggered by the sale of substantially all of 
its assets or upon the distribution of substantially all of its assets to its shareholders, a strong motivation 
existed for the corporation to maximize its compensation deductions, reducing or eliminating the corporate 
level of tax.  Provided the compensation was reasonable and for services actually rendered, this strategy 
was often successful. 

Professionals who provide personal services often incorporate and operate as either a C 
corporation or an S corporation.  Personal service corporations can be further classified into two categories: 
(1) corporations in which client services are primarily provided by shareholder employees; and 
(2) corporations in which client services are provided by both shareholder and non-shareholder employees.  
Personal service corporations where profits are based on the services of both shareholders and non-
shareholders present a unique dilemma for determining whether compensation is reasonable.   

Cases in the first category generally involve S corporations and focus on whether 
shareholder employees can receive corporate profits generated from their own services as distributions, 
thereby limiting the employment tax liability.  For example, in Radtke v. United States,74 the District Court 
for the Eastern District of Wisconsin held S corporation distributions to a sole shareholder and sole 
employee, an attorney, who worked full-time but received no salary, were wages subject to employment 
taxes.  The court explained that an employer cannot avoid employment taxes by characterizing all employee 
payments as non-wages. 

Cases in the second category generally involve C corporations and focus on whether 
shareholder employees can receive compensation payments for profits generated by non-shareholders.  For 
example, in Richlands Medical Association v. Commissioner,75 the Tax Court allowed compensation 
deductions for amounts paid to owner employees—even though the total compensation was greater than 
the actual collections attributable to the patient services rendered by the owner employees—to reflect 

                                                      
73  ROBERT SOUTHEY, The Story of the Three Bears, in THE DOCTOR (1837). 
74  712 F. Supp. 143 (ED Wis. 1989), aff'd per curiam, 895 F.2d 1196 (7th Cir. 1990). 
75  T.C. Memo. 1990-660, aff’d, 953 F.2d 639 (4th Cir. 1992). 
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additional services they provided to the corporation.  Eleven years later, in Pediatric Surgical Associates v. 
Commissioner,76 the Tax Court held amounts paid as “compensation” to shareholder employees, but 
attributable to collections from the services of non-shareholder employees (after direct costs and allocated 
overhead), were not deductible because they were not compensation for services rendered by the 
shareholder employees.   

Abuse is generally easier to spot in the S corporation context.  In Watson, P.C. v. United 
States (discussed in more detail below),77 an S corporation paid its sole shareholder a salary of only $24,000, 
despite the fact that the corporation was a partner in a professional services firm that had annual revenues 
of $2 to $3 million.  The Watson case, although it is an S corporation case focusing on unreasonably low 
compensation, offers judicial insight on the issue whether shareholder employees can be paid compensation 
in excess of their personal billings less a reasonable allocation of overhead.  In Watson, the Eight Circuit 
appears to reject the taxpayer’s argument that it should limit “the amount it characterized as wages to the 
amount of revenue each shareholder employee personally generated, less expenses.”   

When the Service audits a closely held C corporation, particularly personal service 
corporations, it will invariably consider whether compensation is used to strip the corporation of its 
earnings.  If the Service concludes corporate earnings are paid out as unreasonably high compensation, it 
will recharacterize the compensation amount it deems to be unreasonable as a dividend.78  This 
recharacterization usually results in the Service assessing a substantial amount of tax, penalties, and interest. 

IRC § 162 authorizes a deduction for reasonable compensation:   

There shall be allowed as a deduction all the ordinary and necessary expenses paid 
or incurred during the taxable year in carrying on any trade or business, including 
a reasonable allowance for salaries or other compensation for personal services 
actually rendered[.]79 

The statutory rule is expanded upon in the Regulations.  The Regulations explain there is 
a two-part test for determining whether compensation for personal services is reasonable:  first, under the 
“Intent Test,” compensation payments must be “purely for services”; and second, under the “Amount Test,” 
compensation payments must be reasonable in amount. 

E. IRC § 162 Regulations.  

The two-part test for deductibility of compensation is found in § 1.162-7(a) of the 
Regulations: 

“There may be included among the ordinary and necessary expenses paid or 
incurred in carrying on any trade or business a reasonable allowance for salaries 
or other compensation for personal services actually rendered.  The test of 
deductibility in the case of compensation payments is whether they are 
reasonable and are in fact payments purely for service.” 

                                                      
76  T.C. Memo. 2001-81.  
77  109 AFTR2d 2012-1059, 668 F.3d 1008 (8th Cir. 2012). 
78  See, e.g., Charles McCandless Tile Service v. United States, 25 AFTR2d 70-870, 422 F.2d 1336 (Ct. Cl. 1970) 
(recharacterizing a portion of compensation payments as dividends in an amount equal to 15% of net profits before 
salaries or Federal income tax). 
79  IRC § 162(a)(1).  
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§ 1.162-7(b)(1) of the Regulations expands on the intent test, providing that payments are not deductible as 
compensation if they are not for the purchase of services: 

Any amount paid in the form of compensation, but not in fact as the purchase price 
of services, is not deductible.  An ostensible salary paid by a corporation may be a 
distribution of a dividend on stock.  This is likely to occur in the case of a 
corporation having few shareholders, practically all of whom draw salaries.  If in 
such a case the salaries are in excess of those ordinarily paid for similar services 
and the excessive payments correspond or bear a close relationship to the 
stockholdings of the officers or employees, it would seem likely that the salaries 
are not paid wholly for services rendered, but that the excessive payments are a 
distribution of earnings upon the stock.  An ostensible salary may be in part 
payment for property.  This may occur, for example, where a partnership sells out 
to a corporation, the former partners agreeing to continue in the service of the 
corporation.  In such a case it may be found that the salaries of the former partners 
are not merely for services, but in part constitute payment for the transfer of their 
business. 

§ 1.162-7(b)(2) of the Regulations explains the form of the compensation payments does not decide 
deductibility, even if one form results in a greater total amount of compensation than another: 

The form or method of fixing compensation is not decisive as to deductibility.  
While any form of contingent compensation invites scrutiny as a possible 
distribution of earnings of the enterprise, it does not follow that payments on a 
contingent basis are to be treated fundamentally on any basis different from that 
applying to compensation at a flat rate.  Generally speaking, if contingent 
compensation is paid pursuant to a free bargain between the employer and the 
individual made before the services are rendered, not influenced by any 
consideration on the part of the employer other than that of securing on fair and 
advantageous terms the services of the individual, it should be allowed as a 
deduction even though in the actual working out of the contract it may prove to be 
greater than the amount which would ordinarily be paid.   

§ 1.162-7(b)(3) of the Regulations provides the reasonableness of compensation depends on all the 
circumstances existing at the time the service contract was entered into: 

In any event the allowance for the compensation paid may not exceed what is 
reasonable under all the circumstances.  It is, in general, just to assume that 
reasonable and true compensation is only such amount as would ordinarily be paid 
for like services by like enterprises under like circumstances.  The circumstances 
to be taken into consideration are those existing at the date when the contract for 
services was made, not those existing at the date when the contract is questioned. 

§ 1.162-8 of the Regulations provides excessive compensation payments could be treated as dividend 
payments if the payments correspond to stockholding and “are found to be a distribution of earnings and 
profits”: 

The income tax liability of the recipient in respect of an amount ostensibly paid to 
him as compensation, but not allowed to be deducted as such by the payor, will 
depend upon the circumstances of each case.  Thus, in the case of excessive 
payments by corporations, if such payments correspond or bear a close relationship 
to stockholdings, and are found to be a distribution of earnings or profits, the 
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excessive payments will be treated as a dividend.  If such payments constitute 
payment for property, they should be treated by the payor as a capital expenditure 
and by the recipient as part of the purchase price.  In the absence of evidence to 
justify other treatment, excessive payments for salaries or other compensation for 
personal services will be included in gross income of the recipient. 

§ 1.162-9 of the Regulations explains that deductions for employee bonuses made in good faith for services 
rendered are allowable, so long as the total amount of compensation is reasonable: 

Bonuses to employees will constitute allowable deductions from gross income 
when such payments are made in good faith and as additional compensation for 
the services actually rendered by the employees, provided such payments, when 
added to the stipulated salaries, do not exceed a reasonable compensation for the 
services rendered.  It is immaterial whether such bonuses are paid in cash or in 
kind or partly in cash and partly in kind.  Donations made to employees and others, 
which do not have in them the element of compensation or which are in excess of 
reasonable compensation for services, are not deductible from gross income. 

As originally enacted, the reasonable compensation provision was an expansion of the 
business deduction, allowing a deduction from the excise profits tax for salaries not actually paid.  Once 
the reasonable compensation language was included in the Federal income tax laws, however, the statutory 
language was read as a restriction on a taxpayer’s ability to take deductions for compensation actually paid.   

IRC § 162(a) qualifies the taxpayer deduction for all ordinary and necessary business 
expenses paid with the phrase “including a reasonable allowance for salaries or other compensation for 
personal services actually rendered.”  That qualifying phrase was first inserted into the Revenue Act of 
1918, and has remained unchanged since.80  Specifically, Section 234(a) of the Revenue Act of 1918 
provided: 

That in computing the net income of a corporation subject to the tax imposed by 
section 230 there shall be allowed as deductions: 

(1)  All the ordinary and necessary expenses paid or incurred during the 
taxable year in carrying on any trade or business, including a reasonable allowance 
for salaries or other compensation for personal services actually rendered. 

Dean Erwin Griswold of the Harvard Law School explained the legislative and regulatory 
origins of the reasonable allowance qualifying language in two notes published in the 1940s.81  The 
reasonable allowance phrase was first inserted into the Revenue Act of 1918 without legislative history.  
The phrase was included in the original draft of the bill and went through Congress without any specific 
consideration.82  

However, the origin of the phrase can be found in the excess profits tax, enacted in 1917.83  
The excess profits tax was imposed on the net income of every corporation, partnership, or individual.84  It 

                                                      
80  IRC §§ 214(a)(I), 234(a)(I).  
81  See Erwin N. Griswold, Note, New Light on “A Reasonable Allowance for Salaries,” 59 Harv. L. Rev. 286 (1945) 
Hereinafter New Light]; Erwin N. Griswold, Note, The Deduction of “A Reasonable Allowance for Salaries” – The 
Undefined Power of the Commissioner, 56 Harv. L. Rev. 997 (1943) [Hereinafter Undefined Power of the 
Commissioner].  
82  Undefined Power of the Commissioner, supra note 10, at 997. See also H.R. 12683, 65th Cong., 2d Sess. (1918).  
83  New Light, supra, at 287.   
84  Id. 
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quickly became apparent the excess profits tax unfairly burdened closely held corporations, partnerships, 
and sole proprietors because they often did not pay salaries to their owner-officers.  To fix the problem, 
Dean Griswold explains, Treasury quickly issued a regulation that allowed individual taxpayers, when 
computing the excess profits tax, to deduct a reasonable allowance for officer salaries “even though no such 
salaries had actually been paid.”85  Specifically, Article 39 of Regulations 41, issued in 1918 under the 
War Revenue Act of October 3, 1917, provided as follows: 

ART. 39.  Deduction allowed for salary to himself. — An individual carrying 
on a trade or business having an invested capital may in computing the net 
income of the trade or business for purposes of the excess profits tax deduct a 
reasonable amount designated by him as salary or compensation for personal 
service actually rendered by him in the conduct of such trade or business.  In no 
case shall the amount so designated be in excess of the salaries or compensation 
customarily paid for similar service under like responsibilities by corporations 
or partnerships engaged in like or similar trades or businesses. 

(Boldface in original; emphasis added.)  As Dean Griswold points out, the italicized language is almost 
identical to the words inserted in section 234(a)(I) of the Revenue Act of 1918. 

The Commissioner issued a similar rule with respect to corporations, allowing corporate 
taxpayers to take a deduction from the excess profits tax despite having not paid officer salaries: 

51.  A corporation in which most of the stock is owned by its officers has in the 
past voted to its officers only nominal salaries as drawing accounts.  In computing 
net income for purposes of the excess-profits tax may the corporation deduct as 
items of expense amounts which would constitute reasonable compensation for the 
services actually rendered by its officers?  

Yes, if a satisfactory explanation is given.  For any period prior to March 1, 1918, 
reasonable salaries for services actually rendered may be deducted, even though 
the full amounts had not been formally voted as salaries by the corporation.86 

In 1925, the Board of Tax Appeals extended Article 39 of Regulation 41 to partnerships.  
In Appeal of Gottlieb Bros.,87 the Board considered whether a deduction should be allowed for purposes of 
the excess profits tax for a reasonable amount of compensation to individual partners, despite the fact 
compensation was not actually paid to the two partners.  In 1917, the partnership had gross sales of 
$240,000.  However, the two partners had taken only $40 per week for expenses.  The Commissioner 
asserted only actual payments could be deducted when computing net income.  The Board disagreed.  
Relying on Article 39 of Regulation 41, the Board allowed a $20,000 deduction for “reasonable allowance 
for compensation of the partners.” 

As originally enacted in 1917, the allowance of a deduction for reasonable compensation 
appears to be intended as an expansion of the law, allowing a deduction from the excise profits tax for 
salaries not actually paid.  However, in 1918, once the language was incorporated into the Federal income 
tax laws, the Commissioner began applying the phrase as a limitation, rather than an expansion, of the 
deduction.  

                                                      
85  Id.   
86  Excess Profits Tax Primer ¶ 51 (1918). 
87  1 B.T.A. 684 (1925). 
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In Charles McCandless Tile Service v. United States,88 the taxpayer, a closely held C 
corporation, deducted compensation payments to Mr. McCandless and his son, who were the taxpayer’s 
officers and sole shareholders.  The compensation payments amounted to over 50% of the corporation’s net 
profits, before salaries and tax.  Although the corporation’s ceramic tile business was highly profitable, it 
had never paid dividends to either shareholder.  The court first decided that the amount of compensation 
payments to the two shareholders was reasonable.  It then turned to whether the payments were, in fact, 
intended to be compensation.     

The court noted that the corporation “had neither declared nor paid dividends to its 
shareholders in any amount since its formation in 1960” and formulated the automatic dividend rule:  

We think it clear that any return on equity capital is so conspicuous by its absence 
as to indicate, given all the facts, that the purported compensation payments 
necessarily contained a distribution of corporate earnings within. 

The court then focused on what amount of dividends would have been reasonable based on the corporation’s 
profitability.  It held that 15% of net profits should be recharacterized as dividends. 

Nine years after McCandless, the Service rejected the automatic dividend rule in Revenue 
Ruling 79-8.89  In that ruling, the Service concluded, where the compensation amount is reasonable and is 
paid for services actually rendered, a deduction will not automatically be denied due to the fact the 
corporation has not paid dividends.  The automatic dividend rule appears to have finally died.   

The reasonable amount test is the more important of the two tests.  As the Ninth Circuit 
Court of Appeals explained:   

Proof of the second prong, which requires a ‘compensatory purpose,’ can be 
difficult to establish because of its subjective nature.  The existence of a 
compensatory purpose can often be inferred if the amount of the compensation is 
determined to be reasonable under the first prong.  For these reasons, courts 
generally concentrate on the first prong – whether the amount of the purported 
compensation is reasonable.90    

Generally, courts only expand the inquiry to include compensatory intent where “there is evidence that an 
otherwise reasonable compensation payment contains a disguised dividend.”91  

The United States Supreme Court has not adopted a single set of guiding criteria for all 
courts to follow when making the determination of whether compensation is reasonable in amount.  To 
date, the Federal Circuits have been left to their own devices to develop tests for application in reasonable 
compensation cases.  Circuit Courts have considered as few as 1 and as many as 21 different factors in 
determining whether compensation is reasonable in amount. 

                                                      
88  25 AFTR2d 70-870, 422 F.2d 1336 (Ct. Cl. 1970).  
89  1979-1 C.B. 92.  
90  Elliotts, Inc. v. Comm’r, 52 AFTR2d 83-5976, 716 F.2d 1241 (9th Cir. 1983) (citing Pacific Grains, Inc. v. Comm’r, 
22 AFTR2d 5413, 399 F.2d 603 (9th Cir. 1968); Note, “Reasonable Compensation,” 26 STAN. L. REV. at 447; Coggin, 
“The Status of the McCandless Doctrine,” 55 TAXES 720, 720 (Nov. 1977).  
91  O.S.C. & Associates Inc. v. Comm’r, 84 AFTR2d 99-5735, at 99-5739.  Such evidence includes (1) a high 
percentage (between 81% and 94%) of corporate net income paid to employee-shareholders as compensation; (2) no 
history of declaring dividends; (3) disregarding an established compensation plan to manipulate distributions; and (4) 
making distributions according to stock ownership percentages.  Id.  
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The courts have utilized two separate conceptual methods to determine whether 
compensation is reasonable—the multi-factor test and the independent investor test.  The IRS, however, 
generally applies the multi-factor test to determine whether compensation is reasonable. 

The multi-factor test is the predominant test adopted by the Federal Circuits.  The multi-
factor test has been developed based on two cases, Mayson Manufacturing Co. v. Commissioner,92 a Sixth 
Circuit opinion from 1949, and Elliotts, Inc. v. Commissioner,93 a Ninth Circuit opinion decided in 1983.  
The independent investor test was adopted by the Seventh Circuit in Exacto Spring Corp. v. 
Commissioner.94  The Tax Court will follow decisions of the Court of Appeals for cases arising in the 
Circuit to which appeal of its decision would lie.95 

Mayson Manufacturing v. Commissioner is the foundational case establishing the multi-
factor test.  In Mayson Manufacturing, the taxpayer paid three key officers significant salary and bonus 
compensation.  The officers and their families were the taxpayer’s only stockholders.  The Service assessed 
a deficiency, asserting a portion of the officers’ compensation was unreasonable in amount.  The Tax Court 
agreed and sustained the deficiency assessment.  The Sixth Circuit reversed, applying what has become 
known as the “Mayson factors.”   

In determining the compensation was reasonable, the court considered the following nine 
factors:   

• employee qualifications;  

• nature, extent, and scope of the employee’s work;  

• size and complexity of the employer’s business; 

• employee compensation as compared with the employer’s gross and net 
income;  

• prevailing general economic conditions;  

• employee compensation and stockholder distributions;  

• compensation paid by comparable businesses for comparable positions;  

• employer’s salary policy for all employees; and  

• prior employee compensation. 

The multi-factor test established under Mayson Manufacturing has evolved over time, most 
significantly in response to the Elliotts and Exacto Spring decisions. 

The first factor is the employee’s qualifications, which may justify high compensation.  
Courts frequently look to the employee’s education, training, experience, dedication, specialized skills, and 

                                                      
92  38 AFTR 1028, 178 F.2d 115 (6th Cir. 1949).  
93  52 AFTR2d 83-5976, 716 F.2d 1241 (9th Cir. 1983), rev’g T.C. Memo 1980-282.  
94  84 AFTR2d 99-6977, 196 F.3d 833 (7th Cir. 1999), rev’g T.C. Memo 1998-220. 
95  Golsen, 54 T.C. 742 (1970), aff'd, 27 AFTR2d 71-1583, 445 F2d 985 (10th Cir.), cert. denied, 404 U.S. 940 (1971).  
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understanding of the corporation’s business operations.96 Also relevant, when profitability depends on sales, 
are the employee’s motivation, ambition, and energy.97  

The second Mayson factor is the nature, extent, and scope of the employee’s work.  This 
factor focuses on the employee’s responsibilities and activities, and the role the employee’s activities played 
in the corporation’s success.  Courts frequently look to whether the success is due to the employee’s 
personal efforts – such as hours worked by the employee; the employee’s skill, dedication and creativity; 
and whether the corporation could function without the employee.98  For example, in Home Interiors & 
Gifts, Inc. v. Commissioner,99 although the founding shareholder and her son received very high 
compensation, their individual efforts produced extraordinary results for the corporation and everyone 
connected to it.  Because of their “rare talents,” the corporation’s gross sales increased over a seven-year 
period from $4,284,456 to $97,583,835.  Accordingly, the Tax Court concluded the compensation was 
reasonable in amount and allowed the corporation’s compensation deduction. 

In addition, where the shareholder employee performs job duties normally associated with 
multiple employees, some courts may allow the corporation to aggregate salaries, resulting in higher 
compensation.100  

The third Mayson factor considers the business size and complexity.  This is a fact-
intensive inquiry, usually based on sales, net income, gross receipts, or capital value.101  Other 
considerations include:  number of employees; number of independent contractors; amount of supervision 
required; complexity of billing and collections; number of customers; difficulty in obtaining or retaining 
customers; and level of business specialization.102  

The fourth Mayson factor compares employee compensation with gross and net income of 
the business.  The comparison can indicate whether a corporation is using employee compensation to strip 
out earnings.  The fact compensation represents a high percentage of net income strongly indicates the 
compensation is unreasonable in amount.  (If the compensation is paid at the end of the year to strip down 
net profit, however, the compensation may be deemed to violate the intent test.)  For example, in Eberl’s 
Claim Service, the taxpayer paid Eberl 99.5% of its net income in one year and 98% of net income in 
another year.103  The Tax Court relied on this factor to conclude a portion of the compensation was a 
disguised dividend.   

The fourth Mayson factor also looks to whether there was an established contingent 
compensation formula.  It is important that a corporation establish its contingent compensation plan 
according to set criteria.  If the corporation instead determines its compensation amounts at the end of the 
year, a court may infer the bonuses were distributions of profits.104 

The fifth Mayson factor looks to the general economic conditions to determine the extent 
of the employee’s effect on the corporation.  Where general conditions are exceptionally favorable to a 

                                                      
96  Mad Auto Wrecking, Inc. v. Comm’r, T.C. Memo. 1995-153.  
97  73 T.C. 1142, 1158 (1980). 
98  Mad Auto Wrecking, T.C. Memo 1995-153; Home interiors, 73 T.C. at 1158; Kennedy v. Comm’r, 49 AFTR2d 
82-628, 82-635, 671 F.2d 167 (6th Cir. 1982). 
99  73 T.C. 1142 (1980). 
100  Elliotts, Inc. v. Comm’r, 52 AFTR2d 83-5976, 716 F.2d 1241 (9th Cir. 1983). 
101  Eberl’s Claim Service, Inc. v. Comm’r, T.C. Memo. 1999-211, aff’d, 87 AFTR2d 2001-2075, 249 F.3d 994 (10th 
Cir. 2001). 
102  Id.  
103  Id. 
104  Builders Steel Co. v. Comm’r, 42 AFTR 23, 197 F.2d 263, 264 (8th Cir. 1952). 
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particular business, it tends to indicate the business success is due to factors outside of the employee’s 
control.105   

An interesting early example of the importance of economic conditions is Hoffman Radio 
Corp. v. Commissioner.106  In that case, the Ninth Circuit disallowed an employer’s compensation deduction 
despite the fact the shareholder employee’s employment contract was reasonable when made.  The 
employment agreement was entered into prior to the start of World War II when the taxpayer was in a very 
poor financial condition.  The three-year employment agreement provided the employee would be paid 3% 
of gross sales each month.  The Ninth Circuit specifically stated the employment agreement was reasonable 
when made.  However, after the start of the war, the taxpayer’s business exploded, and in 1943, the 
employee earned around $63,000, due in large part to the contingent compensation formula.  In concluding 
the salary amount was unreasonable, the court explained the business’s success was not due to the 
employee’s efforts:  “[T]he unusually large amount of business done that year was attributable in the main, 
not to services rendered by Hoffman, but to war conditions making for abnormal earnings.” Although this 
case illustrates the importance of general economic conditions, it is unlikely the same result would be 
reached today.  As explained in Elliotts, Inc., the key question in evaluating a contingent compensation 
formula is whether the formula is reasonable, not the amount that results from the formula.107     

The sixth Mayson factor compares employee compensation and stockholder distributions.  
The failure to pay more than a nominal dividend indicates amounts paid as compensation to controlling 
shareholders may be unreasonable.108  However, the failure to pay dividends, in and of itself, does not 
conclusively establish unreasonable compensation.109  Instead, a shareholder could be satisfied with 
appreciation in the value of their stock due to the corporation’s retained earnings.110  Nevertheless, a 
corporation’s failure to pay dividends in conjunction with paying contingent compensation to controlling 
shareholders strongly indicates the compensation is unreasonable in amount.111  In addition, it is under this 
factor a court considers the corporation’s return on equity.  See the return on equity discussion under the 
Elliotts factor test, independent investor, below.  

The seventh Mayson factor compares employee compensation to compensation paid to 
persons holding comparable positions in comparable companies.  It is very important to have evidence of 
compensation paid to comparable employees in similar companies.  A court will disregard this factor unless 
expert testimony establishes compensation from sufficiently comparable positions in comparable 
companies.  This factor is often disregarded due to the failure to find sufficiently comparable data.112    

The eighth Mayson factor looks to the employer’s salary policy for all employees.  
Disguised dividends are indicated where salaries paid to controlling shareholders are large compared to 

                                                      
105  See Eberl’s Claim Service, T.C. Memo. 1999-211. 
106  38 AFTR 775, 177 F.2d 264 (9th Cir. 1949). 
107  Elliotts, 52 AFTR2d at 83-5982.  
108  See Charles Schneider & Co. v. Comm’r, 34 AFTR2d 74-5422, 500 F.2d 148, (8th Cir. 1974), aff’g  T.C. Memo. 
1973-130.  
109  See Elliotts, 52 AFTR2d 83-5976 (rejecting the automatic dividend rule).  
110  Owensby & Kritikos, Inc. v. Comm’r, 60 AFTR2d 87- 5224, 819 F.2d 1315 (5th Cir. 1987), aff’g T.C. Memo. 
1985-267. 
111  Eberl’s Claim Service, Inc. v. Comm’r, T.C. Memo. 1999-211, aff’d, 87 AFTR2d 2001-2075, 249 F.3d 994 (10th 
Cir. 2001). 
112  Id.; Mad Auto Wrecking, Inc. v. Comm’r, T.C. Memo. 1995-153. 
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salaries paid to nonowner employees who have similar responsibilities.113  This factor considers whether 
an entity pays top dollars to shareholder employees and non-shareholder employees.114  

For example, in Builder’s Steel Co. v. Commissioner, the Eighth Circuit explained, “[a]s 
[the minority shareholder’s] capabilities were comparable to the other named employees, the corporation 
could not consistently avoid paying him a similar bonus as such omission would be a glaring admission 
that these bonuses were simply distributions of profits.”115 

The final Mayson factor focuses on prior employee compensation.  In general, an employer 
may pay (and deduct) compensation in one year for services rendered in prior years.116  The taxpayer bears 
the burden of showing the “catch-up” compensation was warranted.117  Specifically, to compensate for past 
under-compensation, the taxpayer must establish:  (1) the amount of the past under-compensation; and (2) 
the catch-up payments were contemporaneously intended to compensate employees for past services.118  

In addition to the nine Mayson factors, some courts have considered additional factors such 
as the employer’s financial condition, whether the employer and employee dealt at arm’s length, and 
whether the employee personally guaranteed the employer’s debt.119  Personally guaranteeing the 
corporation’s debt may support a high salary under the employee’s role in the corporation factor.120 

For example, in Boca Construction Inc. v. Commissioner,121 the Tax Court considered 
whether a closely held construction company was allowed to deduct the full amount of salaries and bonuses 
paid to the company’s two shareholders.  Despite the large compensation amounts (the company paid each 
shareholder $350,000 in 1989 and $400,000 in 1990), the Tax Court allowed the full amount of the 
deduction, concluding the payments were reasonable under the circumstances.  In reaching its conclusion, 
the tax court considered 12 separate factors: 

• The employee’s qualifications;  

• The nature, extent, and scope of employee’s work; 

• The size and complexity of a taxpayer’s business;  

• Comparison of salaries paid with gross and net income; 

• General economic conditions; 

• Comparison of salaries with shareholder distributions and retained earnings;  

• The taxpayer’s salary policy to all employees; 

                                                      
113  Eberl’s Claim Service, T.C. Memo. 1999-211. 
114  Owensby & Kritikos, Inc. v. Comm’r, 60 AFTR2d 87-5224, 87-5234, 819 F.2d 1315, 1322-1323 (5th Cir. 1987), 
aff’g T.C. Memo. 1985- 267. 
115  42 AFTR 23, 197 F.2d 263 (8th Cir. 1952). 
116  Lucas v. Ox Fibre Brush Co., 281 U.S. 115, 119 (1930). 
117  Standard Asbestos Mfg. & Insulating Co. v. Comm’r, 5 AFTR2d 1164, 276 F.2d 289 (8th Cir. 1960). 
118  Pacific Grains, Inc. v. Comm’r, 22 AFTR2d 5413, 5415, 399 F.2d 603, 606 (9th Cir. 1968), aff’g T.C. Memo. 
1967-7.  
119  Eberl’s Claim Service, T.C. Memo. 1999-211; Boca Construction Inc. v. Comm’r, T.C. Memo 1995-5. 
120  Leonard Pipeline Contractors, Ltd. v. Comm’r, T.C. Memo. 1998-315, aff’d, 210 F.3d 384 (9th Cir. 2000). 
121  T.C. Memo 1995-5. 
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• The taxpayer’s financial condition; 

• Prevailing rates of compensation for comparable positions in comparable companies; 

• Compensation paid in previous years;  

• Whether the employee guaranteed the taxpayer’s debt; and 

• Whether the employee and employer dealt at arm’s length.  

In considering the last factor—whether the employee and the employer dealt at arm’s 
length—the court explained that, where there is a conflict of interest such as if the employee is also the 
controlling shareholder, it will closely scrutinize the transaction to determine “whether an independent 
investor would approve the compensation in view of the nature and quality of the services performed and 
the effect of those services on the investor’s return on his or her investment.” 

The Ninth Circuit case of Elliotts, Inc. v. Commissioner122 is considered particularly 
important for: (1) rejecting the McCandless automatic dividend rule; (2) inserting an equity-based 
independent investor factor into the analysis; and (3) reducing the nine Mayson factors down to five.  The 
Elliotts test has been adopted by a minority of circuits:123  

• First Circuit;  

• Second Circuit; 

• Ninth Circuit; and 

• Eleventh Circuit.   

Specifically, in determining whether the compensation was reasonable, the court 
considered the following factors, considered in light of the independent investor test: 

• The employee’s role in the company;  

• External comparison with other companies;  

• The character and condition of the company;  

• Conflict of interest (from the perspective of a hypothetical independent 
investor); and  

• Internal consistency (from the perspective of a hypothetical independent 
investor). 

The Elliotts court explained the five reasonable compensation factors are to be considered 
from an independent investor’s perspective.  Recently, however, courts have applied the independent 
investor test as a sixth factor rather than using it as the lens through which to analyze the five factors.124   

                                                      
122  Elliotts, Inc. v. Comm’r, 52 AFTR2d 83-5976, 716 F.2d 1241 (9th Cir. 1983). 
123  McCoskey, Reasonable Compensation: Do You Know Where Your Circuit Stands? 109 J. Tax’n 228 (2008). 
124  Id. 
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Where a closely held C corporation has a history of paying little or no dividends to its 
shareholder employees, the Ninth Circuit will closely scrutinize employee compensation from the 
perspective of a hypothetical independent investor.125  As discussed previously, if the company’s earnings 
on equity would satisfy an independent investor, “there is a strong indication that management is providing 
compensable services and those profits are not being siphoned out of the company disguised as salary.”126  
The reverse can also true.  The Ninth Circuit observed in a footnote that “there are situations in which the 
compensation paid to employees is reasonable and yet the corporation may suffer a loss or an inadequate 
return on equity.”127   

In the Elliotts decision, the Ninth Circuit concluded that a hypothetical independent 
investor would be satisfied with a 20% return on equity and would indicate that the shareholder employee 
and the corporation “were not exploiting their relationship.”128  The court also specifically noted that the 
Tax Court had inappropriately limited its analysis to the facts that the shareholder employee was the 
corporation’s sole shareholder and the corporation no dividend history.  The Ninth Circuit reasoned that, 
although a company’s failure to pay dividends is a relevant factor, it cannot be viewed in isolation.  
Accordingly, the court rejected the automatic dividend rule.  The taxpayer’s no-dividend policy does not 
conclusively establish the relationship between the shareholder employee and the corporation was 
exploited.129   

The old Internal Revenue Service Manual recommends examiners consider several criteria 
when considering whether the amount of compensation is reasonable under all of the circumstances.  Those 
factors include the following: 

• nature of employee duties; 

• employee’s background and experience; 

• employee’s knowledge of the business; 

• employee’s contribution to profit; 

• employee’s time devoted to the business; 

• the general and local economic conditions; 

• the character and amount of the employee’s responsibility; 

• the time of the year when compensation is determined; 

• the relationship of employee compensation to shareholdings; 

• whether the employee’s compensation is, in fact, payment for assets; and 

• amount paid by similar size businesses in the same area to equally qualified employees 
for similar services. 

                                                      
125  Id. 
126  Id.   
127  Id. at 83-5981 n.5.   
128  Id. at 83-5981. 
129  Id. 



Chapter 2—Don’t Forget the Acronyms “AET,” “PHC,” and “PSC”

 2–3420th Annual Oregon Tax Institute
 

As illustrated above, the IRS factors are restatements of the criteria used by the circuits in 
determining whether compensation is reasonable in amount.  When compared to the Elliotts test: 

 Elliotts Test Analogous Factor from IRS Manual 

1. Role in company. Nature of employee’s duties;  
employee’s background and experience; 
employee’s knowledge of business; employee’s 
contribution to profit-making; time devoted by 
employee; and  
character and amount of employee’s 
responsibility. 

2. External comparison. Amount paid by similar size businesses in the 
same area to equally qualified employees for 
similar services. 

3. Character and condition of 
company. 

Size of business; and economic conditions in 
general and locally. 

4. Conflict of interest. Whether alleged compensation is in reality, in 
whole or in part, payment for a business or 
assets acquired. 

5. Internal consistency. Time of year compensation is determined. 

When compared to the Mayson factors: 

 Mayson Factors Analogous Factor from IRS Manual 

1. Employee qualifications. Employee’s background and experience; 
employee’s knowledge of business. 

2. Nature, extent, and scope of the 
employee’s work. 

Nature of employee’s duties;  
Time devoted by employee; and  
character and amount of employee’s 
responsibility. 

3. Size and complexity of the 
employer’s business.  

Size of business. 

4. Employee compensation as 
compared with the employer’s 
gross and net income. 

Employee’s contribution to profit-making. 

5. Prevailing general economic 
conditions. 

Economic conditions in general and locally. 

6. Employee compensation and 
stockholder distributions. 

The relationship of employee compensation to 
shareholdings. 

7. Compensation paid by comparable 
businesses for comparable 
positions. 

Amount paid by similar size businesses in the 
same area to equally qualified employees for 
similar services. 

8. Employer’s salary policy for all 
employees. 

Time of year compensation is determined. 
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9. Prior employee compensation. Whether alleged compensation is in reality, in 
whole or in part, payment for a business or 
assets acquired. 

 

Due to the fact that the factors listed in the Internal Revenue Service Manual are 
essentially restatements of the Mayson and Elliotts factors, the analysis discussed above to apply each of 
the Ninth Circuit’s criteria should likewise be applied to the IRS’s factors.   

The Seventh Circuit is unique in that it applies the independent investor test (also known 
as the hypothetical investor test) as the only criterion in determining the amount of reasonable 
compensation.  In Exacto Spring Corp. v. Commissioner,130 the court reviewed the various multi-factor tests 
utilized by the other circuits and rejected them for being too vague and too difficult to apply.  In Menard, 
Inc. v. Commissioner131 the court further explained its reason for departing from the multi-factor tests 
applied by other circuits:  

Multifactor tests with no weight assigned to any factor are bad enough from the 
standpoint of providing an objective basis for a judicial decision . . . multifactor 
tests when none of the factors is concrete are worse, and that is the character of 
most of the multifactor tests of excessive compensation.  They include such 
semantic vapors as “the type and extent of the services rendered,” “the scarcity of 
qualified employees,” “the qualifications ... of the employee,” his “contributions 
to the business venture,” and “the peculiar characteristics of the employer’s 
business.” 

The independent investor test establishes a rebuttable presumption that a shareholder 
employee's salary is reasonable if a hypothetical independent investor would obtain a “far higher return 
than they had any reason to expect.”132  The independent investor test is based on the policy rationale that 
investors pay compensation to incentivize managers to increase the value of the managed assets.133  A high 
return on equity indicates the manager provided valuable services to the company, which an independent 
investor would appreciate.134 Thus, a court will generally presume a manager’s compensation is reasonable 
if a high return on equity allows hypothetical investors to obtain returns greater than what they would 
reasonably expect.135   

The presumption is rebutted, however, if the high rate of return is not attributable to the 
manager’s efforts.136  The presumption is easily rebutted where the shareholder employee performs no 
actual services for the corporation.137 Other circumstances that can rebut the presumption include a conflict 
of interest and a comparison of the shareholder employee’s compensation and the compensation of other 
company executives.138  

                                                      
130  Exacto Spring Corporation v. Comm’r, 84 AFTR2d 99-6977, 196 F.3d 833 (7th Cir. 1999), rev’g, T.C. Memo. 
1998- 220.  
131  103 AFTR2d 2009-1280, 2009-1282 (7th Cir. 2009) (internal citations omitted). 
132  Exacto Spring, 84 AFTR2d at 99-6982.  
133  Id. at 99-6981 to 82.  
134  Id. 
135  Id.  
136  Id. at 99-6982; see also Menard, 103 AFTR2d 2009-1280, 560 F.3d 620 (7th Cir. 2009), rev’g T.C. Memo. 2004-
207 (giving examples).   
137  Mulcahy, Pauritsch, Salvador & Co. v. Comm’r, 109 AFTR2d 2012-2140, 680 F.3d 867 (7th Cir. 2012). 
138  Id.  
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In Exacto Spring,139 Judge Posner discarded the multi-factor test in favor of a single factor 
independent investor test.  Exacto Spring Corporation (“Exacto”) is a closely held corporation that 
manufactures precision springs.140  Exacto’s majority shareholder, William Heitz, who is also its cofounder 
and chief executive, was paid $1.3 million in 1993 and $1 million in 1994.141  The Service denied Exacto’s 
compensation deduction, allowing a compensation deduction of only $381,000 in 1993 or $400,000 in 
1994.142  Exacto challenged the Service’s assessment in Tax Court.  The Tax Court, after applying a seven 
factor test, concluded Heitz’s maximum reasonable compensation should have been $900,000 in 1993 and 
$700,000 in 1994.143  Exacto appealed to the Seventh Circuit Court of Appeals.144 

On appeal, Judge Posner rejected the multi-factor test for the following reasons:   

• First, the multi-factor test is “like many other multi-factor tests, ‘redundant, 
incomplete, and unclear.’”145  He criticized the test for not indicating how the 
factors are to be weighed in comparison to each other (such as when some 
factors support the Service and some support the taxpayer).  

• Second, many of the factors—such as “the peculiar characteristics of the 
employer’s business”—are vague.  The factors do not clearly relate to each 
other or the purpose of IRC § 162(a)(1)—which is to prevent nondeductible 
distributions from being disguised as compensation payments.146   

• Third, the multi-factor test “invites the Tax Court to set itself up as a super-
personnel department for closely held corporations, a role unsuitable for 
courts.”  No judges are equipped to determine the salaries of corporate 
officers.147   

• Fourth, due to the test’s nondirective character, it results in arbitrary decisions 
based on “unanalyzed discretion or unprincipled rules of thumb.”148 

• Fifth, the test is unpredictable and imposes risk on a corporation’s 
compensation decisions, which may be indispensable to the businesses 
success.149  

Judge Posner criticized the Tax Court’s opinion, explaining that, despite all the factors either being neutral 
or in the taxpayer’s favor, the Tax Court concluded the compensation unreasonably high: 

Having run through the seven factors, all of which either favored the taxpayer or 
were neutral, the court reached a stunning conclusion:  “We have considered the 
factors relevant in deciding reasonable compensation for Mr. Heitz.  On the basis 

                                                      
139  196 F.3d 833, 84 AFTR2d 99-6977 (1999). 
140  Id. at 99-6977. 
141  Id. 
142  Id. 
143  Id. 
144  Id. 
145  Id. at 99-6978. 
146  Id. 
147  Id. 
148  Id. at 99-6978 to 79. 
149  Id. at 99-6979. 
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of all the evidence, we hold that reasonable compensation for Mr. Heitz” was much 
less than Exacto paid him. 

The failure of the Tax Court’s reasoning to support its result would alone require 
a remand. But the problem with the court’s opinion goes deeper. The test it applied 
does not provide adequate guidance to a rational decision.150 

Accordingly, the court abandoned the multi-factor test and adopted the independent investor test.  Under 
the independent investor test, there is a rebuttable presumption a shareholder employee’s salary is 
reasonable if a hypothetical independent investor would obtain a “far higher return than they had any reason 
to expect.”151  The presumption can be rebutted however, if it can be shown the return was not due to the 
employee’s efforts.152   

Judge Posner found that Exacto was entitled to the presumption because it obtained a 20% 
return on equity, more than 50% greater than the 13% return an independent investor would have expected.  
In addition, the Service failed to rebut the presumption, because there was no indication the return was not 
due to Heitz’s efforts.  Accordingly, the court concluded Heitz’s compensation was reasonable in amount 
and reversed the Tax Court.153  In Menard, Inc. v. Commissioner,154 Judge Posner again reversed the Tax 
Court, holding the taxpayer’s compensation payments to its majority shareholder were reasonable in 
amount where the corporation obtained an 18% return on equity.  Menard, Inc. sold hardware and building 
supplies under the name “Menards” through its 138 Midwest retail stores.  It was the third largest home 
improvement chain, behind Home Depot and Lowe’s.   

John Menard founded Menards in 1962 and was the chief executive officer through the tax 
period at issue—1998.  He owned 100% of the corporation’s voting shares and 56% of its nonvoting shares.  
Mr. Menard’s family members owned the remaining nonvoting shares.  The record reflected the following 
evidence: 

• Hours Worked.  Mr. Menard worked six or seven days a week, twelve to 
sixteen hours per day.  He took only seven vacation days a year, and he worked 
even while spending time with his family.  

• Company Involvement.  Mr. Menard was involved “in every detail of his 
company’s operations.”  For example, he fixed all employee compensation. 

• Company Growth.  Under Mr. Menard’s direction, company revenue grew by 
over $3 billion dollars from 1991 to 1998.  Specifically, during that time 
revenue grew from $788 million to $3.8 billion and taxable income grew from 
$59 million to $315 million.   

• Return on Equity.  According to the Service’s expert, the company’s 1998 
return on equity was 18.8%—which was higher than either Lowe’s or Home 
Depot.  

• Compensation.  Mr. Menard’s 1998 compensation was comprised of three 
components.  The first portion was his relatively low base salary of $157,000.  

                                                      
150  Id. at 99-6980 to 81. 
151  Id. at 99-6982.  
152  Id. 
153  Id. 
154  103 AFTR2d 2009-1280, 560 F.3d 620 (7th Cir. 2009). 
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The second portion was his $3 million profit-sharing bonus (all Menards’ 
executives participated in the profit sharing bonus program).  The largest 
portion of his 1998 compensation package was his “5% bonus” of 
$17,467,800.  

• 5% Bonus Program.  The corporation’s board of directors adopted the 5% 
bonus program in 1973 at the prompting of the company’s accounting firm.  
Under the 5% bonus program, Mr. Menard was paid a bonus equal to 5% of 
net profits before taxes.  The plan also called for Mr. Menard to reimburse the 
company if the Service or state taxing authorities disallowed his compensation 
deduction for being a disguised dividend. 

The Tax Court found the taxpayer established the presumption of reasonableness with 
respect to the 5% bonus.  However, it concluded the presumption was rebutted by evidence comparable 
firms paid their CEOs much less than Mr. Menard was paid.  Home Depot’s CEO was paid $2.8 million in 
1998, and Lowe’s CEO was paid $6.1 million.  

Judge Posner disagreed with the Tax Court.  He first explained a meaningful comparison 
looks at more than just salary; it also looks at compensation risk.  For example, had taxpayer lost money in 
1998, Mr. Menard’s salary would have been limited to his base salary of $157,500.  Thus, it is improper to 
focus on the amount of salary without context:  “The 5 percent bonus plan was in effect for a quarter of a 
century before the IRS pounced; was it just waiting for Menard to have such a great year that the IRS would 
have a great-looking case?”155   

Next, Judge Posner criticized the Service and the Tax Court for making a salary comparison 
without taking into account the other CEOs’ compensation packages: 

Just two years after Mr. Menard received his questioned $20 
million, Robert Nardelli became CEO of Home Depot. In his slightly more than 
six years in that post he was paid $124 million in salary, exclusive of stock options; 
and when fired in 2007 (he was unpopular, and during his tenure the market 
capitalization of Home Depot increased negligibly-only to jump when his firing 
was announced), he received a much-criticized severance payment of $210 million 
(including the value of his stock options). He went on to become the CEO of 
Chrysler, where he is being paid $1 a year, thought by some observers to be 
generous. We wonder whether the IRS plans to challenge Menard’s compensation 
for the years 2001 to 2006, using Nardelli’s compensation package as a basis for 
comparison.156 

Judge Posner also was not impressed with the Tax Court’s “arbitrary” method of determining Mr. Menard’s 
maximum reasonable compensation.  The Tax Court ruled $7.1 million was reasonable through a 
complicated mathematical comparison with Home Depot’s rate of return and CEO salary, and Lowe’s CEO 
salary.  The method did not consider, among other things, the full compensation packages of the Home 
Depot and Lowe’s CEOs.  Further, it did not even consider Lowe’s rate of return. 

In addition, the Tax Court also reasoned the 5% bonus was intended as a dividend, based 
on Mr. Menard’s reimbursement obligation.  In response, the Judge Posner cited the Fifth Circuit:  

                                                      
155  Id. at 2009-1284. 
156  Id. at 2009-1284 to 85. 
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This argument, however, misses the economic realities of the corporate form as 
taxed under the internal revenue code. For compensation purposes, the 
shareholder-employee should be treated like all other employees. If an incentive 
bonus would be appropriate for a nonshareholder-employee, there is no reason why 
a shareholder-employee should not be allowed to participate in the same manner. 
In essence, the shareholder-employee is treated as two distinct individuals for tax 
purposes:  an independent investor and an employee. 157 

Accordingly, Judge Posner concluded the Tax Court improperly disallowed the taxpayer’s compensation 
deduction.  

Mulcahy, Pauritsch, Salvador & Co. v. Commissioner,158 discussed in more detail below, 
is the Seventh Circuit’s discussion of the independent investor test.  In that case, the Seventh Circuit 
affirmed the Tax Court’s denial of a professional corporation’s deduction for “consulting fee” payments to 
three related entities, because the payments failed both the intent and amount tests.  Those entities were 
solely owned by the taxpayer’s majority shareholders.  

Judge Posner explained that the independent investor test is premised on the concept that 
a non-employee shareholder will not begrudge a shareholder employee his or her high salary if the return 
on equity is sufficient.  With respect to small personal service corporations, however, this premise does not 
hold up because such firms operate with a “pane of glass” between billings and salaries.  In Mulcahy, 
however, the taxpayer did not operate with a mere “pane of glass” between billings and salaries because it 
had sufficient capital to support 40 employees in multiple offices.  Therefore, the court applied the 
independent investor test, concluding the taxpayer’s return on equity did not justify the payments: 

The Tax Court was correct to reject the firm’s argument that the consulting fees 
were salary expenses.  Treating them as salary reduced the firm’s income, and thus 
the return to the equity investors, to zero or below in two of the three tax years at 
issue, even though, judging by the salaries received by the founding shareholders, 
the firm was doing fine.  So, the firm flunked the independent-investor test. 159 

Accordingly, the Seventh Circuit affirmed the Tax Court.  

F. Reasonable Compensation in the Context of the Personal Service Corporation.  

Personal service corporations or “PSCs” are corporations that primarily perform personal 
services.  For this discussion, PSCs include “qualified personal service corporations,” professional 
corporations, service corporations taxed under Subchapter C, and service corporations that are taxed under 
Subchapter S.  Personal service providers form PSCs as C corporations to take advantage of two tax 
avoidance strategies:  first, PSCs attempt to avoid the corporate level tax by paying their earnings as 
deductible compensation; and second, PSCs attempt to avoid the double tax on asset sales by allocating the 
sales proceeds to personal goodwill.   

The first technique continues to be a viable option so long as it is not taken to the extreme, 
such as in Pediatric Surgical Associates, P.C. v. Commissioner,160 where the taxpayer deducted 
compensation payments to its shareholder employees that included amounts attributable to net profits 
generated by non-shareholder employees.  In the S corporation context, abuse is generally easier to spot, 
                                                      
157  Id. at 2009-1285 (citing Owensby & Kritikos, Inc. v. Comm’r, 60 AFTR2d 87-5224, 819 F.2d 1315 (5th Cir. 
1987)). 
158  680 F.3d 867, 109 AFTR2d 2012-2140 (7th Cir. 2012). 
159  Id. at 2012-2143. 
160  T.C. Memo. 2001-81.  
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such as in Watson, P.C. v. United States,161 where the corporation paid its sole shareholder employee a 
salary of only $24,000, despite the fact that the corporation was a partner in a personal services firm that 
had $2 to $3 million in gross revenues.  Nevertheless, the Watson case has added fuel to the debate whether 
shareholder employees can be paid compensation in excess of personal billings less a reasonable allocation 
of overhead.162  In Watson, the Eight Circuit appears to reject the taxpayer’s argument that it should limit 
“the amount it characterized as wages to the amount of revenue each shareholder employee personally 
generated, less expenses.”163 Accordingly, the Eight Circuit affirmed the Tax Court: 

“Nevertheless, although we think evidence of shareholder-employee billings and 
collections may be probative on the issue of compensation, in view of all the 
evidence presented to the district court in this case, we see no error. Therefore, as 
noted earlier, because the district court applied the correct legal standard, we affirm 
its determination on Watson’s FICA wages.”164 

The second ax planning technique for PSCs has to do with the sale of personal goodwill, 
which is a capital asset.165  Personal goodwill is “the personal relationships and customer contacts which 
the owner of the business has been able to develop.”166  The issues involving sales of personal goodwill are 
generally twofold:  whether the gain on the sale is ordinary income or capital gain, and whether the goodwill 
is the asset of the shareholder, allowing him or her to personally sell the asset and avoid double taxation.  
In a number of recent cases, the taxpayers were unable to meet these hurdles.167  

Finally, certain PSCs are subject to a flat corporate tax rate.  Prior to the TCJA,  “qualified 
personal service corporations” did not obtain the benefit of graduated rates and were taxed at a flat 35% tax 
rate (for tax years beginning before 1993, PSCs were taxed at a flat 34% rate).168   

A corporation is a qualified PSC if it meets two tests under IRC § 448(d)(2).  First, the 
corporation meets the “function test” if substantially all its activities involve performing services in health, 
law, engineering, architecture, accounting, actuarial science, or consulting.  Second, the corporation meets 
the “ownership test” if substantially all the value of its stock is held by the employees providing the services, 
retired employees, or their estates.   

In Klamath Medical Service Bureau v. Commissioner,169 an early case before the Ninth 
Circuit Court of Appeals, the court considered whether a professional corporation owned by its physician-
employees could “deduct as compensation, payments to its stockholder-member-physicians in excess of 
100 per cent of base fee billings by its members[.]” 

The taxpayer was an Oregon corporation, organized to sell prepaid health plans and to 
provide medical services under the plans.  The physicians who provided the services were also shareholders.  
The physician employment agreements with the corporation included a complex compensation formula.  
The court summarized the complex formula as follows:  “In short, the petitioner determines what its net 

                                                      
161  109 AFTR2d 2012-1059, 668 F.3d 100 (8th Cir. 2012).  
162  Id. at 2012-1064. 
163  See, e.g., Stephen R. Looney, Eighth Circuit Recharacterizes S Corporation Dividend Distributions as Wages, 14 
BUS. ENTITIES 16 (2012).  
164  Watson, 109 AFTR2d at 2012-1064. 
165  Butler v. Comm’r, 46 T.C. 280, 287 (1966); Kennedy v. Comm’r, T.C. Memo 2010.  
166  McCubbin v. McCubbin, 465 N.E.2d 672, 674 (Ill. App. Ct. 1984). 
167  See Muskat v. Comm’r, 103 AFTR2d 2009-666, 554 F.3d 183 (1st Cir. 2009); Kennedy v. Comm’r, T.C. Memo 
2010; Howard v. United States, 106 AFTR2d 2010-5533 (E.D. Wash. 2010), aff’d, 106 AFTR2d 2010-5533 (2011).  
168  IRC § 11(b)(2).  
169  Klamath Medical Service Bureau v. Comm’r, 29 T.C. 339 (1957), aff’d, 3 AFTR2d 322, 261 F.2d 842 (9th Cir. 
1958), cert. denied, 359 U.S. 966 (1959). 
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profit will be, deducts amounts necessary for retiring bonds, etc., and then pays out a percentage of its 
profits to the doctors, regardless of what the fee schedule amount would be, since the latter is only a base 
fee.”  Under the formula, each physician was paid compensation in excess of their total billings.  

Although the Tax Court thought the payments to the shareholder-physicians were 
reasonable in amount, it ultimately concluded the payments in excess of billings were “a guise for 
distributing corporate profits.”  The Ninth Circuit agreed the compensation paid to shareholder-physicians 
was deductible to the extent of billings under the hospital’s fee schedule; however, compensation in excess 
of billings was held to be intended as distributions of earnings.  Accordingly, the court concluded the 
taxpayer, on appeal, had not met its burden of showing the compensation in excess of billings was indeed 
compensation and not a distribution of profits.  

In dicta, the court opined there was another reason for affirming the Tax Court’s opinion:  

There is another reason why we believe the judgment of the Tax Court was correct.  
As the Tax Court interpreted a contract it found to be ambiguous, the petitioner’s 
members had signed contracts with it whereby the petitioner was obligated to pay 
them 100 per cent of the base fee (however and at whatever figure it was set), but 
no more! Any amount over and beyond the 100 per cent base fee could, or could 
not, be paid to the doctor-members, as the management saw fit.  The petitioner 
could use it for the buying of office equipment or equipment for the hospital, or 
new hospitals, or even a hotel.  This voluntary payment to the doctors of more than 
the 100 per cent of base pay the doctors had agreed to accept as compensation in 
full for their services, might be an ordinary, but could not be a necessary, expense 
and hence, not an ordinary and necessary expense. 

Fortunately, this view has not been adopted by later decisions.  Otherwise, all discretionary bonuses to 
shareholder employees would automatically be considered a distribution of profits.  

In Radtke v. United States,170 the District Court for the Eastern District of Wisconsin held 
a personal service S corporation’s distributions to its sole shareholder and only employee, an attorney who 
worked full-time, were wages subject to employment taxes.  The PSC paid the attorney no salary, but 
declared dividends whenever it had money in the bank.  It paid no employment taxes on the dividends.  The 
court explained that an employer cannot evade FICA and FUTA taxes by characterizing all employee 
payments as non-wages, and that the situation “is simply the flip side of those instances in which 
corporations attempt to disguise profit distributions as salaries for whatever tax benefits that may produce.”  
Accordingly, the court held the “dividends” functioned as “remuneration for employment” and thus were 
subject to employment taxes.  The Seventh Circuit agreed.171  

In Richlands Medical Association v. Commissioner,172 the taxpayer provided physician 
services and owned a hospital that provided ancillary medical services.  The taxpayer paid compensation 
under a formula by which, after paying expenses and certain reserves, all profits were distributed to its 
owner-physicians.  The taxpayer’s expert witness could not explain how, under the compensation formula, 
the taxpayer could ever earn a profit.  Nevertheless, the court allowed the taxpayer to deduct compensation 
payments to owner-employees—even though those payments were greater than the receipts attributable to 
owner-physician services to patients—to reflect additional services the physicians provided to the 
association.  However, the Tax Court held a portion of the compensation was a nondeductible dividend 

                                                      
170  63 AFTR2d 89-1469, 712 F.Supp. 143 (1989), aff’d per curiam, 65 AFTR2d 90-1155, 895 F.2d 1196 (7th Cir. 
1990). 
171  Radtke v. United States, 65 AFTR2d 90-1155, 90-1156, 895 F.2d 1196 (7th Cir. 1990). 
172  T.C. Memo. 1990-660, aff’d, 953 F.2d 639 (4th Cir. 1992). 
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distribution, because a portion of the profits were attributable to ancillary hospital service charges that were 
not from owner-physician services.  

Eleven years after it decided Richlands Medical Association, the Tax Court clarified that 
the case “does not establish a rule of law that, in all circumstances, an employer may deduct as 
compensation paid to an employee amounts collected for services performed by such employee.”173  

In Pediatric Surgical Associates,174 the Tax Court held a professional corporation that 
employed both shareholder-surgeons non-shareholder-surgeons could not deduct the payments to 
shareholder employees attributable to services performed by the non-shareholder surgeons.  The taxpayer 
was a Texas personal service corporation specializing in providing surgical services to infants and children.  
In 1994 and 1995, the corporation employed six pediatric surgeons, four of whom were shareholders.   

The Service argued to the Tax Court that amounts paid as compensation to the shareholder 
surgeons was in fact profit attributable to services of the non-shareholder surgeons, and should be treated 
as a nondeductible distribution of profits.  Thus, the question before the Tax Court was whether those 
amounts were paid to the shareholder surgeons purely for their services.  The Tax Court concluded a portion 
of the compensation the taxpayer paid to the shareholder-surgeons was not reasonable because such 
amounts were not attributable to their personal services.  The disallowed portion was profit from the 
services of non-shareholder surgeons after reduction for costs and allocable overhead.  Accordingly, the 
Tax Court held the compensation attributable to the non-shareholder-surgeons paid to its shareholders as 
compensation was in fact a distribution of profits and not deductible by the corporation.    

Pediatric Surgical Associates has been criticized for ignoring the fact that the business of 
a professional practice includes activities other than personal production that result in greater profit for the 
practice as a whole, such as extensive business development, recruiting, training, practice management and 
regulatory compliance.175 

In Veterinary Surgical Consultants,176 a veterinarian, Sadanaga, organized the taxpayer as 
an S corporation to provide consulting and surgical services to veterinarians.  Sadanaga, who was the 
taxpayer’s president and only officer, generated all of the taxpayer’s income by providing consulting and 
surgical services to the Veterinary Orthopedic Services, Ltd. (“Orthopedic”). 

The taxpayer made “distributions other than dividend distributions paid from accumulated 
earnings and profits” to Sadanaga of around $125,000 in 1994, $225,000 in 1995, and $212,000 in 1996.  
The taxpayer did not issue a Form W-2 to Sadanaga for any of the tax years at issue.  On his Forms 1040, 
Sadanaga reported his share of pass-through income as nonpassive income from an S corporation.    

Sadanaga was also an employee of Bristol-Myers Squibb Co., from which he reported 
wages of around $91,000 in 1994, $95,000 in 1995, and $102,000 in 1996. 

On audit, Sadanaga’s accountant asserted Sadanaga was not an employee of the taxpayer 
and that all of the distributions were actually his share of the corporation’s net income.  The Service 
disagreed.  In Tax Court, the taxpayer asserted Sadanaga was its sole shareholder but not its employee, and 
it had, therefore, correctly distributed its net income to Sadanaga. 

                                                      
173  Pediatric Surgical Assocs., P.C. v. Comm’r, T.C. Memo. 2001-81. 
174  T.C. Memo. 2001-81.  
175  See Alson R. Martin & Morton A. Harris, Unreasonable Compensation: Pediatric Surgical Poses a Major New 
Threat for PCs, 97 J. TAX’N 41 (2002).  
176  117 T.C. 141 (2001), aff’d sub nom, Yeagle Drywall Co. v. Comm’r, 90 AFTR2d 2002-7744, 54 Fed. Appx. 100 
(3d Cir. 2002). 
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IRC §  3111 and 3301 impose FICA (Social Security) and FUTA (unemployment) taxes 
on employers for employee wages.  The two key terms are “employee” and “wages.”  A corporate officer 
is considered an employee and his or her wages are subject to employment taxes if the officer: 

• performs substantial services; and  

• receives remuneration for those services in any form.  

The Tax Court first concluded Sadanaga was an employee.  It found Sadanaga, who was 
an officer of the taxpayer, performed substantial services for the taxpayer because: (1) he worked around 
33 hours a week; (2) he was the only individual working for the taxpayer; and (3) his surgical and consulting 
services generated all of the taxpayer’s income.   

Next, the court concluded Sadanaga received remuneration for the services he provided to 
the taxpayer.  The court said the taxpayer’s characterization of the payments as distributions was “a 
subterfuge for reality.”  Citing Spicer Accounting and Radtke,177 the court explained that, regardless of an 
employer’s characterization, “the true analysis is whether the payments represent remuneration for services 
rendered.”  

The Tax Court also established what appears to be a bright-line rule for small, closely-
owned and operated S corporations: 

Dr. Sadanaga’s reporting the distributions as nonpassive income from an S 
corporation has no bearing on the Federal employment tax treatment of those 
wages.  He was petitioner’s sole source of income.  And as petitioner’s sole full-
time worker, he must be treated as an employee.  Accordingly, we hold that Dr. 
Sadanaga is an employee of petitioner for the period at issue and, as such, the 
payments to him from petitioner constitute wages subject to Federal employment 
taxes. 

Accordingly, the Tax Court ruled the test of employment status is whether payments to the taxpayer 
represent remuneration for services, and held the payments to Sadanaga constituted wages.   

Finally, the taxpayer argued that, because Sadanaga paid the maximum FICA tax required 
on his wages from Bristol-Myers Squibb Co., it was not required to withhold FICA tax.  The Tax Court 
soundly rejected the argument, explaining the FICA wage base applies separately to each employer: 

This argument is simply a “red herring.”  For Federal employment tax purposes, 
the taxable wage base applies separately to each employer.  Thus, if an employee 
receives wages from more than one employer, the annual wage limitation does not 
apply to the aggregate compensation received.  The employee however may be 
eligible for a credit or refund of the excess employee portion of the FICA tax that 
applies with respect to wages in excess of the applicable wage base. 

Thus, the Tax Court held Sadanaga was an employee of the taxpayer for the tax period at issue. 

In Mulcahy, Pauritsch, Salvador & Co.,178 the Tax Court denied a professional 
corporation’s deduction for “consulting fee” payments to three related entities (which passed the “fees” on 
to the taxpayer’s shareholders) because the payments failed both the Intent Test and Amount Test:  The 
                                                      
177  Spicer Accounting, Inc. v. United States, 66 AFTR2d 90-5806, 918 F.2d 90 (9th Cir. 1990); Joseph Radtke, S.C. 
v. United States, 65 AFTR2d 90-1155, 895 F.2d 1196 (7th Cir. 1990). 
178  T.C. Memo. 2011-74. 
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payments were not reasonable in amount and were not intended to be payments for services.  The related 
entities were owned by the corporation’s three controlling shareholders and did not perform any services 
for the corporation.  The corporation was an accounting and consulting firm.  The corporation argued the 
fee payments were really compensation for the founders’ services.   

The court first concluded that, even if the payments were treated as compensation, the 
compensation was not deductible because it was unreasonable in amount.  Specifically, the court pointed 
out that, after calculating the corporation’s return on equity under the annual net income method (net 
profit/annual equity),179 the taxpayer’s rate of return was around or below zero; thus, the presumption of 
reasonableness under independent investor test didn’t apply.  In addition, the corporation could not establish 
the consulting fee payments involved would ordinarily be paid for like services by like companies.   

In addition, the court also concluded that the payments failed the Intent Test:  

We find that the firm intended for the payments to the related entities to distribute 
profits, not to compensate for services.  We find that the firm intended for the 
payments to the related entities to distribute profits, not to compensate for services.  
As discussed above, Salvador chose the amount to pay each year so that the 
payments distributed all (or nearly all) accumulated profit for the year.  He did this 
for tax planning purposes.  Each founder’s percentage of the payments to the 
related entities was tied to hours worked, but the firm’s intent in making the 
payments was to eliminate all taxable income.  The firm did not intend to 
compensate for services. 

Finally, the court held the corporation was liable for the 20% substantial understatement of 
income penalty under IRC § 6662 because it had not acted in reasonable cause and good faith.  The Tax 
Court noted the corporation, which specialized in accounting, could not provide evidence of efforts to 
determine its tax liability.   

On appeal to the Seventh Circuit,180 Judge Posner in Mulcahy (Round Two) affirmed the 
Tax Court’s denial of the corporation’s IRC § 162(a)(1) deduction for payments to the three related entities 
described above.  Apparently, the accounting and consulting firm structured the payments this way to 
disguise the amount of profits deflected to its three majority shareholders.  Judge Posner was not impressed 
with this planning method:  “A corporation cannot avoid tax by using a cockeyed method of distributing 
profits to its owners.”   

On audit, the firm argued the consulting fees were compensation payments to its majority 
shareholders.  The Service did not agree.  It recharacterized the consulting fee payments as nondeductible 
disguised dividends and assessed a deficiency.  The Tax Court similarly concluded the fees were disguised 
dividends and the taxpayer appealed.  On appeal, the Seventh Circuit also rejected the argument that the 
consulting fees were deducible compensation because it failed the independent investor test.   

Judge Posner explained that, the independent investor test’s “premise is that an investor 
who is not an employee will not begrudge the owner-employee his high salary if the equity return is 
satisfactory; the investor will consider the salary reasonable compensation for the owner-employee’s 
contribution to the company’s success.”  However, this premise does not hold up in small professional 
services firms, which operate with a “pane of glass” between billings and salaries: 

                                                      
179  See discussion above at 1.05[3][f][ii]. 
180  109 AFTR2d 2012-2140, 680 F.3d 867 (7th Cir. 2012). 
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It is thus no surprise that most professional-services firms (including firms much 
larger than in our example) are organized as limited liability companies (LLCs), 
limited liability partnerships (LLPs), limited partnerships (LPs), small business 
corporations (S-corps), or other pass-through entities.  In those entities as in a 
general partnership (which differs from the pass-throughs we listed mainly in not 
limiting partners’ personal liability for the entity’s debts, and for that reason has 
largely given way to those other pass-throughs), the company’s receipt of income 
is not a taxable event; instead the income is deemed to pass directly to the owners 
and is taxed as personal income to them.  

However, the court explained, Mulcahy, Pauritsch, Salvador & Co. was not a small firm 
operating as a mere “pane of glass,” because the firm had sufficient capital to generate earnings:  it had 
physical capital to support 40 employees in multiple offices; and it had intangible capital in the form of 
“client lists and brand equity.”  Accordingly, the court concluded the payments failed the independent 
investor analysis:  

The Tax Court was correct to reject the firm’s argument that the consulting fees 
were salary expenses.  Treating them as salary reduced the firm’s income, and thus 
the return to the equity investors, to zero or below in two of the three tax years at 
issue, even though, judging by the salaries received by the founding shareholders, 
the firm was doing fine.  So, the firm flunked the independent-investor test. 

The most interesting discussion in the opinion, however, is whether a personal service 
corporation with profits derived from capital can zero out its taxable income though compensation 
payments to shareholder employees.  As an initial matter, Judge Posner explained that even professional 
service corporations in which ownership is limited can be required to show a return of capital: 

We are mindful that Illinois limits equity investments in an accounting firm to the 
firm’s “active participants,” (presumably its accountants), just as only a law firm’s 
lawyers can own equity in the law firm.  But the fact that only members of a firm 
(and hence employees) can contribute capital to it doesn’t mean that there is no 
return on that capital.  We know the firm had significant capital, both tangible and 
intangible, and we are given no reason to think that its capital didn’t generate a 
return that a non-conflicted investor would be entitled to a portion of.  

The court then reasoned that the consulting fees represented a return of capital: 

Remarkably, the firm’s lawyers (an accounting firm’s lawyers) appear not to 
understand the difference between compensation for services and compensation 
for capital, as when their reply brief states that the founding shareholders, because 
they “left funds in the taxpayer over the years to fund working capital,” “deserved 
more in compensation to take that fact into account.”  True—but the “more” they 
“deserved” was not compensation “for personal services actually rendered.”  
Contributing capital is not a personal service.  Had the founding shareholders lent 
capital to the company, as it appears they did, they could charge interest and the 
interest would be deductible by the corporation.  They charged no interest. 

Thus, the court concluded, the firm failed the Intent Test:  “There is no evidence that the 
‘consulting fees’ were compensation for the founding shareholders’ accounting and consulting services.”  

Finally, after affirming the 20% penalty, Judge Posner pulled out the hammer when he 
stated: “That an accounting firm should so screw up its taxes is the most remarkable feature of the case.”  
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In Watson, P.C. v. United States,181 the Eight Circuit considered whether S corporation 
distributions to its sole-shareholder employee were, in fact, compensation payments for services.  This case 
(discussed in further detail below) is notable because it explicitly stands for the proposition that 
compensation payments to a majority shareholder service provider can reasonably exceed his or her 
personal billings.  

David E. Watson became a CPA in 1983 and in 1996 incorporated DEWPC, a professional 
corporation which elected to be treated as an S corporation.  Watson is the sole officer, shareholder and 
director of DEWPC.  In 2003 and 2004, the tax years at issue, DEWPC paid him a yearly $24,000 salary 
and distributions totaling roughly $320,000. 

For each tax year, the Service reclassified around $67,000 of the distributions as wages, 
stating DEWPC structured Watson’s salary and distribution payments to avoid Federal employment taxes, 
and issued an assessment of around $48,000.  After making a few payments toward the $48,000 tax 
assessment, DEWPC filed a claim for refund in district court.  The district court held in favor of the Service.  
It reasoned that DEWPC structured Watson’s salary and dividend payments in an effort to avoid Federal 
employment taxes, with full knowledge that the distributions to Watson were actually “remuneration for 
services performed.” 

Watson appealed the district court decision to the Eighth Circuit Court of Appeals, where 
he asserted at least two alternative positions: 

• The government’s expert on the issue of reasonable compensation should not 
be relied upon; and 

• The focus should be on the corporation’s intent with respect to compensation 
rather than on the reasonableness of compensation. 

After much discussion, the Eighth Circuit found both of the taxpayer’s arguments meritless.   

The court quickly set aside the taxpayer’s arguments.  It stated a deduction for 
compensation is allowed if it is reasonable and the payments are for actual services rendered.  Citing the 
Ninth Circuit Court of Appeals in Elliotts, Inc. v. Commissioner,182 the court concluded the reasonableness 
inquiry is so broad, it most often subsumes the intent inquiry.  The lower court correctly analyzed the matter 
with its focus on reasonableness. 

Most importantly for our discussion, DEWPC argued the lower court should have applied 
the principles of Pediatric Surgical Associates183 to limit Watson’s reasonable compensation to his personal 
billing receipts less expenses attributable to those receipts.  The Eighth Circuit quickly pointed out that 
Watson was not the only person generating revenue.  Non-shareholder employees were also generating 
revenue.  So, merely focusing on Watson’s personal time-keeper receipts and expenses attributable thereto 
was not appropriate in this case.  Other evidence is relevant to the inquiry of reasonableness, including but 
not limited to:  (1) business generated by the shareholder employee; (2) the employee’s experience, 
expertise, hours worked, and education; (3) lack of arms-length negotiation; (4) compensation history; and 
(5) the financial ability of the corporation.   

In Brinks Gilson & Lione, a Professional Corporation, v. Commissioner,184 the Tax Court 
applied the independent investor test to characterize compensation paid by a law firm operated as a C 
                                                      
181  109 AFTR2d 2012-1059, 668 F.3d 1008 (8th Cir. 2012). 
182  52 AFTR2d 83-5976, 716 F.2d 1241 (1983). 
183  Pediatric Surgical Associates, P.C. v. Comm’r, T.C. Memo 2001-81 (2001).   
184  TCM 2016-20. (filed Feb. 16, 2016). 
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corporation to its shareholder-employees as nondeductible dividend distributions and subject the taxpayer 
to accuracy-related penalties for mischaracterizing the dividends as deductible compensation.   

Starting with the recognition of professional corporations as corporations in the late 1960s, 
many small and mid-sized professional service practices, starting in the medical and dental field and 
followed by law firms and other professionals, converted from sole proprietorships and partnerships to 
professional corporations and professional associations.  The driving consideration was access to higher 
deductions to qualified retirement plans available to shareholder-employees as opposed to partners and self-
employed professionals under “H.R. 10” retirement plans, then limited to $2,500 per year.  Similar 
limitations on contributions and benefits applied to S corporations.  Parity in benefits and contributions 
allowed under corporate and partnership or self-employed retirement plans was legislated over time.  S 
corporation eligibility rules were relaxed.  Many professional practices have been restructured as 
partnerships and professional limited liability companies, or converted to S status.  However, some 
professional service firms continue to be operated as C corporations. 

In Brinks, the law firm taxpayer (the “Taxpayer”) was operated as a C corporation on the 
cash method of accounting.  The Taxpayer treated the corporation as a partnership for operational purposes, 
and treated its 65 shareholders as partners.  Perhaps very little thought had been given to the choice of 
entity, as one might wonder why it was operated as a C corporation.  With fewer than 100 shareholders, an 
S election could have been made long ago, as would have been recommended by most professional tax 
advisors.  But it was not, and the facts are the facts.  This article summarizes the Brinks case, the Court’s 
rationale based on other recent constructive dividend cases, and the steps that similar professional practice 
firms can take to avoid the same fate.  

During the years in issue, the Taxpayer employed about 150 attorneys, including the 65 
shareholders, and also employed a non-attorney staff of about 270.  Each shareholder-attorney of the 
Taxpayer acquired shares at a price equal to book value and was required by the shareholder agreement to 
sell the shares back to the Taxpayer at book value upon termination of employment, retirement, or death.  
Subject to minor exceptions for the Taxpayer’s “name partners,” each shareholder-attorney’s proportionate 
ownership of the Taxpayer’s shares equaled the proportionate share of compensation paid by the Taxpayer 
to each of the shareholder-attorneys.  For the years in issue, the board of directors of the Taxpayer set the 
yearly compensation to be paid to shareholder-attorneys and then determined the adjustments in the 
shareholder-attorneys’ share-ownership percentages necessary to reflect changes in proportionate 
compensation.  These adjustments in share ownership were affected by share redemptions and reissuances.  
Sounds like a professional partnership, right?  But it was a C corporation.     

For at least 10 years prior to and including the years in issue, the Taxpayer did not pay any 
dividends to its shareholders.  In late November or early December of the year preceding the compensation 
year, the Taxpayer’s board met to set the amount available for all shareholder-attorney compensation for 
that year, set compensation and share-ownership percentages.  Because the board’s estimate of the amount 
available for compensation-year payments to shareholder-attorneys is only an estimate, each shareholder-
attorney received during the course of the compensation year only a percentage of his or her expected 
compensation (draw), with the expectation of receiving an additional amount (year-end bonus) at the end 
of the year.  The board intended the sum of the shareholder-attorneys’ year-end bonuses to reduce the 
Taxpayer’s book income to zero.  With limited exceptions for certain older, less active attorneys, 
shareholder-attorneys shared in the bonus pool in proportion to their draws (and, likewise, in proportion to 
their share-ownership percentages).  Thus, the Taxpayer conducted its business as if it were a partnership 
for tax purposes. 

The Taxpayer calculated the year-end bonus pool for 2007 equal to $8,986,608 and for 
2008 equal to $13,736,331, which equaled its book income for each year after subtracting all expenses other 
than the bonuses.  These bonuses averaged $125,000 to $175,000, not unreasonable in today’s dollars.  



Chapter 2—Don’t Forget the Acronyms “AET,” “PHC,” and “PSC”

 2–4820th Annual Oregon Tax Institute
 

The Taxpayer treated as employee compensation the total amounts paid to its shareholder-
attorneys, including the year-end bonuses.  The Taxpayer used an independent payroll processing firm to 
prepare Forms W-2 for 2007 and 2008 to its shareholder-employees.  The Forms W-2 were then forwarded 
to its accountant to prepare the corporate returns.  Apparently, this was the way that it had always been 
done.  The Taxpayer had invested capital, measured by the book value of its shareholders’ equity, of 
approximately $8 million at the end of 2007 and approximately $9.3 million at the end of 2008.  No 
dividends had been paid. The stage was set.   

The Taxpayer’s corporate tax return had been audited for 2006, and resulted in a “no 
change” letter.  However, when the IRS audited the Taxpayer for 2007 and 2008, the year-end bonuses that 
the Taxpayer paid to its shareholder-attorneys were disallowed as nondeductible constructive dividend 
distributions.  After negotiations, the parties entered into a closing agreement providing that portions of the 
Taxpayer’s compensation deductions to its shareholder-employees for the years in issue, $1,627,000 in 
2007 and $1,859,000 in 2008, should be disallowed and characterized as nondeductible dividends (a return 
on invested capital of approximately 20-23 percent).  The issue before the Tax Court was whether the 
Taxpayer was liable for accuracy-related penalties on underpayments of tax relating to amounts deducted 
as compensation that it conceded were nondeductible dividends.  

IRC § 6662(a) and (b) of the Internal Revenue Code (the “Code”) provide for an accuracy-
related penalty of 20 percent of the portion of an underpayment of tax attributable to negligence or disregard 
of rules and regulations, or “any substantial understatement of income tax.”  Code Sec. 6662(d)(2)(A) 
defines the term “understatement” as the excess of the tax required to be shown on the return over the 
amount shown on the return as filed.  In the case of a corporation, an understatement is substantial if it 
exceeds the lesser of (i) 10 percent of the tax required to be shown on the return for the tax year, or (ii) $10 
million.  An understatement is reduced, however, by the portion attributable to the treatment of an item for 
which the taxpayer has “substantial authority.”185  Code Sec. 6664(c)(1) provides an exception to the 
imposition of the Code Sec. 6662(a) accuracy-related penalty if it is shown there was “reasonable cause” 
for the underpayment and the taxpayer acted in good faith. 

Although the Taxpayer did not dispute that the deficiency to which it had agreed for the 
years in issue exceeded 10 percent of the agreed income tax it was required to show on its returns for such 
years, it argued that it had substantial authority for deducting in full the year-end bonuses paid to its 
shareholder-attorneys.  Although the Taxpayer’s expert witness, a national authority on law firm 
management, gave testimony at trial that law firm clients base hiring decisions on the reputations of 
individual lawyers rather than the firms at which they practice, the expert admitted that a firm’s reputation 
and customer list could be very valuable entity-level assets.   

The Taxpayer further argued that because it relied on the services of a reputable accounting 
firm to prepare its returns for the years in issue, it had reasonable cause to deduct those amounts and acted 
in good faith in doing so. 

IRS Position Based on the “Independent Investor Test.” The IRS claimed that the amounts 
paid to the shareholder-employees of the Taxpayer were not deductible as compensation to the extent the 
payments were funded by earnings attributable to the services of non-shareholder employees or to the use 
of the Taxpayer’s intangible assets or other capital, and should be characterized as nondeductible dividends.  
In support of its position, the IRS relied primarily on the Tax Court decision in Pediatric Surgical 

                                                      
185  Code Sec. 6662(d)(2)(B)(i). 
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Associates,186 and the recent decision by the Seventh Circuit Court of Appeals affirming the Tax Court in 
Mulcahy, Pauritsch, Salvador & Co.187   

In Pediatric Surgical Associates, the Tax Court recharacterized a portion of the amounts 
paid as wages to the shareholder-employees of a C corporation operating a medical practice as 
nondeductible dividend distributions.  The Court rejected the argument advanced by the taxpayer that 
Richlands Medical Association188 established a rule of law that an employer may deduct as compensation 
paid to an employee an amount equal to the collections received by the corporation for services performed 
by such employer. 

In Mulcahy, the Seventh Circuit Court of Appeals, affirming the Tax Court, held that over 
$850,000 paid in each of the three years in issue to entities controlled by the founding shareholders of an 
accounting firm operated as a C corporation should be recharacterized as nondeductible dividend 
distributions.  The Mulcahy case represents the first case in which a court applied the so-called “independent 
investor test” in determining reasonable compensation in the professional service corporation setting. 

The IRS had not challenged the salary deductions, but disallowed the consulting fees paid 
to entities controlled by common shareholders as nondeductible dividends, resulting in a deficiency in 
corporate income tax of more than $300,000 for each of the three years in issue.  The Court stated that 
whatever the method of allocation of the firm’s income (in accordance with stock ownership or otherwise), 
if the fees were paid out of corporate income, the firm owed corporate income tax on the net income 
represented by those fees and specifically stated that “a corporation cannot avoid tax by using a cockeyed 
method of distributing profits to its owners.” 

The Mulcahy Court went on to state that “remarkably, the firm’s lawyers (an accounting 
firm’s lawyers) appear not to understand the difference between compensation for services and 
compensation for capital ...”  The Court also noted its puzzlement that the firm chose to organize as a 
conventional business corporation in the first place, and scathingly concluded by stating “(t)hat an 
accounting firm should so screw up its taxes is the most remarkable feature of the case.” 

Under the independent investor test, the courts consider whether payments made as salary 
to shareholder-employees meet the standards for deductibility by taking the perspective of a hypothetical 
“independent investor” who is not an employee.  In essence, the test provides that if the corporation’s return 
on equity remains at a level that would satisfy an independent investor, there is a strong indication that 
management is providing compensable services and that profits are not being siphoned out of the 
corporation as disguised salary.  

The Tax Court’s Independent Investor Analysis. In Brinks, the Tax Court found that the 
Taxpayer had substantial investment capital even without regard to any intangible assets based on the 
shareholders’ equity of $8 million at the end of 2007 and $9.3 million at the end of 2008.  The Court found 
that investor capital of this magnitude cannot be disregarded in determining whether ostensible 
compensation paid to shareholder-employees is really a distribution of earnings.  Consequently, the Court 
concluded that the Taxpayer’s practice of paying out year-end bonuses to its shareholder-employees that 
eliminated its book income failed the independent investor test. 

The Taxpayer argued that Code Sec. 83 and the regulations dealing with transfers of 
property in connection with the performances of services, as well as the fact that the shareholder-employees 
acquired their stock at a price equal to its cash book value and must sell their stock back to the corporation 

                                                      
186  Pediatric Surgical Assocs. v. Commissioner, TCM 2001-81. 
187  Mulcahy, Pauritsch, Salvador & Co. v. Commissioner, 680 F.3d 867 (CA-7 2012), aff’g TCM 2011-74. 
188  TCM 1990-660, aff’d without published opinion 953 F.2d 639 (CA-4 1992). 
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for a price determined under the same formula upon terminating their employment, suggested that its 
shareholder-attorneys lack the normal rights of equity owners, and as such, that the independent investor 
test should not apply in their case.  The Tax Court rejected both of these arguments: 

If petitioner’s shareholder-attorneys are not its owners, who are?  If the 
shareholder-attorneys do not bear the risk of loss from declines in the value of the 
assets, who does?  The use of book value as proxy for fair market value deprives 
the shareholder-attorneys of the right to share in the unrealized appreciation upon 
selling their stock - although they are correspondingly not required to pay for 
unrealized appreciation upon buying the stock.  Acceptance of these concessions 
to avoid difficult valuation issues does not compel the shareholder-attorneys to 
forego, in addition, any current return on their investments based on the 
corporation’s profitable use of its assets in conducting its business.  Petitioner’s 
arrangement effectively provides its shareholder-attorneys with a return on their 
capital through amounts designated as compensation.  Were this not the case, we 
do not believe the shareholder-attorneys would be willing to forego any return on 
their investments.189 

Concluding that the Taxpayer’s authority for its position was not “substantial when 
weighed against the contrary authority,” the Tax Court found that the independent investor test authority 
outweighed the authority for deducting amounts which effectively zeroed out the corporate income. 

The Brinks Tax Court addressed the Taxpayer’s argument that it had reasonable cause for 
its position and acted in good faith.  Specifically, the Taxpayer alleged that its reliance on its accounting 
firm to prepare its returns for the years in issue constituted reasonable cause and demonstrated good faith.  
The Tax Court concluded that the Taxpayer consistently followed a system of computing year-end bonuses 
that disregarded the value of its shareholder-attorneys’ interest in the capital of the firm and inappropriately 
treated its compensation amounts that eliminated the firm’s book income.  Specifically, the Tax Court stated 
that “(a)lthough petitioner offered no evidence as to why it adopted its practice of paying year-end bonuses, 
it is difficult to imagine reasons that are not tax related.” 

As demonstrated by Brinks and Mulcahy, it may difficult for professional corporations to 
satisfy the independent investor test where the professional corporation distributes all or substantially all of 
its income in the form of compensation to its shareholder-employees, leaving no return for the shareholders 
for their investment.  The IRS can also attack compensation paid to the shareholders of a professional 
services corporation based on the compensatory intent prong of Reg. §1.162-7(a), as demonstrated by 
Richlands Medical Association190 and Pediatric Surgical Associates.191  

The Brinks case should send a strong signal to mid-size to large personal service 
corporations operating as C corporations that the IRS can and will recharacterize wages as nondeductible 
dividends where the professional corporation’s normal practice is to zero out all income by payment of 
compensation to its shareholder-employees. 

G. Reasonable Compensation in the Context of S Corporations – “Unreasonably Low 
Compensation.” 

While things may be changing after the enactment of the TCJA, S corporations currently 
dominate the corporate landscape.  They represent nearly two-thirds of all corporate entities.  According to 
                                                      
189  TCM 2016-20 at p. 26. 
190  Richlands Medical Association v. Commissioner, TCM 1990-66, aff’d without published opinion, 953 F.2d 639 
(CA-4 1992). 
191  TCM 2001-81. 
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the Service, 3.9 million businesses were S corporations in 2006, representing an increase of 35% from tax 
year 2000, and the number of S corporation shareholders is 6.7 million.192  In 2006, S corporations 
accounted for $413 billion in total net income and $3.3 trillion in assets, an increase of $166 billion in net 
income and $1 trillion in net assets from tax year 2000.193  Consequently, S corporations have been a focus 
of IRS exam efforts.  

Usually, in the S corporation context, taxpayers are primarily concerned with making 
their compensation as low as possible to reduce employment and self-employment taxes, both of which 
include Social Security taxes and the Medicare tax.  The Social Security taxes are imposed on employee 
compensation and self-employment income up to the Social Security Wage Base (currently $132,900), and 
the Medicare tax is imposed on employee compensation and self-employment income without a ceiling.  
By paying low compensation, S corporations and their shareholder employees can limit their liability for 
Social Security and Medicare taxes.   

However, the law is clear – shareholder employees of S corporations must be paid 
reasonable compensation for services performed for the corporation.194  The cost of not paying shareholder 
employees adequate compensation for services actually rendered is recharacterization of distributions as 
wages.  With such a recharacterization comes: 

• Penalties; 

• Interest; and 

• Payroll taxes (Social Security and Medicare). 

Despite the reasons for paying low compensation, there are countervailing incentives for 
some S corporations to pay high compensation.  For example, a shareholder employee may wish to 
maximize his or her retirement income, which is based on compensation.  In addition, the S corporation 
could be motivated to pay excessive compensation to one shareholder to avoid violating the single class of 
stock requirement under IRC § 1361(b)(1)(D).  Finally, in some cases an S corporation may want to pay 
excessive compensation to eliminate its income, avoiding paying built-in gains tax under IRC § 1374.  

The self-employment tax is comprised of two components, namely Social Security and 
Medicare (or hospital insurance).  Under IRC § 1401, it is imposed on net earnings from self-employment.  
The term “net earnings from self-employment” is defined under IRC § 1402(a) as the gross income derived 
by an individual from any trade or business less any allowable deductions attributable to such trade or 
business.  To be engaged in a trade or business, an individual must be involved in an activity with continuity 
and regularity, and his primary purpose for engaging in the activity must be for income or profit.195 

In Revenue Ruling 59-221,196 the Service ruled income passing through from an S 
corporation to its shareholders is not “net earnings from self-employment” and thus is not subject to self-

                                                      
192  I.R.S. News Release IR-2009-77 (Aug. 25, 2009).  
193  U.S. GOV’T ACCOUNTABILITY OFFICE, GAO-1-195, TAX GAP:  ACTIONS NEEDED TO ADDRESS NONCOMPLIANCE 
WITH S CORPORATION TAX RULES (2009) (hereinafter, GAO Report). 
194  Spicer Accounting, Inc. v. United States, 66 AFTR2d 90-5806, 918 F.2d 90 (9th Cir. 1990). 
195  Comm’r v. Groetzinger, 480 U.S. 23, 35 (1987).   
196  1959-1 C.B. 225. 
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employment tax.  The 1982 Subchapter S Revision Act,197 specifically excludes “dividends on any share of 
stock.”198  Thus, S corporation distributions are excluded from self-employment tax treatment.199 

The ability to limit the employment tax liability is one of the most popular reasons small 
business corporations make S elections.  Employers are required to withhold employment taxes (also known 
as payroll taxes) under Federal law.  IRC §§ 3111 and 3301 impose the Federal Insurance Contribution Act 
(“FICA”) and Federal Unemployment Tax Act (“FUTA”) taxes on employers for wages paid to employees 
“with respect to employment.”200  The FICA tax has two components:  the Old-Age, Survivor, and 
Disability Insurance (“OASDI”) component (i.e., Social Security component); and the Hospital Insurance 
(“HI”) component (i.e., Medicare component).   

• FUTA is usually not relevant in reasonable compensation cases because its tax 
base is limited to the first $7,000 paid to an employee.  FUTA is only paid by 
the employer.  Although the Federal FUTA rate is 6%, most employers 
received a maximum credit of 5.4% for state unemployment contributions. 
Thus, in most cases the FUTA tax rate is effectively .6%.   

• FICA’s OASDI component imposes a 6.2% tax on both the employer and the 
employee, for a combined 12.4% rate.201  The OASDI tax base is wages paid 
“with respect to employment” up to a specified ceiling.202  For 2019, the ceiling 
is $132,900; so the maximum combined tax on the OASDI component is 
$16,479.60 (the employer pays its $8,239.80 portion and withholds the 
employee’s $8,239.80 portion).203   

• FICA’s HI component imposes a 1.45% on both the employer and the 
employee, for a combined rate of 2.9%.  The HI component is not subject to a 
ceiling.  If fact, there is an additional .9% tax imposed on the employee only 
on wages in excess of a threshold amount.204  The threshold amount is 
$250,000 for joint returns, $125,000 for married taxpayers filing separately, 
and $200,000 in all other cases. Thus, an unmarried taxpayer making $300,000 
of wages would pay 1.45% on the first $200,000 and 2.35% on the $100,000 
in excess of the threshold amount.  

In determining whether employment taxes apply, the two key terms are “employee” and 
“wages.”  The first key term—employee—is defined for employment tax purposes to include any officer 
of a corporation.205  There is, however, a limited exception:  An officer who performs no services (or only 
minor services) and who is not entitled to receive remuneration is not considered an “employee” for 
employment tax purposes.206  The second key term—wages—is defined for employment tax purposes as 

                                                      
197  Pub. L. No. 97-354, 96 Stat. 1669 (1982). 
198  IRC § 1402(a)(2).   
199  In Ding v. Comm’r, 84 AFTR2d 99-7517, 200 F.3d 587 (9th Cir. 1999), the Ninth Circuit held that the taxpayer 
must compute net earnings from self-employment and IRC § 1401 self-employment tax liabilities without taking into 
account S corporation passthrough items and that net earnings from self-employment must be computed without taking 
into account any net operating carryover loss. 
200  IRC § 3111(a), (b). 
201  IRC §§ 3101(a) (6.2% imposed on the employee), 3111(a) (6.2% imposed on the employer). 
202  IRC § 3111(a), (b). 
203  6.2% × $132,900 = $8,239.80. 
204  IRC § 3101(b)(2). 
205  IRC § 3121(d). 
206  Treas. Reg. § 31.3121(d)-(1)(b).  
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“all remuneration for employment.”207  In considering whether a payment is “wages,” the payment form is 
immaterial; rather, the only relevant consideration is whether payment was received as remuneration for 
employment.208   

Therefore, as the Tax Court explained in Veterinary Surgical Consultants v. 
Commissioner,209 a corporate officer is considered an employee and his wages are subject to Federal 
employment taxes if the officer: 

• performs substantial services, and  

• receives remuneration for those services in any form.  

In this case, the Tax Court held the distributions of the taxpayer (an S corporation) to its 
sole shareholder were subject to employment tax; the shareholder, who was an officer of the taxpayer, 
performed substantial services for the taxpayer where:  (1) he worked around 33 hours a week for the 
taxpayer; (2) he was the only individual working for the taxpayer; and (3) his surgical and consulting 
services generated all of the taxpayer’s income.   

While the reasonable compensation analysis is usually considered in the context of the 
IRC § 162 income tax deduction, the Service applies same concept to FICA tax cases.  In Revenue Ruling 
74-44,210 an S corporation distributed dividends to its two sole shareholder employees, but did not pay any 
wages for their services. The Service ruled it could recharacterize dividend payments as wages for FICA 
tax purposes because “the ‘dividends’ paid to the shareholders . . . were in lieu of reasonable compensation 
for their services.”  Similarly, many circuits apply the reasonable compensation tests to S corporation FICA 
cases.211   

The Federal Insurance Contribution Act (FICA)212 imposes “on every employer an excise 
tax, with respect to having individuals in [its] employ,” calculated as a certain percentage of wages the 
employer pays “with respect to employment.”213  Wages means “all remuneration for employment,” subject 
to some exceptions.214  However, an employer is not required to pay FICA taxes on dividends and other 
types of employee income.215  In determining whether employee payments constitute “wages,” it is 
immaterial what the employee payments are called and what medium the payments are made.216  

Treasury Inspector General for the Tax Administration Report No. 2002-30-125 was 
issued on July 5, 2002.  The report was the result of a study on compensation paid by S corporations to its 
shareholders employees.  The report reveals that 5% of 2,600,000 IRS Forms 1120S filed in 1998 reported 
S corporation shareholder employee compensation under $10,000.  In fact, in eighty four S corporation 
cases under examination by the Service, the study revealed that the average wages for S corporation 
shareholders employees was approximately $5,300, while the average distribution to these same 

                                                      
207  IRC §§ 3121(a), 3306(b).  
208  Treas. Reg. §§ 31.3121(a)-1(b), 31.3306(b)-1(b). 
209  117 T.C. 141 (2001), aff’d sub nom, Yeagle Drywall Co. v. Comm’r, 90 AFTR2d 2002-7744, 54 Fed. Appx. 100 
(3d Cir. 2002). 
210  1974-1 C.B. 287,  
211  See, e.g., Joseph Radtke, S.C. v. United States, 65 AFTR2d 90-1155, 895 F.2d 1196 (7th Cir. 1990); Spicer 
Accounting, Inc. v. United States, 66 AFTR2d 90-5806, 918 F.2d 90 (9th Cir. 1990). 
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United States, 86 AFTR2d 2000-6426, 229 F.3d 688 (8th Cir. 2000)).  
216  Treas. Reg. §§ 31.3121(a)-1(c) & -1(e).  
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shareholders employees was approximately $350,000.  The report recommended that the Service 
aggressively review S corporation shareholder employee compensation to ensure reasonable compensation 
is reported and appropriate FICA taxes are collected.  The result of this study is currently being felt by tax 
practitioners in that shareholder compensation is being carefully scrutinized by the Service in its audits of 
S corporations. 

In 2005, the Service launched a study to assess the reporting compliance of S corporations.  
The study, carried out under the National Research Program (“NRP”), examined roughly 4,800 randomly 
selected S corporation returns from tax years 2003-2004.  While the Service has not revealed the full, 
detailed results of the study, it appears likely there will be a significant increase in S corporation audits in 
the future and they will focus on at least six areas: 

• Unreasonably low compensation;  

• Insufficient S corporation stock basis to deduct losses passed through from S 
corporations; 

• Noncompliance with qualification rules; 

• Failure of shareholders to report income passed through from S corporations; 

• Improper tax-free treatment of fringe benefits provided to S corporation 
shareholder employees and their families; and 

• Conversion of nondeductible personal expenses into deductible business 
expenses. 

Unreasonably low compensation is likely at the top of the Service’s S corporation audit 
list.  It is low-hanging fruit.  Tax practitioners need to take action to prevent the Service from asserting that 
S corporation distributions should be treated as shareholder employee compensation.   

A report of the United States Government Accountability Office (“GAO”) was submitted 
to the Senate Finance Committee in December 2009.217  The report was the result of a study on long-
standing S corporation income and employment tax noncompliance issues.  The Senate Finance Committee 
asked the GAO to analyze the types of S corporation noncompliance, what the IRS has done to address the 
noncompliance and to identify options to improve compliance.  It also asked the GAO to analyze the extent 
of shareholder compensation noncompliance and to identify options to improve compliance.  Although the 
report was based primarily on the data from the NRP, it also reflects the GAO’s interviews of CPAs, legal 
professionals, small business representatives, and IRS officials and examiners, as well as representatives of 
several of the companies selected for audit during the NRP.   

According to the GAO Report,218 an estimated 68 percent of all S corporation returns filed 
for tax years 2003 and 2004 misreported at least one item affecting net income.  The aggregate misreported 
amount (taking into consideration both underreported and over reported amounts) for those years was 
estimated at $85 billion.  Assuming a 10% tax rate, that is $8.5 billion in lost tax revenues for tax years 
2003 and 2004.  The major items misreported were: 

• Distributions; 
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• Gross Sales; 

• “Other” Deductions (e.g., amortization, professional fees, insurance 
premiums, certain business costs, supplies, travel, meal, entertainment and 
utilities); 

• Shareholder Compensation; 

• Cost of Goods Sold; and 

• Depreciation. 

Misreporting of net income was more prevalent with S corporations having three or fewer 
shareholders.  It was also more prevalent with S corporations having fewer than $250,000 of net assets.  In 
some cases, S corporations had deducted personal expenses of the shareholder(s) (e.g., payments for 
personal taxes, personal tax return preparation, personal insurance or personal vehicles).  In other cases, the 
S corporations were unable to substantiate the expenses they had deducted.   Interestingly, the misreporting 
statistics were generally the same among S corporations which used a paid tax return preparer and those 
which did not use a paid tax return preparer. 

The GAO made a number of recommendations to the Senate Finance Committee to 
improve S corporation compliance, but it heavily stressed the importance of stricter regulation on tax return 
preparers.  For instance, Federal tax returns filed by taxpayers in Oregon (a state with rigorous preparer 
licensing requirements) for tax year 2008 were shown to be more accurate compared to those filed by 
taxpayers in the rest of the country.  Alternatively, the GAO recommended the possibility of levying 
penalties on tax return preparers who understate a taxpayer’s tax liability.  Statistics, however, do not show 
penalties will necessarily improve tax compliance. 

Another major issue the GAO addressed was avoidance of employment taxes (Social 
Security and Medicare) vis-à-vis large distributions to shareholders.  Because distributions to S corporation 
shareholders are not subject to employment taxes, S corporations sometimes improperly pay their 
shareholders low wages while making large distributions to them during the year.  According to NRP data, 
about 13% of S corporations paid inadequate wages, resulting in just over $23.6 billion in net underpaid 
wages.  Nearly all underpayments of wages occurred in S corporations with one to three shareholders.   

Determining what a shareholder’s wages should have been during a year is based on the 
facts and circumstances.  Consequently, the IRS often has difficulty determining when too few wages have 
been reported and/or arriving at justifiable conclusions on the appropriate amount of wages a shareholder 
should have received.  IRS examiners reported they typically only pursue the issue in cases in which a 
shareholder reported little to no wages, but had large distributions from an S corporation during the year.  

The GAO recommended disposing of the facts and circumstances test in determining an 
employment tax liability.  Instead, the GAO proposed the following options: 

• Make net business income reported by S corporations subject to employment 
taxes; 

• Make net business income for service sector businesses subject to employment 
taxes; 

• Make net business income for majority shareholders subject to employment 
taxes; 
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• Make payments to active shareholders subject to employment tax; 

• Make payments to active shareholders up to a dollar tolerance subject to 
employment tax; or 

• Retain character of income between entities. 

The first three options would eliminate the need to determine an adequate wage payment 
for each shareholder.  Instead, the basis for an employment tax liability would be shifted to the S 
corporation’s net business income, similar to sole proprietors and partnerships.  Under the fourth and fifth 
options, an employment tax liability would be shifted to all payments made to active shareholders, including 
wages, personal payments, distributions or loans.  Under the final option, the current facts and 
circumstances test would not change.  However, it would eliminate the ability of taxpayers to use an S 
corporation to shelter business income from a partnership—(i.e., the shareholder could not insert an S 
corporation between the partnership and individual and shelter the partnership income from employment 
taxes).  Any income flowing from the partnership to the S corporation would retain its self-employment tax 
character to the individual shareholder. 

As discussed above, businesses choose to operate as S corporations to, among other 
reasons, limit FICA tax liability paid on employee wages.  This attribute of S corporation status is viewed 
by many to be a loophole that gives S corporations and their shareholders an unfair tax advantage.  
Accordingly, there have been numerous attempts to limit the ability of service providers to avoid 
employment taxes by routing income through an S corporation and paying themselves nominal salaries. 

One of the provisions of the American Jobs and Closing Tax Loopholes Act of 2010,219 
passed by the House, (the “tax extenders bill”) would have required shareholders of a professional service 
S corporation to take into account for self-employment tax purposes all of their pro rata share of S 
corporation income attributable to the service business.  This change would make it more difficult for the 
shareholders to avoid employment taxes by paying themselves nominal salaries for services rendered to the 
corporation.  The proposed employment tax rules would have applied to:  (i) any S corporation which is a 
partner in a professional service business, if substantially all the S corporations’ activities are performed in 
connection with such partnership; or (ii) any other S corporation engaged in a professional service business 
if the principal asset of such business is the reputation and skill of three or fewer employees.  The term 
“professional service business” was defined as any trade or business, substantially all of the activities of 
which involve providing services in the fields of health, law, lobbying, engineering, architecture, 
accounting, actuarial services, performing arts, consulting, athletics, investment advice, or brokerage 
services.  These changes were set to go into effect for all taxable years beginning after December 31, 2010.   

The proposed employment tax changes were not received particularly well in the Senate.  
Initially, the Senate Finance Committee Chairman, Max Baucus, indicated the language of the rules would 
need to be modified.  He proposed to change the bill to target S corporations engaged in a professional 
service business if 80% or more of the gross income of such business is attributable to the service of three 
or fewer shareholders, thereby removing the concepts of principal asset, reputation and skill, and 
employees. 

On September 17, 2010, however, Chairman Baucus completely removed the new 
employment tax rules from the tax extenders bill, much to the jubilation of S corporation allies.  Although 
the new rules have been removed for the time being, most people expect them to return in the future, 
whether in a similar or modified form. 

                                                      
219  H.R. 4213, 111th Cong. § 413 (2010). 
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In 2012, another legislative attempt was made to limit personal service providers’ ability 
to avoid employment taxes by routing income through an S corporation.   Senator Harry Reid introduced 
the Stop Student Loan Interest Rate Hike Act of 2012,220 on April 25, 2012.  The bill would have treated S 
corporation pass-through items as income or loss from self-employment.221  Specifically, “the net earnings 
from self-employment” of a shareholder “who provides substantial services with respect to a professional 
service business” would have included the shareholder’s pro rata share of S corporation income or loss.222  
Again, fortunately for S corporation allies, this legislative attempt to curb S corporation avoidance of 
employment taxes failed.   

It is important to note that if an S corporation shareholder earns income directly, the 
shareholder cannot have the S corporation report the income in order to avoid the self-employment tax.  In 
Ruckman v. Commissioner,223 the Tax Court held amounts paid to an S corporation shareholder for dispatch 
services provided to another corporation were income to the shareholder and, therefore, subject to self-
employment tax.  The court explained, in determining the true earner of income, a court will look to the 
person who controls the earning of the income:  

A two-part test must be satisfied before the corporation, rather than its service-
performing agent or shareholder, will be considered to control the earning of the 
income.  First, the service provider must be the employee of the corporation, whom 
the corporation has the right to direct and control in some meaningful sense.  
Second, there must exist between the corporation and the service recipient a 
contract or similar indicium recognizing the corporation’s controlling position.224 

The court rejected the shareholder’s argument that income was properly reportable by the S corporation 
and, therefore, not subject to self-employment tax.  

S corporation employee shareholders could seemingly take earnings without paying 
employment or self-employment taxes.  However, the IRS and the courts have ruled S corporations must at 
least pay reasonable salaries to employee shareholders, which would be subject to FICA tax. 

Regardless of how an employer characterizes employee payments, the true analysis is 
whether the payments represent remuneration for services rendered.  As discussed above, in Radtke v. 
United States,225 the District Court for the Eastern District of Wisconsin held an S corporation’s 
distributions to its sole shareholder and only employee, an attorney who worked full-time, were wages 
subject to employment taxes.    

The Seventh Circuit agreed that where compensation is paid as dividends, and no salary is 
paid, the dividends are reclassified as compensation for services subject to employment tax.226  

In Spicer Accounting v. United States,227 the Ninth Circuit denied the taxpayer’s claim for 
a refund of employment taxes paid on amounts the corporation distributed to its shareholder employee, 
Spicer.  Spicer was the president, treasurer, and director of the taxpayer, Spicer Accounting, Inc.   

                                                      
220  S. 2343, 112th Cong. § 3 (2012). 
221  Id. 
222  Id. 
223  T.C. Memo 1998-83. 
224  Id. at 98-466. 
225  Joseph Radtke, S.C. v. United States, 63 AFTR2d 89-1469, 712 F.Supp. 143 (E.D. Wis. 1989), aff’d, 65 AFTR2d 
90-1155, 895 F.2d 1196 (7th Cir. 1990). 
226  Id. at 90-1156. 
227  66 AFTR2d 90-5806, 918 F.2d 90 (9th Cir. 1990). 
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Spicer and his wife were shareholders in the taxpayer, each owning a 50% interest.  Spicer 
never signed an employment agreement and was never paid wages from the taxpayer.  He reported the 
taxpayer’s distributions as dividend income.  Spicer worked for the taxpayer around thirty-six hours a week.  
He was the taxpayer’s only accountant, although his wife and another employee worked as bookkeepers 
and prepared tax returns.  Spicer testified he thought paying compensation as dividends was a correct way 
to avoid paying employment taxes.  

The Service assessed FICA and FUTA taxes, penalties, and interest for 1981 and 1982.  
After paying the assessed amounts, the taxpayer filed a refund claim with the Service.  Upon denial, he filed 
suit in the district court.  The district court held Spicer was an employee and his wages were subject to 
employment taxes.  The taxpayer then appealed to the Ninth Circuit.  

On appeal, The Ninth Circuit concluded Spicer was an employee and the dividends were 
wages subject to employment taxes.  It explained that, under Treas. Reg. §§ 31.3121(a)1(b), 31.3306(b)-
1(b), “an officer who performs substantial services for the corporation is considered an employee, whose 
wages are subject to FICA and FUTA.”228  It then found Spicer performed substantial services for the 
taxpayer: 

In the present case, Mr. Spicer clearly performed substantial services for the 
taxpayer corporation. He was the only accountant working for taxpayer, an 
accounting concern. During the years in question, he performed accounting 
services for the taxpayer approximately 36 hours a week.  He was the only one 
who signed customers’ returns as the preparer, performed financial planning for 
Taxpayer, audited clients’ books, prepared opinion letters for clients, and 
represented clients before the Internal Revenue Service. He also reviewed and paid 
Taxpayer’s bills, and set Taxpayer’s billing rate.229 

Thus, the Ninth Circuit affirmed the district court and held, “because Mr. Spicer performed 
substantial services that were essential to Taxpayer, Mr. Spicer should be deemed an employee, and 
payments to him should be deemed “wages” subject to FICA and FUTA.”230 

As discussed above, in Veterinary Surgical Consultants,231 the taxpayer, an S corporation, 
provided consulting and surgical services to veterinarians.  Its sole shareholder, officer and employee, 
rendered all of the services which generated taxpayer’s revenues.  Accordingly, the Tax Court concluded 
he was an employee of the taxpayer.    

As discussed above, in Watson. P.C. v. United States,232  the taxpayer, David E. Watson, 
graduated from the University of Iowa with a bachelor’s degree in business administration and a 
specialization in accounting.  He became a CPA in 1983.  In 1996, Watson incorporated DEWPC, a 
professional corporation which elected to be treated as an S corporation.  Watson is the sole officer, 
shareholder and director of DEWPC.  The corporation was a partner in a small accounting firm.  In 2003 
and 2004, the tax years at issue, he was the only person to whom DEWPC distributed money.  His salary 
in both years was $24,000.  In arriving at his $24,000 annual salary figure, Watson had only considered 
what he thought he could pay an employee on a regular and continuous basis, regardless of the 
“seasonability” of the business or whether it was a good economy or bad economy.  He did not consider 

                                                      
228  Id. at 90-5808. 
229  Id. 
230  Id. at 90-5809. 
231  117 T.C. 141 (2001).   
232  109 AFTR2d 2012-1059, 668 F.3d 1008 (8th Cir. 2012). 
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what comparable businesses paid for similar services.  During 2003 and 2004, Watson received 
distributions totaling roughly $320,000. 

For each tax year, the Service reclassified $67,044 of the distributions as wages, stating 
DEWPC structured Watson’s salary and distribution payments to avoid Federal employment taxes.  The 
Service’s recharacterization resulted in a $48,519 employment tax assessment against DEWPC.  After 
making a few payments toward the assessment, DEWPC filed a claim for refund.  The IRS denied the claim 
and DEWPC sued in district court.  

The district court held in favor of the Service.  It reasoned that Watson was an exceedingly 
qualified accountant.  He has both a bachelor’s degree and an advanced degree, and approximately 20 years 
of experience in accounting and taxation.  During 2002 and 2003, Watson worked approximately 35 to 45 
hours per week for his reputable and well-established firm which had over $2 million and nearly $3 million 
in gross revenue, respectively, during those years.  The court further reasoned that any reasonable person 
in Watson’s role as DEWPC’s sole shareholder, officer, and employee would have earned more than 
$24,000, particularly in light of the large distributions he received.   Based on these facts and circumstances, 
the court was convinced that DEWPC structured Watson’s salary and dividend payments in an effort to 
avoid Federal employment taxes, with full knowledge that the distributions to Watson were actually 
“remuneration for services performed.” 

Watson appealed the district court decision to the Eighth Circuit Court of Appeals, where 
he asserted at least two alternative positions: 

• The government’s expert on the issue of reasonable compensation should not 
be relied upon; and 

• The focus should be on the corporation’s intent with respect to compensation 
rather than on the reasonableness of compensation. 

After much discussion, the Eighth Circuit found both of the taxpayer’s arguments meritless. 

DEWPC asserted the government’s expert, among other things, was not qualified to render 
a reliable opinion on reasonable compensation.  He was a certified business valuation analyst, but had no 
credentials specifically relating to compensation.  The court concluded the taxpayer’s argument was not 
convincing.  The expert was an experienced “general engineer” for the IRS; he spent 40% of his time 
dealing with compensation issues.  In fact, he had worked on 20 to 30 reasonable compensation cases.  In 
accordance with Rule 702 of the Federal Rules of Evidence, a witness may qualify as an expert by 
“knowledge, skill, experience, training or education.” 

DEWPC also argued the government’s expert witness should not be relied upon because 
he changed his opinions during the lower court proceeding, failed to consider important facts in rendering 
his opinion, and he adopted flawed methods to arrive at his conclusions.  Unfortunately, DEWPC never 
raised these objections in the lower court, nor did it introduce evidence through its own expert witness to 
contradict the government’s position. 

To address DEWPC’s second argument, the Eighth Circuit surveyed the cases on 
reasonable compensation.  “[A] business may deduct a ‘reasonable allowance for salaries or other 
compensation for services actually rendered’ as ordinary and necessary business expenses.”  The 
determination of reasonableness requires an analysis of all of the facts and circumstances.  The lower court 
considered the relevant facts and circumstances.  Nevertheless, DEWPC asserted, rather than focus on 
reasonableness, the court should have focused on the taxpayer’s intent; that is -- did the taxpayer have 
compensatory intent in making the distributions to Watson. 
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The court quickly set aside the taxpayer’s argument.  It stated a deduction for compensation 
is allowed if it is reasonable and the payments are for actual services rendered.  Citing the Ninth Circuit 
Court of Appeals in Elliotts, Inc. v. Commissioner,233 the court concluded the reasonableness inquiry is so 
broad, it most often subsumes the intent inquiry.  The lower court correctly analyzed the matter with its 
focus on reasonableness. 

Last, DEWPC argued the lower court should have applied the principles of Pediatric 
Surgical Associates.234  Specifically, DEWPC asserted Watson’s reasonable compensation should have 
been limited to his personal billing receipts less expenses attributable to those receipts.  The Eighth Circuit 
quickly pointed out that Watson was not the only person generating revenue.  Non-shareholder employees 
were also generating revenue.  So, merely focusing on Watson’s personal time-keeper receipts and expenses 
attributable thereto was not appropriate in this case.  Other evidence is relevant to the inquiry of 
reasonableness, including but not limited to: (1) business generated by the shareholder employee; (2) the 
employee’s experience, expertise, hours worked, and education; (3) lack of arms-length negotiation; (4) 
compensation history; and (5) the financial ability of the corporation. 

The Eighth Circuit, after concluding the lower court’s decision was based upon the proper 
legal standards, affirmed.  

There are significant economic incentives for certain S corporations to pay unreasonably 
high compensation.  First, an S corporation would want to pay excessive contribution to avoid paying built-
in gains tax under IRC § 1374 (discussed above).  Second, a shareholder employee may wish to maximize 
his or her retirement income, which is based on compensation.  Finally, the S corporation could be 
motivated to pay excessive compensation to one shareholder to avoid violating the single class of stock 
requirement under IRC § 1361(b)(1)(D).  

Maximizing retirement contributions is a common reason for S corporations to pay 
unreasonably compensation to its shareholders.235  An illustrative case is LaMastro v. Commissioner.236  
Anthony LaMastro, formed a professional service corporation taxed under Subchapter S in 1970 to operate 
a dental practice.237  The corporation’s first fiscal tax year—1970—was a short 14 days.238  During that first 
fiscal year, the corporation adopted a pension plan, borrowed funds from LaMastro, and contributed the 
borrowed funds to the plan.239  The corporation’s pension plan contribution deduction resulted in a $25,796 
net operating loss, which passed through to LaMastro.240  LaMastro and his wife, Helen LaMastro (the 
petitioners), reported the net operating loss on their 1970 joint return.241   

The Service issued a notice of deficiency to Anthony and Helen LaMastro that disallowed 
the corporation’s entire $24,000 retirement plan contribution, thereby increasing LaMastro’s distributive 
share of taxable income.  Anthony and Helen LaMastro petitioned the Tax Court.  In its amended answer, 
the Service reduced its disallowance, and later stipulated that only $19,207 of the $24,000 pension plan 
contribution should have been disallowed.   

                                                      
233  716 F.2d 1241, 52 AFTR2d 83-5976 (1983). 
234  T.C. Memo 2001-81 (2001).   
235  See, e.g., Bianchi v. Comm’r, 66 T.C. 324 (1976), aff’d per curiam, 39 AFTR2d 77-894, 553 F.2d 93 (2d Cir. 
1977).  
236  72 T.C. 377, 378 (1970). 
237  Id. at 378-79. 
238  Id. at 379.  
239  Id.  
240  Id. 
241  Id. at 379-80. 
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The Tax Court explained that IRC § 404(a) limits allowable deductions to compensation 
that would otherwise be deductible under IRC § 162.242 It concluded the pension plan contribution was an 
unreasonably high compensation allowance for services rendered by LaMastro during the corporation’s 14-
day taxable year.  Accordingly, the Tax Court upheld the Service’s disallowance of the petitioners’ net 
operating loss deduction. 

Finally, an S corporation may be incentivized to pay unreasonably high compensation to 
avoid having disproportionate distributions, thereby losing its S election.  Under IRC § s 1361 (b)(1)(D), S 
corporations may only have one class of stock.  Accordingly, they are required to make shareholder 
distributions pro rata based on share ownership.  If the corporation wants to treat one shareholder differently 
than another, because it needs to maintain one class of stock, it may attempt to differentiate the shareholders 
through compensation.  

V. BUSINESS PURPOSE, IRC § 269, AND IRC § 269A. 

A. The Business Purpose Requirement.  

Restructuring a current arrangement to achieve tax benefits or to  minimize or avoid taxes 
will be subject to scrutiny under the business purpose requirement of existing case law.  Generally speaking, 
a corporation will be recognized as a separate taxable entity if (1) the purpose for its formation is the 
equivalent of  business activity or (2) the incorporation is followed by the carrying on of a business by the 
corporation.243  If a new S corporation interposed in an S corporation partnership structure is not recognized 
and disregarded under this line of cases, the shareholders would be treated as the true earner of the income, 
potentially subject to the SE and NII Tax.  

Tax advisors often rely on Moline Properties in concluding that a particular entity should 
be respected for Federal income tax purposes.  The test provides that a corporation will be recognized as a 
separate taxable entity if (1) the purpose for its formation is the equivalent of business activity or (2) the 
incorporation is followed by the carrying on of a business by the corporation.  If the corporation is formed 
with a business purpose, or it engages in business activity, it should be respected.  

In Simpson v. Commissioner,244 the Tax Court acknowledged that a taxpayer transferor in 
a IRC § 351 incorporation may take the preliminary steps necessary to arrange the transaction so as to avoid 
IRC § 357(c) which would require gain recognition when the liabilities assumed exceed the adjusted basis 
of the assets transferred.  

Additional comfort can be derived from Rev. Rul. 94-43 and Reg. § 1.701-2(d), Example 
2, cited above.  In both the revenue ruling and the example under the partnership anti-abuse regulations, the 
taxpayers formed an S corporation which owned an interest in a partnership with a nonresident alien as a 
partner.  The taxpayers chose the partnership form rather than to admit the nonresident alien as a shareholder 
of the S corporation, to retain the benefits of subchapter S treatment for the S shareholders, while further 
taking advantage of the partnership structure for the non-resident alien, without incurring an entity-level 
tax.  The analysis of Example 2 under the partnership anti-abuse regulation states that “[a]lthough it may 

                                                      
242  Id. at 381. 
243  Moline Properties, Inc. v. Commissioner, 319 U.S. 436, 438-439 (1943); Achiro v. Commissioner, 77 T.C. 881, 
901 (1981). See also Natl. Investors Corp. v. Hoey, 144 F.2d 466, 468 (2d Cir. 1944), in which Judge Hand described 
the rule for corporate viability as follows: to be a separate jural person for purposes of taxation, a corporation must 
engage in some industrial, commercial, or requirements is satisfied, the corporation will be disregarded for Federal 
tax purposes, and all of its income will be attributed to the true earner.  National Carbide Corp. v. U. S., 336 U. S. 422 
(1945); Shaw Constr. Co. v. Commissioner, 35 T.C. 1102, 1114-1117 (1961), aff’d, 323 F.2d 316 (9th Cir. 1963); 
Aldon Homes, Inc. v. Commissioner, 33 T.C. 582, 597-607 (1959).  
244  43 T.C. 900 (1965), acq., 1965-2 C.B.6; see also Rev. Rul. 78-330, 1978-2 C.B. 147. 
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be argued that the form of the partnership transaction should not be respected because it does not reflect its 
substance… the facts indicate otherwise.  The shareholders of [S] are subject to tax on their pro rata shares 
of [S]’s income, and [the nonresident alien] is subject to tax on [his] distributive share of partnership 
income…Thus, the form in which this arrangement is cast accurately reflects its substance as a separate 
partnership and S corporation.” 

On the other hand, the vitality of the two part Moline Properties test was recently 
recognized by the Tax Court in Robucci v. Commissioner.245  Robucci, a psychiatrist (“taxpayer” or “T”) 
transferred his medical practice from a sole proprietorship to a limited liability company (“LLC”) owned 
95% by T and 5% by a professional corporation (“PC”) wholly owned by T.  A second corporation, 
Westsphere, was formed to employ staff and perform certain services associated with the practice.  The 
95% interest in the LLC held by T was divided between a 10% general partner interest and a 85% limited 
partner interest.  T paid self-employment tax on the distributions associated with the 10% general partner 
interest only.  

The Tax Court determined that the taxpayer’s structure failed to satisfy either of the Moline 
Property tests.  The Tax Court noted that the PC was appointed as a manager of the LLC, but there was no 
evidence that it performed any management, had any assets, had any service contracts with LLC, or paid 
no salaries.  The record showed that the CPA advising the doctor had written a note stating that the corporate 
entity actually did nothing.  The court went on to conclude that PC was a hollow corporate shell.   

The Tax Court held: 

The result is that [T] is treated as a sole proprietor for Federal tax purposes, which 
was his status before the formation of [LLC] and the corporations.  It follows, and 
we hold, that the net income arising from his psychiatric practice during the years 
in issue, including any amounts paid to [PC] and Westsphere, was self-
employment income of [T] subject to self-employment tax under IRC § 1401. 

The Court further imposed the IRC § 6662(a) substantial underpayment penalty on the taxpayer or each of 
the years in issue. This case is a fine reminder that documenting the bona fides of the entity, the purpose of 
the entity, and later recording the actual activities in support of the that purpose could mean the difference 
between a successful restructure and one which will not survive scrutiny by the IRS. 

B. IRC § 269.  

IRC § 269(a)(1) provides that if any person or persons directly or indirectly forms a 
corporation, or acquires stock possessing at least 50% of the vote or value of a corporation, and the principal 
purpose for the acquisition is evasion or avoidance of federal income tax by securing the benefit of a 
deduction, credit, or other allowance which such person would not otherwise enjoy, then the IRS may 
disallow the deduction, credit or other allowance.246  Under this section, the IRS may attempt to deny many 
benefits that an individual, domestic corporation or tax-exempt may obtain by organizing a foreign 
corporation and investing in it. 

IRC § 269 applies only if the taxpayer (or taxpayers) acquire 50% or more of the vote or 
value of the corporation.  In Commodores Point Terminal Corp. v. Commissioner,247 the Tax Court held 
that the predecessor to IRC § 269 did not apply where the allowance was not dependent upon the taxpayer 
acquiring control.  In Commodores Point, the taxpayer acquired 58% of Piggly Wiggly Corporation and 
                                                      
245  T. C. Memo. 2011-19. 
246  I.R.C. § 269 applies to the formation of a new corporation. See James Realty Co. v. United States, 280 F.2d 394 
(8th Cir. 1960) (incorporation of a real estate holding company constitutes an acquisition under IRC § 269). 
247  11 T.C. 411, 417 (1948).  
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claimed a dividends paid credit when Piggly Wiggly paid dividends.  The IRS sought to invoke the 
predecessor to IRC § 269 to disallow the credit.  The court held for the taxpayer and determined that the 
dividends received credit claimed by the taxpayer on its return was in no sense dependent upon the 
taxpayer’s acquisition of a controlling interest in the Piggly Wiggly Corporation. Petitioner would have 
received dividends and would have been entitled to claim a dividends received credit proportionately as 
great from any number of shares less than an amount constituting a controlling interest, and the taxpayer 
did not receive its dividends by virtue of its controlling interest.  

The IRS has repeatedly ruled in private letter rulings that it would respect the use of a 
wholly-owned foreign corporation by a tax-exempt organization to avoid UBTI where the foreign 
corporation provided an added layer of limited liability, provided greater flexibility in disposing of the 
underlying investment, and permitted management of the taxpayer’s investments.  These non-tax business 
purposes apply to virtually all investments through holding corporations.  If they are sufficient to allow a 
tax-exempt to establish that the principal purpose for setting up a wholly-owned foreign blocker is not the 
avoidance of federal income tax by securing the benefit of an allowance which the taxpayer would not 
otherwise enjoy, then they must be sufficient for a taxable investor to make the same showing. 

C. IRC § 269A.  

IRC § 269A generally provides that, in the case of a PSC that performs substantially all 
of its services on behalf of another entity and has as its principal purpose the securing of tax benefits, the 
Secretary may reallocate income tax items between such corporation and its employee–owners. Under IRC 
§ 269A, the IRS has the power to allocate credits and other items between a personal service corporation 
and its employee-owners, if three conditions are satisfied:248  

First, substantially all of the services of the personal service corporation must be 
performed for, or on behalf of, one other corporation, partnership, or other entity.249  

Second, the principal purpose for forming, or availing of, the personal service 
corporation must be the avoidance or evasion of federal income tax by reducing 
the income of, or securing the benefit of any expense, deduction, credit, exclusion, 
or other allowance for, any employee-owner which would not otherwise be 
available.250  

Third, the allocation must be necessary to prevent avoidance or evasion of Federal 
income tax or clearly to reflect the income of the personal service corporation or 
any of its employee-owners.251   

A personal service corporation is a corporation that has as its principal activity the 
performance of personal services that are substantially performed by employee-owners.252 Generally, 
employee-owners are employees who, on any day during the tax year, own more than 10% of the 
outstanding stock of the personal service corporation.253  

It is interesting that IRC § 269A has not been used by the Service to attack PSCs, at least 
in published rulings and litigated cases.  This may be attributable to the shift of most professional practices 
to partnership or S corporation treatment, to avoid the double tax and reasonable compensation scrutiny.  
                                                      
248  §269A(a). 
249  §269A(a)(1). 
250  §269A(a)(2). 
251  §269A(a) (flush language). 
252  §269A(b)(1); Prop. Reg. §1.269A-1(b)(1). 
253  §269A(b)(2). 
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The provision may still have relevance where a doctor, lawyer, or accountant attempts to shift his or her 
professional income from a single payor such as a hospital or single legal or accounting client to an entity 
taxed as a corporation to take advantage of the 21% corporate tax rate.  
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Change in Landscape – 2017 Tax Legislation

The 2017 tax legislation (the “TCJA” or the “2017 Tax Act”) enacted sweeping
changes to the Internal Revenue Code of 1986. Significant changes include:
1. Reduction of individual rates in the seven bracket progressive rate

structure, including a top rate of 37%, increased standard deduction,
elimination of many individual deductions and capping of state and local
tax deductions at $10,000.

2. Reduction of corporate tax rate to 21% (from 35% with bubble rate of
39%).

3. New Section 199A of the Code creates a “20% deduction” for “qualified
business income” (“QBI”) of non-corporate entities.

4. The new limit on the deductibility of business interest expense.
5. The new hybrid “territorial” system of U.S. taxation of direct overseas

investment by U.S. companies.
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A Brief Overview of the Individual Tax Changes

Reduction in Individual Tax Rates and Shifting of Brackets
• The maximum rate is reduced from 39.6% (at $470,700) to 37% (at

$600,000).

• Under the 2017 Tax Act a single taxpayer reaches the 35% bracket at
$200,001.

• Under former law, a single taxpayer with taxable income of $416,700
would pay federal income tax of $120,910.

• Under the 2017 Tax Act, the same single taxpayer will pay federal income
tax of $121,534.

3
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Individual Taxpayers – the AMT

Alternative Minimum Tax
• The rates remains the same – 26% and 28%.

• The exemption amount for single taxpayers has increased to $70,300 (from
$50,600) and for married taxpayers filing jointly and surviving spouses to
$109,400 (from $78,750).

• The phase-out amount of the exemption for single taxpayers has increased
to $500,000 (from $112,500) and for married taxpayers filing jointly and
surviving spouses to $1,000,000 (from $150,000).

• These changes expire 2026.

4
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Reduction of Corporate Tax Rate

• The 2017 Tax Act cut the top corporate tax rate from 35% (with 39% bubble
tax) to 21%.

• Eliminates the prior rate brackets and the special tax rate for personal
service corporations.

• The corporate alternative minimum tax is repealed.

– Expanded utilization of existing AMT credits against regular tax liability
for tax years beginning after 2017 and before 2022, with credits also
refundable in an amount equal to 50 percent (100 percent for tax years
beginning in 2021) of the excess of the AMT credit for the tax year less
the amount of the credit allowable against regular tax liability for that
year.

• A fiscal year taxpayer obtained the benefit of the reduced corporate rate as
of January 1, 2018, generally by computing a tentative tax under the old and
new rates, and then prorating the tentative tax based on number of days
with and without the rate change to arrive at a “blended” tax rate.
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Special Deduction for Qualified Business Income of 
Non-Corporate Entities (New Section 199A)
• The Purpose - Attempt at Parity with C Corporations. Congress enacted new

Section 199A to offer a tax deduction from the “qualified business income” of
non-corporate entities to match, at least in certain respects, the lower tax rates
for corporations.

• Basic Rule. A 20% deduction is allowed in determining the amount of taxable
income from qualified business income. For higher income taxpayers (e.g. joint
filers with more than $315,000 of taxable income), the amount of the
deduction may be reduced. There are other significant limitations. For
example, as enacted, the Section 199A deduction applied only for tax years
after 2017 and before 2026.

• Who Benefits? The Section 199A deduction is available with respect to
qualified business income of: partnerships, limited liability companies, S
Corporations, and sole proprietorships. A special rule confirms that this same
benefit is available to specified agricultural and horticultural cooperatives.
Notably, this benefit is unavailable to C Corporations. Their alternative benefit
is the reduced corporate income tax rates.
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Qualified Business Income - Exclusions

Exclusions from Qualified Business Income
Activities and entities excluded from the benefit of the 20% QBI deduction
include the following:

• the business of being an employee, and

• any “specified service trade or business” – namely, services relating to the
performance of services in the field of health, law, accounting, actuarial
science, performing arts, consulting, athletics, financial services, brokerage
services, trading or dealing in securities, partnership interests or
commodities, any trade or business the principal asset of which is the
reputation or skill of its employees.

• The IRS has provided further guidance in determining whether specific
businesses are eligible for the 20% QBI deduction.
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The QBI 20% Pass-Thru Tax Deduction

As the 2017 Tax Act moved through Congress, efforts were made to
reduce its overall tax cost, such as Section 199A(b)(2) which provides
that the amount of the deduction (as determined for each qualified
trade or business) is the lesser of:

(a) 20% of the taxpayer’s qualified business income with
respect to the qualified trade or business, and

(b) the greater of: (i) 50% of its W-2 wages and (ii) the sum of
25% of its W-2 wages and 2.5% of the unadjusted basis of all
qualified property that is used in that trade or business.
(Such property must be tangible and depreciable).

Observation – In sum, this added limitation has the effect of
substantially reducing the tax benefit for businesses with lower levels of
W-2 wages, particularly those that are not capital intensive.
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The QBI 20% Pass-Thru Tax Deduction

Application to “Lower Income” Business Owners
• For single filers with taxable income below $157,500, and for joint filers with

taxable income below $315,000, the only major wrinkle in the calculation of
the 20% pass-thru deduction is the lesser-of-eligible-business-income-or
taxable-income rule.

• If a business owner’s taxable income is below their applicable threshold, then
their chosen profession has no impact on their ability to claim the pass-thru
deduction. That means that a reasonable number of doctors, lawyers,
accountants, performers, athletes and financial advisors may be eligible for the
20% pass-thru deduction.

• Furthermore, for these “low income” filers, there is no need to evaluate the
amount of W-2 wages their business has paid, nor the amount of depreciable
assets the business owns. They simply get the deduction at the lesser of 20% of
their eligible business income, or taxable income less capital gains.
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The QBI 20% Pass-Thru Tax Deduction

Application to “Higher Income” Business Owners Engaged in a 
“Specialized Service Trade or Business”

• For business owners that fall into this category, after a brief phase-out range
($157,500 – $207,500 for single filers, and $315,000 - $415,000 for joint filers), in
which business owners receive a deduction for a prorated amount of their
business income, the 20% pass-thru deduction is completely eliminated.

• Specialized trade or business income includes income stemming from
performance of services in the fields of health, law, accounting, actuarial science,
performing arts, consulting, athletics, financial services, brokerage services, or
any business where the principal asset of the business is the reputation or skill of
one or more of its employees.

• If the business owner is a single filer with more than $207,500 of taxable income,
or a joint filer with more than $415,000 of taxable income AND their business
income stems from one of the above professions, they get no 20% pass-thru
deduction — for any of their business income.

10
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The QBI 20% Pass-Thru Tax Deduction

Application of the Deduction for High Income Clients NOT Engaged in a 
“Specialized Service Trade or Business”

• For business owners with high income who also have business income from an
activity that is not a specialized service trade or business, another limitation
kicks in. Once the business owner’s income exceeds the thresholds noted
above, the deduction may not exceed the greater of:

– 50% of the W-2 wages paid by the business, or

– 25% of the W-2 wages paid by the business, plus 2.5% of the unadjusted
basis of qualified depreciable property owned by the business.
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Pass-Thru Still Advantageous over C Corporation – With 
One Exception

12

Entity Classification Corporate 
Income Tax

Individual 
Income Tax

Net Investment 
Income Tax

Combined Federal 
Tax

C Corporation - distribute 100% 
of net earnings as dividend

21% 20% of net 
dividend 

distribution

3.8% of net 
dividend 

distribution

39.8%

C Corporation – no distributions, 
hold for 5 years and qualify 
under Code Sec. 1202

21% 0% 0% 21%

C Corporation - pay out 100% of 
earnings as compensation

0% 37% 3.8% 40.8%

Pass-thru entity (S corporation 
or partnership) in specified 
service business and material 
participation by owner

0% 37% 0% 37%

Pass-thru entity (S corporation 
or partnership) not in specified 
service business, with QBI and 
material participation of owner

0% 29.6% 0% 29.6%

Pass-thru entity (S corporation 
or partnership) not in specified 
service business, with QBI and 
passive owner

0% 29.6% 3.8% 33.4%
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NNeexxtt  ––TThhee  BBuussiinneessss  TTaaxx  PPrroovviissiioonnss  ooff  tthhee  CCAARREESS  AAcctt

Business Tax Provisions of the Coronavirus Aid, 
Relief, and Economic Security Act (the “CARES Act”)
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CARES Act - NOL Carrybacks 

• The CARES Act in effect reversed the provisions of the
TCJA which eliminated carrybacks of NOLs and limited the
use of NOL carryforwards to 80% of taxable income.

• The new provision allows business taxpayers to aggregate
NOLs from tax years 2018, 2019, and 2020 and carry
them back up to five years.

• Notably, the five-year carryback allows C corporations to
apply losses to years in which the corporate tax rate was
35%, which has the effect of increasing the value of NOLs
carried back.
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CARES Act - NOL Carrybacks

• Additionally, the provision temporarily removes the 80%
taxable income limitation, allowing NOLs to fully offset
taxable income for tax years beginning before January 1,
2021.

• Special rules apply to NOLs incurred by REITs and life
insurance companies and with respect to the availability of
credits for prior year alternative minimum tax liability of
corporations.

• The same carryback benefit is not available to pass through 
entities and their noncorporate partners or shareholders.
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CARES Act -NOL Carrybacks

• For U.S. corporations with foreign-source and foreign-
derived income, including those owning 10% or more of
the shares of non-U.S. corporations that are treated as
controlled foreign corporations (“CFCs”), the carryback
provisions of the Act must be analyzed in light of the global
intangible low-taxed income (“GILTI”) and foreign-derived
intangible income (“FDII”) provisions enacted by the TCJA.

• In certain circumstances, this interplay of these provisions
may vitiate the tax benefits of the new NOL carryback
provisions

16
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CARES Act – AMT Credit Refunds

• The TCJA repealed the corporate alternative minimum tax
(“AMT”). As part of this repeal, corporations who were
previously subject to the tax received refundable credits
which were made available over several years ending in
2021.

• The CARES Act repeals the 2021 timeline and allows
eligible companies to apply for an immediate refund of
AMT amounts that would otherwise be deferred under the
TCJA.
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CARES Act – Deductible Interest Expense

• The TCJA limited the amount of deductible business interest
expense to 30% of the taxpayer’s adjustable taxable income
(“ATI”) for the tax year.

• The CARES Act relaxes this amount and enables taxpayers to
elect to increase the section 163(j) limitation from 30% to
50% for any taxable year beginning in 2019 or 2020.
Additionally, for tax years beginning in 2020, businesses may
use their 2019 ATI to calculate the interest expense
limitation which will likely be higher due to the economic
downturn.
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CARES Act – Deductible Interest Expense

• While partnerships are still subject to the 30% limitation for
2019. The Act provides that 50% of any interest deductions
that are suspended by the 30% income limitation in 2019
can be applied or “freed up” in 2020 without regard to any
income limitations.

• The remaining 50% will continue to be subject to the
normal section 163(j) limitations.

• Real estate businesses that elected out of the section 163(j)
limitations and as a result were required to transition to
longer depreciation methods for their assets, will likely not
benefit from the new provisions.
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CARES Act - Qualified Improvement Property

• The CARES Act includes a technical correction to the TCJA
and enables businesses to immediately deduct costs
associated with improving facilities or “qualified
improvement property” as opposed to depreciating those
improvements over 39 years.

• The Act makes this correction retroactive to January 1,
2018 (allowing companies to file amended returns for 2018
or 2019 when beneficial).

• The 100% deduction for qualified improvement property
may generate net operating losses that are now, pursuant
to the Act, permitted to be carried back for up to five years.
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The Choice of Entity Analysis Continues ……..

Several provisions of the Internal Revenue Code, while receiving little
attention for many years, are now potentially relevant to taxpayers
seeking to take advantage of the lower corporate tax rates available to
C corporations:

• The Accumulated Earnings Tax (the “AET”)

• The Personal Holding Company (“PHC”) Tax

• Limitations on Personal Service Corporations (“PSCs”)

• The Business Purpose Doctrine

• Section 269

• Section 269A

21
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The Accumulated Earnings Tax (“AET”)

• IRC § 531 imposes a 20% tax on the “accumulated taxable income” of
a corporation described in IRC § 532.

• A corporation described in IRC § 532 is a corporation “formed or
availed of for the purpose of avoiding the income tax” by allowing
“earnings and profits to accumulate instead of being divided or
distributed.” Thus, two factors must be presented before the tax can
be imposed:

– the proscribed purpose of avoiding the income tax for its
shareholders; and

– the proscribed conduct of permitting earnings and profits to
accumulate instead of being divided or distributed.
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The Accumulated Earnings Tax (“AET”)

• The first factor (avoidance of the shareholder level tax) is presumed to have
been established if a corporation allows earnings and profits to accumulate
beyond its reasonable business needs, unless the corporation can prove
otherwise by a preponderance of the evidence.

• The term “accumulated taxable income” means the corporation’s taxable
income, adjusted for taxes and other items in IRC § 535(b), minus the sum of
the dividends paid deduction and the accumulated earnings credit.

– The dividends paid deduction is defined by IRC § 561 to consist of dividends paid during the
taxable year and consent dividends allowed by IRC § 565.

– The accumulated earnings credit is equal to the earnings and profits retained (in excess of
the dividends paid deduction) for the reasonable needs of the business.

– IRC § 537 defines the reasonable needs of the business as “the reasonably anticipated needs
of the business.” IRC § 535(c)(2) also provides for a minimum accumulated earnings credit,
which “shall in no case be less than the amount by which $250,000 [$150,000 in the case of
a PSC] exceeds the accumulated earnings and profits of the corporation at the close of the
preceding taxable year.”
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The Accumulated Earnings Tax (“AET”) – 20% Rate

• The American Taxpayer Relief Act of 2012 increased the tax rate on the
accumulated earnings tax (and the undistributed personal holding
company tax discussed further below) from 15% to 20%. The 2012 Act
also removed the prior sunset provisions, making the accumulated
earnings tax permanent.

• Accumulated taxable income is defined as the corporation’s taxable
income, which is adjusted to reflect more accurately economic income,
and from which the dividends paid deduction and accumulated earnings
credit are subtracted. While the tax is imposed only on the accumulated
taxable income of the specific year(s), the accumulations from earlier
years have a bearing on the questions of tax avoidance and reasonable
business needs.

• The AET is imposed in addition to the regular corporate income taxes and
is assessable as an additional tax rather than as a penalty.
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The Accumulated Earnings Tax (“AET”) – When Does It 
Apply?

• The prohibited avoidance of income tax at the shareholder level may be
accomplished with one corporation or a chain of corporations. The AET may
be imposed on a lower tier corporation if it accumulates earnings for the
purpose of sheltering the shareholders of its parent corporation from income
tax that would have been payable if all corporations in the chain had
distributed their earnings.

• In view of the requirement that the corporation be formed or availed of to
avoid tax at the shareholder level, the Internal Revenue Service in practice
generally applies the AET only to those corporations, the ownership and
control of which is concentrated in a small group of shareholders. Liability for
the tax depends on the state of mind or intent to avoid tax by those persons in
control of the corporation. Tax avoidance need not be the primary or
dominant purpose for accumulation. The Supreme Court, in United States v.
Donruss Co., held that tax avoidance need be only one of the purposes; it is
sufficient if it merely contributes to the decision to accumulate.
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The Accumulated Earnings Tax (“AET”) – When Does It 
Apply?

• As to evidence of a purpose to avoid tax, the statute provides that “the fact
that the earnings and profits of a corporation are permitted to accumulate
beyond the reasonable needs of the business shall be determinative of the
purpose to avoid the income tax with respect to shareholders, unless the
corporation by the preponderance of the evidence shall prove to the contrary.”

• Moreover, “[t]he fact that any corporation is a mere holding or investment
company shall be prima facie evidence of the purpose to avoid the income tax
with respect to shareholders.” In determining whether the accumulation was
for a tax avoidance purpose, the regulations set forth the following factors
which are to be considered, along with the specific circumstances of each
case: (1) dealings between the corporation and its shareholders, such as loans
to shareholders or corporate expenditures for the personal benefit of
shareholders; (2) investments of undistributed earnings in assets having
reasonable connection with the corporation’s business; and (3) the extent to
which the corporation has distributed its earnings and profits.
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The Accumulated Earnings Tax (“AET”) – When Does it 
Apply?

• The first two factors (i.e., loans to shareholders and corporate expenditures for
the personal benefit of shareholders, as opposed to investments in assets
having reasonable connection with the corporation’s business) tend to show
liquidity and dividend capacity of the corporation, from which the prohibited
tax avoidance purpose can be inferred. Similarly, a poor dividend history
coupled with a favorable earnings history is evidence of a bad motive.

• The Supreme Court's holding in Donruss has caused a shift in emphasis from
motivation for the accumulation to an analysis of the reasonable needs of the
business. Indeed, while the ultimate question technically may be whether the
corporation was formed or availed of for tax avoidance at the shareholder
level, in practice, the question is whether the corporation had business needs
for the accumulation.

• After Donruss, once an accumulation is found to be unreasonable, it is virtually
impossible to bear the burden of proof that tax avoidance was not a purpose
for the accumulation.
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The Accumulated Earnings Tax (“AET”) – Reasonable 
Needs of the Business

28

• The determination of reasonable business needs is a uniquely factual
issue. The character of a corporation’s accumulated surplus is crucial;
earnings translated into plant, equipment and/or inventories cannot be
easily distributed to shareholders regardless of the amount of the
accumulated earnings.

• For the determination of reasonable business needs, the Regulations
adopt a “reasonable businessman” standard, which is the tax law
equivalent of the hypothetical “reasonable man” tort standard. Generally,
the courts are reluctant to substitute their business judgment for that of
the corporate officers and directors, but will do so if warranted by the
facts and circumstances of the case.
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The Accumulated Earnings Tax (“AET”) – Reasonable 
Needs of the Business

Although the particular circumstances of each case ultimately govern, the AET
Regulations set forth certain common grounds or categories of reasonable
needs:

(1) to provide for bona fide expansion of business or replacement of plant;
(2) to acquire a business enterprise through purchasing stock or assets;
(3) To provide for the retirement of bona fide indebtedness created in

connection with the trade or business, such as the establishment of a sinking
fund for the purpose of retiring bonds issued by the corporation in
accordance with contract obligations incurred on issue;

(4) to provide necessary working capital for the business, such as, for the
procurement of inventories; or

(5) to provide for investment or loans to suppliers or customers if necessary in
order to maintain the business of the corporation.

29

20th Annual Oregon Tax Institute

The Accumulated Earnings Tax (“AET”) – Reasonable 
Needs of the Business

Conversely, the Regulations also set forth a non-exclusive list of grounds or
categories reflecting unreasonable accumulations:

(1) loans to shareholders, or the expenditure of funds of the corporation for the
personal benefit of the shareholders;

(2) loans having no reasonable relation to the conduct of the business made to
relatives or friends of shareholders, or to other persons;

(3) loans to another corporation, the business of which is not that of the
taxpayer corporation, if the capital stock of such other corporation is owned,
directly or indirectly, by the shareholder or shareholders of the taxpayer
corporation and such shareholder or shareholders are in control of both
corporations;

(4) investments in properties, or securities which are unrelated to the activities
of the business of the taxpayer corporation; or

(5) retention of earnings and profits to provide against unrealistic hazards.
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The Accumulated Earnings Tax (“AET”) – Reasonable 
Needs of the Business

Before it is possible to ascertain what the reasonable needs of the business
are and what investments are related to the activities of the business, it is
necessary to identify the business of the corporation. The Regulations
provide that “[t]he business of a corporation is not merely that which it has
previously carried on but includes, in general, any line of business which it
may undertake.”

Clearly, accumulations to finance the natural growth of an existing business
vertically and horizontally are allowable. In some cases, however,
accumulations for expansion in the corporation’s existing business have been
penalized. These cases inevitably seem to fail on the ground of vagueness or
lack of reality of so-called “expansion plans.”
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The Accumulated Earnings Tax (“AET”) – Reasonable 
Needs of the Business

Raymond I. Smith, Inc. involved expansion plans that were determined to be
disproportionate to the taxpayer’s capitalization, income and financial position.

• The taxpayer’s earned surplus exceeding $600,000 was used for the purchase of
348 contiguous acres of farmlands near Reno. The purchase price of the land was
approximately $1 million, an amount roughly twice the book value of the taxpayer’s
business assets.

• The land was leased to crop farmers at a loss and was not used by the taxpayer to
carry on a separate business. The taxpayer contended that the land was acquired to
protect the taxpayer’s bar concession, in the event rival gambling operations should
try to develop strip operations in Reno.

• In the Tax Court’s view, any profits to be derived from the operation of additional
bars would be long deferred and a doubtful return on the taxpayer’s large
investment. The Court thus found the investment in the farmland beyond the
reasonable business needs.
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The Accumulated Earnings Tax (“AET”) – Reasonable 
Needs of the Business

On appeal, the Ninth Circuit in Raymond I. Smith, Inc. determined that the
taxpayer’s investment in the land was grossly disproportionate to its financial
resources and position and that the prospect of its making use of the
farmlands in its business was questionable and, in any event, remote and
vague.
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The Accumulated Earnings Tax (“AET”) – Active vs. 
Passive Investments

Active vs. Passive Investment:

• Unbridled expansion to new lines of business or diversification into unrelated
businesses has been a source of confusion in the interpretation of the AET.

• The Regulations permit the acquisition of a business enterprise and
simultaneously proscribe the investment in unrelated properties or securities.
This conflict, however, is readily resolved by the distinction between active
business and passive investment.
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Real Estate as a Separate Trade or Business for 
Purposes of the AET

In the context of the AET, real estate investments may be divided into two
categories:

(1) situations in which the real estate activities purportedly constitute a
separate trade or business of the corporation, and

(2) real estate investments which are incident to the corporation’s business,
as where a corporation acquires an office building to be used as its
headquarters, with excess space, if any, to be rented out.

Unless the acquisition of interests in real estate can be shown to be part of a
separate trade or business, the acquisition of real estate unrelated to the
existing business may render the corporation vulnerable to the AET.
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Real Estate as a Separate Trade or Business

In Pinchot v. Commissioner, the issue before the Board of Tax Appeals and the Second
Circuit Court of Appeals was whether a non-resident alien who owned and operated
real estate rental properties was engaged in business in the United States at the time
of her death. If so, the decedent’s bank deposits and other assets in the United
States would be subject to federal estate taxation.

• The stipulated facts reflected that the management activities involving eleven
parcels of improved real estate in the City of New York owned in common by the
decedent and her two brothers “consisted of the leasing and renting of the
properties when they become idle, collection of rents and payment of operating
expenses, taxes, mortgage interest and other necessary obligations.” Over a period
of 18 years, five parcels of real estate had been sold and five parcels purchased.
There were no sales or purchases during the three years preceding the decedent’s
death.

• The Second Circuit found that the real estate management activities of decedent,
through her agent, was sufficient to be considered “engaging in business” in the
United States.
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Real Estate as a Separate Trade or Business for 
Purposes of the AET
In the context of the AET, the crucial factor in determining the existence of a
trade or business is the corporation’s degree of active involvement in the
operation and management of the real estate.

In the context of IRC § 6166(a), dealing with the deferral of estate taxes with
respect to an interest in a closely-held business engaged in an active trade or
business, the Service ruled in Rev. Rul. 2006-34 that “the fact that some of the
activities are conducted by third parties such as independent contractors who
are neither agents nor employees of the decedent, partnership, LLC or
corporation, will not prevent the business from qualifying as an active trade or
business so long as these third-party activities are not of such a nature that the
activities of the [corporation] (and their respective agents and employees) are
reduced to the level of merely holding investment property.”

While Rev. Rul. 2006-34 dealt with whether the activities of the business were
sufficient to constitute the carrying on of an active trade or business for
purposes of IRC § 6166(a)(1), the conclusions of the Service should be relevant
for purposes of IRC § 531.
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Real Estate as a Separate Trade or Business for 
Purposes of the AET

The conclusion by the Treasury Department and the Service that the
management of a single property can rise to the level of a trade or business in
the Final Regulations under IRC § 1411 (the net investment income tax which
applies to “passive” investment income) supports the conclusion that such
activities should constitute an active trade or business in the context of IRC §
531.

While the net investment income tax and the AET are separate taxes, the
application of each tax turns on the distinction between trade or business and
non-trade or business activities, and the authorities developed under each tax
follow the principles developed by the cases under IRC § 162 (i.e., Commissioner
v. Groetzinger, Higgins v. Commissioner).
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The Personal Holding Company (“PHC”) Tax

• IRC § 541 et seq. imposes a 20 percent tax (“PHC Tax”) on the undistributed
personal holding company income (“PHCI”) of a corporation that is a personal
holding company (“PHC”). The framework of the PHC Tax is rather complex
and does not generally apply to S corporations. The PHC Tax typically impacts
C corporations with substantial passive income, such as dividends, rents and
royalties.

• As long as the earnings are distributed to the shareholders, the PHC Tax does
not apply. Like the AET, the PHC Tax is designed to prevent taxpayers from
taking advantage of lower corporate tax rates and avoiding tax at the
shareholder level.

• The PHC Tax could potentially apply to an S corporation in the event its S
election is terminated to take advantage of lower corporate tax rates.
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The Personal Holding Company (“PHC”) Tax – Key 
Definitions

Under IRC § 542, a corporation is a PHC in any tax year in which it meets the
following two tests:

• At least 60% of its adjusted ordinary gross income (“AGOI”) for a tax year is
PHCI (the “60% Test”); and

• At any time during the last half of the tax year, more than 50% of the value
of its outstanding stock is owned, directly or indirectly, by five or fewer
individuals (the “Closely Held” or the “5 or Fewer Ownership Test”).
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The Personal Holding Company (“PHC”) Tax – Key 
Definitions

IRC § 543 contains the key definitions for the PHC regime:

• “Ordinary Gross Income” (“OGI”) means gross income determined by excluding
capital gains and IRC § 1231 gains.

• “Adjusted OGI” (AOGI) is defined by taking into account certain adjustments,
including, in the case of rents, subtracting the amount allowable as deductions
for: (i) depreciation and amortization of property other than tangible personal
property that is not customarily retained by any one lessee for more than 3
years; (ii) property taxes; (iii) interest; and (iv) rent (in the case of subleases).
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The Personal Holding Company (“PHC”) Tax – Key 
Definitions - continued

“Adjusted Income from Rents” (“AIR”) means the gross income from rents,
reduced by the same four categories of items (described above) that reduce
the amount of AOGI in the case of rents.

“Personal Holding Company Income” (“PHCI”) is defined as the portion of
AOGI that consists of dividends, rents and royalties.

With respect to rents, the focus is on the definition of AIR. A key exception to
the definition of “PHCI” excludes AIR from being deemed “PHCI” if:

• The AIR constitutes 50% or more of the AOGI (the “50% Test”); and

• The sum of dividends paid or deemed paid during the tax year equals
or exceeds the amount, if any, by which other (i.e., non-rental) PHCI
exceeds 10% of OGI (the “10% Test”).
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The Personal Holding Company (“PHC”) Tax – 50% and 
10% Tests

The impact of this key exception (excluding AIR from the definition
of PHCI) is that AIR is treated as PHCI only if either:

• AIR constitutes less than 50% of the C corporation’s AOGI; or

• the corporation’s non-rental PHCI constitutes more than 10% of
OGI (assuming no dividends are distributed or deemed to have
been distributed).

The 10% Test can also be satisfied if the amount of non-rental PHCI
in excess of 10% of OGI is distributed as a dividend.
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Effect of Corporate Rate Cuts on Use of PHCs

• Until the Tax Reform Act of 1986 (1986 TRA), the highest marginal corporate
income tax rate was lower than the highest marginal individual income tax rate.
The 1986 TRA temporarily inverted the corporate and individual income tax
rates.

• Individual income tax rates were raised above corporate income tax rates again
in 1993. In 2003, however, the maximum marginal individual rate was lowered
to 35%, which was also the maximum corporate rate.

• For tax years beginning after 2012, the maximum individual income tax rate
was 39.6%.

• For tax years beginning after 2017, the corporate tax rate is reduced to a flat
21%, while the maximum individual tax rate is only slightly reduced to 37%.

• Corporate distributions or “qualified dividend income” are taxed to
noncorporate shareholder-recipients at capital gain rates, currently 20% (the
AET and the PHC Tax rate).
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Effect of Corporate Rate Cuts on Use of PHCs

• IRC § 243 provides a deduction to corporations for a percentage of dividends
received from other corporations. In years in which the highest corporate tax
rate is lower than the highest individual rate, taxpayers may be tempted to use
PHCs as “incorporated pocketbooks” and then try to avoid the PHC tax.

• For instance, one author concluded that under 1994 tax rates, but without the
PHC tax, use of a PHC would be profitable if assets were held and income
compounded within the corporation for at least 15 years. Assets held in
corporate solution for at least that period of time would compound (before
being taxed at the shareholder level) with total growth that exceeded the
shareholder-level tax on the eventual corporate distribution.

• Assuming that the taxpayer can avoid the PHC tax, graduated income tax rates
provide a secondary rate-based benefit to continued use of PHCs for years in
which the lower-bracket corporate rates are lower than the rates at which the
shareholders would be taxed.
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The Policy Implications of the PHC Tax

If it applies, the PHC tax should eliminate the difference between the tax
consequences of holding assets in a corporation and distributing them to the
shareholders.

The PHC tax directly affects a small number of taxpayers

• In 2000, the PHC tax was self-assessed by an estimated 3,728 active C
corporations with net income.

• The PHC tax is, thus, a low-yield, high-cost method of compelling corporate
distribution of passive corporate income.

• On the other hand, the self-assessed PHC tax understates the consequences of
the tax because the tax applies only if a corporation fails to distribute
sufficient amounts of personal holding company income (PHCI). The favorable
tax and policy consequences of distributions to avoid imposition of the PHC
tax probably are material.
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PHC Example

PHC EXAMPLE: PH Corporation, which historically was a C corporation, is currently an S corporation. In
reviewing PH Corporation’s 2019 Form 1120S Federal income tax return, you learn the following:
• It has $590,190 of accumulated E&P as of year-end; it received $206,913 in gross rents and had no other

income for the tax year;
• It incurred depreciation expenses of $29,581 for the tax year; it incurred tax expenses of $18,875 for the

tax year; it incurred interest expenses of $15,390 for the tax year; it incurred rent expenses of $1,996 for
the tax year; and it distributed $33,368 to its shareholders on a pro-rata basis during the tax year.

• Based on these figures, PH Corporation would have approximately $141,071 of AOGI and AIR for 2019. In
this scenario, both the 50% Test and the 10% Test would be met, such that none of PH Corporation’s
rental income would be considered PHCI. The 50% Test would be met because its AIR is 100% of AOGI,
thus exceeding the 50% threshold. The 10% Test would be met because PH Corporation’s non-rental PHCI
would be zero and therefore less than 10% of its OGI.

• Consequently, in the event PH Corporation’s S corporation election is terminated or revoked and it again
becomes a C corporation, it would likely avoid PHC status under the exception in IRC § 543(a)(2) that
excludes rental income in certain circumstances. As noted above, PHC status is determined on a year-by-
year basis, so PH Corporation would have to meet this exception in each future year in which it is a C
corporation. However, that is likely to be the case, if the revenue and operations in future years are
consistent with the figures reported on the draft of PH Corporation’s 2019 Form 1120S Federal income tax
return. Moreover, to the extent there is other, non-rental PHCI in any tax year, PH Corporation could
ensure the 10% Test is met by distributing dividends necessary to meet the 10% Test. Careful monitoring
and planning is warranted. Code § 1363(a).
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Personal Service Corporations (“PSCs”)

Although the Code does not define the term “professional corporation” or
“service corporation,” it defines the term “personal service corporation” for a
variety of purposes. A corporation may be classified as a personal service
corporation for purposes of determining:

• the taxable year of a corporation under IRC § 441(i)(1);

• the tax rates to which the corporation will be subject under IRC § 11(b)(2);

• the method of accounting which may be used by the corporation under IRC
§ 448; and

• whether the corporation will be subject to the passive activity loss rules under
IRC § 469. (If it is a PSC, it is subject the PAL limitations).

Depending upon the purpose for which a corporation is being tested, the
definition of what constitutes a “personal service corporation” may differ.

48



Chapter 2—Don’t Forget the Acronyms “AET,” “PHC,” and “PSC”

 2–8920th Annual Oregon Tax Institute

20th Annual Oregon Tax Institute

PSCs and the 21% Flat Tax

C corporations are generally subject to graduated tax rates under IRC § 11(b)(1).
Under IRC § 11(b)(2), however, a C corporation which is classified as a “qualified
personal service corporation” is not eligible for graduated tax rates but is subject
to a flat 21% tax on its taxable income.

• Under IRC § 448(d)(2), the term “qualified personal service corporation” means
any corporation: (1) substantially all of the activities of which involve the
performance of services in the “qualifying fields” of health, law, engineering,
architecture, accounting, actuarial science, performing arts, or consulting; and
(2) substantially all of the stock of which (by value) is held by employees
performing services for such corporation in connection with activities involving
a qualifying field.

• Temp. Reg. § 1.448-1T(e)(4)(i) provides that substantially all the activities of a
corporation will be treated as involved in the performance of a qualifying field
only if 95% or more of the time spent by employees of the corporation is
devoted to the performance of services in a qualifying field.
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PSCs and the Cash Method of Accounting

The IRC § 448(d)(2) definition of a personal service corporation is also the
definition used for determining whether a C corporation may use the cash
method of accounting under the personal service corporation exception found in
IRC § 448(b)(2).

The PSC exception under IRC § 448 trumps the $25 million gross receipts test of
IRC § 448(c), which permits a corporation or partnership to use the cash method
for any taxable year as long as the average annual gross receipts of such entity
for the 3-taxable-year period ending with the taxable year which precedes such
taxable year does not exceed $25 million.

Therefore, a PSC can use the cash basis even if its gross receipts regularly exceed
$25 million (i.e., large medical practices, accounting and law firms).
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PSCs and the Required Taxable Year

Under IRC § 441(i)(1), a personal service corporation is generally required to be
on a calendar year unless it can establish a business purpose for having a
different period for its taxable year. A personal service corporation may also
have a taxable year other than a calendar year if it makes a IRC § 444 election
and complies with the compensation deduction provisions of IRC § 280H. For
purposes of the taxable year requirement, a personal service corporation is
defined as a corporation meeting the following requirements:
• The corporation must be a C corporation.
• The principal activity of the corporation during the testing period must be the

performance of personal services.
• During the testing period, the personal services must be “substantially

performed” by employee-owners.
• Employee-owners must own more than 10% of the fair market value of the

outstanding stock of the corporation on the last day of the testing period for
the taxable year.
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PSCs and the Required Taxable Year

The “testing period” for a taxable year is defined as the taxable year immediately
preceding the taxable year in issue, or, in the case of a taxpayer’s first taxable year,
the period beginning on the first day of the taxable year and ending on the earlier of
the last day of such taxable year or the last day of the calendar year in which such
taxable year begins.
• any activity of the corporation involving the performance of services in the fields of

health, law, engineering, architecture, accounting, actuarial science, performing
arts, or consulting will be treated as the performance of personal services.

• the principal activity of a corporation will be considered to be the performance of
personal services if the cost of the corporation’s compensation for such period
attributable to its personal service activities exceeds 50% of the corporation’s total
compensation costs for such period.

• personal services will be treated as substantially performed by the employee-
owners of the corporation if more than 20% of the corporation’s compensation
costs attributable to personal service activities are attributed to personal services
performed by the employee-owners.
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PPSSCC  TTrraappss::  AAccttuuaall  vvss..  CCoonnssttrruuccttiivvee  DDiissttrriibbuuttiioonnss

Actual Distributions. For purposes of Subchapter C, a “distribution” is any kind of payment (e.g.,
cash, stock in the corporation or other property) by a corporation to its shareholders in connection
with their stock. A dividend is a distribution out of the corporation’s current or accumulated earnings
and profits (“E&P”).

Constructive Distributions. In addition to outright distributions of cash and other property to its
shareholders, a corporation may transfer cash or other property to (or make the same available for
use by) one or more of its shareholders without characterizing the transfers as distributions. Such
transactions may be reclassified as constructive distributions to the shareholders if the facts and
circumstances surrounding such transactions give rise to a determination that the corporation was
merely attempting to avoid the double tax by not formally labeling the transaction as a distribution.
As with actual dividends, there must be either current or accumulated E&P in order for there to be a
constructive dividend. Following are some examples of constructive distributions.

Unreasonable Compensation. If the corporation pays a shareholder (or the shareholder’s relative)
who is also an employee of the corporation more than reasonable compensation, the excess is
treated as a dividend with the consequence that the corporation may not deduct such excess as a
business expense. The employee is required to include the full amount in his gross income in any
case. Note that the failure of a closely-held corporation to pay dividends is a significant (but not
conclusive) factor in determining whether compensation paid to a shareholder-employee is
unreasonable.
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PPSSCC  TTaaxx  TTrraappss::  EExxaammpplleess  ooff  CCoonnssttrruuccttiivvee  DDiissttrriibbuuttiioonnss

Bargain Sales/Leases To Shareholder. If the corporation sells or leases property to a shareholder at
below market rates, the fair market value of the property (or fair market rents) minus the amount
paid by the shareholder constitutes constructive dividends.

Excessive Sales/Leases to Corporation. On the flip side, where the corporation pays more than
market rates to purchase or rent property from a shareholder, the excess amounts constitute
constructive dividends.

Shareholder’s Personal Expenses. Corporate payments of expenses that provide only incidental or
no benefits to the corporation may be reclassified as dividends.

Payment on Reclassified Debts. If a shareholder’s loan to the corporation is reclassified as equity,
corporate payments of interest and principal on such “debt” are treated as dividends.

Corporate Low Interest Loans. If the corporation lends money to a shareholder at below market
interest rates, the foregone interest is treated as dividends to the shareholder (followed by a deemed
payment of the same amount to the corporation as interest).

Corporate Loans Without Payment Expectation. If a corporate loan is made to a shareholder
without an expectation of repayment, the entire amount (principal plus foregone interest) may
constitute a constructive dividend.
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PPSSCC  TTaaxx  TTrraappss::  UUnnrreeaassoonnaabbllee  CCoommppeennssaattiioonn  aass  
CCoonnssttrruuccttiivvee  DDiissttrriibbuuttiioonn

Brinks Gibson & Lione, PC v. Commissioner TCM 2016-20 (2016)
• The taxpayer was a law firm organized as a C corporation which used the cash basis of accounting.

During the years in issue, the taxpayer employed about 150 attorneys, of whom about 65 were
shareholders, and also employed a non-attorney staff of about 270.

• For the years in issue, the board of directors of the taxpayer set the yearly compensation to be paid
to shareholder-attorneys and then determined the adjustments in the shareholder-attorneys’
share-ownership percentages necessary to reflect changes in proportionate compensation. These
adjustments in share ownership were effected by share redemptions and reissuances.
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PPSSCC  TTaaxx  TTrraappss::  UUnnrreeaassoonnaabbllee  CCoommppeennssaattiioonn  aass  
CCoonnssttrruuccttiivvee  DDiissttrriibbuuttiioonn  ((ccoonntt''dd))

Brinks Gibson & Lione, PC v. Commissioner TCM 2016-20 (2016)
With limited exceptions for older, less active attorneys, shareholder-attorneys shared in the
bonus pool in proportion to their share-ownership percentages. Draws were also
proportionate to share-ownership. For 2007 and 2008, year end bonuses were paid in the
amounts of $8,986,608 and $13,736,331, eliminating any corporate level income.
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UUnnrreeaassoonnaabbllee  CCoommppeennssaattiioonn  aass  CCoonnssttrruuccttiivvee  
DDiissttrriibbuuttiioonn  ((ccoonntt''dd))

Brinks Gibson & Lione, PC v. Commissioner TCM 2016-20 (2016)
• After negotiation with the Service, the taxpayer entered into a closing agreement

stipulating that the amounts of $1,627,000 in 2007 and $1,859,000 in 2008 should be
disallowed and recharacterized as nondeductible dividends.

• The only issue for decision before the Tax Court was whether the taxpayer was liable for
accuracy related penalties on the underpayments of tax.
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UUnnrreeaassoonnaabbllee  CCoommppeennssaattiioonn  aass  CCoonnssttrruuccttiivvee  
DDiissttrriibbuuttiioonn  ((ccoonntt''dd))

• The Tax Court applied the “independent investor test” in determining the deductibility of
compensation paid by a C corporation to its shareholder-employees. Mulcahy, Pauritsch,
Salvador & Co. v. Commissioner (TCM 2011-74, aff'd. 7th Cir. 2012) was the first case in
which the court applied the independent investor test to a professional services
corporation. The Tax Court stated that well before the years in issue, an increasing number
of Federal Courts of Appeal, including the Court of Appeals for the Seventh Circuit, were
moving away from a multi-factor analysis in assessing the deductibility of amounts paid as
compensation to shareholder-employees and focusing on the effect of the payments on
the returns available to the shareholders on their capital.

• Under the independent investor test, the courts consider whether payments made as
salary to shareholder-employees meet the standards for deductibility by taking the
perspective of a hypothetical “independent investor” who is not an employee. In essence,
the test provides that if the corporation’s return on equity remains at a level that would
satisfy an independent investor, there is a strong indication that management is providing
compensable services and that profits are not being siphoned out of the corporation as
disguised salary. Consequently, ostensible compensation payments made to shareholder-
employees by a corporation with significant capital that zeroes out the corporation’s
income and leaves no return on the shareholders’ investment fails the independent
investor test.
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UUnnrreeaassoonnaabbllee  CCoommppeennssaattiioonn  aass  CCoonnssttrruuccttiivvee  
DDiissttrriibbuuttiioonn  ((ccoonntt''dd))

• The Tax Court found that the taxpayer had substantial capital even without
regard to any intangible assets based on the shareholders’ equity of $8
million at the end of 2007 and $9.3 million at the end of 2008. The Tax
Court found that investor capital of this magnitude cannot be disregarded
in determining whether ostensible compensation paid to shareholder-
employees is really a distribution of earnings. Consequently, the Tax Court
concluded that the taxpayer’s practice of paying out year-end bonuses to
its shareholder-employees that eliminated its book income failed the
independent investor test.
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BBrriinnkkss  eett  aall  vv..  CCoommmmiissssiioonneerr    -- AAccccuurraaccyy  RReellaatteedd  
PPeennaallttiieess

• The Tax Court addressed the taxpayer’s argument that it had reasonable
cause for its position and acted in good faith. Specifically, the taxpayer
alleged that its reliance on its accounting firm to prepare its returns for the
years in issue constituted reasonable cause and demonstrated good faith.
The Tax Court found that the taxpayer’s argument failed for two reasons.

– First, the record provides no evidence that the accounting firm advised
petitioner regarding deductibility of the year-end bonuses.

– Second, in characterizing the compensation for services amounts that
have been determined to be dividends, the taxpayer failed to provide
the accounting firm with accurate information.

• The court also rejected the taxpayer’s argument that the “no-change” letter
it received at the conclusion of the audit of its 2006 return was sufficient to
establish reasonable cause and good faith.
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BBrriinnkkss  eett  aall  vv..  CCoommmmiissssiioonneerr    -- AAccccuurraaccyy  RReellaatteedd  
PPeennaallttiieess  ((ccoonntt''dd))

• The Tax Court concluded that the taxpayer consistently followed a system
of computing year-end bonuses that disregarded the value of its
shareholder-attorneys’ interest in the capital of the firm and
inappropriately treated the compensation amounts that eliminated the
firm’s book income.

“Although petitioner offered no evidence as to why it adopted its
practice of paying year-end bonuses, it is difficult to imagine reasons
that are not tax related.”
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The Business Purpose Doctrine

Restructuring a current arrangement to achieve tax benefits or to minimize or
avoid taxes will be subject to scrutiny under the business purpose doctrine of
existing case law.

Generally speaking, a corporation will be recognized as a separate taxable entity
if:

• the purpose for its formation is the equivalent of business activity or

• the incorporation is followed by the carrying on of a business by the
corporation.

Tax advisors often rely on Moline Properties in concluding that a particular
entity should be respected for Federal income tax purposes. If the corporation
is formed with a business purpose, or it engages in business activity, it should
be respected.
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Section 269

IRC § 269(a)(1) provides that if any person or persons directly or indirectly forms
a corporation, or acquires stock possessing at least 50% of the vote or value of a
corporation, and the principal purpose for the acquisition is evasion or
avoidance of federal income tax by securing the benefit of a deduction, credit, or
other allowance which such person would not otherwise enjoy, then the IRS may
disallow the deduction, credit or other allowance. Under this section, the IRS
may attempt to deny many benefits that an individual, domestic corporation or
tax-exempt may obtain by organizing a foreign corporation and investing in it.

• IRC § 269 applies only if the taxpayer (or taxpayers) acquire 50% or more of the
vote or value of the corporation.
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Section 269

• The IRS has repeatedly ruled in private letter rulings that it would respect the
use of a wholly-owned foreign corporation by a tax-exempt organization to
avoid UBTI where the foreign corporation provided an added layer of limited
liability, provided greater flexibility in disposing of the underlying investment,
and permitted management of the taxpayer’s investments. These non-tax
business purposes apply to virtually all investments through holding
corporations. If they are sufficient to allow a tax-exempt to establish that the
principal purpose for setting up a wholly-owned foreign blocker is not the
avoidance of federal income tax by securing the benefit of an allowance which
the taxpayer would not otherwise enjoy, then they must be sufficient for a
taxable investor to make the same showing.

• IRC § 269 applies to the formation of a new corporation. See James Realty Co.
v. United States, 280 F.2d 394 (8th Cir. 1960) (incorporation of a real estate
holding company constitutes an acquisition under IRC § 269).
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PSCs and Section 269A

IRC § 269A generally provides that, in the case of a PSC that performs
substantially all of its services on behalf of another entity and has as its principal
purpose the securing of tax benefits, the Secretary may reallocate income tax
items between such corporation and its employee-owners.

A personal service corporation is a corporation that has as its principal activity
the performance of personal services that are substantially performed by
employee-owners. Generally, employee-owners are employees who, on any day
during the tax year, own more than 10% of the outstanding stock of the personal
service corporation.
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PSCs and Section 269A

Under IRC § 269A, the IRS has the power to allocate credits and other items
between a personal service corporation and its employee-owners, if three
conditions are satisfied:

• substantially all of the services of the personal service corporation must be
performed for, or on behalf of, one other corporation, partnership, or other
entity.

• the principal purpose for forming, or availing of, the personal service
corporation must be the avoidance or evasion of federal income tax by
reducing the income of, or securing the benefit of any expense, deduction,
credit, exclusion, or other allowance for, any employee-owner which would not
otherwise be available.

• the allocation must be necessary to prevent avoidance or evasion of Federal
income tax or clearly to reflect the income of the personal service corporation
or any of its employee-owners.
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PSCs and Section 269A

• IRC § 269A has not been used by the Service to attack PSCs, at least in
published rulings and litigated cases.

• This may be attributable to the shift of most professional practices to
partnership or S corporation treatment, to avoid the double tax and reasonable
compensation scrutiny.

• The provision may still have relevance where a doctor, lawyer, or accountant
attempts to shift his or her professional income from a single payor such as a
hospital or single legal or accounting client to an entity taxed as a corporation
to take advantage of the 21% corporate tax rate.
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Oregon Corporate Activity Tax (CAT)

Leah Putnam
Leah.PUTNAM@oregon.gov

• Overview.

• Thresholds, registration, filing & payment due dates. 

• What is commercial activity?

• CAT taxpayers and excluded entities.

• Additional CAT Information

• Summary of changes in House Bill 4202.

• Administrative rules.

• Additional resources and how to contact us.
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Overview

3

• The CAT is a tax for the privilege of doing business in Oregon and is based 
on commercial activity done in the state.

• It’s applied to Oregon taxable commercial activity in excess of $1 million. 
The tax is computed as $250 plus 0.57 percent of taxable Oregon 
commercial activity above $1 million. 

• It’s imposed on all types of business entities.

• It’s in addition to the state's current income taxes on 
businesses. Revenue from the CAT will be transferred to the Fund for 
Student Success and will be used for education spending.

What is CAT?

4
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Thresholds, Registration, Filing 
and Payment Due Dates

5

6

Threshold Amount
No CAT 
requirements Oregon commercial activity of $750,000 or less

Registration Over $750,000 of Oregon commercial activity 

Filing Over $1 million of Oregon commercial activity

Tax Payment Over $1 million of Oregon taxable commercial 
activity after expense subtractions and exclusions

Thresholds
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• Registration is due within 30 days of passing the $750,000 
registration threshold. A penalty of $100 per month may be 
assessed for failing to register, up to $1,000 per calendar year.

•  The CAT is an annual calendar-year tax. CAT returns are due 
each year on April 15. 

• For tax year 2020, taxpayers expecting to owe $10,000 of CAT 
or more must make estimated payments. Estimated payments 
are due April 30, July 31, October 31, and January 31 for the 
preceding quarter. 

Registration and Payments

7

Extension of Time to File

8

• An extension to file request must be made prior to 
April 15.

• This is not an extension to pay.

• The extension is six months or until October 15.

• Extension for “good cause.” 
• Defined in OAR 150-317-1330. 
• This is as required by ORS Chapter 317A.
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What is Commercial Activity?

9

Oregon Commercial Activity

10

• Amounts realized in the regular course of the trade or business 
that meet the transactional test in OAR 150-314-0335(5).
• Includes money, property received, debt forgiven, and services 

rendered.

• Commercial activity does not include amounts that only meet 
the functional test under OAR 150-314-0335(6).

• Commercial activity is realized based on the accounting 
method for federal income tax purposes.
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While commercial activity includes most business receipts, certain 
items are excluded and are not subject to the CAT. For example:
• Receipts from the wholesale and retail sales of groceries.

• Sales of items or services that are delivered outside of Oregon.

• Farmers sales to agricultural cooperatives described in Section 1381 of 
the Internal Revenue Code.

• Amounts received by an agent on behalf of another in excess of the 
agent’s fee or commission.

• Receipts from transactions between members of the same unitary group.

• Distributive income received from a pass-through entity.

Oregon Commercial Activity Exclusions

11

CAT Taxpayers and
Excluded Entities

12
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Entities subject to the CAT include, but are not limited to:
• Individuals/sole proprietorships.
• Partnerships.
• LLCs.
• Clubs.
• C-corporations.
• S-corporations.
• Estates or trusts with commercial activity.
• Any other entity.

Who is Subject?

13

1. United by more than 50 percent common ownership.

2. Unitary business must have one of the following:
A. Centralized management or a common executive force.

B. Centralized administrative services or functions resulting in 
economies of scale.

C. Flow of goods, capital resources or services demonstrating 
functional integration.

Unitary Groups

14
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• Members of a unitary group may be in the same general line of 
business, such as manufacturing, wholesaling or retailing. Or, 
members may be in multiple lines of business that constitute 
steps in a vertically integrated process, such as the steps 
involved in the production of natural resources, which might 
include exploration, mining, refining, and marketing.

• Unitary groups must register, file, and pay as a single taxpayer.

• House Bill 4202 from the first 2020 special session created a 
modified group election which will be covered later.

Unitary Groups (cont.)

15

• IRC 501 organizations.

• Farmers’ cooperatives, if under section 521.

• Governmental entities.

• State tuition programs under section 529.

• Hospitals and long-term care facilities that are 
Medicare providers.

• Businesses with $750,000 or less in Oregon commercial 
activity.

Excluded persons

16
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Additional CAT Information

17

Cost Subtraction

18

• The law that established the CAT, specifically ORS 317A.119, 
allows taxpayers to subtract from commercial activity sourced 
to Oregon 35 percent of the greater of cost inputs or labor 
costs related to that activity.

• Taxpayers with commercial activity in and outside of Oregon, 
as well as those with excluded items, may have to apportion 
their cost inputs or labor costs as described in OAR 150-317-
1200.

• Your cost subtraction may not exceed 95 percent of your 
Oregon commercial activity.

https://www.oregonlegislature.gov/bills_laws/ors/ors317A.html
https://secure.sos.state.or.us/oard/viewSingleRule.action?ruleVrsnRsn=266465
https://secure.sos.state.or.us/oard/viewSingleRule.action?ruleVrsnRsn=266465
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• Estimated payments can be calculated using “Worksheet OR-
CAT” found on our website. Estimated payments can be made 
using one of these options:
• Electronic payment using a credit or debit card on Revenue 

Online.
• By mail. If paying by mail, send each payment with a Form 

OR-CAT-V voucher.
• ACH Credit. Submit your application by going to Revenue 

Online and clicking on ”Apply for ACH credit.”

Calculate and Pay Estimated Payments

19

• PLEASE NOTE
• The department will not assess penalties for underestimating 

quarterly payments in 2020 if the business has made a good faith 
effort to determine the required installment. 

• Nor will the department assess a penalty for failure to make a 
quarterly payment if a business doesn't have the financial ability 
to make the estimated payment due to the impact of COVID-19.

Calculate and Pay Estimated Payments (cont.)

20

https://revenueonline.dor.oregon.gov/tap?Link=MakePayment
https://revenueonline.dor.oregon.gov/tap?Link=MakePayment
https://www.oregon.gov/DOR/forms/Pages/default.aspx
https://www.oregon.gov/DOR/forms/Pages/default.aspx
https://revenueonline.dor.oregon.gov/tap?Link=ApplyACH
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Summary of Changes in House Bill 4202

21

• Amends the current exclusion for insurance proceeds to clarify 
that the exclusion applies to crop insurance policies, except 
those received for loss of commercial activity (previously for 
loss of “business revenue”).

• Clarifies that tax refunds from any tax program are not 
commercial activity.

• Excludes receipts from fluid milk sales by dairy farmers who 
are not members of an agricultural cooperative.

• Provides an alternative definition of cost inputs specifically for 
certain farming operations.

House Bill 4202 Impacts

22
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• Eliminates requirement that a taxpayer re-register for CAT 
annually, except under certain circumstances. 

• Adds manufactured dwelling park non-profit cooperatives to 
the list of excluded entities.

• Allows CAT unitary group taxpayers to exclude certain 
members of the unitary group, provided the member has no 
commercial activity or other connection to Oregon. 

• Clarifies the calculation method for purposes of the 35 percent 
subtraction of cost inputs or labor costs.  

House Bill 4202 Impacts (cont.)

23

• Provides that a farming operation selling agricultural commodities 
to a wholesaler or broker may exclude receipts if the wholesaler or 
broker provides the farming operation with certification that the 
purchased commodities will be sold out of state. Alternatively, the 
farming operation may apply an industry average to estimate the 
portion that will be sold out of state. 

• Reduces the penalty for underpayment of quarterly estimated 
payments to 5 percent, adds a safe harbor provision, and extends 
the 80 percent threshold for estimated quarterly payments through 
tax year 2021. 

House Bill 4202 Impacts (cont.)

24
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Administrative Rules

25

• Round 1: 17 permanent rules were effective June 18, 2020.

• Round 2: 4 Rules became permanent July 29, 2020.

• First fall rules process set October 27—December 2, 2020.

• Seven rules currently scheduled: Four amended rules, two new 
rules, and one temporary rule

• Second fall rules process starts November 24.

• Eight potential new rules to be effective January 1, 2021

Administrative rules

26
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Sourcing of Commercial Activity

27

OAR 150-317-1030: Sales of Tangible Personal Property
Sourced to Oregon if the property is delivered to a purchaser 
within Oregon.

• Regardless of F.O.B. point.

• Whether transported by seller, purchaser, or common carrier.

Exception: Throwback rules do not apply to CAT.

Sourcing of Commercial Activity

28

OAR 150-317-1040: Sales other than Tangible Personal 
Property

• Rules are similar to market-based sourcing.

• If leasing or renting property, it is sourced to Oregon if the 
property is in Oregon.

• If services are delivered to a location in Oregon
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Sourcing of Commercial Activity

29

OAR 150-317-1050: Sourcing for Financial Institutions

• Sourced to Oregon if it is from business conducted in 
Oregon. E.g.,
• Interest, fees, and penalties from loans not secured by real 

property are sourced to Oregon if the borrower is located in 
Oregon.

• Credit card fees, interest, and penalties sourced to Oregon if 
the cardholder’s billing address is in Oregon.

Agent Exclusion

30

OAR 150-317-1100: Agent Exclusion

A person is an agent if the person acts on behalf of and 
subject to the control of another person (a principal). 

• A determination of whether a person is acting as an agent is based 
on a consideration of the facts and circumstances surrounding the 
relationship between the agent and the principal.

• Property, money and other amounts received or acquired by an 
agent on behalf of another in excess of the agent’s commission, fee 
or other remuneration are excluded from commercial activity.
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Retail and Wholesale Groceries

31

Receipts from the retail or wholesale sale of groceries are 
excluded.
• Groceries means food and beverages for home consumption as defined for 

the Supplemental Nutrition Assistance Program (SNAP).

• Groceries does not mean: Alcoholic beverages, tobacco, cannabinoid 
edibles, hot food for immediate consumption, or food that is hot at the 
point of sale.

• Must be a wholesale or retail sale (see OAR 150-317-1140 and 150-317-
1150).

Retail Sales of Groceries

32

OAR 150-317-1150: Retail Sales of Groceries Exclusion

Requirement 1: The sale is of a grocery item as defined for SNAP.

Requirement 2: The seller typically intends/expects that the sale of the food 
is to the final consumer for home consumption. Factors considered:

• Average gross receipts from sale of groceries vs. receipts from the sale of hot 
food or prepared food.

• On-site dining facilities and percentage of floor space dedicated to dining vs. 
grocery shelving.

• Business advertising and marketing.

Note: The rule provides a safe harbor for stores authorized or qualifying as retail 
food stores for purposes of SNAP. 
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Wholesale Sale of Groceries

33

OAR 150-317-1140: Wholesale Sales of Groceries Exclusion
Requirement 1: Wholesale sale.

Requirement 2: Sale is of grocery items (as defined for SNAP) in a form that 
can be resold to the end consumer for home consumption.

Requirement 3: The sale must be made for the purpose of reselling the food 
item, without processing, to the final consumer for home consumption.

Requirement 4: Wholesale seller must retain documentation demonstrating 
requirement 3 has been met, including verification from the purchaser of the 
amount to be resold without processing for home consumption.

Note: Separate verification from purchaser is not required for sales to SNAP 
retailers, and stores that meet certain qualifications to be SNAP retailers. 

• Access department rules via the Oregon Administrative Rules Database 
(OARD) https://secure.sos.state.or.us/oard/processLogin.action

• Subscribe to our email list, Revenue Rules, or contact us to get on our 
paper mailing list.

• Phone: 503-945-8074 or email: rulescoordinator.dor@oregon.gov.

• Send written comments to: 
• Agency Rules Coordinator, Director's Office

Oregon Department of Revenue
955 Center St NE
Salem OR 97301

Stay up-to-date on rules

34

https://secure.sos.state.or.us/oard/processLogin.action
http://listsmart.osl.state.or.us/mailman/listinfo/revenue_rules
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Additional Resources and How to Contact Us

35

• Visit our website for additional information about the CAT such 
as FAQs, Beyond the FAQs, and links to items such as our rules 
page, payment information, and more.

https://www.oregon.gov/dor/programs/businesses/Pages/corpora
te-activity-tax.aspx

Resources Available

36

https://www.oregon.gov/dor/programs/businesses/Pages/corporate-activity-tax.aspx
https://www.oregon.gov/dor/programs/businesses/Pages/corporate-activity-tax.aspx
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• General questions and taxpayer assistance:

• Email: Cat.help.dor@oregon.gov.

• Call 503-945-8005 8 a.m.—4 p.m. Monday-Friday. 

• Follow us on Twitter at @ORRevenue, #oregonCAT.

• You can also subscribe to our mailing list via our website to 
receive additional information as it becomes available.

Additional CAT Resources

37

38

Questions?
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Initial Planning Matters
• Expansion with a partner should anticipate and 

utilize the symbiotic business relationship of the 
parties

• Confirm common agreement on matters such as: 
The nature and scope of the cooperation
 Intended product lines, manufacturing, 

distribution plans and geographic focus
Ownership/licensing of IP  
Capitalization, future funding requirements 

(including whether additional investors or 
listing to occur in future)

2 © 2020 Fredrikson & Byron, P.A. All rights reserved.
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Initial Planning Matters (cont.)

• Confirm common agreement on matters (cont.): 
Governance matters (voting, board 

constitution; officer appointments, etc.)
Wind-up matters (including exit 

arrangements, buy/sell matters, IP 
ownership/access, etc.)

Who gets to appoint which officers, 
consultants (auditors, tax preparers, legal 
counsel, etc.)

3 © 2020 Fredrikson & Byron, P.A. All rights reserved.

Initial Planning Matters (cont.)
• Do thorough due diligence on your “partner” –

beforehand…
 Including potential investigations and D&B 

checks
Discussions with clients/customers of 

partner
• Analyze ALL the tax and financial issues
• “Share the vision” for future growth, flexibility

4 © 2020 Fredrikson & Byron, P.A. All rights reserved.
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Initial Planning Matters (cont.)
• The parties should also agree on selling, 

manufacturing, and distribution opportunities, 
labor/employment issues:
 Internal cultural, approach to clients/customers 

differ
 Legal and tax requirements, business 

registrations, employment/visa, licensing issues
Marketing/advertising materials, brand names, 

logos, TMs, etc., all need vetting first – and 
protection, registration per local law

5 © 2020 Fredrikson & Byron, P.A. All rights reserved.

6

Initial Planning Matters (cont.)
• Duration/nature of investment; cash 

flow/distribution expectations (sale of JV, 
payment of dividends/profits, etc.):
How will profits be used?  Immediately 

repatriated to partners, reinvested locally, or 
made available to other affiliates?  

Do all partners share common expectations 
regarding cash/profits? 

Control of governance structure and key 
Board/Officer positions?

6 © 2020 Fredrikson & Byron, P.A. All rights reserved.
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7

Initial Planning Matters (cont.)
• Duration/nature of investment, etc. (cont.):
Are you – both – long term participants (to 

receive periodic profits distributions) or just in it 
for a short term capital gains play?

Are there expected future investors?  
Supplemental investment needs?  Future 
dilution issues?

Should you set up separate classes of stock or 
other embedded “control”/voting procedures

 Is future listing or IPO likely?  (Certain entity 
types / countries of formation are preferred) 

7 © 2020 Fredrikson & Byron, P.A.  All rights reserved.

“JV” Structuring Options
• U.S. “JV” Entities (types of entities, relationships):
 “C” corporation (JV partners are shareholders)
Actual “partnership” (under state law)
 LLC entity (a US limited liability entity regardless 

of tax status):
• “Partnership” with two / more owners (no tax 

election needed for this US status)
• Taxed as “corporation” with a “Check the Box” 

election (election required for this status)

© 2020 Fredrikson & Byron, P.A.  All rights reserved.8



Chapter 4—Presentation Slides: Joint Ventures: U.S. or Foreign, They’re Not Like They Used to Be

 4–520th Annual Oregon Tax Institute

“JV” Structuring Options (cont.)
• U.S. “JV” Entities (cont.)
Some U.S. tax treaties have “fiscally 

transparent entity” rules, which may affect 
foreign situs withholdings on payments to LLC

NOTE: Foreign partners of U.S. tax 
partnerships (actual partnerships or LLCs 
without CTB election) are exposed to:
• U.S. tax filing/payments (Section 875(1))
• Gain/loss on deemed asset sale upon sale of  

partnership interest (Section 864(b)(8))

© 2020 Fredrikson & Byron, P.A.  All rights reserved.9

“JV” Structuring Options (cont.)
• Foreign “JV” Entities (types of entities and 

relationships):
A foreign corporation (limited liability entity 

under foreign law, but a “corporation” under 
U.S. tax law)
• If US Shareholders own/control > 50% by 

vote or value, may be a “controlled foreign 
corporation” (CFC) for US tax 

• If ≤ 50%, the JV may be a PFIC
• If foreign entity is a “per se” foreign 

corporation, no US CTB election possible 

© 2020 Fredrikson & Byron, P.A.  All rights reserved.10
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“JV” Structuring Options (cont.)
• Foreign “JV” Entities (cont.):
A foreign corporation (cont.):

• CFC “Control” also exists if US 
Shareholders can:
o Elect/appoint majority of the Board, or 
o Exercise “tie-breaking” vote

• CFC “Control” does not include:
o “Negative control” or supermajority 

voting/approval requirements, or 
o Ability to appoint officers

© 2020 Fredrikson & Byron, P.A.  All rights reserved.11

“JV” Structuring Options (cont.)
• Foreign “JV” Entities (cont.):
Actual “partnership” (under foreign law) or 

treated as a partnership for U.S. tax law if any
partner has unlimited liability

 “Foreign eligible entity” that properly makes 
CTB tax election treated as a flow-through 
• A partnership, unless only a single owner 

(then a “disregarded entity” for U.S. tax)
Transfer pricing rules may apply for 

transactions between/among “partners” (or 
affiliates) and the JV entity

© 2020 Fredrikson & Byron, P.A.  All rights reserved.12
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“JV” Structuring Options (cont.)
• Foreign “JV” Entities (cont.):
BEWARE: check for Passive Foreign 

Investment Company (PFIC) classification if 
foreign corporate entity is not a CFC

A PFIC: if at least 50% asset value is passive 
or would produce passive income or at least 
75% G.I is passive income 
• Example: foreign mutual fund

No minimum stock ownership required for 
U.S. owners to be subject to PFIC deemed 
income reporting rules…

© 2020 Fredrikson & Byron, P.A.  All rights reserved.13

14

Sample US Joint Venture Structure - 1 

Royalty Pymts?

Unrelated 
JV Partner

US JV (LLC)
(State A)

X % Y %

JV-
owned 
entity?

Mgt. Fee 
Pymts?

JV-
owned 
entity?

© 2020 Fredrikson & Byron, P.A.  All rights reserved.

SPV

US
Client
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Sample US Joint Venture Structure - 2 

Royalty Pymts?

Unrelated 
JV Partner

US C Corp 
JV 

(State A)

X % Y %

JV-
owned 
entity?

Mgt. Fee 
Pymts?

JV-
owned 
entity?

© 2020 Fredrikson & Byron, P.A.  All rights reserved.

SPV

US
Client

16

Sample Int’l Joint Venture Structure - 1 

US
Client

Royalty Pymts?

Unrelated 
JV Partner

( y )

Foreign JV 
(P-ship) 
(Country A)

X % Y %

JV-
owned 
entity?

Mgt. Fee 
Pymts?

JV-
owned 
entity?

© 2020 Fredrikson & Byron, P.A.  All rights reserved.

SPVSPV

( y )

Foreign JV
(P-ship)
(Country A)
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Sample Int’l Joint Venture Structure - 2 

Royalty Pymts?

Unrelated 
JV Partner

( y )

Foreign C 
Corp JV 

(Country A)

X % Y %

JV-
owned 
entity?

Mgt. Fee 
Pymts?

JV-
owned 
entity?

© 2020 Fredrikson & Byron, P.A.  All rights reserved.

SPVSPV

US
Client

18

Joint Ventures -- Overview
Joint Venture Ownership – Some Pros:
• Knowledgeable, equally committed local partner
• Enhanced ability jointly to navigate local laws 

and customs
• Improved access to financing, distribution 

channels, customer potentials
Faster than conventional franchise roll-outs 

locally
• Sourcing advantages, customs/import clearance 

benefits with sophisticated local partner

© 2020 Fredrikson & Byron, P.A.  All rights reserved.
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Joint Ventures – Overview (cont.)
Joint Venture Ownership – Some Pros (cont.):
• Can achieve early market access, distribution 

benefits in a rapidly-expanding market
• Equity strength; shared investment costs/risks
• National/regional image enhancement
• Successful working relationship provides 

possible springboard for other joint activities, 
joint territorial expansion

© 2020 Fredrikson & Byron, P.A.  All rights reserved.

20

Joint Ventures – Overview (cont.)
Joint Venture Ownership – Some Cons:
• A separate legal entity
• It is “joint” ownership; you are not wholly or 

completely “in charge”
• JV’s assets may be located in a state or 

geography where you do not have the “home field 
advantage”

• Partners to commit capital and to ‘invest’ (funds, 
management energy, etc.) in JV when the 
investment may not meet hurdle rates, etc.

© 2020 Fredrikson & Byron, P.A.  All rights reserved.
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Joint Ventures – Overview (cont.)
Joint Venture Ownership – Some Cons (cont.):
• The form/amount of such “investment” can vary, 

risks abound in terms substandard profitability, 
cash flows may be lower than projected, market 
and political environment can change, etc.  

• Must determine how each partner will control its 
“brand” and its IP (in JV’s “territory”)

• Financing expansion, governance issues, exit 
and windup, control of operations, expansion, 
administration must be addressed upfront (see 
“Issues”).

© 2020 Fredrikson & Byron, P.A.  All rights reserved.

22

Joint Venture Issues  
• Ownership Issues
How are equity, voting rights, cash 

flows/preferences split? 
Use SPV to hold or license in technology or 

IP, or will it be contributed as “equity” to the 
JV (which owns it afterwards)?

How should you hold your equity interest in 
the JV? 

Are you already a flow-through entity for US 
tax?  Do the parties agree that the JV should 
be, too?

© 2020 Fredrikson & Byron, P.A.  All rights reserved.
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Joint Venture Issues (cont.) 
• Governance 
Board control, constitution of Board, 

representation of owners
Differences between Board and shareholder 

voting requirements
Class voting and negative control rights?  (If 

so, which issues, what voting thresholds?)
What happens in case of deadlock or 

irretrievable breakdown / divergence of 
interests? 

© 2020 Fredrikson & Byron, P.A.  All rights reserved.

24

Joint Venture Issues (cont.)  
• Constitution of Manager or Board: 
 Is JV to be manager-managed or member-

managed partnership?
Number of “directors” or manager group?
Who appoints/designates “Chair”?  Does that 

designation rotate?
• Appointment of key JV officers: 
Who appoints which ones?  
How often do such appointments rotate? 
What is the scope of those officers’ authority?  

© 2020 Fredrikson & Byron, P.A.  All rights reserved.
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Joint Venture Issues (cont.)  
• Appointment of key JV officers (cont.): 
What is the duration of their 

terms/appointment?
Can such officers be removed before their 

term is up?  Under what circumstances? 
Are qualifications for partners’ 

appointments/nominations consistent? 
• Who appoints the JV’s advisors (e.g., statutory 

auditors, tax return preparers, consultants)? 
Do appointments rotate between JV partners?

© 2020 Fredrikson & Byron, P.A.  All rights reserved.

26

Joint Venture Issues (cont.)  
• Key Tax Issues
Will JV be a “corporation” or flow-through 

entity for US tax?  Foreign tax?
Will JV be a domestic or foreign entity?
 If a partnership, how will capital and profits 

be split?  Is there a need for special 
allocations?  What are the consequences? 

 If JV is a foreign corp, is it a CFC or PFIC? 
Debt/Equity funding ratios – initial 

agreement?  Tax/fiscal constraints?  What 
about future capital needs?

© 2020 Fredrikson & Byron, P.A.  All rights reserved.
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Joint Venture Issues (cont.)  
• Key Tax Issues (cont.):
Debt/Equity funding ratios (cont.):

• U.S. partnerships not subject to “thin cap” 
rules, but corporations are…

• What are applicable foreign rules?
BEWARE of “equalization” of cash flows:

• Example: royalty to one partner matched by 
mgt services fees paid to the other partner

• Are “expenses” deductible or disguised equity? 
Contracts between partners, entity may be 

subject to transfer pricing rules… 

© 2020 Fredrikson & Byron, P.A.  All rights reserved.

28

Joint Venture Issues (cont.) 
• Staged Expansion, “trial period” for relationship?
How is “success” defined in order to expand? 
Agree upfront: limited geography, limited 

products / services, minimum profitability or cash 
flow milestones (per stated period), etc.?

• Funding / Capital Investment Issues
How does each JV partner fund – and value –

their share?  
Are Debt / Equity financing levels agreed?
What if one partner refuses/is unable to 

contribute prorata share of additional cash needs 
in future?  Automatic dilution?  Buy / Sell?

© 2020 Fredrikson & Byron, P.A.  All rights reserved.
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Joint Venture Issues (cont.) 
• Employees/Loaned Employee issues
Will one / both partner’s personnel be 

assigned/seconded to the JV, even temporarily?
Must ensure all employer/employee taxes and 

withholdings are correct
 Is there a need for non-US employees or 

contractors for the JV?  
Adhere to visa requirements, work limitations as 

well as employee/employer tax requirements
BEWARE: “Permanent Establishment” / 

signature authority issues for secondees to JV

© 2020 Fredrikson & Byron, P.A.  All rights reserved.

30

Joint Venture Issues (cont.) 
• Exit / Termination Issues: 
Time Certain, Stated Event, Deadlock?
How are JV’s IP, inventory, assets, customer 

lists, etc., to be allocated?
Do separate contracts of partners have separate 

termination rights, cross default provisions? 
Buy-Sell (or put) of ownership interests vs. 

actual liquidation of JV entity?
What happens in the event of death, incapacity 

or disability, or bankruptcy of partner?

© 2020 Fredrikson & Byron, P.A.  All rights reserved.
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Joint Venture Issues (cont.) 
• Exit / Termination Issues (cont.)
Agreed independent valuation firm to resolve 

disputes?
Reconciliation, distribution of cash/property 

obligations at termination
 Liquidation process, timing, notice rules under 

local law 
Consequences of previous or final tax return 

filings/obligations if disputed by tax authority? 

© 2020 Fredrikson & Byron, P.A.  All rights reserved.

32

Joint Venture Issues (cont.) 
• Dispute Resolution
Consider a “three-step” process:  

(1) required negotiation of principals, then
(2) Mediation (if agreed), then 
(3) arbitration / litigation?

Concern about local partner’s “home court” 
advantage, applicable law?

Arbitrate in agreed neutral forum / state with 
neutral, qualified arbitrator(s)?
• What arbitration rules apply? UNCITRAL? 

AAA?

© 2020 Fredrikson & Byron, P.A.  All rights reserved.
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• Transfer pricing documentation required for 
related party transactions
Common control of the parties or transaction

• Direct/majority ownership, Board/economic 
control, “concert parties”; maybe only 25% 
common ownership (PRC)…

Test: pricing the product, service, or license 
substantially the same as unrelated parties 
would if not under compulsion to buy or sell
• Use the “best method” to produce the “most 

reliable measure” of an arm’s length price

Overview of Transfer Pricing 

© 2020 Fredrikson & Byron, P.A. All rights reserved.
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• Transfer pricing documentation, etc. (cont.):
 IRS regs require substantiation to be “in 

existence” when the returns are filed 
Documentation required to be periodically 

reviewed/updated (usually ≤ every 3 years)
QUERY:  Has COVID impacted pricing such 

that the pricing method or the comparables 
can be changed advantageously?
• Do not wait to change pricing or 

documentation based on “standard” review

Overview of Transfer Pricing (cont.) 

© 2020 Fredrikson & Byron, P.A. All rights reserved.
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Summary

• JVs are beneficial combinations of the skills, 
experiences, funding, products/services, 
assets, local knowledge, relationships, and 
market reputations of the parties

• Structuring JVs can encompass creative 
provisions and solutions to issues

• JVs are creatures of contract and accordingly 
are very flexible

© 2020 Fredrikson & Byron, P.A.  All rights reserved.35

Summary (cont.)
• The “honeymoon” discussion of the opportunities 

initially may obscure various underlying key legal, 
economic and personnel issues

• Lawyers need to focus their client(s) on all the 
various issues and “what ifs” as soon as possible, 
and then ensure that those matters are discussed 
and agreed upfront by the principals

• Equitable and fair dealing, plus open 
communications, can avoid small issues 
escalating out of control in the future

© 2020 Fredrikson & Byron, P.A.  All rights reserved.36
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Thanks!

37 © 2020 Fredrikson & Byron, P.A.  All rights reserved.
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Legal Aid Success Stories 
 
Noelle’s daughter Poppy was born with Apert’s Syndrome, a rare and complex condition that caused her 
fingers to be fused together. For Poppy to have full use of her hands, she needed very specialized 
reconstructive surgery. Noelle connected with a surgeon in Boston who specializes in this type of surgery and 
who was confident that he could give Poppy ten working fingers.  
 
But Noelle’s health plan provider denied the request to use this specialist, citing the 
cost, and insisted that Noelle use a local surgeon. None of the experienced hand 
surgeons in Oregon felt confident that they could give Poppy ten fingers. The cycle of 
requests, denials, and appeals for Poppy’s essential surgery went on for three years, 
despite the Boston specialist waiving his fees to make the surgery less expensive. 
Noelle desperately wanted Poppy to have ten working fingers before she began 
kindergarten, and time was running out.  
 
Luckily, Noelle found legal aid, and they began to work on the next appeal together. Having an attorney step in 
to ask questions, request documents, and review processes made all the difference. Just before the appeal 
hearing, the health plan changed course and gave full permission for the surgery on the East Coast.  
 
Now Poppy is thriving with ten fully functional fingers, just in time to start school. To celebrate the one-year 
anniversary of the surgery, Noelle and Poppy threw a “birthday party” for Poppy’s hands and invited their 
legal aid lawyer to join the celebration.  

Legal aid received a call from two community partners about the same problem: a 
housing complex where the tenants were suffering because the apartments were 
unsanitary and unsafe. Legal aid met the clients at their homes, and found that there 
were 8 units in this complex that all had similar problems suggesting that the 
landlord had not kept up on repairs: extensive mold around exterior walls of most 
rooms; water damage from leaking toilets; rusted heaters and ovens; leaking fridges; 
filthy old carpets; and extensive cockroach and spider infestation. 
  
The families did not ask for help or complain to their landlord because they didn’t 
know that they had a right to live in a safe home with a basic standard of livable 
repair. They were all refugees an ethnic minority that was persecuted in their own 
country that fled to the United States for safety.  

For most of these clients, their only experience with anything like a landlord-tenant relationship was being in a 
refugee camp. Some feared that they would be attacked or killed if they complained to the landlord, and none 
felt they could afford to live anywhere else. 
 
Legal aid tried to work with the landlord. However, the landlord’s disregard for the tenants seemed deliberate 
– they did not step up and do the right thing, even when they were advised of their responsibilities.  Legal aid 
then filed suit against the landlord and reached a settlement prior to court. The families immediately got some 
relief from these unacceptable conditions.  There is still a long road ahead for them to acclimate and to feel 
safe, but positive steps have started – with legal aid’s help, their voices were heard and their rights respected.  
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ACCESS TO JUSTICE IN OREGON 
I. Introduction 
 

Legal aid provides free civil legal services to low-income and elderly Oregonians. Legal aid plays a critical role in 
providing access to justice and a level playing field for low income people statewide. Civil legal aid helps people 
protect livelihoods, health, and families: veterans denied rightfully earned benefits, women trapped in abusive 
relationships, and families facing wrongful evictions and foreclosures. 
  
Our legal system is complex, and courts can be like a maze for non-lawyers. Without lawyers, people cannot 
meaningfully access the legal system to present meritorious claims and defenses. Civil legal aid makes it easier for 
people to access information and understand their rights.  
 
Legal aid provides: 

 Free civil legal representation to low-income people 
 Brochures, court forms, and self-help materials to help people navigate the justice system 
 A website with accessible legal information available to all Oregonians 
 Legal help and representation that helps stabilize families and prevent a further a further slide into poverty.  

 
When we say the Pledge of Allegiance we close with “justice for all.” We need programs like civil legal aid to ensure 
that the very principle our founding fathers envisioned remains alive:  justice for all, not just the few who can 
afford it.  
 
Lawyers know first-hand the value and necessity of quality legal representation. Lawyers have a professional 
responsibility to help others in our community gain access to the justice system to protect their rights, their 
freedom, their homes, their livelihood, and their families. Research in Oregon shows that we now have resources 
to address only 15% of the civil legal needs of the poor. This is not good enough. It is too much of a crisis for 
lawyers not get involved. There are ways that lawyers and other civic minded Oregonians can make a difference in 
access to justice.  
 
This handout addresses several questions: 

 What are the civil legal needs of low-income Oregonians?  
 Where is legal aid located? 
 Who is eligible for legal aid? 
 How does legal aid help? 
 How is legal aid funded? 
 How can we improve access to legal aid for all Oregonians? 

  
A Brief History of Legal Aid in Oregon: Legal aid in Oregon began in 1936 in Multnomah County. It was started by 
Oregon lawyers. In 1971, at the request of Governor Tom McCall, the Oregon State Bar conducted the first 
statewide legal needs study which led to the formation of a statewide legal aid program.  

 
Oregon’s legal aid programs consist of two statewide programs, Legal Aid Services of Oregon (LASO) and the 
Oregon Law Center (OLC); and one countywide program, the Center for Non-Profit Legal Services (CNPLS) in 
Jackson County. Services are provided to low-income clients through community-based offices located in 17 
communities throughout Oregon.  
 
General facts about legal aid in Oregon 

 About 753,000 Oregonians meet the income requirements for legal aid. This number comes from the 2018 
American Community Survey and represents the most recent census data currently available. We know that 
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this number is now higher, given the current economic crisis. For example, between March 15 and August 
13, 2020 543,200 Oregonians have filed for unemployment benefits. Our unemployment rate is at 11.2%. 

 According to national standards, the minimally adequate level of staffing for legal aid is two legal aid 
lawyers for every 10,000 low-income Oregonians. Oregon is far from the targeted goal, with two legal aid 
lawyers for every 14,000 people who qualify for their help.  

 There are currently about 111 FTE legal aid lawyers in Oregon.   
 In Oregon, generally, there is one lawyer for every 340 people. 
 Legal aid lawyers make up less than 1% of Oregon State Bar.  
 Oregon’s legal aid programs balance 80 different sources of funding, and funding from most sources 

declined during the recession.   
 It is estimated that Oregon’s legal aid programs have resources to meet 15% of the legal needs of the poor.   
 In 2019, legal aid attorneys served over 39,000 clients in Oregon.  
 Legal aid helped an additional 122,000 people through advocacy on benefits and programs that affect low-

income people. 
 Legal aid stretches limited resources by providing self-help materials and through pro bono programs. 

OregonLawHelp.org, legal aid’s educational website, had more than 295,000 unique visitors. 
 About 80% of legal aid’s clients are women—most with children to support. 

 
II. What Are the Civil Legal Needs of Low-Income Oregonians? 

 
Barriers to Justice: A 2018 Study Measuring the Civil Legal Needs of Low-Income Oregonians 
 
Substantive Areas of Need 
With the support of the Oregon Department of Justice, the 2018 Civil Legal Needs 
Study was commissioned in partnership with the Oregon Law Foundation, Oregon 
State Bar, Campaign for Equal Justice, Oregon Judicial Department, Legal Aid Services 
of Oregon, and Oregon Law Center to assess the current ability of low-income 
individuals to access the civil justice system. The findings were released in February 
2019 in the Barriers to Justice report. A brief summary of the report follows: 
  
General Study Findings:  

 Problems are widespread 
 Problems are related 
 Civil legal help is needed 

 
Legal problems seriously affect the quality of life for low-income 
Oregonians. A vast majority of the low-income Oregonians surveyed 
experienced at least one legal issue in the last year. These legal problems 
most often relate to basic human needs: escaping abuse, finding adequate 
housing, maintaining income, living free from discrimination, and accessing 
healthcare. Even though their legal problems are serious, most people face 
them alone. We are still only meeting 15% of the civil legal needs of the 
poor. 
 
 
 

Study Specifics:  The legal needs survey asked a series of questions intended to reveal the kind of problems people 
experienced. Each question was designed to reveal an experience where it is likely that legal help could ease a 
problem or legal advice could clarify rights and obligations. The goal was to determine the issues that low-income 
Oregonians experienced where civil legal aid could help. 
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The report reveals the most harmful and the most common legal problems people face. The report also outlines 
the types of legal issues people have within a particular category. For example, within the housing arena, the 
report lays out the specific problems that people are having, whether it is habitability issues, or lack of affordable 
housing.  
  
Survivors of domestic violence and sexual assault (DV/SA) suffer civil legal problems at significantly higher rates 
compared to the general population. Their legal problems go beyond family law and abuse issues. They experience 
a greater rate of legal problems in nearly all of the legal subject areas in the survey. 
 

 
 
The Solution:  Increased access to legal aid is the best way to meet the legal needs of low-income Oregonians. Lack 
of funding is the biggest obstacle preventing legal aid from playing a greater role in the community’s solutions to 
systemic poverty and reaching more families when they need legal help. Oregon’s legal aid programs increase 
fairness in the justice system, empower individuals, and eliminate many of the barriers that block families living in 
poverty from gaining financial stability. Legal aid is deeply connected to the communities it serves, with established 
programs and diverse community partnerships to reach people in need. 
  
Breaking Through Barriers to Justice: According to national standards set by the American Bar Association, the 
“minimally adequate” level of staffing for legal aid is two legal aid lawyers for every 10,000 poor people. In Oregon 
we have two legal aid lawyers for every 13,000 poor people. We must recommit ourselves to the reasonable and 
necessary goal of providing “minimum access to justice.” The 2014 Oregon Taskforce on Legal Aid Funding, which 
included elected officials and leaders in the legal community, concluded that we need to double the resources for 
Oregon’s legal aid programs in order to have minimally adequate access to justice. 
 

What Can Oregon Leaders Do to Address the Civil Legal Needs of Vulnerable Oregonians?  
Take Action! 

When we say the Pledge of Allegiance, we close with “justice for all.” We need programs like civil legal aid to 
ensure that the very principle our country’s founders envisioned remains alive: justice for all, not just for those who 
can afford it. 
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The full report and underlying data can be found at: https://olf.osbar.org/lns/. If you would like a printed copy of 
the report, please let the CEJ know, and we will send you one in the mail. Also see the June 2019 OSB Bulletin for a 
great article about the study. 

 
 
 
 
 
 
 

III. Where is Legal Aid Located? 
 
Oregon’s legal aid programs 

 Legal Aid Services of Oregon (LASO) (statewide) 
 Oregon Law Center (OLC) (statewide) 
 Center for Non-Profit Legal Services (Jackson County) 

 
Location of Offices 

 
 

  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
There are legal aid offices in 17 communities in Oregon, including satellite offices (St. Helens and McMinnville), and 
these offices serve all 36 Oregon counties. 

“Every Oregonian deserves a justice system that is accessible and accountable. The legitimacy of our 
democracy depends on the premise that injustices can be addressed fairly within the bounds of the law, 
no matter who you are or where you live. Let us work together in Oregon, to ensure that justice is a 
right, not a privilege—for everyone.” Hon. Martha Walters, Chief Justice, Oregon Supreme Court  

 



Chapter 5—Access to Justice in Oregon: Serving Oregon’s Low-Income and Vulnerable Communities

 5–720th Annual Oregon Tax Institute

 
 Civil legal aid offices are located in areas based on population – many offices are along the I-5 corridor. 
 Offices are placed so that low-income Oregonians have relatively equal access to justice throughout the 

state.  
 A problem presented in this office planning/placement is that legal aid has staffing shortages and it is 

difficult for a small staff to cover the large geographic service areas that makes up much of the state.  For 
example, the Ontario service area is the size Massachusetts and Connecticut combined. With current 
funding, only three attorneys staff the Ontario office to serve clients in this region. 

 
IV. Who is Eligible for Legal Aid?  

 
As a general rule, all clients must have gross income under 125% of the federal poverty level in order to receive 
services. In some cases, clients with a higher gross income may be served if they have unusually high expenses in 
certain areas, like medical bills.  

 
2020 Federal Poverty Measures 
 

Number in 
Family 125% of Federal Poverty Level 

1 $15,950 per year 
$1,329 per month 

2 $21,550 per year 
$1,796 per month 

3 $27,150 per year 
$2,263 per month 

4 $32,750 per year 
$2,729 per month 

 
 
The federal government’s measure of poverty was developed in the 1960s and was tied directly to the costs of 
food.  It is widely accepted that this measure is not accurate, and that 125% of poverty is the income limit for many 
federal programs.  

 
Additional Poverty Facts  

 Poverty is higher for Black, Indiginous, and other People of Color in Oregon. 
 The Economic Policy Institute has a “Family Budget Calculator” that estimates what it takes for a family to 

have a modest yet adequate standard of living. The calculator takes into account the cost of housing, food, 
child care, transportation, health care, other necessities, and taxes. The calculator does not include savings 
for retirement, rainy day, or college. It is based on 2018 costs.  

o For example, in Multnomah County, the budget for 1 adult and 2 children is $7,242 a month or 
$86,900 total. 

o https://www.epi.org/resources/budget/  
 Food Insecurity Definition: the estimated percentage of individuals who have limited or uncertain access to 

adequate food. Food insecurity has profound negative impacts on the well-being and success of individuals, 
families and communities. In Oregon, 12.9% of households are food insecure. In 24 Oregon Counties the 
percentage is higher than the state average. Coos County has the highest food insecure households at 
15.6%.  

o Oregon by the Numbers – Ford Family Foundation Report / 2019 Edition.  
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 There is not a single county in OR where a full-time minimum wage worker can afford even a one-bedroom 
apartment at what the US Department of Housing and Urban Development determines to be the Fair 
Market Rent. 
 

V. How Does Legal Aid Help? 
 
Priority Setting 
The Oregon State Bar Legal Services Standards and Guidelines help ensure that Oregon has a statewide system of 
legal services centered the needs of the client community.  Oregon’s legal aid programs seek input from judges, 
lawyers, community service providers and other non-profit organizations in determining the legal needs of low-
income individuals in each particular community. Because legal aid is unable to provide services to all of those who 
seek services (or even a substantial majority), they must prioritize those areas of highest need.   
 
Efforts to Meet Critical Civil Legal Needs 
The Oregon State Bar Legal Services Program “works to ensure that the delivery of services is efficient and effective 
in providing a full spectrum of high quality legal services to low-income Oregonians.” Oregon Legal Services 
Program Standards and Guidelines, Rev. August, 2005, Section 1, Mission Statement.  The OSB Standards are based 
on national ABA Standards of legal aid programs. 
 

 Key elements of the OSB standards include:  
o “An integrated, statewide system of legal services…that eliminates barriers…caused by maintaining 

legal and physical separation between providers” 
o “Centered on the needs of the client community” 
o “Efficient and effective” by deploying limited resources in a manner that maximizes the system’s 

ability to provide representation…” 
o “Full spectrum of legal services…The broadest range of legal services required to serve the needs of 

clients.” 
o “High quality legal services” 
 

 Services are typically focused on critical civil legal needs, like food, shelter, and physical safety.  
 

2019 Case Types 
Legal aid assists low income people with a full spectrum of high priority civil legal problems. See the client stories 
on the first page for a few success stories or go to www.cej-oregon.org/success.shtml. Legal aid helped clients with 
the following types of cases in 2018: 
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 Legal aid stretches limited resources in several ways: 
o Telephone & video advice hotlines 
o Special purpose clinics 
o Pro bono recruiting and coordination 
o Self-help booklets 
o Classes to help prevent legal problems and also to help some clients to act on their own behalf in 

areas like uncontested divorce.  
o Many materials published by legal aid are located at www.oregonlawhelp.org.  

 Outreach to low-income clients, for example to Native Americans or the elderly, encourages people 
isolated by distance or circumstances to ask legal aid for help.  

 Approximately 80% of cases are “advice, counsel, brief or limited service.” This includes advising clients 
about steps and options, drafting letters, making phone calls and taking other non-litigation services.   

 
Here are a few examples of the ways in which legal aid staff work and impact the lives of low-income Oregonians:  

 
 Prevent homelessness by providing advice and representation to tenants and low-income clients who are 

impacted by foreclosures.  
o Work with housing authorities and private landlords to provide trainings for housing authorities, 

landlords and tenants impacted by changes in housing law.  
o Help resolve problems with administrative agencies and prevent a further slide into poverty.  
o Help disabled and seniors get and keep assisted housing. 
o Work with clients and government to protect government subsidized housing when private owners 

fail to comply with promises that they made to the state and federal government in exchange for 
tax subsidies used to buy or improve low-income rental units.  

 Help low-income people get and keep jobs. 
 Help remove barriers to work and housing through expungement assistance.   An “expungement action” in 

Oregon can erase non-violent misdemeanor convictions from an individual’s criminal record, thus clearing 
the path to moving forward.   

 Help low-income people get healthcare. Legal aid can help low-income clients complete simple forms that 
help guardians get health care for a child or to register a child in school. 

 Help clients write a professional letter or prepare for a productive meeting with a landlord or creditor to 
work out a payment plan or otherwise settle a potential legal dispute. 

 Guard against unscrupulous tax preparers who prey on low-income clients.  
 Legal aid has a client education website, www.OregonLawHelp.org that provides extensive information 

about the most common legal problems faced by low-income families, including protections from abuse, 
housing law, family law, and legal issues affecting seniors and people with disabilities.  The website 
provides information on how to find and apply for services at legal aid offices, and has links to court 
websites, forms, and other sources of information and assistance.   

 Legal aid provides classes, booklets, and hotlines to help low-income individuals learn about their rights and 
responsibilities under contracts and law so they can avoid or quickly resolve potential legal disputes.   

 Legal aid leverages additional civil legal services by operating many pro bono programs that support private 
attorneys donating professional services to help low-income clients on priority cases. 

 
Focus on One Subject Area:  Domestic Violence 
 

 In 2019, about 33% of legal aid’s cases were family law cases, usually helping the victims of domestic 
violence to obtain and enforce restraining orders and create a stable home environment for their children.  

 Studies have shown that having a legal aid office in a community is the single largest factor in reducing 
domestic violence.  

 The Portland Regional Office operates the Domestic Violence Project which provides training and support 
to volunteer lawyers to handle restraining order hearings.  



Chapter 5—Access to Justice in Oregon: Serving Oregon’s Low-Income and Vulnerable Communities

 5–1020th Annual Oregon Tax Institute

 How does legal aid help? 
o Representing victims who need help with family abuse prevention restraining orders, custody, child 

support, housing, or employment issues.  
o Providing advice and guidance through appointments, hotlines, training and websites. 
o Working with local, regional, and statewide community partners on issues of domestic violence. 
o Training local law enforcement representatives. 
o Advocating for increased funding to fight domestic violence and sexual assault. 
o Legal aid worked with the Judicial Department to develop interactive electronic forms that can be 

used to create pleadings to seek a restraining order against domestic violence. 
o Providing training to volunteer lawyers for help with restraining order hearings.  
o Legal aid lawyers in offices around the state serve on local domestic violence councils and task 

forces dedicated to domestic violence.  
o Legal Aid takes a comprehensive approach to addressing domestic violence, including legislative 

advocacy, working with the courts, law enforcement, and community partners.   
 

Legal Aid Pro Bono Opportunities 
Volunteer lawyers contributed more than 7,000 pro bono hours in 2019.  Some of the successful programs around 
the state include Senior Clinics, the Domestic Violence Project, Bankruptcy Clinic, Virtual Legal Aid Clinics, and 
Expungement Clinics.   

 
Pro Bono opportunities at legal aid have been carefully designed to focus on high priority areas for clients that also 
work well for volunteers from the private bar. Programs are evaluated for the efficiency in serving clients. Legal aid 
staff generally participates in screening clients, placing clients, providing and maintaining training and mentors for 
pro bono lawyers, and regularly evaluating the program. 

 
Expanding Statewide Pro Bono Opportunities. Legal aid has a statewide pro bono manager who is tasked with 
expanding statewide volunteer opportunities for Oregon lawyers.  The pro bono manager helps regional officers 
develop pro bono programs; develops systems to maximize the use of Portland metro attorneys in representing 
clients through the state; and will increase services through the use of innovative programs.   
 
Legal aid needs you! If you are interested in handling a pro bono matter (and receiving training to do so), please 
contact your local legal aid office. 
 
Statewide Strategic Planning 
Legal aid regularly engages in strategic planning. A strategic planning group completed the most recent plan in 
October 2019. The group included representatives from a broad range of interested stakeholders. They reviewed 
client demographics, community based needs assessments from across Oregon, client needs, client priorities, client 
services, case opening and case closing statistics, client communities, current staffing, current distribution of 
revenue, current placement of offices, service delivery structures used in Oregon, and emerging service delivery 
structures being studied and tested in Oregon and across the United States. Legal aid managers, attorneys, and 
staff are providing information throughout the process. The Committee will made findings about how to best 
deploy resources in a manner that maximizes the system’s ability to efficiently and effectively respond to the most 
important legal needs.  
 

VI.  How is Legal Aid Funded? 
 

Overview of Funding:  Oregon’s legal aid programs are a state, federal, and private partnership.  The three 
programs receive funding from about 80 different sources.  
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The chart below reflects the breakdown of funding from 2019.   
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
What follows here is a more detailed description of the major sources of funding. Total available revenue for 
Oregon’s legal aid programs is about $16.8 million annually.  
 
Details on Sources of Funding:  

 State Funding:  
o Filing Fee/Statutory Allocation/Pass-through Funding:  Beginning in 1977, a portion of legal aid’s 

funding came from state court filing fees. Oregon was the second state in the nation to provide 
funding for legal aid through state court fees, and 32 states have followed suit. In 1996, at the 
urging of then Senator Neil Bryant, the legislature adopted ORS 9.572, which created the Oregon 
State Bar Legal Services Program (OSB LSP) to ensure independent government standards, 
guidelines, evaluation, oversight, and enforcement for the nonprofit corporations providing legal 
aid. The legislation required the OSB to manage the funds, develop Standards and Guidelines for 
providers, and create a LSP Committee to provide ongoing oversight and evaluation to ensure 
compliance with the Standards and Guidelines and to further the program’s goals. 
 
In 2011, following the work of the Joint Justice Revenues Committee, the structure changed. 
Instead of receiving funding from a fee added to certain court filings, which were adjusted 
periodically with overall funding increasing as filings increased, legal aid began to receive a 
statutory allocation of $11.9 million per biennium — or $5.95 million annually — from the general 
fund.  The allocation was not increased between 2011 and 2019. 
 
In 2019, the structure for state legal aid funding changed again. Legal aid’s funding will now be 
distributed via pass-through funding through the Oregon Judicial Department budget. Funding for 
the 2019-21 biennium is $12,257,000, an increase of about 3% over the amount designated in 2011.  
 

o General fund: Legal aid also periodically receives additional funds from legislative general fund 
appropriations.  
 

 Federal funding:  Funding for legal aid through the Legal Services Corporation (LSC), which provides federal 
funding for legal aid, has varied from year to year since it began in 1976. The future of federal funding 
remains uncertain. The White House 2020 budget proposed to eliminate funding for the LSC. Congress is 
ultimately responsible for approving a federal budget. Thanks to strong bipartisan support, Congress 
allocated $440 million for LSC for FY 2020, an increase of $25 million the previous year, and the highest 
funding level since 2010. While the past three years have seen calls from the White House to eliminate 
federal funding for legal aid, there is reason to be hopeful. Here in Oregon, legal aid has a long history of 
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strong bipartisan support in the state legislature and among our federal representatives. In Oregon, we 
believe in justice for all, not just for those who can afford it. 
 

 IOLTA/Oregon Law Foundation (OLF): In 1989, the Interest on Lawyer Trust Account (IOLTA) program in 
Oregon became mandatory. A lawyer must hold all client property, including client monies, in a trust account.   
In cases where the clients’ deposits are large enough and/or held for a significant period of time, the interest 
on the account is returned to the client. When the deposit(s) for an individual client are too small in amount 
or held for too short of a time to earn interest net of bank charges or fees, these funds are placed in a pooled 
interest-bearing trust account. The interest on pooled trust accounts is sent to the Oregon Law Foundation 
and distributed to law-related public interest programs, with legal aid as a “tier A” recipient that receives 
about 75% of the available funding. When interest rates were at record lows during the 2008 recession, 
IOLTA revenues plummeted— from a high of $3.6 million to $750,000 in 2015. In recent years, interest rates 
began to edge up, only to fall again during the current economic crisis. With the support of Leadership Banks 
that pay higher-than-market rates on IOLTA accounts, the OLF was able to distribute nearly $1.9 million in 
grants in 2020.  The majority of IOLTA revenue goes to support legal aid programs; a smaller portion goes to 
support other law related non-profits. The Oregon Law Foundation works with the Campaign for Equal Justice 
(CEJ) to get the word out to lawyers about the importance of banking at a leadership bank. CEJ includes 
information about leadership banks in its events around the state, includes information in its Call to Action, 
and celebrates leadership banks at its Annual Awards Luncheon. 
  

 Campaign for Equal Justice (CEJ) Annual Fund:  Since 1991, the Campaign has helped raise more than $30 
million in unrestricted funds for legal aid through an annual fundraising campaign focused on Oregon 
attorneys. Funding has increased over the years, and with the assistance of Meyer Memorial Trust both in 
1991 and again in 2005, the Campaign has grown to over $1 million annually. In 2019, the CEJ raised $1.8 
million dollars. The CEJ also manages an endowment fund, which has surpassed one million dollars, which 
means that the Campaign is able to add one more source of stable funding for legal aid. CEJ holds events 
around the state, and also works on increasing state and federal funding for legal aid, and additional private 
support. CEJ assists legal aid with communications about civil legal services for the poor.  
 

 Foundation Support/State and Federal Grants: Legal aid receives grants from the state and federal 
governments and many private foundations. Grant funding is typically short term, between one to three 
years, so additional funding must always be sought to continue positions and projects created with grant 
funding.    

o Two examples of funding received: 
 The City of Portland has funded LASO to address the legal needs of tenants who are facing 

potential involuntary displacement from their homes and communities. The funding has 
enabled LASO to hire one FTE staff attorney and one bilingual and bicultural 
intake/outreach staff to work solely on this Anti-Displacement Project (ADP).  Through this 
project, LASO represents the Portland communities impacted most by the current housing 
crisis (i.e. communities of color and other vulnerable populations) through direct 
representation of tenants at risk of involuntary displacement.   

 In 2017, the Albany office began work on a medical-legal partnership between the Albany 
office and Samaritan Health Services. Through this project, staff attorneys accept referrals 
from a medical clinic in Sweet Home of patients who need legal assistance. We are currently 
expanding the project to Lincoln County. These projects have been in operation in other 
states and were started in recognition of the fact that legal problems often have a 
significant impact on health conditions. 

 
 Other Funding 

o Abandoned Property — IOLTA funds.  In 2009, the Oregon legislature directed abandoned client 
funds in lawyer trust accounts to the OSB LSP for distribution to legal aid programs. ORS 98.386(2). 
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The statute went into effect in 2010. Previously the funds were directed to the Department of State 
Lands.  
 

o Pro Hac Vice Fees. Out-of-state lawyers who are not licensed to practice law in Oregon may appear in 
Oregon courts subject to certain rules.  ORS 9.572.  By statute, the fee for such appearances goes to 
the OSB LSP to fund legal aid. Pursuant to UTCR 3.170(6), the fee is $500. The fees result in about 
$250,750 annually for legal aid. 
 

o Cy Pres. “Cy Pres” means next best or nearest – when a member of the group in a class action cannot 
be found at the end of the settlement to receive their portion of the award, the amount that is 
unclaimed is given to a nonprofit or organization that helps people that are similar to those in the 
class, as near as the court can determine.  
 
In 2015 the Oregon legislature passed a cy pres bill, requiring that 50% of residual class action funds 
be used to support legal aid. These Unclaimed funds will go to the Oregon State Bar Legal Services 
Program in trust for legal aid. The other 50% of unclaimed funds will go to organizations directly 
related to the case at hand or an organization beneficial to the interests of those who filed the 
lawsuit. 
 
In 2019 legal aid received a large cy pres award resulting from a settlement in a consumer protection 
suit (Scharfstein vs BP West Coast Products). Through this settlement, legal aid will receive 
approximately $36 million dollars, half in 2019 and the other half in 2020. The funds from this 
settlement will help improve the lives of low-income and vulnerable Oregonians across the state. 
Strategic and financial planning for these funds was completed in December 2019. 
 
This award is not an adequate replacement for ongoing, stable funding. To put things in perspective, 
last year, the combined budgets of the three legal aid programs was $17.3 million dollars. So, this 
award is roughly the equivalent of two years of funding – which only meets 15% of the need for legal 
aid. 
 
Outside of this uniquely large settlement, annual cy pres funding for the previous three years 
averaged less than $24,000 a year. 
 
As word of this exciting news spreads, we want to make sure that legal aid donors, volunteers, 
community partners, legislators, and others know that they are just as important now as ever. If we 
are to make progress toward the goal of getting legal aid to an annual budget of $30 million – as set 
out by the 2014 Civil Legal Aid Funding Taskforce – we need to double down on ALL of legal aid’s 
sources of funding. 
 

o Campaign for Equal Justice Endowment Fund.  In 2002, the CEJ, the OSB, and the OLF launched the 
Oregon Access to Justice Endowment Fund to support the future of legal aid. The Oregon Access to 
Justice Endowment fund was merged with the Campaign for Equal Justice in 2007 in order to save on 
administrative costs and is now called the “Campaign for Equal Justice Endowment Fund.” As of 
August 2020, the Campaign had about $1,482,000 in its endowment, with an estimated $2.4 million in 
legacy pledges. Endowment funds are held by the Oregon Community Foundation. The Campaign for 
Equal Justice began to make annual distributions from the earnings on endowment funds in 2018, 
once the fund surpassed $1 million.   

 
The Task Force on Legal Aid Funding 
In 2014, Task Force on Legal Aid funding brought together Oregon lawyers, the courts, bar associations, legislators 
and other elected officials, and foundations to address the legal aid funding crisis.  In order to have a minimally 
adequately funded legal aid program, the Task Force on Legal Aid Funding found that funding needs to double, 
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from $15 million to $30 million annually. The Task Force adopted its Final Report in June 2014, which includes a 
series of short term and long-term goals to increase funding. It is clear that funding must come from a number of 
different sources in order to reach even minimally adequate funding levels. The Task Force concluded:  

 
Oregon must recommit itself to the reasonable and necessary goal of providing “minimum access” to 
justice. The amount of revenue must be significantly increased and the sources of revenue broadened in 
order to provide the minimum acceptable level of access to justice for low-income people.  More revenue 
must come from sources that remain consistent during times of economic downturn when the largest 
number of clients will be the most desperate for service. There must be sufficient stable revenue to provide 
at least two legal aid lawyers per ten thousand low-income clients in order to achieve the goal of minimally 
adequate access to justice in Oregon. 

 
Bar Involvement in Legal Aid 
 HOD Resolution—attached 
 A Call to Action—attached  
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Oregon State Bar 
House of Delegates Resolution 

Resolution in Support of Adequate Funding for Legal Services to Low-Income Oregonians 
Passed November 1, 2019 

 
Whereas, providing equal access to justice and high quality legal representation to all Oregonians is central to the mission of the 
Oregon State Bar;  
 
Whereas, equal access to justice plays an important role in the perception of fairness of the justice system; 
 
Whereas, programs providing civil legal services to low-income Oregonians is a fundamental component of the Bar’s effort to 
provide such access; 
 
Whereas, since 1998, pursuant to ORS 9.572, the Oregon State Bar has operated the Legal Services Program to manage and provide 
oversight of funds allocated by the State of Oregon for legal aid. This is done in accordance with the Bar’s Standards and Guidelines, 
which incorporate national standards for operating a statewide legal aid program;  
 
Whereas, Oregon’s legal aid program do not have sufficient resources to meet the civil legal needs of Oregon’s poor; 
 
Whereas, Oregon currently has 2 legal aid lawyers for every 14,400 low-income Oregonians, but the national standards for a 
minimally adequately funded legal aid program is 2 legal aid lawyers for every 10,000 low-income Oregonians;  
 
Whereas, assistance from the Oregon State Bar and the legal community is critical to maintaining and developing resources that will 
provide low-income Oregonians meaningful access to the justice system. 
 
Resolved, that the Oregon State Bar;  
(1) Strengthen its commitment and ongoing efforts to improve the availability of a full range of legal services to all citizens of our 
state, through the development and maintenance of adequate support and funding for Oregon’s legal aid programs and through 
support for the Campaign for Equal Justice.  
 
(2) Request that Congress and the President of the United States make a genuine commitment to equal justice by adequately 
funding the Legal Services Corporation, which provides federal support for legal aid.  
 
(3) Work with Oregon’s legal aid programs and the Campaign for Equal Justice to preserve and increase state funding for legal aid 
and explore other sources of new funding. 
 
(4) Actively participate in the efforts of the Campaign for Equal Justice to increase contributions by the Oregon legal community, by 
establishing goals of a 100% participation rate by members of the House of Delegates, 75% of Oregon State Bar Sections 
contributing, and a 50% contribution rate by all lawyers. 
 
(5) Support the Oregon Law Foundation and its efforts to increase resources through the interest on Lawyers Trust 
Accounts (IOLTA) program, and encourage Oregon lawyers to bank with financial institutions that are OLF Leadership Banks, 
meaning that pay the highest IOLTA rates. 
 
(6) Support the Campaign for Equal Justice in efforts to educate lawyers and the community about the legal needs of the poor, legal 
services delivery and access to justice for low-income and vulnerable Oregonians.  
 
(7) Encourage Oregon lawyers to support civil legal services programs through enhanced pro bono work. 
 
(8) Support the fundraising efforts of those nonprofit organizations that provide civil legal services to low-income Oregonians that do 
not receive funding from the Campaign for Equal Justice. 
Presenters: 

 
Vanessa Nordyke, OSB#084339 
House of Delegates, Region 6 
OSB Past President 2018 

 
Ed Harnden, OSB#721129 
House of Delegates, Region 5 
OSB Past President 2001 

 
Ross Williamson, OSB#014548 
House of Delegates, Region 2  
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Background 
 

The mission of the Oregon State Bar is to serve justice by promoting respect for the rule of law, by improving 
the quality of legal services and by increasing access to justice. One of the three main functions of the bar is to 
‘advance a fair, inclusive, and accessible justice system.  
 
The Board of Governors and the House of Delegates have adopted a series of resolutions supporting adequate 
funding for civil legal services in Oregon (Delegate Resolutions in 1996, 1997, 2002, 2005–2018). This 
resolution is similar to the resolution passed in 2018, but provides updates on the ratio of legal aid lawyers to 
Oregonians eligible for legal aid services.   
 
The legal services organizations in Oregon were established by the state and local bar associations to increase 
access for low-income clients. The majority of the boards of the legal aid programs are appointed by state and 
local bar associations. The Oregon State Bar operates the Legal Services Program pursuant to ORS 9.572 to 
distributes the state statutory allocation for civil legal services and provide methods for evaluating the legal 
services programs. The Campaign for Equal Justice works collaboratively with the Oregon Law Foundation and 
the Oregon State Bar to support Oregon’s legal aid programs. The Bar and the Oregon Law Foundation each 
appoint a member to serve on the board of the Campaign for Equal Justice. 
 
Oregon’s legal aid program consists of three separate non-profits that work together as part of an integrated 
service delivery system designed to provide high priority free civil legal services to low-income Oregonians in 
all 36 Oregon counties through offices in 17 communities. There are two statewide programs, Legal Aid 
Services of Oregon (LASO) and the Oregon Law Center (OLC); and one county wide program, the Center for 
Non-Profit Legal Services (Jackson County). Because the need is great and resources are limited, legal aid 
offices address high priority civil legal issues such as safety from domestic violence, housing, consumer law, 
income maintenance (social security, unemployment insurance, and other self-sufficiency benefits), health, 
employment and individual rights. About 33% of legal aid’s cases are family law cases, usually helping victims 
of domestic violence. All of these programs work to stretch limited resources through pro bono programs and 
self-help materials. Legal aid’s website, www.oregonlawhelp.com receives about 285,000 unique visitors a 
year. 
 
Providing access to justice and high quality legal representation to all Oregonians is a central and important 
mission of the Oregon State Bar. The 2018 Barriers to Justice, Civil Legal Needs Study found that we are 
meeting only 15% of the civil legal needs of low-income Oregonians (https://olf.osbar.org/lns/). The 2014 Task 
Force on Legal Aid Funding, which included representatives of the Bar, the Law Foundation, the judiciary, the 
legislature and private practice concluded that legal aid funding should be doubled over the next 10 years.  
Because funding for legal aid is a state, federal and private partnership, with about 80 different sources of 
funding, increases in funding must be made across the board to address barriers to justice.    
 
Currently, around 20% of lawyers contribute to the Campaign for Equal Justice, but in some Oregon regions 
(Jackson County and Lane County, for example), participation is as high as 40%.   
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 through one of legal aid’s 
many volunteer lawyer projects and clinics, 
or help the Campaign for Equal Justice raise 
money for legal aid. 

 Let state, federal and 
private funders know that access to justice is 
important. 

 how legal aid services are 
delivered in your community so that you can 
make appropriate referrals for low-income 
clients. 

 your IOLTA accounts to a financial 
institution that is an Oregon Law Foundation 
Leadership Bank or Credit Union. If all 
lawyers took this step, funding for legal aid 
could increase by as much as $1 million—
enough to fund two small rural legal aid 
offices. Contact the OLF at 
www.oregonlawfoundation.org. 

 Ask your bar group to take 
action to support statewide legal aid 
programs in Oregon. Contact the CEJ for 
ideas. 

 to the Campaign for Equal Justice. The 
best way to increase access is to create more 
legal aid staff attorney positions. 

 your IOLTA account for 
abandoned client funds. The funds are paid to 
the Oregon State Bar for appropriation to legal 
aid through the Oregon State Bar’s Legal 
Services Program. 

 Support legal aid when you shop at 
Fred Meyer by linking your rewards card to CEJ 
(www.fredmeyer.com) and when you shop at 
Amazon through Smile.Amazon.Com. It costs 
you nothing, but supports legal aid. 

 Talk about the importance of 
access to justice. Let people know—civil legal 
aid is there for those who need help. Host a 
Campaign for Equal Justice CLE for one hour of 
Access to Justice credit for attorneys. 

 Take simple steps to endow your 
annual gift to the Campaign’s endowment fund. 
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Barriers to Justice
A 2018 STUDY MEASURING THE CIVIL LEGAL NEEDS  

OF LOW-INCOME OREGONIANS
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Legal Problems are Widespread

of survey participants live in a 
household that experienced a legal 
problem in the previous 12 months.

Legal Problems Multiply

legal problems were experienced by the 
typical low-income household in Oregon in 
the last 12 months.

The Need for Legal Aid Outpaces Resources

of people with a legal problem did  
not receive legal help of any kind.

This report is based on a survey conducted in partnership with the Portland State University (PSU) Survey Research Lab. There 
were 1,017 survey participants from a statewide, address-based sample of 15,000 residents of high-poverty census blocks distributed 
according to Oregon’s population. Participants were initially contacted by mail and completed the survey by mail, phone, or 
internet. The paper survey was only available in English. The web and phone surveys were conducted in both English and Spanish. 
PSU collected surveys during the winter of 2017-2018. To participate in the survey, participants had to have a household income 
at or below 125% of the federal poverty line. This is the same household income limit used to determine eligibility for legal aid 
in Oregon. The demographic characteristics of survey participants were analyzed (race, age, gender, etc.). The data collected was 
sufficient to allow for analysis of civil legal needs specific to individual groups. Additionally, researchers conducted door-to-door, 
in-person surveying in areas of known farmworker concentration, collecting 111 migrant farmworker responses. These were analyzed 
separately from the rest of the survey. For more information or to view the full statistical report from PSU go to: olf.osbar.org/LNS

Date of Publication: February 2019

Methodology 

Restraining OrderUnfair Eviction

Child Custody
Fraud

Denial of Benefits

75%

5.4

84%
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Letter from Chief Justice Martha Walters
Every day in communities around our state, low-income Oregonians seek help from their local 
legal aid office. These potential clients might include a tenant facing eviction, a single mother 
needing to file a domestic violence protective order, or a senior citizen who cannot access his 
food stamps. Legal aid offices take as many cases as they can, but limited resources mean they 
must turn away most who seek help. This report summarizes the most recent findings about 
the unmet civil legal needs of low-income people in Oregon.

This is not the first time Oregon has assessed the civil legal needs of its low-income communities. 
The 2000 Civil Legal Needs Study was the first evaluation of the unmet civil legal needs of low-
income people in Oregon since the 1970s. The 2000 study found that there was a high need 
for civil legal services for people with low and moderate incomes, and that the existing legal 
services delivery network was not adequately meeting that need. The 2000 study strengthened 
and spurred ongoing efforts to increase resources to address the critical legal needs of Oregon’s 
most vulnerable citizens.

With the support of the Oregon Department of Justice, the 2018 Civil Legal Needs Study was 
commissioned by the Oregon Law Foundation, Oregon State Bar, Oregon Judicial Department, 
Campaign for Equal Justice, Legal Aid Services of Oregon, and the Oregon Law Center to assess 
the current ability of low-income individuals to access the civil justice system. The researchers 
endeavored to gather reliable and useful data to help policy makers, legislators, agencies, 
funders, and legal aid service providers inform their investment and service decisions. This 
report summarizes and highlights the key findings of the study.

The study findings are stark. Legal problems are widespread, and the impact they have on the 
lives of low-income individuals can be life altering. People of color, single parents, domestic 
violence and sexual assault survivors, people with disabilities, those with prior juvenile or 
criminal records, and youth experience civil legal emergencies at a higher rate than the general 
public. This report is both an assessment and a call to action. Despite concerted efforts over 
the past two decades, our state’s civil justice system is not meeting the needs of Oregon’s poor. 
When these needs go unmet, the health, safety, and resiliency of individuals, families, and entire 
communities are impacted.

We can and must do better.

Our justice system must help every Oregonian know what their rights are and 
understand where to find legal help.

Our justice system must help achieve justice for Oregon’s low-income communities 
by addressing ongoing and large-scale injustices such as racial discrimination and 
the cumulative effects of poverty over time.

Every Oregonian deserves a justice system that is accessible and accountable. The legitimacy of 
our democracy depends on the premise that injustices can be addressed fairly within the bounds 
of the law, no matter who you are or where you live. Let us work together in Oregon, to ensure 
that justice is a right, not a privilege—for everyone.

        

     Chief Justice, Oregon Supreme Court

Why Do We 
Need a Legal 
Needs Study?
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What is It?
Civil legal aid in Oregon ensures fairness for all in the justice system, regardless of how much 
money a person has. Legal aid provides essential services to low-income and vulnerable 
Oregonians who are faced with legal emergencies.

Civil legal aid connects Oregonians with a range of services—including legal assistance and 
representation; free legal clinics and pro bono assistance; and access to web-based information 
and forms—that help guide them through complicated legal proceedings. In doing so, civil 
legal aid helps Oregonians protect their livelihoods, their health and safety, and their families. 
Legal aid helps people know and defend their rights.

Civil legal aid helps Oregonians of all backgrounds to effectively navigate the justice system, 
including those who face the toughest legal challenges: children, veterans, seniors, persons with 
disabilities, and victims of domestic violence.

Who Does it Help? 
Approximately one in five Oregonians (807,000 people) has a household income below 125% 
of the poverty level. For a family of four, 125% of the 2018 Federal Poverty Level was $31,375 
per year. Low-income households struggle to afford even basic living expenses of food, shelter, 
and clothing. Poverty is pervasive in both urban and rural communities. People of color, single 
women with children, persons with disabilities, and those who have not obtained a high school 
diploma are overrepresented in the poverty population. 

Civil Legal Aid

Legal problems are widespread and seriously affect the quality of life for low-income Oregonians. 
A vast majority of the low-income Oregonians surveyed experienced at least one legal issue in 
the last year. These legal problems most often relate to basic human needs: escaping abuse, 
finding adequate housing, maintaining income, living free from discrimination, and accessing 
healthcare. Even though their legal problems are serious, most people face them alone.

Problems are Widespread
The legal needs survey asked a series of questions in 18 categories intended to reveal the kind of 
problems people experienced in the previous year. Each question was designed to reveal an experience 
where it is likely that either legal help could ease a problem or legal advice could clarify rights and 

obligations. The goal was to determine the issues 
that low-income Oregonians experienced where 
civil legal aid could help. In this report, a yes to 
one of the issue-specific questions represents a 
civil legal problem.

Problems are Related
Low-income Oregonians rarely experience civil legal problems in isolation, with 61% of 
households experiencing more than one problem in the prior year. Loss of a job can lead to loss 

of a home, and experiencing a sexual assault or 
domestic violence can lead to a torrent of civil 
legal problems. One-quarter of those surveyed 
experienced eight or more problems in the  
last year. 

General Study 
Findings

The average low-income household experienced 5.4 
civil legal problems over the last year.

75% of study participants reported experiencing 
at least one civil legal problem in the preceding  
12 months. 
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The Most 
Harmful and 
Most Common 
Problem Areas

Civil Legal Problems Affect People’s Lives
Many of the legal problems that low-income Oregonians face relate to essential life needs: 
maintaining housing, protecting children, or managing a health issue. For low-income 
Oregonians, these are not legal issues. Rather, they are critical life issues. What is certain is that 
poverty absolutely has an effect on the legal problems people face, as well as how those individuals 
experience the justice system.

Percent of participants who 
experienced a civil legal problem 
in a given subject area, and who 
rated the effects of that civil 
legal problem as either very or 
extremely negative.

Most Harmful 
Issues

0 10 20 30 40 50 60 70

Immigration       70

Aging/Disability     65.8

Veteran Status     63

Employment      62.3

Legal System Barriers  59.1

Homelessness     58.1

Government Benefits/Assistance  57.3

Rental Housing    57.1

Family, Relationships, Abuse  56.1

Discrimination     54.8

Crime/Policing   51.8

Healthcare    48.7

Credit/Debt/Fraud  45.9

Homeownership/Mortgage 45.5

Education    44.2

In order to determine which 
legal problems had the greatest 
direct impact on people’s lives, 
participants were asked to rate 
how negatively an issue in a 
specific legal category affected 
them or their household. A 
five-level scale was used: not at 
all, slightly, moderately, very, or 
extremely negatively.

Most Common 
Problems

0 10 20 30 40 50

Percent of households that 
experienced at least one issue in a 
problem area in the last year.

Credit/Debt/Fraud      49.4

Healthcare  37.9

Rental Housing  35.7

Discrimination  31.2

Government Benefits/Assistance   27.6

Crime/Policing  23.8

Family/Relationships/Abuse 22.7

Employment 21.6

Aging/Disability   11.5

84% of people with a civil legal 
problem did not receive legal help 
of any kind.

Civil Legal Help is Needed
The U.S. Constitution guarantees the right to legal representation in 
criminal cases. This right does not extend to people with civil legal 
problems. This leaves the majority of low-income Oregonians to face 
their legal problems alone, without the help of a lawyer, regardless of 
how complicated or serious the case is.
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At the time of this legal needs study, Oregon experienced a housing and homelessness crisis. The 
fact that this study occurred in the middle of the housing crisis gives us the chance to see the 
housing-related problems people continue to experience in connection with the crisis. The study 
shows that in Oregon, many struggle to find affordable housing, many struggle to continue to 
afford the housing they are in, and nearly 1 in 10 households has experienced homelessness in 
the last 12 months. For low-income Oregonians, obtaining and maintaining affordable housing 
is a serious issue no matter what kind of housing is involved.

Rental Housing
The study showed that 65% of all participants were renters. Within that category, 81% of African 
Americans were renters, and 71% of single parents were renters. The two most common rental 

housing issues are related to the unaffordability of housing: 26% of 
participants had trouble finding an affordable place to live and 21% 
reported that they could not afford a rent increase.

Habitability issues were common, with 18.1% of participants reporting problems related to 
their landlord failing to keep their home in a decent, safe, or clean condition. This includes 

problems with mold or vermin; proper 
roof, windows, and structure; and working 
heat and water. 13.4% reported threats of  
eviction and 12.1% reported that their 
landlords acted aggressively. Aggressive action 
by a landlord includes entering without notice, 
turning off utilities, locking out tenants, 
harming a tenant’s property, or threatening 
any of these actions.

Homelessness
A staggering 10% of those who completed the 
survey reported that someone in their household 
had been homeless in the previous 12 months. 
That percentage bears even more weight 
considering that the survey was mailed to those 
currently residing at a physical address. These  
are individuals who lost their housing and 
regained it. Those who lost their housing 
and were unable to find new housing remain 
uncounted by this survey. Additionally, those 
experiencing long-term, chronic homelessness 
were not counted by this survey’s methodology. 
The fact that so many experienced intermittent 
homelessness speaks to the depth of the 
housing crisis in Oregon.

Three subgroups stand out as disparately 
affected by homelessness. First, survivors of 
domestic violence and sexual assault were 6.2 
times more likely to be in a household affected 

Below we highlight some, but not all, of the most critical issues reported in the study. These 
are issues that are top priorities for legal aid, given the frequency that they occur and the 
severity of the impact these types of legal problems have on people’s lives.

Housing and 
Homelessness

53% of renters experienced at least 
one housing-related issue. 

Most Highly 
Reported Rental 
Housing Problems 

Couldn’t find an affordable place

Couldn’t afford rent increase

Habitability issues

Threatened with eviction

Landlord aggression/ 
violated tenant rights 12.1

0 10 20 30

Most Common 
Civil Legal 
Problems Reported 
by Homeless 
Individuals 

Stopped by police because homeless

Issues with ID

Issues with Social Services

Denied shelter because of pets, 
family, or gender identification

Exclusion from public transport

22.7

16.5

15.5

0 10 205 15 25

13.4

Percent of households that 
rent that experienced each 
rental housing problem.

Percent of households that 
reported having someone who 
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Survivors of domestic violence and sexual assault (DV/SA) suffer civil legal problems at 
significantly higher rates compared to the general population. Their legal problems go beyond 
family law and abuse issues. They experience a greater rate of legal problems in nearly all of 
the legal subject areas in the survey: rental housing, homelessness, financial, age and disability, 
veterans’, tribal, employment, farm work, education, government assistance, policing, healthcare, 
and discrimination. Violence is pervasive, causing ripples that disrupt housing, jobs, and 
children’s educations.

Just under 10% of survey participants reported suffering DV/SA in the previous 12 months. 
African Americans experienced DV/SA at 2.2 times and single parents experienced DV/SA at 
2.4 times the rate of those not in these groups. 

Family law problems were ranked highly in both severity and frequency by survey participants. 
Problems related to safety and financial stability were the most critical family law issues. DV/SA 
at the hands of a family member or partner was the most highly-reported issue, and difficulty 

collecting child support was the second-most 
reported family law problem. Single parents 
and people of color disproportionately 
experience family law problems; single parents 
who were surveyed were 2.8 times more likely 
to have a family law problem, and African 
Americans were 1.5 times more likely to have 
a family law problem. 

Domestic 
Violence and 
Sexual Assault

Family

by homelessness than the rest of the population. Second, those with 
criminal and juvenile records were 4.4 times more likely to be in a 
household affected by homelessness than the rest of the population. 
Third, single parents were over 2.5 times more likely to be in a household 
affected by homelessness than the rest of the population.

Although homelessness is often considered an urban problem, households in the most rural 
counties reported being affected by homelessness at a rate more than 3 times higher than that 
reported in the most urban counties.

10% of survey participants reported 
a household member had been 
homeless in the last 12 months.

Violence
AbuseViolence

Job LossAbuse
ViolenceJob Loss

Abuse

ViolenceAbuse
Job Loss
Homelessness

Households with DV/SA survivors were:

6.2 times more likely to experience the effects of homelessness
3.7 times more likely to have an education-related issue
3.0 times more likely to have an employment issue
2.1 times more likely to have a rental  

housing problem

Most Highly 
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Law Problems 
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or partner

Problems collecting child support

Filed for divorce or legal separation 5.8
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Oregon’s community of people with disabilities disproportionately experiences legal problems 
and is disproportionately low income. Over 44% of the households surveyed included someone 
with a disability. The survey also highlighted the intersectionality of race and disability, with 
Native Americans and Asian Pacific Islander participants being 1.9 times more likely to be 

affected by aging and disability-related legal 
problems. Single parents were 1.7 times more 
likely to have an issue in this area.

7

As the survey was being conducted, US immigration policy was undergoing significant changes, 
with an impact on thousands of Oregonians. The immigration section of the survey was designed 
to determine the need for formal immigration help and the need for legal information to reduce 
fear experienced by foreign-born individuals. 

Although only 4% of all survey participants directly experienced an immigration-related legal 
issue, immigration problems were the most harmful of any legal problem to participants’ lives. 
13% of households had at least one person born outside of the US, and immigration legal issues 
were common in these households. For foreign-born households, immigration legal problems 

were as common as rental housing problems 
were to the overall low-income population. It is 
also worth noting that there is a likelihood that 
under-reporting may be taking place as a result 
of fear of being identified as an immigrant. 

Immigration

Aging & 
Disability

Employment For 62.3% of survey participants with an employment issue, the problem was very or extremely 
likely to negatively affect their life. Parenthood and involvement with the criminal justice system 
increased the likelihood that a survey participant would have an employment legal problem. The 
more children a participant had, the more likely they were to have an employment law problem. 

Single parents were 1.4 times more likely to 
have an issue with employment. People with 
criminal or juvenile records were 1.5 times 
more likely to have an issue. Frequency of 
employment issues was also a problem, as 9% 
of survey participants reported more than one 
employment issue.

Most Highly 
Reported 
Employment Law 
Problems 

Most Highly 
Reported Aging 
and Disability-
Related Legal 
Problems 

Percent of participating 
households that experienced 
each employment problem.

Percent of households that 
reported having someone 
over 65 or having someone 
with a disability that 
experienced each aging or 
disability-related problem.

12.8% of foreign-born households feared participating 
in the activities of daily life—work, shopping, school, 
seeking medical help—because of Immigration and 
Customs Enforcement.

Employer denied wages, overtime,  
or benefits

Exposed to unsafe or unhealthy 
work environment

Unfairly terminated

Grievance inadequately handled

Sexually harassed or unfair 
or intimidating treatment

6.5

5.6

5.4

5.2

4.5
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Disability benefits denied, 
reduced, or terminated 12.6

Elder or disabled person abuse

Benefits mishandled  
by a guardian

Denied accommodation 
in government services

Denied accommodation 
in public establishment

Living in long-term care 
facility but prefer home

4.7

1.9
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Where You 
Live Makes a 
Difference 

To highlight geographic differences, responses were categorized and compared based on the 
urbanization of the county they came from. Problems with rental housing and discrimination 
become more prevalent the more urban a county is. Homelessness strongly increased in  
prevalence as counties became more rural.

One in three foreign-born study participants 
had at least one immigration legal problem in 
their household.

50% of foreign-born/Latinx and foreign-born/ 
Spanish-speaking participants had at least one 
immigration legal problem in their household.

Four in five households with a foreign-born 
individual of African descent (from anywhere 
in the world) had at least one immigration legal 
problem in their household.

25.6% of foreign-born households needed help 
improving their immigration status: DACA, 
visa/citizenship, refugee status, etc.

Most Highly 
Reported 
Immigration Law 
Problems
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The survey asked participants if they experienced discrimination in the prior 12 months and 
where and how that discrimination was experienced. 

Although the type of discrimination asked about extended far beyond race and ethnicity, racial 
and ethnic minorities reported significantly more discrimination:

Thirty percent of all survey participants experienced at least one form of discrimination.  
Forty percent of Latinx individuals, 48% of Native Americans, and 51% of African Americans  
experienced discrimination. People with particular backgrounds also experience discrimination 
at elevated rates, including 38% of single parents and 51% of people with a criminal or  
juvenile record.

Systemic Discrimination
African Americans
Oregon’s low-income racial and ethnic minorities disparately experience legal problems. The 
survey shows that in every legal area except one, African Americans experience higher rates of 
civil legal issues than non-African Americans. Additionally, African Americans reported stronger 
negative effects than non-African Americans from the civil legal problems stemming from rental 
housing, tribal membership, education, policing, discrimination, and family and abuse. 

Homeownership was the only area where African 
Americans suffered legal problems at a lower 
rate than the general population. Explanations 
for this may include systemic racism and the 
historic prevention of homeownership by 
people of color in Oregon. Only 5.9% of African-
American participants and 15.7% of Latinx 
participants own homes, compared to 24% of  
all participants. 

Native Americans
Similar to African Americans, Native Americans experience many more civil legal problems. In 
14 of the 17 categories surveyed, Native Americans experience problems at higher rates than 
non-Native Americans. Native Americans also experience more negative effects from problems 
connected to rental housing, aging and disability, health care, and family and abuse. 

Discrimination

Most Highly 
Reported Reasons 
and Places for 
Discrimination

Credit history

Race

Age

Gender

Criminal or juvenile record

Disability or use of 
a service animal

Language (written 
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Latinx
Latinx participants did not experience issues 
as disparately as African Americans and 
Native Americans, but did experience higher 
rates of civil legal issues than non-Latinx 
individuals in 9 of 17 categories. With only 
59% reporting a primary language of English, 
language can present a significant issue for 
Latinx individuals trying to find solutions in 
a legal system that operates in English. 53% 
of Latinx participants reported being foreign 
born, and of those who were foreign born, 
48% reported an immigration issue in their 
household. Issues related to rental housing, 
healthcare, immigration, and discrimination 
had stronger negative effects for Latinx people.

Asian American
Asian American participants experienced legal 
problems at lower rates across most issue areas. 
Asian Americans did have some issue areas that 
stood out, including homeownership, veterans’ 
issues, and immigration issues. However, the 
most significant barrier to justice was not 
speaking English. Only 59% of low-income 
Asian Americans reported English as their 
primary language.

The Farmworker 
Experience 

Most Common 
Civil Legal Problems 
Reported by 
Farmworkers

Native Americans were:

2.7 times more likely to experience a veteran status 
issue than non-Native Americans

1.9 times more likely to experience an elderly or 
disability-related issue

1.9 times more likely to experience a mobile home issue
1.5 times more likely to experience homelessness
1.5 times more likely to experience a health care issue

Latinx participants were:

15 times more likely to experience immigration issues 
than non-Latinx Oregonians

1.8 times more likely to experience homelessness
1.7 times more likely to experience an education issue
1.3 times more likely to experience rental issues

Asian Americans were:

2.6 times more likely to experience a homeownership 
issue than non-Asian Americans 

2.4 times more likely to experience a veterans’ issue
2.1 times more likely to experience an immigration issue

Farmworkers stated serious concerns about working conditions, including exposure to pesticides, 
unsanitary conditions, and substandard wages. A substantial number of workers reported  
not receiving overtime pay when due or rest breaks. With no access to affordable healthcare,  
the physical and psychological effects of these conditions worsened. Many workers feared 
retaliation from their supervisors and authorities for reporting failure to provide basic, safe working 

conditions.One of the most powerful themes 
from the survey was the high level of fear based 
on immigration status. These findings show an 
extremely vulnerable population who, for good 
reason, sees itself as isolated and separate from 
mainstream society.
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People Do Not Know Where to Go For Help
More than half of the survey participants (52.8%) who experienced a legal problem looked for 
legal help. Only about half of participants (49%) had heard of legal aid. Just under a quarter of 
participants (23.9%) tried to get a lawyer to help them. Even fewer (15.8%) were successful in 

obtaining any kind of help from a lawyer, including simple legal advice. 
For participants who were able to obtain a lawyer, help came from three 
main sources: private attorneys, either paid or pro bono (49.5%); legal 
aid lawyers (26.7%); and other nonprofit lawyers (23.8%).

Key findings from survey participants who attempted to address their own legal problems found 
that: 1) white Caucasians researched legal issues at 1.5 times the rate of people of color; 2) those 
with internet access researched issues at 1.4 times the rate of those without the internet; and, 
3) people with a bachelor’s degree researched at 1.2 times the rate of those with less education. 
Participants who were the least likely to look for help, and arguably the least likely to know 
that help exists, were members of the Latinx community, particularly Spanish speakers. Latinx 
participants researched legal issues at 66% the rate of others, and Spanish speakers researched 
at 33% the rate of others.

People with Court Hearings Have Trouble Accessing  
the Legal System
Approximately 10% of participants had a civil or family court hearing in the previous year. 
Low-income participants reported several barriers to meaningfully participating in the hearing 
process. The largest barrier was understanding the rules and procedures in court, with more 
than one in three people reporting this problem. It is hard for court participants to feel a sense 
of just treatment when they are struggling to simply understand what is going on.

Barriers to 
Justice

84.2% of people who needed a 
lawyer were unable to obtain one.

Most Highly 
Reported Problems 
Accessing the 
Courts

Trouble understanding court procedures and rules 33.3

Denied a fee waiver

No transport to court or hearing

Family or work prevented 
court attendance

Denied reasonable 
accomodation

No interpreter

11.1

10

6.7

5.6
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When People are Denied Access to Justice,  
Their Faith in the Legal System Erodes
There are costs and consequences to administering a system of justice that denies large segments 
of the population the ability to assert and defend their core legal rights. When someone needs 
an attorney and cannot obtain one, they are forced to navigate a complicated civil justice system 
on their own. The results are most often detrimental to the people involved. This leads to 
cynicism and distrust of the system, as well as a likelihood that even those with a strong chance 
of successfully resolving their issue will choose not to engage with the system. 

To get a sense of how well the civil legal system provides low-income Oregonians with a feeling 
of justice, participants were asked in three different ways to rank how often the courts and the 
civil legal system provide fair results. In the rankings, zero represented the lowest frequency of 
providing justice and four represented the highest.

On average, participants felt that the civil legal system treated people fairly “some of the time,” 
and that the civil legal system could help solve problems slightly less than “some of the time.” 
Participants were least likely to feel the courts could help protect them and their rights, agreeing 
that only “rarely” to “some of the time” was this true.

Perceived Fairness 
of the Civil Legal 
System

 How often do you think you or your family, friends, or neighbors are treated fairly 
by the civil legal system?

 How often do you think the civil legal system can help you, your family, friends, or 
neighbors solve the problems identified in the survey?

 How often do you think you or your family, friends, or neighbors can use the courts 
to protect yourself/themselves and your/their rights?

0 1 2 3

0 = “Not at all”

1 = “Rarely”

2 = “Some of the time”

3 = “Most of the time”

4 = “All of the time”

4



Chapter 5—Access to Justice in Oregon: Serving Oregon’s Low-Income and Vulnerable Communities

 5–3220th Annual Oregon Tax Institute

Increased Access to Legal Aid is the Best Way to Meet the 
Legal Needs of Low-Income Oregonians
When Oregonians who are struggling to make ends meet lack legal representation, they are 
effectively shut out of the justice system. To the average person, our legal system is a maze. 

That is why lawyers are trained to guide their 
clients through the system. Civil legal aid is 
a lifeline–it is there to protect people with 
nowhere else to turn.

We must do better than meeting 15% of the 
civil legal needs of the poor. The biggest 
obstacle to legal aid playing a greater role in 
the community’s solutions to systemic poverty 
is legal aid having the financial resources to 
reach more families when they need legal help. 
Oregon’s legal aid programs increase fairness 
in the justice system, empower individuals, 

and eliminate many of the barriers that block families living in poverty from gaining financial 
stability. Legal aid is deeply connected to the communities it serves, with established programs 
and diverse community partnerships to reach people in need.

Oregon’s legal aid programs help more than 28,500 low-income and elderly Oregonians each  
year. Legal aid offices are located in 17communities and they serve all 36 Oregon counties. Simply 
put, when legal aid gets involved, the lives of clients and the welfare of communities improve.

Breaking Through Barriers to Justice
According to national standards set by the American Bar Association, the “minimally adequate” 
level of staffing for legal aid is two legal aid lawyers for every 10,000 poor people. In Oregon 
we have two legal aid lawyers for every 14,000 poor people. We must recommit ourselves to 

The Solution

Legal aid provides:

• Free civil legal representation to low-income people
• Brochures, court forms, and self-help materials to 

help people navigate the justice system
• A website with accessible legal information available 

to all Oregonians
• Legal help and representation that helps stabilize 

families and prevent a further slide into poverty

13

Justice Protects

Clara found legal aid after being severely injured by Rafe, her partner of 25 years. He came home 
drunk and started destroying the walls. He flew into a rage when Clara finally said “enough is 
enough.” Concerned neighbors called 911 and watched as Clara was transported to the hospital 
with internal bleeding, a broken arm, and irreversible back and neck injuries. Despite years of 
horror, Clara only sought help when she saw how Rafe’s abuse was affecting her adult daughter 
and her young son, Diego. Legal aid helped Clara gain full custody of Diego and resolve over 
$15,000 of misdirected medical bills. They also helped her assume the mortgage that Rafe refused 
to pay after he moved out, collecting evidence to show that Clara had been contributing all along, 
although Rafe’s was the only name on the loan documents. After suffering at Rafe’s hands for 
decades, Clara credits her legal aid lawyer’s patience and skill for giving her the confidence she 
needed to overcome fear, stand up for her rights, and regain safety. She explained that her lawyer 
would say, “You can do this. Don’t panic. Just come along when you can.” Clara and her son 
Diego are an inspiration, as is the legal aid lawyer who is helping her navigate this long journey.

Clara and Diego
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What Can Oregon Leaders do to Address the Civil Legal 
Needs of Vulnerable Oregonians? Take Action!
When we say the Pledge of Allegiance, we close with “justice for all.” We need programs like 
civil legal aid to ensure that the very principle our country’s founders envisioned remains alive: 
justice for all, not just for the few who can afford it.

What Can I Do?

Educate Speak Up Fund Legal Aid
Talk about the importance of 
access to justice. Let people know 
that civil legal aid is there for those 
who need help. Share this report. 
The information in this report is 
not widely known and it is hard 
to solve problems that no one  
is talking about. Let’s amplify  
the conversation.

Oregon has broad bipartisan 
support for legal aid at the local, 
state, and federal levels. As a 
community, let’s continue our 
sustained focus on a fair and 
accessible legal system–a system 
where our neighbors can know their 
rights and get the help they need.

Legal aid is a state, federal, and 
private partnership. Legal aid 
receives funding from the State of 
Oregon, the federal government 
(Legal Services Corporation), private 
foundations, Interest on Lawyer Trust 
Accounts (Oregon Law Foundation), 
and private donations (Campaign 
for Equal Justice). The single best 
way to increase access to justice is  
to help us create more legal aid  
attorney positions. 
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Justice Heals

Noelle’s daughter Poppy was born with Apert’s Syndrome, a rare and complex condition that 
caused her fingers to be fused together. For Poppy to have full use of her hands, she needed very 
specialized reconstructive surgery. Noelle connected with a surgeon in Boston who specializes 
in this type of surgery and who was confident that he could give Poppy ten working fingers. 
But Noelle’s health plan provider denied the request to use this specialist, citing the cost, and 
insisted that Noelle use a local surgeon. None of the experienced hand surgeons in Oregon felt 
confident that they could give Poppy ten fingers. The cycle of requests, denials, and appeals for 
Poppy’s essential surgery went on for three years, despite the Boston specialist waiving his fees 
to make the surgery less expensive. Noelle desperately wanted Poppy to have ten working fingers 
before she began kindergarten, and time was running out. Luckily, Noelle found legal aid, and 
they began working on the next appeal together. Having an attorney step in to ask questions, 
request documents, and review processes made all the difference. Just before the appeal hearing, 
the health plan changed course and gave full permission for the surgery on the East Coast. Now 
Poppy is thriving with ten fully functional fingers, just in time to start school. To celebrate the 
one-year anniversary of the surgery, Noelle and Poppy threw a “birthday party” for Poppy’s 
hands and invited their legal aid lawyer to join the celebration.

the reasonable and necessary goal of providing “minimum access to justice.” The 2014 Oregon 
Taskforce on Legal Aid Funding, which included elected officials and leaders in the legal 
community, concluded that we need to double the resources for Oregon’s legal aid programs in 
order to have minimally adequate access to justice.

Noelle and Poppy
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Justice Unifies A Vulnerable Community 
Legal aid received a call from two community partners about the same problem: a housing 
complex where the tenants were suffering because the apartments were unsanitary and 
unsafe. Legal aid met the clients at their homes, and found that there were 8 units in this 
complex that all had similar problems suggesting that the landlord had not kept up on 
repairs: extensive mold around exterior walls of most rooms; water damage from leaking 
toilets; rusted heaters and ovens; leaking fridges; filthy old carpets; and extensive cockroach 
and spider infestation. 

The families did not ask for help or complain to their landlord because they didn’t know 
that they had a right to live in a safe home with a basic standard of livable repair. They were 
all refugees—an ethnic minority that was persecuted in their own country that fled to the 
United States for safety. For most of these clients, their only experience with anything like 
a landlord-tenant relationship was being in a refugee camp. Some feared that they would 
be attacked or killed if they complained to the landlord, and none felt they could afford 
to live anywhere else. Legal aid tried to work with the landlord. However, the landlord’s 
disregard for the tenants seemed deliberate—they did not step up and do the right thing, 
even when they were advised of their responsibilities. Legal aid then filed suit against the 
landlord and reached a settlement prior to court. The families immediately got some relief 
from these unacceptable conditions. There is still a long road ahead for them to acclimate 
and to feel safe, but positive steps have started—with legal aid’s help, their voices were 
heard and their rights respected.
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Case Types

2020 Income Eligibility

Number in Family 125% of Federal Poverty Level

1 $15,950 per year
$1,329 per month

2 $21,550 per year
$1,796 per month

3 $27,150 per year
$2,263 per month

4 $32,750 per year
$2,729 per month
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Legal aid’s response to the 
COVID-19 Crisis
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The Study Findings Are Stark

Most Harmful / Most Common
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Housing & Homelessness

Barriers to Justice

When People are 
Denied Access to 

Justice, Their Faith in 
the Legal System 

Erodes
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OTI -Access to Justice

Low Income Taxpayer Clinics
Funded by Congress at IRC § 7526 through a matching grant program.

• Mission is to ensure fairness and equity in tax system for all taxpayers, 
particularly for low income individuals and taxpayers for whom English is a 
second language.

• We do this by:
oRepresenting individual low income taxpayers in tax controversies and
o Educating low income and ESL taxpayers in their rights and obligations as 

U.S. taxpayers
o Identify and advocate for issues that impact low income taxpayers
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Low Income Taxpayer Clinics
Oregon has three clinics:

• Lewis and Clark LITC - academic clinic
• Legal Aid Services of Oregon - legal services clinic
• El Programa Hispano - non-profit clinic

Tax Court Calendar Call Program
• We participate in the U.S. Tax Court calendar call program to provide limited 

representation to unrepresented litigants at Portland's calendar call session.

Anti-Poverty Measures in Tax Code
Among other things, the LITCs ensure that the anti-poverty measures in tax code 
are protected.

Earned Income Tax Credit (EIC) & Child Tax Credit (CTC) are the largest federal 
public benefit for working families– some research has shown less stigma felt by 
recipients (than traditional welfare, like TANF or SNAP) because of the way the 
program is administered through the tax return.*

*Jennifer Sykes, et al., Dignity and Dreams, American Sociological Review, Vol. 80(2) (2015)
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Anti-Poverty Statistics for 2018

Long Term Benefits for EIC & CTC Recipients*
oResearch has shown that income from these tax credits leads to benefits 

at virtually every stage of life
 Boost work effort - especially for single mothers and female heads 

of household
 Higher wage growth and boosted wage earnings for working age 

women. The effect is to boost the size of their Social Security 
retirement benefits.
 Reduces cash welfare assistance (TANF)
 Improves health of infants and mothers

o Improvement in low-weight births and premature births
o Women who received largest EICs had the greatest 

improvements in health indicators.
* Chuck Marr, et al.,  EITC and Child Tax Credit Promote Work, Reduce Poverty, and Support Children’s 
Development, Research Finds, Center for Budget and Policy Priorities, https://www.cbpp.org/research/federal-
tax/eitc-and-child-tax-credit-promote-work-reduce-poverty-and-support-childrens (last updated 10/1/2015).
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Long Term Benefits Continued
 Improves educational outcomes

o For each $1000 increase in annual income over two to five 
years, children's school performance improves on a variety 
of measures, including academic test scores.

o Children whose families receive more income from 
refundable tax credits do better in school, are likelier to 
attend college, and likely earn more as adults; they are also 
likelier to avoid the early onset of disabilities and other 
illnesses associated with childhood poverty.

o These tax benefits can break the cycle of poverty.

LITC Assistance

• We provide help during all phases of audit, appeals, and tax court on 
these issues, helping to ensure these vital anti-poverty measures are 
protected.

• Currently, about 10-15% of our cases involve these anti-poverty tax 
credits.



Chapter 5—Access to Justice in Oregon: Serving Oregon’s Low-Income and Vulnerable Communities

 5–4420th Annual Oregon Tax Institute

Other Common Issues Facing Low Income 
Taxpayers
Collections

• Offer In Compromise (OIC)
• Currently Not Collectible (CNC)
• Installment Agreements (IA)

Innocent Spouse Relief

Worker Classification
• Treatment of income on tax return
• Claims against employer

ITIN issues for Undocumented Taxpayers

Questions?

Contact Information:

• Legal Aid Services of Oregon: (503) 224-4086
• Lewis and Clark Law School: (503) 768-6500
• El Programa Hispano: (503) 669-8350
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Eversheds Sutherland

Status of Legislatures
In light of COVID-19

Eversheds Sutherland

Legislature Status
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Eversheds Sutherland

Legislature Status by Number

─ Not in Session in 2020 (4)

─ In Session (14)
• DC enacted emergency legislation that allows them to meet virtually and 

provides flexibility with FOIA and open meeting laws
• Other states have been meeting virtually (PA) and/or voting remotely 

(MA, NJ)

─ Adjourned (33)
• South Carolina adjourned on May 12; two-week special session starting 

on September 15
• New Mexico held a special session from June 18 to June 22
• Tennessee adjourned their special session on August 12

5

Eversheds Sutherland

State Responses to COVID-19



Chapter 6—Presentation Slides: SALT Update

 6–420th Annual Oregon Tax Institute

Eversheds Sutherland

SALT Filing Relief Offered in Response to COVID-19

─ Automatic extension of filing deadlines and suspension of 
remittance obligations for business- related taxes
• E.g., Delaware extended the filing date for all corporate income tax 

returns due on April 15, 2020 to July 15, 2020

─ Waiver of interest and penalties if tax paid by a specified date
• Washington, DC waived interest and late payment penalties for sales and 

use taxes for certain periods for all businesses (except hotels and motels) 
provided payment is made in full by July 20, 2020 

─ Grace periods
• Washington state, upon request, will provide extensions for filing returns 

and paying tax (even if after the due date), including its B&O tax 

─ Assessment of tax filing situations on a case-by-case basis 
• Montana may allow deferral of payments for up to one month at a time

7

Eversheds Sutherland

SALT Substantive Relief Offered in Response to 
COVID-19

8

Potential State Conformity to the NOL 
Provisions in the CARES Act

•The CARES Act provides for temporary 
repeal of the 80% net operating loss 
limitation imposed by IRC § 172 for tax 
years beginning before January 1, 2021

•It also allows a five-year carryback period 
for NOLs arising in 2018, 2019, and 2020

•States may automatically conform, choose 
to conform, or choose to decouple from 
the Act

•New York passed its 2021 budget bill that 
decouples from these provisions

Potential State Conformity to the CARES Act 
PPP Loan Forgiveness Provisions

•District of Columbia passed B23-0734, 
which excludes PPP loans awarded and 
forgiven from the District’s franchise tax 

•Minnesota introduced HF 4596 and SF 
3843, which would have excluded the PPP 
forgiven loans from income for purposes of 
calculating the state corporate franchise 
tax and individual income tax 

•Oregon announced that PPP loan 
forgiveness income will not be subject to 
the Oregon CAT

•But query whether the expenses paid with 
the forgiven PPP loans would be deductible 
for state tax purposes
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Eversheds Sutherland

SALT Substantive Relief Offered in Response to 
COVID-19

9

State 
Incentives 
for Payroll 
Retention & 
Other State 
Incentives

New Jersey introduced a bill (SB 2348) that provides for an employee 
retention tax credit to be applied against the NJ corporate business tax 
and gross income tax

In March, New Jersey enacted a bill (AB 3845) which authorizes the 
New Jersey Economic Development Authority to offer grants during the 
period of emergency declared by the Governor for employers to meet 
payroll requirements

In May, North Carolina enacted a bill (SB 704) which provides 
employers with a tax credit for contributions to the state’s 
unemployment insurance fund for the current calendar year

Eversheds Sutherland

What’s the situation?
Work From Home

10

─ Millions of U.S. workers have shifted to 
remote work arrangements due to the 
pandemic

─ Employees may be remotely working from 
jurisdictions different than their normal 
office locations

─ Employee locations can have significant 
SALT implications for employers
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Eversheds Sutherland

SALT Implications
Work From Home

11

─ Potential tax issues
• Nexus for sales or corporate income tax
• Apportionment changes (payroll/sales factors)
• Wage withholding
• Local taxes
• Business registration requirements
• Non-tax regulatory obligations

─ State Responses
• Waive income tax nexus or withholding            

requirements  based on pandemic-related             
remote work arrangements

• Impose local withholding rules on employers
• Many states have not issued guidance

Eversheds Sutherland

State Employer Withholding Guidance

12
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Key

Current Withholding Rules Apply

No New Withholding Guidance 

Teleworking does not create new 
withholding obligations

“Status Quo” Withholding, Unless 
required to Withhold in Resident 
State

“Status Quo” Withholding

No Personal Income Tax (on Wages)

HI

City of Philadelphia clarified 
that its existing withholding 
standard does not impose 
wage tax on teleworkers 
outside of the city. 

Charleston, WV reminded 
employers that the application 
of the city’s user fee will not 
change based on temporary 
pandemic-related work 
arrangements.

Ohio municipal taxes: 
pandemic-related remote 
work does not count 
toward the 20-day grace 
period for the imposition 
of municipal income 
taxes.

Michigan city taxes: a 
nonresident is not subject 
to city tax on wages 
earned while 
telecommuting from a 
location outside the city.
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Eversheds Sutherland

Marketplace Laws
Background

Eversheds Sutherland

Background – Marketplace Laws

14

─ The US Supreme Court issued its decision in Wayfair on June 21, 2018, overturning 
Quill and prior precedent

─ The issue is state jurisdiction to impose sales and use tax collection (“nexus”)

─ The Court decided whether Quill and the Commerce Clause were violated by a South 
Dakota law establishing “economic nexus” over remote sellers meeting a threshold 
of $100,000 in annual sales or 200 transactions

─ In its decision, the Court held:
• Quill was “unsound and incorrect”
• It established a new test that is more or less parallel to the Due Process Clause
• New test for sales and use tax nexus is “economic or virtual” presence
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Eversheds Sutherland

Background – Marketplace Laws

15

─ Almost all states with a sales/use tax have enacted 
marketplace collection laws where the “marketplace 
facilitator” steps into the shoes of the “marketplace 
seller” for sales/use tax purposes, subject to several 
exceptions and nuances

─ Once a platform is a “marketplace facilitator”, there are 
many issues that need to be considered, e.g.:
• “Consolidated” or “separate” returns for the facilitator’s 1P and 

3P sales?
• Is the facilitator required to certify to the seller that it is 

collecting on facilitated sales? Is notice to sellers enough to 
relieve them of their

Eversheds Sutherland

Adoption of South Dakota-Style Thresholds*
Reactions to Wayfair

16

*Unless otherwise noted, states adopt 
South Dakota-style threshold of 
$100K/200

**State “doing business” statute 
applies to the extent allowed under 
the US Constitution

1 Effective December 1, 2018, with a grace period until May 31, 2019 for collection requirement (not for notice requirement); threshold from 
December 1, 2018 to April 13, 2019 was $100K/200 
2 Collection/notice requirements for $250K/200 threshold from January 1, 2019; collection requirement after January 1, 2020
3 After 30-day notice by Louisiana Sales and Use Tax Commission for Remote Sellers, after it adopts rules that conform to Wayfair roadmap
4 Threshold from January 1, 2018 to July 31, 2019 is $500K
5 Collection/notice requirements for $10K threshold from July 1, 2018
6 Collection/notice requirements until June 30, 2019; collection requirement after July 1, 2019
7 DOR is authorized to enforce economic nexus effective July 1, 2019; remote sellers are not required to collect until October 1, 2019
8 Collection required for $100K/200 threshold from October 1, 2018 to December 31, 2019; $100K threshold effective March 14, 2019
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Eversheds Sutherland

Marketplace Collection Laws & Effective 
Dates (2018)
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Eversheds Sutherland

Marketplace Collection Laws & Effective Dates (2020)
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Eversheds Sutherland

Marketplace Laws
Consideration of Other 
Applicable Taxes

Eversheds Sutherland

Other Applicable Taxes and Fees

─ States’ marketplace collection laws generally only 
provide that marketplace facilitators are required to 
collect the generally imposed sales and/or use tax, not 
other transaction taxes

─ The laws generally do not apply to other taxes and fees 
that may be imposed on a transaction including:
• Mattress fees
• Tire recycling fees
• Bottled product fees
• Alcoholic beverages excise taxes

20



Chapter 6—Presentation Slides: SALT Update

 6–1120th Annual Oregon Tax Institute

Eversheds Sutherland

Which Marketplaces May Be Affected?

─ Marketplaces that may have an “other 
tax” issue:
• Marketplaces offering a wide variety of products and 

services
• Meal-delivery services
• Online travel companies
• Home service marketplaces 
• Special industry marketplaces 
• “Payment Processors” (if considered a marketplace 

facilitator)
• Any marketplace that might be subject to unique 

taxes or fees

21

Eversheds Sutherland

States That Have Statutorily Expanded Their 
Marketplace Laws
─ Some states have expanded their marketplace laws legislatively to 

include the collection of “other taxes”. 

─ Indiana has extended marketplace facilitator collection requirements to 
include certain other excise taxes (e.g., food & beverage taxes, innkeeper 
taxes). 

─ Washington has amended its statutes to address other taxes that may be 
imposed on a marketplace transaction.

- Washington requires marketplace facilitators to collect “any other taxes and fees 
. . . that are imposed on a retail sale made or facilitated by the marketplace 
facilitator” including:
• E911 Wireless Tax;
• Spirits Tax; and 
• Regional Transit Authority sales taxes.

22
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Eversheds Sutherland

States’ Justifications for Mandating Collection of Other 
Taxes and Fees

— Marketplace collection law has been directly 
incorporated or referenced in other tax provisions.

— Other taxes and fees are collected and remitted in 
the same manner as sales and use tax.

— Other taxes and fees are imposed on “retail sales.”

— Other taxes and fees are collected by the same 
entity as the sales and use tax (e.g., retailer, seller, 
etc.). 

— Other taxes and fees are considered “additional 
sales and use tax.” 

23

Eversheds Sutherland

Marketplace Laws
Recommendations
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Eversheds Sutherland

Recommendations

─ Determine whether other taxes and fees apply to 
products or services sold through marketplace. 
• This may require coordination/communication with marketplace 

sellers. 

─ Coordinate with marketplace sellers who will be 
responsible for collection and remittance of other taxes 
and fees.

─ Review and revise, as needed, agreements with 
marketplace sellers. 

─ Consider getting guidance from states (e.g., letter 
rulings, informal guidance, etc.). 

25

Eversheds Sutherland

Digital 
Advertising 
Taxes

26
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Eversheds Sutherland

Digital Advertising Taxes
─ Background 

• Prior attempts by States to tax advertising
• Constitutional challenges
• European approaches

─ Different Approaches, Same “Problem”?
• A vetoed Maryland bill (HB 732) is akin to the 

approaches taken by France, UK, and Italy
• A defeated provision in the D.C. budget would have 

taxed digital advertising and sales of personal 
information

• A Nebraska bill simply expands the sales tax base to 
include digital advertisements

─ Potential for a “model” digital ad tax? 
• New York click-through
• Washington/Minnesota marketplace collection
• South Dakota thresholds
• Streamlined digital goods

27

Eversheds Sutherland

Other Digital Advertising Tax Bills

28

NY S 8056 –
Digital Advertising 

Tax
•Would establish a tax 
on a digital advertiser’s 
annual gross revenues 
derived from digital 
advertisements in the 
state

•Unlike the proposed 
Maryland tax, this New 
York bill would only 
impose the digital 
advertising tax on 
targeted 
advertisements

NE LB 989 – Sales 
Tax on Digital 

Advertisements

•Would expand the 
sales tax base to digital 
advertising services

•Unlike S 8056, the 
sales tax expansion 
would not be limited to 
advertisements “that 
use personal 
information about the 
people the ads are 
being served to.”

•Rather, the tax base is 
advertisements that 
“market” or “promote” 
a particular good, 
service, or political 
candidate or message” 
(similar to NE)

NY A 9112 – GRT 
on “Individual 
Data” Income

•Imposes a 5% tax on 
gross income upon 
every corporation 
which derives income 
from the data 
individuals of this state 
share with such 
corporations 

•A similar bill was 
introduced in the 
Senate in May 2019 
(SB 6102)

NY S 8166 – Sales 
Tax on Digital Ad 

Services
•Expands the Nebraska 
sales and use tax to 
tax digital 
advertisements

•“Digital advertisement” 
means an “advertising 
message delivered over 
the Internet that 
markets or promotes a 
particular good, 
service, or political 
candidate or message”
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Eversheds Sutherland

Digital Goods and Services

29

Florida
•Pair of bills proposed to change what streaming and similar services are subject to the state’s communication 
services tax

•Both bills died in committee

Georgia
•Bill sought to expand sales and use tax to encompass certain digital goods and services transactions
•Failed to pass in 2020

Kansas
•Pair of bills propose to impose sales tax on digital property and subscription services
•Both bills failed to pass in 2020

Maryland 
•HB 932 would subject certain digital products to Maryland sales and use tax
•Governor Hogan recently vetoed; Legislature could override with 3/5 vote of both chambers’ members

Utah
•Bill passed in January 2020 which repeals a bill passed during December 2019’s special session on tax reform
•The 2019 bill would have expanded the sales tax base to include certain services including streaming media

Eversheds Sutherland

Other Notable Sales Tax Bills

─ Massachusetts Budget 
Recommendations
• Real-time sales tax 
• Preliminary remittance

─ Reform … or Not
• Nebraska LR 300CA would replace all state 

taxes with a flat “consumption tax”
• Utah repeals of 2019 “tax restructuring”

30
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Eversheds Sutherland

Oregon 
Corporate 
Activity Tax

Eversheds Sutherland

Oregon CAT Legislation

32

Enacted in 2019—
H.B. 3427 signed 
by Governor on 
5/16/2019; H.B. 
2164 signed by 

Governor on 
7/23/2019 
(collectively 
“Oregon CAT 
legislation”)—

effective 1/1/2020

2020 Technical 
Corrections Bill—H. 
B. 4202 signed by 
the Governor on 

6/30/2020

Oregon CAT 
legislation does not 

repeal Oregon’s 
corporate income 

or excise tax

DOR has been 
engaged in ongoing 
rulemaking since 
the end of 2019
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Eversheds Sutherland

Oregon CAT Calculation Overview

33

Starting point: “Commercial Activity” 
sourced to Oregon

Subtraction: 35% of the greater of 
COGS or labor costs--apportioned 

Tax base: “Taxable Commercial 
Activity” 

Tax = $250 + 0.57% x Taxable 
Commercial Activity in Excess of $1M

Eversheds Sutherland

Oregon CAT – who is subject

─ “Taxpayer” means any person or unitary group required 
to register, file or pay the Oregon CAT 
• Includes tax-exempt entities that have UBTI under the IRC

— “Persons” includes individuals and combinations of 
individuals; firms; companies; business trusts; estates; 
partnerships; LLPs; LLCs; associations; joint ventures; 
clubs; societies; C and S corporations; disregarded 
entities; and trusts

34
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Eversheds Sutherland

Oregon CAT – filing group

─ Unitary businesses are required to file a 
combined return
• CAT imposes a 50% common ownership, either direct or 

indirect
• 2019 legislation did not include a water’s edge election

─ HB 4202 provides an election for taxpayers 
to exclude certain foreign entities
• Notwithstanding the provisions of ORS 317A.100 to 

317A.158 applicable to unitary groups, unitary group 
taxpayers may elect to modify unitary group 
membership to exclude all foreign members with no 
commercial activity, or amounts realized but by 
definition excluded from commercial activity, that is 
sourced to Oregon. 

35

Eversheds Sutherland

Oregon CAT – definition of commercial activity

36

* * means gross receipts of a person from transactions and activity in the 
regular course of the person’s trade or business, without deductions, but 
excludes many items
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Eversheds Sutherland

Oregon CAT – sourcing of commercial activity

─ “Taxable commercial activity” generally means commercial activity 
sourced to Oregon using the following rules (less any subtraction):*
• Real estate: Gross receipts sourced to Oregon if real estate is 

located in Oregon.
• Tangible personal property: Gross receipts sourced to Oregon if 

and to the extent the property is in Oregon or delivered to a 
person in Oregon

• Services: Gross receipts sourced to Oregon to the extent the 
service if delivered to location in Oregon

• Intangible property: Gross receipts sourced to Oregon if and to 
the extent the intangible is used in Oregon

• Commercial activity of a financial institution or insurer: To 
the extent not otherwise described in CAT legislation, sourced to 
Oregon if commercial activity “is from business conducted in” 
Oregon

‒ If these sourcing provisions do not fairly represent the person’s 
commercial activity on Oregon, the taxpayer (or the state) may 
pursue alternative sourcing

37

Eversheds Sutherland

Oregon CAT – statutory subtraction

38

─ Subtraction – Taxpayer is entitled to subtract from taxable 
commercial activity 35% of the greater of either:

─ Subtraction must be appropriated to Oregon
• Using principles of ORS 314.605 – 314.675

— Subtraction may not exceed 95% or taxable commercial activity 
may not include expenses from transactions between members of 
the unitary group, or expenses related to receipts that are not 
commercial activity 

as calculated in arriving at 
federal taxable income Cost 

Inputs

COGS 

OR
Labor Costs

Total compensation of all employees, 
capped at $500,000 for any single 

employee
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Eversheds Sutherland

Oregon CAT – constitutional limitations 

39

─ Nexus may be established in any one of many ways
• Person owns or uses capital in Oregon
• Person holds certificate of existence/authorization to do business in Oregon 

from Secretary of State
• Has bright-line nexus with Oregon

• Has nexus with Oregon sufficient to create nexus under the United States 
Constitution

— Legislation provides CAT is not subject to PL 86-272

At least $50,000 of 
property in Oregon

At least $50,000 of 
payroll in Oregon

At least $750,000 of 
commercial activity in 

Oregon

Eversheds Sutherland

Oregon CAT – registration/filing requirement 
thresholds

40
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Eversheds Sutherland

Oregon CAT – compliance calendar
‒ Every person doing business in Oregon with estimated annual tax liability 

of at least $10,000 must make quarterly estimated payments. 

‒ The estimates are due April 30, July 31, October 31, and January 31st for 
the previous calendar quarter

‒ Annual return in required April 15 of the following year

‒ CALENDAR YEAR basis 

41

Eversheds Sutherland

Oregon CAT – local tax preemption 

─ No city, county, district, etc., may 
impose a tax on commercial activity 
on receipts from grocery sales 
unless:
• Tax is in effect and operative on 

April 1, 2019 or is adopted by 
initiative or referendum petition at 
an election help prior to March 1, 
2019; or

• Tax at issue is a privilege tax not 
measured by commercial activity, a 
franchise fee or a right-of-way fee

42
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Eversheds Sutherland

Oregon CAT – imposition of the tax

─ Tax imposed on the person receiving the 
commercial activity and is not a tax 
imposed on the purchaser

─ H.B. 2164 provides vehicle dealers may 
collect from purchaser the estimated 
portion of CAT on sale

43

Eversheds Sutherland

Oregon CAT – use tax
─ A person shall include as taxable 

commercial activity the value of property 
the person transfers into Oregon for the 
person’s own use in the course of a trade 
or business within one year after receipt 
outside of Oregon
• Same treatment applicable for unitary groups 

whose members transfer property into Oregon for 
use by any member within one year of acquisition 
of property outside of Oregon

• Such property is excluded from taxable 
commercial activity if the person or unitary group 
can show or if the Oregon DOR ascertains that 
the receipts of property outside Oregon followed 
by its delivery into Oregon was not intended in 
whole or in part to avoid CAT
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Eversheds Sutherland

Oregon 
Local Tax 
Update

Eversheds Sutherland

Metro-PIT/business profits tax

— On May 2020, Metro voters passed Measure 26-210, which is a 
new tax on individuals and businesses

— The measure imposes a new 1% personal income tax on certain 
individuals who live in or receive income from sources in this area, 
and a new 1% business profits tax on business income earned 
within the area

— The tax applies to income earned in tax years beginning on or 
after January 1, 2021, and will sunset for tax years ending after 
December 31, 2030 unless re-approved by voters

— Under the current language, it appears that a pass-through entity 
such as a partnership or S corporation will pay the tax on its net 
profits, and members or shareholders could also pay the tax on 
their distributive shares of entity income

46
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Eversheds Sutherland

November 2020 Initiatives

— Metro (Measure 26-218) 
• Establishes a new payroll tax of 0.75% 

— Multnomah County (Measure 26-214)
• Establish a tuition-free preschool program; 
• imposing an additional 1.5% income tax on 

households with income over $200,000 and 
an additional 3% income tax on households 
with income over $400,000; 

• and increasing the additional rate for 
households with income over $200,000 to 
2.3% in 2026

47

Eversheds Sutherland

Other local taxes of note

— Portland Clean Energy Surcharge 
or 1% GRT on large retailers 
(2019)

— Portland CEO-to-average wage 
ratio surtax (2018)

— Multnomah County Business 
Income Tax rate increase from 
1.45% to 2% (2020)

48
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Eversheds Sutherland

Questions?
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Post-U.S. Tax Reform Carried Interest Rules and Potential Solutions 

CARRIED INTEREST WAIVER EXAMPLES 

Example 1: Wide GP Discretion  

Notwithstanding anything in this Agreement to the contrary, the GP may at any time elect to defer or 
waive receipt of (or impose conditions on the right to receive in the future) all or any portion of any cash 
distribution that otherwise would be made to it on account of its Carried Interest (or return to the 
Partnership all or any portion of any cash distribution previously received by it on account of its Carried 
Interest) with respect to any LP and may implement the other provisions of this Section [--]. Any amount 
that is not distributed to the GP (or is returned by the GP) due to the preceding sentence, in the GP’s sole 
discretion, either shall be retained by the Partnership on the GP’s behalf or distributed to the applicable 
LP pursuant to Section [--]. If an amount with respect to any LP is not distributed to the GP (or is returned 
by the GP) pursuant to this Section, then the GP in its sole discretion may elect to receive all or any 
portion of any subsequent cash distributions otherwise distributable to such LP (or if the GP elects in its 
sole discretion, solely those made out of profits or which satisfy other applicable conditions) until the GP 
has received the same aggregate amount of cash distributions with respect to such LP it would have 
received had it not elected to defer, waive or return such distributions with respect to such LP pursuant to 
the first sentence of this Section. For the avoidance of doubt, any amounts deferred, waived or returned 
and subsequently distributed pursuant to this Section shall be treated for all purposes of this Agreement as 
having been distributed pursuant to Sections [--].  

 

Example 2: Detailed Requirements (and Mandatory Book-up) 

(a) Limitation on Allocations.  Notwithstanding the foregoing provisions of this Section, any 
item of gain or profit of the Partnership which consists of Waived Gain shall be allocated among the 
Capital Accounts of the LPs in accordance with their respective Percentage Interests.  In the event that 
any Waived Gain is allocated in accordance with the immediately preceding sentence, then, (i) with 
respect to any particular Waived Gain, if there occurs any Post-Waiver Gains with respect to such Waived 
Gain, such Post-Waiver Gains shall be allocated among the Capital Accounts of the LPs in a manner such 
that, as quickly and as proportionately as possible, the aggregate amounts allocated to the Capital 
Accounts of each of the LPs pursuant to Section [--] and this Section are the same as would have been the 
case if this Section had never been applicable, and (ii) the provisions of Section [--] shall be applied with 
respect to the allocation of any items other than those described in this Section the same as if the 
provisions of the immediately preceding sentence had not applied and the same as if such allocations 
described in this Section had been allocated among the Capital Accounts of the LPs pursuant to Section  
[--]. 

 
(b) Limitation on Distributions.  Notwithstanding the foregoing provisions, no distributions 

shall be made to the GP pursuant to Section [--], above, if such distribution would cause (or increase) any 
deficit balance in the GP’s Adjusted Capital Account balance (such Adjusted Capital Account balance 
being determined taking into account any allocations thereto as of the date of such distribution).  Amounts 
otherwise distributable to the GP but which are not distributed to the GP by reason of the application of 
the immediately preceding sentence shall (i) in the case of such amounts as would have represented 
Carried Interest, be distributed to the LP to which such amounts relate, or (ii) in the case of other 
amounts, shall be distributed among the LPs in accordance with Section [--].  In the event that any 
amounts are not distributed to the GP by reason of this Section, subsequent distributions pursuant to 
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Section [--] shall be adjusted (subject to compliance with the first sentence of this Section such that, as 
quickly and proportionately as possible, the aggregate amounts distributed to all Partners pursuant to this 
Agreement are the same as would have been the case had the foregoing provisions of this Section never 
been applicable.  The portions of any additional distributions to the GP pursuant to the immediately 
preceding sentence which represent the GP’s Carried Interest (as reasonably determined by the GP) shall 
be considered as the GP’s Carried Interest distributions for purposes of this Agreement. 

 

“Post-Waiver Gains” shall mean, with respect to any particular Waived Gain, the aggregate amount of 
net gains from the sales of capital assets (as defined in the Code), net of any aggregate net losses from the 
sale of capital assets (as defined in the Code), realized by the Partnership subsequent to the time the 
Partnership realized such Waived Gain (without duplication with respect to Post-Waiver Gains already 
taken into account with respect to such Waived Gain and/or other Waived Gain), in each case, as 
determined pursuant to U.S. federal tax principals; provided, however, that solely for this purpose, the 
adjusted basis of each of the assets giving rise to such gains (or losses) shall be determined the same as if 
such adjusted basis were equal to the Book Values of such assets, as adjusted to equal fair market values 
of such assets (pursuant to the defined term Book Value herein). 

“Waived Gain” shall mean any gains from sale of capital assets (as defined in Section 1222 of the Code) 
recognized by the Partnership which (a) absent the application of Section [--] would otherwise be 
allocable to the GP with respect to the GP’s Carried Interest (as reasonably determined by the GP), and 
(b) if otherwise so allocable to the GP would be treated as short-term capital gain (as defined in Section 
1061 of the Code) by reason of the application of Section 1061 of the Code, and (c) which is designated 
in writing by the GP delivered to the Partnership prior to the close of the taxable year in which such gain 
was recognized by the Partnership. 
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Post-U.S. Tax Reform 
Carried Interest Rules and 
Potential Solutions

Alex Anderson & Billy Abbott

September 17, 2020

2

Executive Summary

• As a result of U.S. tax reform, fund managers are required to hold their investments 
arising from carried interest for three years in order to recognize long-term capital 
gain, rather than the previous one year holding period requirement. 

• Treasury released proposed regulations in August (the “Proposed Regulations”) that 
provide more detail about the implementation of this rule and the ability of fund 
managers to use mitigation strategies to protect their after-tax return.

• Although the proposed regulations have made certain strategies less palatable, the 
‘‘carried interest waiver’’ pursuant to which a fund manager may waive short-term 
capital gain in exchange for a larger share of future gain, remains available. In 
addition, the presentation discusses other strategies that investment fund managers 
may consider where a sale opportunity presents itself prior to the end of the three-
year holding period.  

• Additionally, this presentation discusses possible state and local tax reactions and 
international approaches to carried interest. 
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3

The Drivers for Reform of Carry Taxation

• Philosophical: reward for labor services or for entrepreneurial risk?

• Political: tax preference now viewed by the public as a “loophole” exploited by the wealthy

• International Convergence: challenges and changes in a number of jurisdictions 
encouraging changes in others, e.g., U.K. adopting a 40 month average holding period 
requirement

Is there a “Goldilocks” model of taxation of carry? 

4

• Under Section 1222(3), gain from the sale or exchange of a capital asset held for 
more than 1 year is long-term capital gain and taxable for individuals at a favorable 
rate of 20% (compared to 37% for ordinary income).

• Prior to tax reform, no special holding period rule was provided for carried interest.

• Section 1061(a) now provides that “[i]f one or more applicable partnership 
interests are held by a taxpayer at any time during the taxable year, the excess (if 
any) of—(1) the taxpayer’s net long-term capital gain with respect to such interests 
for such taxable year, over (2) the taxpayer’s net long-term capital gain with respect 
to such interests for such taxable year computed by applying paragraphs (3) and (4) 
of sections 1222 by substituting ‘3 years’ for ‘1 year’, shall be treated as short-term 
capital gain...”

Statutory Framework
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5

“Applicable partnership interest” or “API” means an interest in a partnership held by 
“the taxpayer in connection with the performance of substantial services by the 
taxpayer…in any applicable trade or business.”

Defining an Applicable Partnership Interest

6

“Applicable partnership interest” or “API” means an interest in a partnership held by 
“the taxpayer in connection with the performance of substantial services by the 
taxpayer…in any applicable trade or business.”

• Derivatives: APIs include securities treated as partnership interests for tax purposes, 
but the Proposed Regulations also included language that treats certain derivative 
contracts as APIs if their value is determined by reference to partnership distributions, 
profits, etc.

• Profits Interests: Although carried interest often takes the form of profits interests in 
partnerships, the Proposed Regulations specify that not all APIs will be profits 
interests, and not all profits interests are APIs.

Defining an Applicable Partnership Interest
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7

“Applicable partnership interest” or “API” means an interest in a partnership held by 
“the taxpayer in connection with the performance of substantial services by the 
taxpayer…in any applicable trade or business.”

• The statute does not define “substantial services”.

• Presumption:  The Proposed Regulations, however, provide that a taxpayer receiving 
an API will be presumed to have provided services that are sufficiently substantial so 
as to justify issuing that API.  Any other result would generally be inconsistent with the 
economics of the transaction.

Defining an Applicable Partnership Interest

8

“Applicable partnership interest” or “API” means an interest in a partnership held by 
“the taxpayer in connection with the performance of substantial services by the 
taxpayer…in any applicable trade or business.”

• “Applicable trade or business” or “ATB”: “[A]ny activity conducted on a regular, 
continuous, and substantial basis which…consists, in whole or in part, of—(A) raising 
or returning capital, and (B) either—

‒ (i) investing in (or disposing of) specified assets (or identifying specified assets 
for such investing or disposition), or 

‒ (ii) developing specified assets.”  (the “Specified Actions”)

• “Specified asset”: Includes securities, commodities, real estate held for rental or 
investment, cash or cash equivalents, options or derivatives with respect to the 
foregoing, and a partnership interest to the extent of the partnership’s proportionate 
interest in any of the foregoing.

Defining an Applicable Partnership Interest
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9

“Applicable partnership interest” or “API” means an interest in a partnership held by 
“the taxpayer in connection with the performance of substantial services by the 
taxpayer…in any applicable trade or business.”

(cont’d)

• Section 162: The Proposed Regulations take the position that a partnership is 
engaged in an ATB for purposes of Section 1061 if it engages in Specified Actions on 
a “regular, continuous, and substantial basis” sufficient to constitute a trade or 
business under Section 162 of the Code.

• Specified Actions:  The Proposed Regulations also specify that the Specified Actions 
do not need to be conducted directly by the holder of an API; for example, if Specified 
Actions are performed by a separate management company contracted by the GP 
that receives the carry (as is typical), the GP will be treated as performing the actions 
of the management company.

Defining an Applicable Partnership Interest

10

Specific Gains Subject to Recharacterization

The Proposed Regulations discuss certain types of gain that are subject to 
recharacterization, emphasizing that the relevant gains are generally those whose 
holding period is determined under 1222.

• Ordinary Income: Gain treated as ordinary income is not subject to Section 1061.

• Specific Gain Exclusions: The Proposed Regulations exclude gains and losses arising 
under Section 1231 (relating to LTCG treatment for net gains from the sale of property 
used in a trade or business), “mark-to-market” gains under Section 1256 (i.e., gains 
from “Section 1256 contracts,” which generally include certain futures and options 
contracts) and qualified dividends eligible for LTCG rates.

• Distributed Assets: If an asset is distributed to the carry partner by the partnership, the 
carry partner may continue to hold the asset and include that additional period in the 
holding period under Section 1061.

• RICs and REITs:  Capital gain dividends from RICs and REITs are subject to Section 
1061 if attributable to an asset held for less than three years (subject to receiving the 
necessary information from the RIC or REIT).
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11

Section 1061(c)(4) provides that an interest held directly or indirectly by a corporation will 
not be an API.

• S-Corporations:  The statute does not specify that an exception applies to APIs held 
by C-corporations only, so practitioners considered whether S-corporations could be 
used to achieve pass-through taxation without being subject to the three-year holding 
period.

• The Proposed Regulations confirm earlier guidance on Treasury’s position (IRS Notice 
2018-18) that an API directly or indirectly held by a S-corporation will not satisfy this 
exception.

Exceptions to Sec. 1061 – Corporate Holders

12

Exceptions to Sec. 1061 – Corporate Holders

• PFICs: The statute is also not limited to domestic corporations, so practitioners further 
considered whether the exception could apply to a “passive foreign investment 
company” (“PFIC”) with a “qualified electing fund” (“QEF”) election in place

‒ A PFIC is a foreign corporation where, in any taxable year: (a) 75% or more of 
the gross income of such corporation is “passive income,” or (b) 50% or more of 
the gross assets of such corporation are “passive assets”.

‒ Although PFICs are ordinarily subject to the punitive “excess distribution” regime, 
US shareholders in a QEF will take into account the income of the PFIC currently 
generally on a pass-through basis.

• As with S-corporations, the Proposed Regulations specify that the corporate exception 
does not apply to APIs held by PFICs with QEF elections in place.
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Exceptions to Sec. 1061 – Capital Interests

Section 1061(c)(4) provides that a capital interest in a partnership will not be an API if it 
provides the holder with a right to share in partnership capital commensurate with (a) the 
amount of capital contributed or (b) the amount subject to tax under Section 83 of the 
Code (a “Capital Interest”).

• Apportionment:  The challenging piece of satisfying the Capital Interest exception is 
determining which income is allocable to the Capital Interest and which part is 
allocable to an API if a taxpayer holds both (as is often the case in private equity 
funds).

‒ The Proposed Regulations require that both the partnership agreement and the 
books and records of the partnership must clearly segregate a Capital Interest 
from an API.

‒ GP entities or other vehicles dividing carry among individuals should consider 
classifying capital interests and APIs by units (as is done in certain examples in 
the Proposed Regulations) in order to satisfy this requirement.

14

Exceptions to Sec. 1061 – Capital Interests

(cont’d)

• Calculation: The apportionment of profits between APIs and Capital Interests will be 
respected if the allocation is “commensurate” with other significant unrelated non-
service partners’ (i.e., with capital accounts constituting 5% of the aggregate capital 
accounts) return on capital.

‒ The Proposed Regulations provide that allocations to APIs versus Capital 
Interests will be respected under this standard if (a) the allocations are based on 
the relative capital accounts of the unrelated non-service partners receiving the 
allocation, and (b) the terms, priority, type and level of risk, rate of return and 
rights to current and liquidating distributions are the same.

‒ The requirements in the previous bullet leave open the question of whether 
certain common arrangements will meet this requirement. For example, will 
investment-by-investment allocations for non-service partners be treated as 
commensurate?  
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Holding Period Issues

When an API holder transfers an interest in an upper-tier partnership with a holding 
period that differs from the holding period the API holder has in the lower tier partnership, 
or if the upper-tier partnership’s holding period in its lower-tier partnership interest is 
different from the lower-tier partnership’s basis in its assets.

• Mixed Holding Periods:  The Proposed Regulations provide that an API holder that 
has held their interest for less than 3 years may still receive long-term capital gain 
treatment on their resulting share of the partnership’s gain given that the partnership’s 
holding period in the asset is the relevant asset.

‒ If a taxpayer holds an API for more than 3 years, the taxpayer will generally 
recognize long-term capital gain on the sale.  However, the Proposed 
Regulations impose a “look-through” rule that provides that a portion of the gain 
will be short-term capital gain if the partnership has a holding period of less than 
three years in 80% or more of its assets.

‒ This rule becomes particularly relevant for add-on investments, where income 
that would otherwise be distributed gets reinvested in a new asset for which the 
holding period will restart.

16

Holding Period Issues

• Tiered Partnerships:  The Proposed Regulations also provide a look-through rule if an 
API holder has held the interest in the upper tier partnership for more than 3 years, 
but that partnership has held its interest in the lower-tier entity for less than 3 years.

‒ This is particularly relevant for carry aggregation vehicles, and, in particular, a sale of GP 
interests by fund managers. 

• Asset Holding Periods:  Given that holding period issues will become more important 
after the enactment of Section 1061, managers will likely be more focused on the 
relevant rules.  While holding periods for basic investments like corporate stock may 
be simple enough, more complex questions may ultimately arise.  For example:

‒ PIK Interest: When a note accrues PIK interest, additional “baby bonds” are issued in place 
of cash interest.  The holding period for those baby bonds has not been clearly resolved, but 
most practitioners believe holders should be treated as having the same holding period in 
baby bonds as they do in the original note for this purpose.

‒ Installment Sale: The Proposed Regulations specify that the holding period in an installment 
sale is determined at the time of the sale, not the time of the later payments.
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Transfers of APIs

Section 1061(d)(2) provides that a transfer of an API to a “related person” will result in 
an acceleration of the original holder’s recognition of gain with respect to the API.

• Related Person: For this purpose, the statute provides that a related person includes 
only (i) a member of the API holder’s family, or (ii) a colleague that performed services 
to the ATB relevant to the transferred API.

‒ Proposed Regulations add that a Related Person includes a passthrough entity 
to the extent that one of the related persons described above is an owner of that 
entity.

‒ Proposed Regulations also clarify that an API will not be subject to Section 1061 
if transferred to an unrelated purchaser that does not, has not and will not 
provide services to the ATB applicable to the API.

18

Transfers of APIs

(cont’d)

• Definition of Transfer: The Proposed Regulations define the term “transfer” includes, 
without limitation, a contribution, distribution, sale and exchange and gift.

‒ The one exclusion from this definition is for tax-free contributions to a partnership 
under Section 721(a).  The Proposed Regulations buttress this exclusion by 
providing that all unrealized API gains be allocated to the person contributing the 
API.

‒ Prior to the issuance of the Proposed Regulations, practitioners were concerned 
that this rule might implicate transfers by GP interest holders solely for estate 
planning purposes.  The Proposed Regulations confirm that such transfers could 
cause the acceleration of gain, though they do permit transfers to grantor trusts 
without any such acceleration.
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• Carry holders potentially have diverging interests with respect to liquidity decisions for 
assets held more than 1 year but not more than 3 years.

• Incentive for the fund manager to hold on to investments for longer periods where the 
carry is taxed differently according to the length of holding period of investments.

• Fund managers may prefer generating cash through leveraged recapitalization rather 
than an exit.

• In the case of add-on investments, fund managers may prefer selling an older block 
of shares rather than a newer block of shares, while investors may prefer selling the 
newly-acquired shares if they have a lesser built-in gain.

• Fund managers may seek to revise their fund documents to disclose and have 
investors waive any such conflict, while investors may resist this.

Potential Misalignment of Interests

20

Possible Solution – Corporate Carry Vehicles

• The exception to the Section 1061 3-year holding period requirement for corporate 
holders of applicable partnership interests means that fund managers could consider 
holding their interests in a corporate vehicle.

• Fund managers could accumulate gains from the sale of fund assets at the corporate 
vehicle and (1) dispose of the shares to a buyer that may be able to access the 
corporate assets in a more tax efficient manner or (2) wait to liquidate the corporation 
until the second layer of tax did not result in a lower after-tax return.

• The practical difficulties with this approach include:

‒ Double-taxation and/or minimal tax savings,

‒ Administrative complexities, and

‒ Potential application of personal holding company rules.
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Challenge to S-Corp./PFIC Prop. Regulations

• It is possible that the Proposed Regulations will be challenged on grounds that the 
guidance is not supported by the plain language of the statute.

• The Court of Appeals for the Federal Circuit issued its decision in Charleston Area 
Medical Center v. US in October 2019.

• The case involved the definition of “corporation” for purposes of determining the 
amount of interest payable to a corporation in the event of certain overpayments 
of taxes. The court agreed with Treasury’s position that the definition of 
corporation should be read broadly to include payments to non-profits that were 
corporations under state law.

• Although this definition of corporation is not controlling for purposes of 1061, the 
court included dicta stating: 

While we question whether the regulations described in the Notice, if codified, would be proper in view of 
the government's position in this case that the Code incorporates the broad, common law meaning of 
“corporation,” we leave that issue for another day…The Claims Court declined “to express any views on 
whether the approach of some as-yet-to-be issued regulations is inconsistent with the government's 
arguments in this case.” We do the same here.

22

Challenge to S-Corp./PFIC Prop. Regulations

• The Federal Circuit’s language suggests that it and other courts may be open to 
challenging Treasury’s authority to prevent S corporation’s/PFICs from avoiding the 
rules of Section 1061.

• But, despite this potential opportunity, fund managers may want to avoid using an S 
corporation or PFIC structure given:

1. The IRS’s focus on the issue;

2. The legislative history of the statute; 

3. The broad deference given to governmental agencies’ interpretations of 
statutes under Mayo Foundation for Medical Ed. and Research v. U.S., 562 
U.S. 44 (2011) and Chevron U.S.A. Inc. v. Natural Res. Def. Council, Inc., 467 
U.S. 837 (1984); and

4. The potential interest and penalties if such a challenge is unsuccessful.

• A structure using an S corporation or PFIC may be palatable to only the most risk 
tolerant fund managers, though the Federal Circuit’s decision makes the risk 
potentially less prohibitive.
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Possible Solution – Synthetic Sales, Rollovers

• Before the Proposed Regulations, practitioners considered whether the legal and 
economic rights to the carried interest could be separated, whereby a fund manager 
retains legal title to the interest but transfer risk and reward of ownership.

‒ The Proposed Regulations, however, likely foreclose a synthetic sale approach.  By defining an 
API to include a contractual right that mirrors an actual partnership interest, the API holder would 
likely be determined to have sold that API at the time the contractual right is transferred.

• Alternatively, an investment manager may want to consider rolling over their carried 
interest in a Section 721 contribution until a later date. This would allow fund 
investors to monetize their interest and the manager to defer recognition after the 
three year holding period ends.

‒ This is likely more applicable in a sale to another private equity buyer, as opposed to a strategic 
buyer, and it would require additional negotiation of non-economic terms.

‒ Where a manager is looking for additional certainty regarding their ability to exit within a defined 
period, the rollover may be coupled with a put-call collar with a spread sufficient to avoid a 
constructive sale (15-20% should be sufficient).  See, e.g., S. Rep. No. 105-33, 105th Cong., 1st 
Sess. (June 20, 1997); Rev. Rul. 2003-7, 2003-5 I.R.B. 363 (Feb. 3, 2003).  

‒ Private derivatives raise significant valuation considerations.  

24

• Fund agreements can provide fund managers the option to waive their carried 
interest from the sale of assets held for more than 1 year but not more than 3 years 
and later receive a first-dollar make-up allocation of gain from subsequent sales of 
assets held for more than 3 years.

• Waiver/deferral mechanisms can be mutually beneficial to both fund managers and 
investors by accelerating returns to investors while limiting the short-term gains fund 
managers are ultimately allocated.

• Waiver could be structured as automatic or determined on an investment-by-
investment basis at the discretion of the fund manager.

• To be effective, the structure requires fund managers to accept meaningful economic 
risk (i.e., risk that there may not be sufficient profit from future sales to make up for 
waived or deferred carried interest).

‒ The preamble to the Proposed Regulations emphasize this point by noting that 
waiver provisions are subject to challenge under normal partnership allocation 
and anti-abuse rules, as well as the economic substance and substance over 
form doctrines.

Carried Interest Waivers/Deferrals
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Carried Interest Waiver: Example I

• Fund acquires two investments in year 1 for $300M each and sells one in each of 
year 3 and year 4 for $500M each.  

• “No Waiver” scenario - manager pays tax at a rate of 37% on $40M gain in year 3 
and 20% on $40M gain in year 4.

• “Waiver” scenario - manager receives $80M of gain in year 4 (waived amount plus 
carried interest with respect to the gain in year 4) taxed at 20%. 

26

Carried Interest Waiver: Example II

• Fund acquires three investments in year 1 for $300M each and sells investment one 
in year 2 for $500M, investment two in year 4 for $550M, and investment three in 
year 7 for $600M.

• “No Waiver” scenario - manager pays tax at a rate of 37% on $40M gain in year 3 
and 20% on the total $110M gain in year 4 and 7.

• “Waiver” scenario - manager waives $40M of carried interest in year 3 and makes up 
the $40M in year 4 taxed at 20%.
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Carried Interest Waiver: Example III - Risks

• Same facts as Example II, but long-term capital gain tax rate is increased to 25% 
(from 20%).

• The increased tax rate significantly diminish the benefit of the carried interest waiver 
to the fund manager. 

• Net present value of the benefit of the carried interest waiver is reduced to $450K 
(compared to nearly $2M in Example II). 

28

Carried Interest Waiver: Example IV - Risks

• Fund acquires two investments in year 1 for $300M each and sells one in year 3 for 
$600M and one in year 4 for $350M.

• “No Waiver” scenario - manager pays tax at a rate of 37% on $60M gain in year 3 
and 20% on $10M gain in year 4.  

• “Waiver” scenario - manager waives $60M of carried interest in year 3 and only 
makes up $50M in year 4 taxed at 20% and is unable to receive the $10M of gain in 
year 4. 
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Additional Consideration – Book-Ups

• Many funds’ governing documents require a book-up at the time a waiver and 
distribution to the LPs would be made.

• Managers should consider the impact of the book-up on their ability to recoup waived 
carry.

• If a fund’s other investments have appreciated and are booked-up on the waiver date, 
the waived amount can only be made-up from additional appreciation, increasing the 
risk that a manager may be unable to recoup the waived carry.

30

Book-Up Example

• On Date X, Fund invests in A, B, and C ($100M basis in each).

• On Date Y, Fund sells A for $200M and waives its $20M carry.

• Also on Date Y, B and C are booked-up to their then FMV, $200M each, in 
accordance with the Fund’s governing documents. 

• Three years later on Date Z, Fund sells B for $210M.

• There is only $10M gain ($210M on Date Z over $200M on Date Y), compared to the 
$110M gain ($210M of Date X over $100M on Date X) had there been no book-up,  
and Manager is unable to recoup the entire waived $20M carry from Date Y. 
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Possible US State Tax Changes

State Proposed Changes

New York • 17% surcharge tax/ordinary income 

New Jersey
• 17% surcharge tax on carried interest has been 

passed, but will only go into effect if CT, MA and NY 
pass identical legislation

Connecticut & Massachusetts • 19% surcharge proposed

California
• 17% tax rate on income derived from “investment 

management services interest”
• Not contingent on similar charges in other states

Maryland • 17% tax, but not contingent on other states (poses a 
particular problem given DC, VA proximity

32

Other International Approaches

Country Approach to Carried Interest

Germany • Income (but partially exempt) to manage the rate

Australia • Income (possible concessions for non-residents investing in 
MITs)

Nordics • Challenges by tax authorities in Sweden and Norway

U.K. • Special CGT of 28%; 40 month average holding period 
requirement
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Questions?
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QUALIFIED SMALL BUSINESS STOCK:
THE QUEST FOR QUANTUM EXCLUSIONS

(QUERIES, QUALMS, QUALIFICATIONS & QOZ)1

Paul S. Lee, J.D., LL.M.
Chief Tax Strategist

The Northern Trust Company
New York, NY

Email: PSL6@ntrs.com

I. QUALIFIED SMALL BUSINESS STOCK: THE NEXT BIG BANG?

A. Introduction

1. The exclusion for gain on “Qualified Small Business Stock” (hereinafter, 
“QSBS”) as set out in section 1202 of the Internal Revenue Code of 1986, as amended, 
(hereinafter, the “Code”) has been available to taxpayers for over 25 years.  However, for a 
variety of historical and structural reasons, the exclusion was not particularly popular with 
investors and owners of small businesses, with the notable exception of emerging technology 
companies.  Since its inception in 1993,2 a number of legislative changes to section 1202 of the 
Code have occurred and with the enactment of the “To provide for reconciliation pursuant to 
titles II and V of the concurrent resolution on the budget for fiscal year 2018”3 act, more 
commonly known as the “Tax Cuts and Jobs Act” (“TCJA”), we expect QSBS to become a 
mainstream planning option for owners of new and pre-existing businesses, particularly those 
that are currently structured as pass-through entities (e.g., entities taxed as partnerships, 
disregarded entities, and S corporations).

2. The benefits of QSBS treatment are significant: (i) 100% exclusion of gain; 
(ii) option to rollover and defer taxable gain by reinvesting in other QSBS companies; and (iii) 
ability to “multiply” the exclusion through gifts, transfers at death, and careful pre-issuance 
planning.  The qualifications for QSBS treatment are deceptively straightforward.  Unfortunately, 
section 1202 has a number of internal inconsistencies and very little case law and IRS 
administrative guidance on QSBS has been issued.  Furthermore, as discussed in more detail in 
these materials, because of the way QSBS qualification is structured, there are many ways to 
inadvertently lose QSBS status or otherwise reduce the potential benefit of the exclusion.  As 
such, there are many unanswered questions and potential pitfalls in the quest for QSBS benefits.

1 Portions of these materials were originally prepared for the 53rd Annual Heckerling Institute on Estate 
Planning (2019), published by LexisNexis Matthew Bender, and are reprinted with the permission of the 
Heckerling Institute and the University of Miami.  See also Paul S. Lee, L. Joseph Comeau, Julie Miraglia 
Kwon, and Syida C. Long, Qualified Small Business Stock: Quest For Quantum Exclusions, Part 1, Tax 
Notes Federal (Jul. 6, 2020), p. 15, Part 2, Tax Notes Federal (Jul. 13, 2020), p. 217, and Part 3, Tax Notes 
Federal (Jul. 20, 2020), p. 410. 
2 Omnibus Budget Reconciliation Act of 1993, P.L. 103-66, more commonly referred to as the “Revenue 
Reconciliation Act of 1993.” 
3 P.L. 115-97.  The Senate parliamentarian removed the short title “Tax Cuts and Jobs Act” as extraneous.  
Hereinafter, P.L. 115-97 will nonetheless be referred to as the “Tax Cuts and Jobs Act” or “TCJA.”
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3. These materials will explain how the planning landscape has changed and 
make a case why today is the time to seriously consider QSBS for new and preexisting closely-
held businesses.  It will then discuss the basic elements and qualifications of QSBS under 
sections 1202 and 1045 of the Code.  Importantly, in the third section of these materials, I discuss 
the many unresolved questions and issues surrounding QSBS planning, providing practical 
answers and guidance on those issues, and the planning opportunities that maximize the QSBS 
exclusion, along with the common mistakes made by practitioners in this area.

B. QSBS: Why Now?

1. TCJA: Paving the Way for QSBS

a. By definition, QSBS is stock originally issued by a C corporation.  As 
such, prior to the enactment of TCJA, many businesses did not consider QSBS as a viable 
planning option because it would have required them to do business as a C corporation which 
was subject to tax at the entity level at 35% percent (for a minimum of 5 years due to the 5-year 
holding period requirement to get the benefit of the QSBS exclusion). Effective for tax years 
starting after December 31, 2017, TCJA permanently reduces the corporate tax rate to 21%,4 so 
the “penalty” of doing business as a C corporation has been greatly reduced, particularly for those 
businesses that do not anticipate making significant dividend distributions in the near future
(thereby deferring the shareholder level tax).

b. TCJA adds new section 199A5 of the Code (Qualified Business 
Income) for the benefit of any “taxpayer other than a corporation.”6 As such, this provision 
applies to sole proprietors, independent contractors, disregarded entities, partnership, and S 
corporations.  In short and in great simplification, section 199A of the Code provides a 
temporary 20% deduction on the “qualified business income” from a “qualified trade or 
business,” which generally means any trade or business other than a “specified service trade or 
business” or the trade or business of “performing services as an employee” (other than those 
taxpayers who do not exceed a certain threshold amount7 in taxable income). At the same time, 
TCJA also temporarily reduces the highest marginal income tax bracket on individual taxpayers 
from 39.6% to 37%.8 These two combined provisions would tend to favor doing business 
through a pass-through entity because if the entire 20% deduction is available to the 
taxpayer/owner, then, at most, the income would be taxed at an effective rate of 29.6% (80% of 
37%), which is a lower overall effective rate than if that income is taxed at a flat C corporate rate 
of 21% and then taxed again at the individual shareholder level as a qualified dividend.

c. Unfortunately, most pass-through businesses will not get the full 
benefit of the 20% deduction.  Generally, for taxpayers whose taxable income exceeds the 
threshold amounts the section 199A deduction will be limited based, in whole or in part, on: (i) 

4 § 13001 of TCJA and § 11 of the Internal Revenue Code of 1986, as amended (the “Code”). Hereinafter, 
all section references denoted by the symbol § shall refer to the Code, unless otherwise noted.
5 § 11011 of TCJA and § 199A.
6 § 199A(a).
7 The “threshold amount” is $157,500 for each taxpayer (twice the amount in the case of a joint return). See
§ 199A(e)(2)(A).
8 See § 11001 of TCJA and § 1(j), for tax years beginning after December 31, 2017, and before January 1, 
2026.
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the type of trade or business engaged in by the taxpayer; (ii) the amount of W-2 wages paid with 
respect to the trade or business; and (iii) the unadjusted basis immediately after acquisition of 
qualified property held for use in the trade or business.  The latter two limitations are often 
referred to as the “wages and basis” limitations, and these limitations can significantly limit the 
deduction under section 199A of the Code.  As such, many individual owners of pass-through 
businesses will continue to be taxed at 37% or at a slightly lower rate. In addition, although 
TCJA temporarily reduces the highest marginal income tax bracket on individual taxpayers to 
37%, it also severely limits an individual’s ability to deduct state and local sales, income, and 
property taxes.9 In contrast, if those state and local taxes were imposed on a C corporation 
(rather than being passed through to the owners as partners or shareholders of an S corporation, 
for example), they would be fully deductible at the entity level as an ordinary and necessary 
business expense. More importantly, the section 199A deduction expires on January 1, 2026,10

whereas the rate reduction for C corporations is permanent. Thus, even pass-through entities that 
are getting a significant benefit under section 199A might look to convert to a C corporation as 
2026 approaches.

d. Interestingly, most businesses that would qualify for the section 199A 
deduction will also qualify for QSBS treatment if they were formed or converted to a C 
corporation. This is not a coincidence because section 199A of the Code specifically refers to 
section 1202 of the Code in defining a “qualified trade or business” for purposes of the 
deduction.

(1) Under section 199A, “qualified business income”11 is the net 
amount of “qualified items” with respect to any “qualified trade or business” of the taxpayer but 
does not include any qualified REIT dividends, qualified cooperative dividends, or qualified 
publicly traded partnership income (such items of income are separately afforded a deduction 
under section 199A of the Code).

(2) For section 199A purposes, a “qualified trade or business” means 
any trade or business other than a “specified service trade or business,” or the “trade or business 
of performing services as an employee.”12

(3) “Specified service trade or business”13 includes:

(a) Services that are excluded from the definition of “qualified 
trade or business” under section 1202(e)(3)(A) of the Code, but engineering and architecture 
services are carved out for these purposes,14 leaving services in the fields of health, law, 
accounting, actuarial science, performing arts, consulting, athletics, financial services, brokerage 

9 Limited to $10,000 per year or $5,000 per year for married individuals filing separately.  See § 11042 of 
TCJA and § 164(b)(6), for tax years beginning after December 31, 2017, and before January 1, 2026.
10 § 199A(i).
11 § 199A(c)(3)(A).
12 § 199A(d)(1).
13 The foregoing exclusion from the definition of a qualified business for specified service trades or 
businesses phases in for a taxpayer with taxable income in excess of a “threshold amount” and becomes 
fully effective once taxable income exceeds the threshold amount by $50,000 ($100,000 in the case of a 
joint return).
14 § 199A(d)(2)(A).
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services, or any trade or business where the principal asset of such trade or business is the 
reputation or skill of 1 or more of its employees or owners; and

(b) Services that consist of investing and investment 
management, trading, or dealing in securities, partnership interests, or commodities.15

(4) As discussed later in these materials, the definition of a 
“qualified trade or business” for QSBS purposes is defined in a way that the universe of QSBS 
businesses is smaller than the universe of section 199A businesses but there is substantial
overlap.  Significantly, on February 8, 2019, the Treasury Department issued final Treasury 
Regulations under section 199A16 (the “199A Final Regulations”) that included important 
guidance on certain definitional items that are contained in section 1202 but where no regulatory 
guidance had been issued. Of course, it could be held that the guidance under the 199A Final
Regulations are not applicable to QSBS planning, but sections 199A and 1202 (through 
deduction, on one hand, and gain exclusion, on the other) are intended to incentivize the same 
type of activity (that is to say, active trades or businesses).  So, it is reasonable to conclude that 
the 199A Final Regulations give important, albeit implicit, guidance on QSBS issues.

e. The exclusion benefit for QSBS requires a sale of the stock of the 
corporation but many buyers prefer a purchase of assets, in large part so that the buyer can 
succeed to assets with an increased tax basis. One of the business incentives enacted under TCJA 
is a temporary 100% expensing of certain business assets pursuant to section 168(k) of the 
Code.17 The provision allows immediate 100% expensing for “qualified property” placed in 
service after September 27, 2017, reducing the percentage that may be expensed for property 
placed in service after January 1, 2023.  “Qualified property”18 that is eligible for bonus 
depreciation includes tangible personal property with a recovery period of 20 years or less under 
the modified accelerated cost recovery system,19 certain depreciable computer software, water 
utility property, and qualified improvement property,20 and certain qualified film and television 
production property. Recapture of this type of “bonus” depreciation property is taxable as 
ordinary income under section 1245 of the Code.21  If, by way of example, a pass-through entity 
elects 100% bonus depreciation on qualified partnership property under section 168(k), a 
subsequent asset sale of the qualified property will be taxable to the owners at a maximum 
ordinary income tax rate of 37% (or 39.6% if sold after 2025). The federal income tax rate could 
be even higher if the owner of the pass-through entity is not actively participating in the business, 
thus requiring the owner to pay an additional 3.8% excise tax under section 1411 of the Code.22

15 § 199A(d)(2)(B).
16 T.D. 9847, 84 Fed. Reg. 2952 (2-8-19) (collectively referred to as the “199A Final Regulations”).
17 § 13201 of TCJA and § 162(k).
18 § 168(k)(2)(A)(i).
19 § 168(k)(2)(A)(i)(I).
20 Qualified improvement property is generally defined as “any improvement to an interior portion of a 
building which is nonresidential real property if such improvement is placed in service after the date such 
building was first placed in service.” § 168(e)(6), Pre -TCJA § 168(k)(3)(A).
21 See § 1245(a)(3).
22 § 1411(c). The excise tax is on “net investment income,” which includes gross income derived from a 
trade or business that is a “passive activity (within the meaning of section 469) with respect to the 
taxpayer.” § 1411(c)(2)(A).  If an individual or trust owns an interest in a trade or business through a 
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f. If the pass-through entity converts to a C corporation, and the asset sale 
occurs thereafter, the maximum tax rate for the entity is 21% and the subsequent distribution of 
the sale proceeds would typically incur an additional 23.8% (resulting in an overall tax burden of 
39.8%).  However, taking advantage of QSBS can significantly reduce the overall tax burden. As 
a first step, the conversion to a C corporation would need to qualify for nonrecognition treatment 
under section 351 of the Code.  There seems to be no provision that would trigger recapture on 
the contribution (or deemed contribution) of the qualified property to the corporation assuming 
all of the other requirements for nonrecognition under section 351 of the Code are met (e.g., 
property is contributed to a controlled corporation solely in exchange for the corporation’s 
stock).23 If the transferor receives money, nonqualified preferred stock, or other property 
(commonly referred to as “boot”), then gain is triggered to the extent of the boot under section 
351(b) of the Code.24 The Treasury Regulations provide that if property subject to recapture 
under section 1245 of the Code is contributed to a corporation and there is partial nonrecognition,
the allocation of gain across all of the contributed assets is based on relative fair market values.25

g. Assuming there is no recognition of gain upon conversion to a C 
corporation, the sale of the bonus depreciation assets will be subject to a preferential 21% rate.  
More importantly, if the shares of the corporation are QSBS and the shareholders have satisfied 
the 5-year holding period requirement, then the proceeds of the sale can be distributed to the 
shareholders upon liquidation of the corporation, and the gain on the sale will likely qualify for 
the 100% exclusion on gain under section 1202 (thereby eliminating taxation at the shareholder 
level).  Thus, the owners of the business could significantly benefit under section 1202, even in 
an asset sale (saving on the rate differential between 37%/39.6% and 21%).

2. The COVID-19 Pandemic

a. As of the last update of these materials, global economies are now 
stalled as a result of the COVID-19 pandemic, forcing most businesses to close to slow the 
progression of the deadly virus. Many small businesses in the United States are struggling to 
survive, and although the U.S. government has already passed economic relief programs—for 
example, by enacting the Coronavirus Aid, Relief, and Economic Security Act (the “CARES 

partnership or S corporation, the determination of whether the income is derived in an active or passive 
trade or business is made at the interest-holder level.  See Treas. Reg. § 1.1411-4(b)(2)(i).
23 It has been held that the contribution of other types of ordinary income assets qualify for nonrecognition 
treatment under section 351 of the Code.  See e.g., Las Cruces Oil Co., Inc. v. Commissioner, 62 T.C. 764 
(1974), acq., 1976-2 C.B. 2 (contribution of inventory).  On the other hand, if the contributed asset is a 
“market discount” bond under section 1276 of the Code, which general treats the market discount as 
ordinary income, the ordinary income portion is required to be recognized.  See § 1276(c) and (d).
24 See Treas. Reg. § 1.351-2.  If two or more items of property are contributed to a controlled corporation, 
the amount and character of the gain and how the boot is apportioned among the assets is determined under 
two different types of methods, the asset-by-asset method, and the aggregate method.  See Rev. Rul. 68-55, 
1968-1 C.B. 130, amplified by Rev. Rul. 85-164, 1985-2 C.B. 117.
25 See Treas. Reg. § 1.1245-4(c)(1).  See also § 1245(b)(3) which provides, “If the basis of property in the 
hands of a transferee is determined by reference to its basis in the hands of the transferor by reason of the 
application of section 332, 351, 361, 721, or 731, then the amount of gain taken into account by the 
transferor under subsection (a)(1) shall not exceed the amount of gain recognized to the transferor on the 
transfer of such property…”
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Act”),26 which includes the Paycheck Protection Program and Economic Injury Disaster Loans—
it is anticipated that more relief and economic stimulus will be needed. To date, the CARES Act 
and other relief legislation,27 will cost over $1.8 trillion.  To offset the resulting budget deficit, it 
is speculated that income tax rates will need to be increased, which will increase the economic 
burden on taxpayers.

b. As discussed later, section 1202 was originally enacted in 1993 to spur 
investment in small businesses and encourage long-term economic growth. When the U.S. 
economy went into recession during the global financial crisis of 2007- 2009 (also known as the 
Great Recession), section 1202 was amended to increase the exclusion benefits available to 
taxpayers who were willing to make long-term investments in small businesses and start-up 
companies. If the U.S. government is looking for ways to support small businesses and stimulate 
the economy, Treasury should consider section 1202 a candidate to assist in that effort, with 
perhaps some needed amendments. As currently written, section 1202 provides a framework and 
platform to allow preexisting (and new) businesses to attract capital and provide highly attractive 
tax benefits to long-term investors in those companies. At a time like today when businesses are 
and will be seeking capital to stay afloat, section 1202 could be an integral tool to stimulate and 
save the U.S. economy.

c. Unfortunately, as discuss later, QSBS planning is hampered by a 
number of practical and structural issues. First, very little guidance has been issued by the IRS on 
several important aspects of QSBS (for example, the “at all times” qualification of the 
“Aggregate Gross Asset Requirement,” as defined and discussed later), many of which we 
highlight and for which we offer practical solutions. Second, if the U.S. government wants to 
provide significant incentives to investors in small businesses, section 1202 needs to be updated 
to reflect today’s economics. By way of example, the Aggregate Gross Asset Requirement is 
capped at $50 million, and that figure has never been increased or even indexed for inflation. A
significant increase of the $50 million limit would greatly increase the number of corporations 
that could qualify for QSBS treatment. Ironically, the recent economic downturn may have 
caused many corporations that were above the $50 million upper limit to fall below it, and 
despite that fact, these corporations may be unable to qualify for QSBS treatment because of the 
vagaries of the “at all times” requirement.

d. Finally, some consideration should be given to broadening the 
definition of those trades or businesses that would qualify under section 1202 and relaxing some 
asset-holding limitations.  Some types of trades or businesses involved in real estate, hospitality, 
or lodging would likely not qualify under section 1202, but these are the types of industries that 
are particularly in need of capital today. These types of amendments would not need to be 
permanent changes to section 1202.  What is unique to QSBS is that these broadened or relaxed 
qualifications can be applied to corporations that issue stock to investors within specified time 
frames, and afterward the qualifications can expire. Section 1202 has a history of offering 
different tax benefits based on the date the stock was acquired by the investor, so it is uniquely 
structured to provide assistance to small businesses — especially today and as the U.S. economy 
emerges from economic fallout from the COVID-19 pandemic.

26 P.L. 116-136 (Mar. 27, 2020).
27 Families First Coronavirus Response Act, P.L. 116-127 (Mar. 18, 2020).
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3. Evolution of QSBS

a. Enactment in 1993

(1) Section 1202 of the Code was enacted in 1993.28 As originally 
enacted, section 1202 provided for a 50% exclusion from the sale of QSBS owned by non-
corporate shareholders for more than five years.29 The amount of the exclusion is limited to the 
greater of $10 million per taxpayer or 10 times the taxpayer’s adjusted basis in the corporation.  
As discussed in more detail later in these materials, these limitations are subject to interpretation 
and are not as straightforward as they might seem.  In any case, since the issuance date of the 
stock would have to occur after August 10, 1993 (date of enactment),30 the earliest a taxpayer 
would have gotten the benefit of the exclusion was 1998.

(2) In addition, since 2003,31 7% of the excluded gain was also 
considered a preference item for alternative minimum tax (AMT) purposes.32 Thus, if a taxpayer 
was subject to AMT and the taxpayer sold QSBS stock, then 50% of the taxable gain plus 7% of 
the excluded gain (50%) was subject to the maximum AMT tax rate of 28%, resulting in an 
effective tax rate on the gain from the sale of QSBS at 14.98%.33 As discussed later in these 
materials, the taxable portion of gain from the sale or exchange of QSBS is subject to a maximum 
tax rate of 28%, not the maximum long-term capital gain tax rate of 20%, which was in effect 
from 1998 until May 2003. Thus, for a taxpayer that was not in AMT, the maximum effective 
rate for the sale of QSBS was 14% (50% of 28%), and if the taxpayer was in AMT, the maximum 
effective rate was 14.98%. Thus, while exclusion of gain for QSBS provided some benefit, the 
net benefit saved was relatively small (5.02%-6%, the difference between a 20% capital gain tax 
on 100% of the gain vs. the QSBS rate, depending on whether the taxpayer was subject to AMT).
From May 2003 through 2012, the maximum long-term capital gain tax rate was 15%.  So, the 
savings from QSBS sales was even smaller for those taxpayers who were subject to AMT.

b. Increased Exclusion in 2009

(1) In 2009, in the midst of the global financial recession, section 
1202 was amended34 to provide a 75% exclusion on gain for QSBS stock issued after February 
17, 2009, but before January 1, 2011.35 Subsequently in 2010, Congress amended the time period 

28 Omnibus Budget Reconciliation Act of 1993, P.L. 103-66, more commonly referred to as the “Revenue 
Reconciliation Act of 1993.”
29 § 1202(a)(1).
30 § 1202(c)(1).
31 See Jobs and Growth Tax Relief Reconciliation Act of 2003, P.L. 108-27, §§ 301(b)(3)(A) and 301(b)(3) 
(B), and 301(d)(3), effective for dispositions on or after May 6, 2003.  As originally enacted in 1993, 50% 
of the excluded gain was a preference item.  In 1997, it was reduced to 42% of the excluded gain.  
Taxpayer Relief Act of 1997, P.L. 105-34, § 311(b)(2)(B).  In 1998, for stock acquired after December 31, 
2000, the preference amount was reduced to 28% of the excluded gain.  IRS Restructuring and Reform Act 
of 1998, P.L. 105-206, § 6005(d)(3).
32 See §§ 1(h)(7) and 57(a)(7).
33 [50% taxable gain + (7% x 50% of excluded gain)] x 28% AMT rate = 53.5% gain x 28% rate = 14.98%.
34 American Recovery & Reinvestment Act of 2009, P.L. 111-5, § 1241, 123 Stat. 115 (2009) (hereinafter, 
“ARRA”).
35 See § 1241 of ARRA.
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so that the 75% exclusion applied to stock issued before September 27, 2010.36 Due to the 5-year 
holding period requirement, the earliest time a taxpayer would have been entitled to the 75% 
exclusion was February 18, 2014. In 2013, the maximum long-term capital gain tax rate was 
increased to 20%, and the 3.8% excise tax on net investment income under section 1411 of the 
Code became effective.37 However, as mentioned, the taxable gain on the sale of QSBS is taxed 
at a maximum rate of 28%, plus the 3.8% excise tax. Assuming a taxpayer sells QSBS, which is
entitled to a 75% exclusion, and the taxpayer is not subject to AMT, then the effective tax rate is 
7.95% (25% x 31.3%).

(2) If, on the other hand, the taxpayer had been subject to AMT, and 
the taxable event had occurred prior to amendments in 2010 (as discussed below), then 25% of 
the taxable gain plus 7% of the excluded gain (75%) would have been taxed at the maximum
28% AMT rate.  The result is that the effective tax rate on the sale would have been 8.47%.38

c. 100% Exclusion in 2010 and Permanence in 2015

(1) In 2010, section 1202 was again amended39 to provide for a 
100% exclusion on gain for QSBS stock issued after September 27, 2010, but before January 1, 
2011.40 In addition, the 2010 tax act eliminated the AMT preference on the excluded gain.41 As 
a result, with the 5-year holding requirement, for stock issued during this short period of time, the 
earliest QSBS shareholders would be entitled to the 100% exclusion was September 28, 2015.

(2) Each year, until the amendment in 2015, the 100% exclusion was 
subject to sunset, which would have caused the exclusion to revert to 50%.  There were 
extensions in subsequent years, and ultimately the reversion never occurred. In 2015, the 100% 
exclusion42 and the elimination of the AMT preference,43 were made permanent for all stock 
issued after September 27, 2010.44

4. Boom in Private Equity and Venture Capital

a. Coinciding with the enactment and evolution of section 1202, 
investments in private equity and venture capital have been booming.  By definition, private 

36 See § 1202(a)(3).
37 See American Taxpayer Relief Act of 2012, P.L. 112-240, 126 Stat. 2313 (2013), Health Care and 
Education Reconciliation Act of 2010, P.L. 111–152, 124 Stat. 1029 (2010), and Patient Protection and 
Affordable Care Act, P.L. 111-148, 124 Stat. 119 (2010).
38 [25% taxable gain + (7% x 75% of excluded gain)] x 28% AMT rate = 30.25% gain x 28% rate = 8.47%.
39 Small Business Jobs Act of 2010, P.L. 111-240, § 2011, 124 Stat. 2504 (2010) (hereinafter, “Small 
Business Jobs Act”).
40 § 2011 of the Small Business Jobs Act.
41 See § 1202(a)(4)(C).
42 § 1202(a)(4)(A).
43 § 1202(a)(4)(C).
44 Protecting Americans from Tax Hikes Act, P.L. 114-113, 129 Stat. 2242, and Consolidated 
Appropriations Act of 2016, P.L. 114-113, division Q, section 126(a), struck out “and before January 1, 
2015” following “Creating Small Business Jobs Act of 2010” and in the paragraph heading struck out 
“2011, 2012, 2013, and 2014” and inserted “and thereafter.”
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equity and venture capital investing involves direct investment in private companies.  According 
to one report, in 2000, there were approximately 1,608 private equity and venture capital firms 
with assets under management of $577 billion.  By 2017, those numbers had grown to 4,719 
firms with $2.5 trillion under management.45

b. Typically, investors in such funds are cashed out if the company goes 
public, is sold or merged with another firm, or is recapitalized.  For the taxable investor in these 
funds, the ability to claim an exclusion under section 1202 has become a critically important 
feature that will significantly increase after-tax returns.  When QSBS was first enacted in 1993, 
investors in private equity and venture capital funds were primarily institutional investors that 
were either tax-exempt or were not eligible holders of QSBS entitled to the exclusion.  Today, 
taxable investors (wealthy individuals) are increasingly investing in private equity and venture 
capital, and the underlying funds are taking specific steps to address QSBS for their investors.

II. SHAREHOLDER AND CORPORATE LEVEL QSBS QUALIFICATIONS

A. Percentage Exclusion of Gain and QSBS Rate

1. As mentioned above, section 1202 of the Code excludes a percentage of gain 
(50%, 75%, or 100%) on the sale or exchange of QSBS held for more than five years, and the 
percentage of exclusion (hereinafter referred to as the “Exclusion Percentage”) depends on the 
date on which the QSBS was acquired. Although a certain percentage of gain is excluded, the 
non-excluded gain, defined in the Code as “section 1202 gain,” is taxed at a maximum 28%
rate,46 not the 20% preferential long-term capital gain rate. Section 1202 gain is defined as the 
excess of “the gain which would be excluded from gross income under section 1202 but for the 
percentage limitation in section 1202(a),” over “the gain excluded from gross income under 
section 1202”47 (hereinafter referred to as, “Section 1202 Gain”).  With the addition of the 3.8% 
excise tax on net investment income, the following chart sets out the maximum effective tax rates 
and exclusions, depending on whether the taxpayer is subject to AMT:48

45 The Boston Consulting Group, Capitalizing on the New Gold Age in Private Equity, (March 7, 2017). 
which can be found: https://www.bcg.com/publications/2017/value-creation-strategy-capitalizing-on-new-
golden-age-private-equity.aspx.
46 See §§ 1(h)(1)(F) and 1(h)(4)(A)(ii).
47 § 1(h)(7).
48 The chart excludes the 60% exclusion with respect to QSBS of certain empowerment zone businesses 
acquired after December 21, 2000 since the enactment of the 75% and 100% exclusions have made the 
60% exclusion of no value to taxpayers. See §§ 1202(a)(2) and 1397C(b).
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Acquisition
Date

Exclusion
Percentage

Maximum
QSBS
Rate

Maximum
QSBS

AMT Rate49

Maximum 
Rate

(No QSBS)

Aug. 11, 1993 to
Feb. 17, 2009 50%50 15.90% 16.88% 23.80%

Feb. 18, 2009 to
Sep. 27, 2010 75%51 7.95% 9.42% 23.80%

After
Sep. 27, 2010 100%52 0.00% 0.00% 23.80%

2. As one can see, the maximum tax savings from QSBS comes from stock 
acquired after September 27, 2010.  One might also note that under some circumstances, the sale 
of QSBS stock might be subject to a higher rate than if section 1202 did not apply (e.g., stock 
entitled to a 50% exclusion under section 1202 sold during a time when the taxpayer’s highest tax 
bracket is 15%).  It’s important to note that section 1202 is not elective.  Under such 
circumstances, the taxpayer would have been better off intentionally losing QSBS status by, for 
example, failing the 5-year holding requirement or making a disqualifying transfer, as discussed 
in more detail below.

3. In calculating any tax liability associated with the sale of QSBS, it is 
important to make a distinction between Section 1202 Gain (as defined above), gain that is 
excluded under section 1202(a) of the Code (hereinafter, the “Excluded Section 1202 Gain”), and 
the taxable gain that is not subject to section 1202 (hereinafter, “Non-Section 1202 Gain”).  As 
noted above, Section 1202 Gain is taxed at a maximum rate of 28% (31.8%) and is carefully 
defined in terms of gain that would be excluded but for the percentage limitations noted above.  
By consequence, Section 1202 Gain is also limited by the “Per-Issuer Limitation,” discussed 
below, which limits the total amount of gain that is subject to the percentage exclusions. Any 
other gain, namely Non-Section 1202 Gain is taxed at the preferential 20% (23.8%) long-term 
capital gain tax rate.

49 For taxpayers who acquired their stock on or before September 27, 2010, 7% of the excluded gain is a 
preference item.  See §§ 57(a)(7) and 1202(a)(4)(C), which is only applicable to QSBS acquired after 
September 27, 2010.  The taxable portion of the gain is subject to the maximum AMT rate of 28% plus the 
3.8% excise tax on net investment income, but the 7% preference item is subject only to the AMT tax, not 
the excise tax.  As a result, the 50% exclusion results in a maximum AMT rate of 16.88%, as follows: 
{[50% taxable gain + (7% x 50% of excluded gain)] x 28% AMT rate} + (50% taxable gain x 3.8% excise 
tax).  The 75% exclusion results in a maximum AMT rate of 9.42%, as follows: {[25% taxable gain + (7% 
x 75% of excluded gain)] x 28% AMT rate} + (25% taxable gain x 3.8% excise tax).
50 § 1202(a)(1).
51 § 1202(a)(3).
52 § 1202(a)(4).
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4. For example, A has an adjusted tax basis in QSBS of $5 million that is worth 
$100 million.  Assume that A acquired the QSBS at such a time that the 50% percentage 
limitation applies, the Per-Issuer Limitation is $50 million, and all other conditions are met to 
qualify under section 1202.  If A sells the stock for $100 million, assuming A is not in AMT, the 
resulting tax liability is calculated, as follows:53

Category
Of

Gain

Amount
Of

Gain

Maximum
Tax
Rate

Federal
Tax

Liability
Excluded

Section 1202
Gain

$25 Million 0.00% $0.00

Section 1202
Gain $25 Million 31.80% $7.95 Million

Non-
Section 1202

Gain
$45 Million 23.80% $10.71 Million

TOTALS $95 Million N/A $18.66 Million

5. Non-Section 1202 Gain can include the unrecognized gain inherent in 
appreciated assets contributed to the corporation in exchange for stock in the corporation under 
section 351 of the Code. Under section 358 of the Code, the stock received in the corporation 
will receive a carryover basis, but for purposes of the Per-Issuer Limitation, discussed below, the 
fair market value of the contributed property is used in calculating the tenfold multiplier.

B. Per-Issuer Limitation ($10 Million or 10 Times Basis)

1. The Code provides a “Per-Issuer Limitation,” which prescribes the maximum 
gain that can be excluded under section 1202(a) of the Code.  Section 1202(b)(1) of the Code 
provides, “If the taxpayer has eligible gain for the taxable year from 1 or more dispositions of 
stock issued by any corporation, the aggregate amount of such gain from dispositions of stock 
issued by such corporation which may be taken into account … for the taxable year shall not 
exceed the greater of—”54

53 See Joint Committee on Taxation, General Explanation of Tax Legislation Enacted in 1997 (JCS-23-97), 
December 17, 1997, p. 49, fn. 75, which provides the following example: “For example, assume an 
individual has $300,000 gain from the sale of qualified stock in a small business corporation and $120,000 
of the gain (50 percent of $240,000) is excluded from gross income under section 1202, as limited by 
section 1202(b). The entire $180,000 of gain included in gross income is included in the computation of 
net capital gain and $120,000 of that gain will be taken into account in computing 28-percent rate gain. The 
combination of the 50-percent exclusion and the 28-percent maximum rate will result in a maximum 
effective regular tax rate of 14 percent on the $240,000 gain from the sale of the small business stock to 
which the 50-percent section 1202 exclusion applies, and the maximum rate on the remaining $60,000 of 
gain is 20 percent.”  Please note that the highest long-term capital gain tax rate in 1997 was 20%.
54 § 1202(b)(1).
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a. “$10,000,000 reduced by the aggregate amount of eligible gain taken 
into account by the taxpayer . . . for prior taxable years and attributable to dispositions of stock 
issued by such corporation” (hereinafter, referred to as the “$10 Million Per Taxpayer 
Limitation”),55 or

b. “10 times the aggregate adjusted bases of qualified small business stock 
issued by such corporation and disposed of by the taxpayer during the taxable year” (hereinafter 
referred to as the “10 Times Basis Limitation”).56

2. As discussed later in these materials, the foregoing provision is not a model of 
clarity, but it does provide some interesting opportunities to possibly multiply and maximize the 
amount of gain exclusion by taking advantage of multiple taxpayers and engaging in careful tax 
basis management prior to the time of QSBS share issuance. In determining the applicability of 
the Per-Issuer Limitation, it’s important to note that it is based on a per-issuer (per corporation), 
per taxpayer basis.  Further, the $10 Million Per Taxpayer Limitation is reduced by recognized 
gains in previous taxable years, whereas the 10 Times Basis Limitation is not.  The 10 Times 
Basis Limitation, in contrast, is taken into account only for the taxable year in question.

3. For married57 individuals filing separate returns, the $10 Million Per Taxpayer 
Limitation is reduced to $5 million per taxpayer58 (but the 10 Times Basis Limitation remains 
unadjusted). Section 1202(b)(3)(A) states the $5 million reduction applies “in the case of a 
separate return by a married individual,”59 with no mention of married taxpayers filing a joint 
return.  However, the Code goes on to provide in section 1202(b)(3)(B), “In the case of any joint 
return, the amount of eligible gain taken into account shall be allocated equally between the 
spouses for purposes of applying this subsection to subsequent taxable years.”60 In the absence 
of some clarification, a strict reading of section 1202 would imply one rule with respect to the 
availability of the QSBS exclusion that only applies to married taxpayers filing separately and 
another rule with respect to how gain is allocated that only applies to married taxpayers filing 
jointly. As discussed later, the section 1202 exclusion is afforded to each and every taxpayer who 
acquires QSBS by Original Issuance (defined later) or who receive such stock through a 
permissible transfer.  To that end, the separate taxpayer distinction is critical.

4. This seemingly disparate treatment of exclusion benefits, on one hand, and 
how gain or income is allocated, on the other hand, is not in conflict with the Treasury
Regulation, which provides, “Although there are two taxpayers on a joint return, there is only one 
taxable income.”61 Indeed, the Tax Court has held “it is a long recognized legal maxim that a 

55 § 1202(b)(1)(A).
56 § 1202(b)(1)(B).
57 Marital status is determined under section 7703 of the Code. § 1202(b)(3)(C). As such, marital status is 
determined at the end of the taxable year, unless a spouse dies during the taxable year, in which case it is 
determined on the date of death. In addition, an individual who is legally separated from a spouse under a 
decree of divorce or of separate maintenance will not be considered married. See § 7703(a).
58 § 1202(b)(3)(A).
59 Id.
60 § 1202(b)(3)(B).
61 Treas. Reg. § 1.6013-4(b). See § 7701(1)(14) (“The term ‘taxpayer” means any person subject to any 
internal revenue tax.”) and § 6013(d)(3) (“if a joint return is made, the tax shall be computed on the 
aggregate income and the liability with respect to the tax shall be joint and several.”).
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husband and wife are separate and distinct taxpayers notwithstanding the fact that they have filed 
joint Federal income tax returns.”62 Moreover, the IRS as ruled, for purposes of the $5 million 
limitation of section 453A, that the taxpayer and his spouse are not considered a single taxpayer. 
In coming to that conclusion, the IRS stated, “In particular, if Congress had intended that married 
individuals be treated as one taxpayer for purposes of apply the $5,000,000 limitation…, it could 
have easily provided for this attribution in express terms… Where Congress is silent on this 
point, as in section 453A, we do not believe that an allocation between married individuals can be 
implied.”63

5. Thus, absent other guidance or changes to section 1202, married individuals 
filing jointly are entitled to each claim up to $10 million of exclusion against eligible gain, but 
any such gain is allocated equally between the spouses in determining the $10-million-per-
taxpayer limitation for subsequent tax years, regardless of which spouse sells QSBS in any tax 
year.

6. For purposes of the 10 Times Basis Limitation, the Code provides that the 
“adjusted basis of any stock shall be determined without regard to any addition to basis after the 
date on which such stock was originally issued.”64 As such, if a taxpayer dies with QSBS and 
such stock receives a “step-up” in basis to fair market value on the date of the taxpayer’s death 
under section 1014(a) of the Code, then the increased basis may not be used in calculating the 10 
times basis limitation.  In contrast, since the Code only refers to “any addition to basis,” if the 
value of the QSBS is less than the adjusted basis at the time of death, the stock will receive a 
“step-down” in basis, and the lower basis would seemingly apply for calculating the 10 Times 
Basis Limitation. As discussed later in these materials, however, the “step-up” in basis may be 
beneficial depending on the stock’s applicable Exclusion Percentage, unrealized Section 1202 
Gain, and unrealized Non-Section 1202 Gain at the time of death.  Furthermore, if the QSBS is 
acquired by a partnership, the limitation on “any addition to basis” would also apply to any 
increases in tax basis resulting from a liquidating distribution65 to a partner or inside basis 
adjustments to QSBS held by the partnership under sections 734(b) of the Code, if the partnership 
has a section 754 election in place.66 These additions to basis are ignored only for purposes of 
the 10 Times Basis Limitation, so they can reduce any unrealized Section 1202 Gain and Non-
Section 1202 Gain.

62 Nell v. Commissioner, T.C. Memo. 1982-228, 43 T.C.M. (CCH) 1236, 1237.
63 TAM 9853002.
64 § 1202(b)(1), flush language.
65 Unlike a current distribution, a liquidating distribution can result in the distributed property receiving an 
increase in tax basis because the liquidated partner’s outside basis is greater than the tax basis of the 
property held by the partnership prior to distribution. See § 732(b) and Treas. Reg. § 1.732-1(b).
66 This can occur when higher basis partnership property is distributed to a partner with a lower outside 
basis, resulting in a reduction of basis on the distributed property.  With a section 754 election, the 
partnership is allowed replace the lost basis by increasing the basis of partnership property.  This is 
sometimes referred to as a basis “strip” and “shift.”  See Paul S. Lee, Ellen K. Harrison, and Turney P. 
Berry, Putting It On & Taking It Off: Managing Tax Basis Today (for Tomorrow), 52nd Annual Heckerling 
Institute on Estate Planning (2018), Chapter 2, ¶ 204.15-204.17.  An addition to basis could occur under 
section 743(b) of the Code upon a taxable sale of a partnership interest, which would generally disqualify 
QSBS treatment with respect to such interest, or upon the death of a partner due to a “step-up” in basis on 
the partnership interest, which is discussed later in these materials.
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7. If a taxpayer contributes property (other than money or stock) to a qualified 
small business corporation in exchange for stock in the corporation, such stock “shall be treated 
as having been acquired by the taxpayer on the date of such exchange,”67 and the “basis of such 
stock in the hands of the taxpayer shall in no event be less than the fair market value of the 
property exchanged.”68 These special rules apply only for section 1202 purposes (and section 
1045 purposes, as discussed later).  Thus, notwithstanding that a nonrecognition contribution of 
property to a controlled corporation under section 351 of the Code provides for a tacking of 
holding period to the exchanged stock, for section 1202 purposes, the required 5-year holding 
period is deemed to start on the date of exchange.69 More importantly, for purposes of the 10 
Times Basis Limitation, the taxpayer is able to use the fair market value of appreciated property 
at the time of the exchange in that calculation.

8. The foregoing limitations on any “addition to basis after the date on which 
such stock was originally issued” and on the use of the fair market value for appreciated property 
contributed for purposes of the Per-Issuer Limitation were enacted so that “only gains that accrue 
after the transfers are eligible for the exclusion.”70 However, without any explanation, section 
1202(i)(2) provides, “If the adjusted basis of any qualified small business stock is adjusted by 
reason of any contribution to capital after the date on which such stock was originally issued, in 
determining the amount of the adjustment by reason of such contribution, the basis of the 
contributed property shall in no event be treated as less than its fair market value on the date of 
the contribution.”71 As such, this subsection seems to imply that basis can be nonetheless 
increased for purposes of the 10 Times Basis Limitation, but it’s difficult to envision a scenario 
in which a shareholder would contribute capital to a corporation that would not be treated as an 
additional acquisition of shares, thereby requiring such acquisition to satisfy all of the other 
requirements of QSBS.

9. Some debate exists around the order in which the Per-Issuer Limitation and 
the Exclusion Percentage are applied in arriving at the Excluded Section 1202 Gain.  We believe
the Per-Issuer Limitation is applied against eligible gain first, followed by the application of the 
Exclusion Percentage. The reason for this interpretation is section 1202(b)(1) mandates that the 
amount of eligible gain “which may be taken into account under subsection (a)” (the Exclusion 
Percentage) shall not exceed the Per-Issuer Limitation.  Assume, A sells QSBS for $15 million of 
eligible gain, which qualifies for a 50% Exclusion Percentage, and the Per-Issuer Limitation is 
$10 million. Based on our interpretation, of the $15 million of eligible gain, $10 million “may be 
taken into account under subsection (a)” (i.e., the 50% exclusion), and the remaining $5 million
of eligible gain is considered Non-Section 1202 Gain.  The result is $5 million of Excluded 
Section 1202 Gain, $5 million of Section 1202 Gain, and $5 million of Non-Section 1202 Gain.

10. Some have argued that the Exclusion Percentage should be applied against all 
of the eligible gain, and then the Per-Issuer Limitation is applied.  Under that interpretation, in 
the foregoing example, 50% of the $15 million of eligible gain ($7.5 million) would be Excluded 
Section 1202 Gain, and since $7.5 million is less than the Per-Issuer Limitation of $10 million,

67 § 1202(i)(1)(A).
68 § 1202(i)(1)(B).
69 There is a discussion later in these materials regarding the interplay between the acquisition date for 
QSBS purposes on formation of the corporation or conversion from a partnership to a C corporation.
70 Conference Report (H. Rept. 103-213) on Omnibus Budget Reconciliation Act of 1993, p. 526.
71 § 1202(i)(2).
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$7.5 million of the eligible gain is Excluded Section 1202 Gain.  We respectfully do not believe 
this is the correct result, although it would be better for the taxpayer.  Further, it is unclear, based 
on this interpretation, whether the remaining gain is considered Non-Section 1202 Gain or a 
combination of Section 1202 Gain and Non-Section 1202 Gain.

11. As mentioned above, for section 1202 purposes, if a taxpayer contributes 
property (other than money or stock) to a qualified small business corporation in exchange for 
stock in the corporation, the basis in the stock will be no less than the fair market value of the 
contributed property.  As a result, taxpayers have the opportunity to increase tenfold the amount 
of gain subject to partial or complete exclusion by contributing appreciated property. However, 
because this special rule applies only for section 1202 purposes, the unrealized gain represented 
by the appreciation on the contributed property is not entitled to exclusion under section 1202 (or 
the gain rollover under section 1045).

C. Qualified QSBS Shareholders

1. The percentage exclusion on gain under section 1202 is available to “a 
taxpayer other than a corporation.”72 This includes individuals, trusts, and estates (collectively, 
hereinafter referred to as “Qualified QSBS Shareholders”).73 The foregoing taxpayers may be 
entitled to the exclusion even if the stock is held by certain pass-through entities (spelled “pass-
thru” in section 1202), as long as some additional requirements are met. These pass-thru entities 
are not per se Qualified QSBS Shareholders, but they are eligible holders of QSBS for the benefit 
of the owners of the pass-thru entity who are Qualified QSBS Shareholders.74

2. The term “pass-thru entity”75 means:

a. Partnership,

b. S corporation,

c. Regulated investment company, and

d. Common trust fund.

3. A partner, shareholder, or owner of a “pass-thru entity” who is a Qualified 
QSBS Shareholder will be entitled to section 1202 exclusion on gain allocated to such owner,76

as long as such gain is:

72 § 1202(a)(1).
73 Similarly, the recently enacted the Qualified Business Income Deduction under section 199A of the 
Code is allowed to a taxpayer “other than a corporation.” § 199A(a).  The legislative history provides that 
this includes individual taxpayers, as well as trusts and estates.  Joint Explanatory Statement of the 
Committee of Conference on H.R. 1, 115th Cong. 1st Sess. (2017), p. 27 and 40.
74 The Qualified Business Income Deduction under section 199A is not taken at the pass-thru entity level, 
rather the deduction is taken at the partner or shareholder level.  See § 199A(f)(1)(A).
75 § 1202(g)(4).
76 § 1202(g)(1)(A).



Chapter 8—Qualified Small Business Stock: The Quest for Quantum Exclusions

 8–1620th Annual Oregon Tax Institute 16

a. Attributable to a sale or exchange by the pass-thru entity of stock which 
is “qualified small business stock in the hands of such entity (determined by treating such entity 
as an individual) and which was held by such entity for more than 5 years,”77 and

b. Includible in the gross income of the owner “by reason of the holding 
of an interest in such entity which was held by the taxpayer on the date on which such pass-thru 
entity acquired such stock and at all times thereafter before the disposition of such stock.”78

4. In such instance, for purposes of applying the Per-Issuer Limitation 
(specifically, the 10 Times Basis Limitation) to the Qualified QSBS Shareholder, the Code 
provides “the taxpayer’s proportionate share of the adjusted basis of the pass-thru entity in such 
stock shall be taken into account.”79

5. In addition, the amount of the preferential gain exclusion allocated to the 
taxpayer is limited by reference to the interest held by the taxpayer in the pass-thru entity on the 
date the qualified small business was acquired.  The Code provides, in pertinent part, the
allocated gain subject to a partial or complete exclusion “shall not apply to any amount to the 
extent such amount exceeds the amount…which…would have applied if such amount were 
determined by reference to the interest the taxpayer held in the pass-thru entity on the date the 
qualified small business stock was acquired.”80

6. With respect to regulated investment companies, IRS Notice 97-6481 provides
temporary Treasury Regulations will be issued on how regulated investment companies82 may 
designate dividends as section 1202 distributions. These yet to be issued temporary regulations 
are expected to provide (i) section 1202 gain distributions will need to be designated separately 
for each issuer of QSBS; (ii) the exclusion under section 1202(a) will be determined at the 
shareholder level; and (iii) the maximum distributable section 1202 gain for each issuer will be 
calculated separately from limitations on all other classes of capital gain dividends but in the 
aggregate may not exceed the regulated investment company’s net capital gain.83

77 § 1202(g)(2)(A).
78 § 1202(g)(2)(B).
79 § 1202(g)(1)(B).
80 § 1202(g)(3).
81 Notice 97-64, 1997-47 I.R.B. 7.
82 A regulated investment company is subject to the ordinary corporate income tax, under section 11 of the 
Code, on its investment company taxable income, which is taxable income subject to a number of 
adjustments. The most notable such adjustments are the deduction for dividends paid and the exclusion of 
net capital gain.  Net capital gains are subject to shareholder level taxation to the extent that the company
distributes the gains, but the company is subject to taxation to the extent that its net capital gain exceeds the 
amount of its dividends designated as capital gain distributions. See §852(b).
83 Notice 97-64, 1997-47 I.R.B. 7, § 8.



Chapter 8—Qualified Small Business Stock: The Quest for Quantum Exclusions

 8–1720th Annual Oregon Tax Institute 17

D. Eligible Gain (5-Year Holding Period)

1. Generally

a. The Per-Issuer Limitation is applied against “eligible gain,” which is 
defined as “any gain from the sale or exchange of qualified small business stock held for more 
than 5 years.”84 As such, “eligible gain” has two definitional requirements: (i) gain must be from 
the sale of QSBS (as defined and discussed below), and (ii) the taxpayer must have held the stock 
for more than 5 years.

b. For purpose of the foregoing, stock acquired by the taxpayer through 
the exercise of options or warrants, or through the conversion of convertible debt, is treated as 
acquired at original issue. The determination whether the gross assets test is met is made at the 
time of exercise or conversion, and the holding period of such stock is treated as beginning at that 
time.85 In the case of convertible preferred stock, the gross assets determination is made at the 
time the convertible stock is issued, and the holding period of the convertible stock is added to 
that of the common stock acquired upon conversion.86 Stock received by a taxpayer in 
connection with the performance of services is treated as issued when the resulting compensation 
income is included in the taxpayer’s income pursuant to section 83 of the Code. Thus, the 5-year 
holding period is deemed to start (i) at issuance where the stock is subject to a substantial risk of 
forfeiture or other vesting condition, but the taxpayer makes a section 83(b) election, or (ii) at the 
expiration of the substantial risk of forfeiture or the satisfaction of the vesting condition, if the 
taxpayer did not make a section 83(b) election.87

2. Tacking and Permissible Transfers

a. The Code provides if a transferee receives stock in certain types of 
transfers, then the transferee will be deemed to have “acquired such stock in the same manner as 
the transferor,”88 and “held such stock during any continuous period immediately preceding the 
transfer during which it was held (or treated as held under [section 1202(h)]) by the transferor.”89

As discussed in more detail below, such a transfer is defined as any transfer:

(1) “by gift,”90

(2) “at death,”91

84 § 1202(b)(2).  Subsection (a) of section 1202 sets out the percentage exclusion available on the sale of 
stock by a taxpayer other than a corporation and mirrors, but does not reference, the definition of “eligible 
gain” (any gain from the sale or exchange of qualified small business stock held for more than 5 years).  
85 Conference Report (H. Rept. 103-213) on Omnibus Budget Reconciliation Act of 1993, p. 526.
86 Id.
87 Id.
88 § 1202(h)(1)(A).
89 § 1202(h)(1)(B).
90 § 1202(h)(2)(A).
91 § 1202(h)(2)(B).
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(3) “from a partnership to a partner,”92 if the stock received from the 
partnership otherwise meet the requirements of section 1202(g) discussed above (e.g., limited to 
such shareholder’s interest at the time the QSBS was acquired by the partnership) other than the 
5-year holding requirement.

b. In addition to the foregoing, holding periods will tack in the following 
situations:

(1) Taxpayer acquires stock “solely through the conversion of other 
stock in such corporation which is qualified small business stock in the hands of the taxpayer;”93

(2) The exchange of QSBS for stock in another corporation in a 
transaction described in section 351 of the Code or reorganization described in section 368 of the 
Code (as discussed in more detail below);94 and

(3) The purchase of QSBS with proceeds from a qualifying rollover 
under section 1045 of the Code (as discussed below).95

c. It’s because of the foregoing provisions that if shares of a QSB are 
“sold” in a tax free exchange of shares with a publicly-traded company, the publicly-traded 
shares will qualify for the QSBS exclusion under section 1202(a), provided the shares are sold 
after the required, but cumulatively calculated, 5-year holding period.

3. Disqualifying Hedging Transactions

a. Certain hedging transactions can disqualify QSBS.  If a taxpayer (or 
related party96) has an “offsetting short position” on any QSBS, the gain will not qualify for 
partial or complete exclusion unless (i) the QSBS was held by the taxpayer for more than 5 years 
as of the first day on which there was a short position,97 and (ii) the taxpayer elects to recognize
gain as if such stock were sold on such first day for its fair market value.98 An  “offsetting short 
position” includes:99

(1) A “short sale of substantially identical property,”

(2) An “option to sell substantially identical property at a fixed 
price,” or

92 § 1202(h)(2)(C).
93 § 1202(f).
94 § 1202(h)(4).
95 See 1223(13)
96 § 1202(j)(2) [flush language], taxpayer includes any person who is related as defined in sections 267(b) 
or 707(b) of the Code.
97 § 1202(j)(1)(A).
98 § 1202(j)(1)(B).
99 § 1202(j)(2).
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(3) To the extent provided in the Treasury Regulations, “any other 
transaction which substantially reduces the risk of loss from holding such qualified small 
business stock.”

b. To date, no guidance has been issued as to how or when a taxpayer can 
make such election.  Furthermore, no Treasury Regulations have been issued as to any other 
transaction that “substantially reduces the risk of loss.”  The phrase “substantially identical 
property” is used in other Code sections including sections 1233 (short sales), 1258 (conversion 
transactions), and 1259 (constructive sales) of the Code. It seems, however, that if a taxpayer can 
secure a loan on a non-recourse basis, collateralized solely by the QSBS, the loan would not be 
considered a recognition event, and the transaction would not be considered a disqualifying 
hedging transaction.

E. QSBS: Original Issuance Requirement

1. Generally

a. In order for stock to be considered QSBS, it must be:

(1) Stock in a C corporation;100

(2) Originally issued after August 10, 1993 (date of enactment of the 
Revenue Reconciliation Act of 1993);101

(3) On the date of issuance, issued by a corporation that is a 
“qualified small business,” as defined below;102 and

(4) Except for certain exceptions noted below, “acquired by the 
taxpayer at its original issue,”103 in exchange for money or other property (not including 
stock),104 or as compensation for services provided to such corporation.105

b. The foregoing is often referred to as the “Original Issue” or “Original 
Issuance” requirement. The term “Original Issue” refers to an issuance of stock directly from the 
corporation to a Qualified QSBS Shareholder, as opposed to, for example, an acquisition of such 
stock on a secondary market or acquisition from another person. It does not refer to the timing of 
the issuance of stock.  In other words, it should not be interpreted to mean that only the first 
issuance of stock from a corporation will be considered QSBS.

100 § 1202(c)(1).
101 Id.
102 § 1202(c)(1)(A).
103 § 1202(c)(1)(B).
104 § 1202(c)(1)(B)(i).
105 § 1202(c)(1)(B)(ii).
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2. Permissible Transfers

a. The Original Issuance requirement is not violated if a taxpayer receives 
the stock “by gift”106 or “at death.”107 Thus, if the transferred stock satisfied the Original 
Issuance requirement in the previous owner’s hands, it continues to satisfy that requirement.  
However, as discussed later in these materials, it is unclear the breadth of transfers that would be 
considered “by gift” and “at death.”  Because section 1202 is an income tax section, it is 
reasonable to conclude that transfers “by gift” and “at death” are defined as they would be under 
Chapter 1 of Title 26 of the United States Code (e.g., transferee basis would be determined under 
sections 1015 and 1014 of the Code), rather than as these transfers would be defined under 
Chapters 11 and 12 (estate and gift tax).

b. In addition, the Original Issuance requirement is not violated if a 
taxpayer receives the stock in a transfer “from a partnership to a partner,”108 provided the stock 
received from the partnership otherwise meet the requirements of section 1202(g) discussed 
above (e.g., limited to such shareholder’s interest at the time the QSBS was acquired by the 
partnership) other than the 5-year holding requirement. This exception applies only to 
partnerships and apparently does not apply to distributions from other types of pass-thru entities 
(as defined in section 1202(g)(4) of the Code), like S corporations, although they are eligible 
holders of QSBS. Notably, what is not included is a transfer from a partner to a partnership.  
Whether a contribution of QSBS stock to a partnership (typically a non-taxable event) 
automatically disqualifies QSBS is discussed in detail later in these materials.

c. The Original Issuance requirement is also met if a pre-existing business 
that is a sole proprietorship, disregarded entity, or partnership for Federal income tax purposes 
converts to a C corporation and as part of that conversion issues shares to the owners of the 
business.  While section 1202 contains an aggregate gross asset limitation, there is no time frame 
by which a preexisting trade or business must convert to a C corporation, so even businesses that 
have been in existence for a long period of time could become QSBS companies.  As mentioned 
above, in the wake of the enactment of TCJA, the ability to convert preexisting businesses to C 
corporations and qualify them for QSBS is an important planning option to consider. This is 
discussed in greater detail later in these materials.

d. Given the Aggregate Gross Asset Requirement (discussed below), it 
remains to be seen if a preexisting business can divide its business to meet the gross asset test at 
the time of original issuance.  To that end, the Code provides, “The Secretary shall prescribe such 
regulations as may be appropriate to carry out the purposes of this section, including regulations 
to prevent the avoidance of the purposes of this section through split-ups, shell corporations, 
partnerships, or otherwise.”109

3. Disqualifying Redemptions and Purchases

a. As discussed in more detail below, in order to prevent a possible abuse 
surrounding the Original Issuance requirement, the QSBS exclusion is not available if the issuing 

106 § 1202(h)(2)(A).
107 § 1202(h)(2)(B).
108 § 1202(h)(2)(C).
109 § 1202(k).
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corporation redeems or otherwise purchases its stock within a period of time surrounding the 
issuance of the stock.110 Presumably, these rules are to ensure that taxpayers do not convert non-
QSBS stock to QSBS or to give QSBS status to investments that are essentially replacements of 
previous investments.

b. Stock will lose QSBS status if the issuing corporation “at any time 
during the 4-year period beginning on the date 2 years before the issuance of such stock …
purchased (directly or indirectly) any of its stock from the taxpayer or from a person related … to 
the taxpayer.”111 The disqualification applies only to stock “acquired by the taxpayer,”112 not to 
other stock held by other shareholders.  A person is deemed related under sections 267(b) or 
707(b) of the Code.  As such, the family of an individual includes his or her “brothers and sisters 
(whether by the whole or half blood), spouse, ancestors, and lineal descendants.”113 The 
Treasury Regulations provide that QSBS status is retained if the purchase or redemption from the 
taxpayer or related party is limited to a de minimis amount.114 For this purpose, a de minimis 
amount is exceeded if (i) the aggregate amount paid for the stock exceeds $10,000, and (ii) more 
than two percent of the stock held by the taxpayer and related person is acquired.115

c. Stock will lose QSBS status if the issuing corporation “during the 2-
year period beginning on the date 1 year before the issuance of such stock … made 1 or more 
purchases of its stock with an aggregate value (as of the time of the respective purchases) 
exceeding 5 percent of the aggregate value of all of its stock as of the beginning of such 2-year 
period.”116 Unlike a related party redemption above, this disqualification applies to all stock 
“issued by a corporation.”117 For purposes of this rule, the Treasury Regulations provide that 
QSBS status is retained if the purchase or redemption is limited to a de minimis amount.118 For 
this purpose, a de minimis amount is exceeded if (i) the aggregate amount paid for the stock 
exceeds $10,000, and (ii) more than two percent of all of the outstanding stock is purchased.119

For purposes of the two percent limit, “The percentage of the stock acquired in any single 
purchase is determined by dividing the stock's value (as of the time of purchase) by the value (as 

110 See Conference Report (H. Rept. 103-213) on Omnibus Budget Reconciliation Act of 1993, p. 523.  The 
Conference Report provides the redemption rules are “to prevent evasion of the requirement that the stock 
be newly issued.”
111 § 1202(c)(3)(A).
112 Id.
113 § 267(c)(1).  There is also constructive ownership through trusts, estates, and business entities.  See §§
267(b) and 707(b).
114 Treas. Reg. § 1.1202-2(a)(1).  The Treasury Regulation was issued in 1997, but the de minimis 
exception applies to all stock issued after August 10, 1993.  Treas. Reg. § 1.1202-2(e).
115 Treas. Reg. § 1.1202-2(a)(2).  For purposes of the 2-percent limitation, “The percentage of stock 
acquired in any single purchase is determined by dividing the stock's value (as of the time of purchase) by 
the value (as of the time of purchase) of all stock held (directly or indirectly) by the taxpayer and related 
persons immediately before the purchase. The percentage of stock acquired in multiple purchases is the 
sum of the percentages determined for each separate purchase.” Id.
116 § 1202(c)(3)(B).
117 Id.
118 Treas. Reg. § 1.1202-2(b)(1). The Treasury Regulation was issued in 1997, but the de minimis 
exception applies to all stock issued after August 10, 1993.  Treas. Reg. § 1.1202-2(e).
119 Treas. Reg. § 1.1202-2(b)(2).
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of the time of purchase) of all stock outstanding immediately before the purchase.”120 Note that 
the de minimis calculation is determined at the time of the purchase, but the five percent limit 
described in the Code is determined at the beginning of the two-year period.

d. In the context of start-up businesses, disqualifying redemptions are not 
as rare as one might think.  Consider a QSB that is founded by two shareholders, an entrepreneur 
and a friend, as equal shareholders, each providing an equal amount of initial funding.  At the end 
of the first year, when the company still has very little value, the friend decides that the start-up
company life is not what he or she wants.  The corporation redeems the friend’s shares and raises 
capital from other investors.  The redemption of the shares disqualifies all of the stock from 
QSBS treatment, specifically including the entrepreneur’s shares.  This result could have been 
avoided if the entrepreneur had purchased the stock from the friend.  The purchased shares from 
the friend would not have met the Original Issuance requirement, but the initial shares of the 
entrepreneur would still maintain its QSBS status.

e. For purposes of (related party and significant) redemptions under 
section 1202 of the Code, if a distribution is treated under section 304(a) of the Code as a 
redemption of stock in any corporation, then such corporation shall, for QSBS purposes, be 
treated as purchasing an amount of stock equal to the value of the amount treated as a redemption 
under section 304(a).121 Section 304(a) of the Code generally provides if one or more persons are 
in control of two corporations, and in return for property, one of the corporations acquires the 
stock of the other corporation, then the property shall be treated as a distribution in redemption of 
stock of the corporation acquiring such stock.122 For this purpose, “control means the ownership 
of stock possessing at least 50 percent of the total combined voting power of all classes of stock 
entitled to vote, or at least 50 percent of the total value of shares of all classes of stock.”123 In 
determining the foregoing, constructive ownership under section 318(a) of the Code applies,124

except that in determining attribution from or to corporations, 5 percent replaces 50 percent.125

Under section 318(a), an individual is deemed to own the stocked owned by his or her spouse 
(other than a spouse who is legally separated from the individual under a decree of divorce or 
separate maintenance), children, grandchildren, and parents.126

f. For purposes of the related party and significant redemptions rules, the 
following purchases are ignored:

(1) A transfer of stock by a shareholder to an employee, independent 
contractor, or beneficiary of either is not treated as a purchase by the issuing corporation, even if 
the stock is treated as having been transferred to the corporation and then to the recipient under 

120 The Treasury Regulations also provide, “The percentage of stock acquired in multiple purchases is the 
sum of the percentages determined for each separate purchase.” Id.
121 § 1202(c)(3)(C).
122 See § 304(a)(1).
123 § 304(c)(1).
124 § 304(c)(3).
125 § 304(c)(3)(B).
126 § 318(a)(1)(A).
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the Treasury Regulations relating to transfers by shareholders to employees or independent 
contractors being treated as compensation;127

(2) A stock purchase in connection with death, disability or mental 
incompetence, or divorce;128

(3) A purchase of stock if the shareholder acquired the stock in 
connection with the performance of services as an employee or director of the issuing corporation 
and the stock is purchased from the shareholder incident to the shareholder's retirement or other 
bona fide termination of services;129

(4) A purchase of stock in connection with the death of an 
individual, if prior the decedent’s death, the stock (or an option to acquire the stock) was held by 
the (i) decedent, decedent’s spouse, or both, (ii) the decedent and a joint tenant, or (iii) a trust
revocable by the decedent, spouse, or both,130 and if the stock is purchased:

(a) From the decedent's estate, a beneficiary that receives the 
stock either by bequest or lifetime gift, heir, surviving joint tenant, surviving spouse, or from a 
trust established by the decedent or decedent's spouse;131 and

(b) Within three years and nine months from the date of the 
decedent's death.132

F. QSBS: Active Business Requirement

1. Generally

a. Stock in a corporation will not be considered QSBS unless “during 
substantially all of the taxpayer's holding period for such stock, such corporation meets the active 
business requirements” (hereinafter referred to as the “Active Business Requirement”) … “and 
such corporation is a C corporation.” 133 “Substantially all” refers to the taxpayer’s holding 
period, and there is no guidance or safe harbor that describes what period of time will be 
considered sufficient for these purposes.  Although two court cases have held that the taxpayers 
failed to meet the Active Business Requirement, the court failed to give guidance on how 
“substantially all” is to be determined.134

127 Treas. Reg. §§ 1.1202-2(c) and 1.83-6(d)(1).
128 Treas. Reg. § 1.1202-2(d).
129 Treas. Reg. § 1.1202-2(d)(1)(i).  Note, the Treasury Regulations reserve a section for the treatment of 
stock purchases from independent contractors, but to date, such section has not been issued. Treas. Reg. § 
1.1202-2(d)(1)(ii).
130 Treas. Reg. § 1.1202-2(d)(2).
131 Treas. Reg. § 1.1202-2(d)(2)(i).
132 Treas. Reg. § 1.1202-2(d)(2)(ii).
133 § 1202(c)(2)(A).
134 See Owen v. Commissioner, T.C. Memo. 2012-21, and Holmes v. Commissioner, T.C. Memo 2012-251, 
aff’d, 593 F. App’x 693 (9th Cir. 2015).



Chapter 8—Qualified Small Business Stock: The Quest for Quantum Exclusions

 8–2420th Annual Oregon Tax Institute 24

b. Under section 1202(e)(1) of the Code, a corporation is deemed to meet 
the Active Business Requirement for any period if during that time:

(1) At least 80 percent (by value) of the assets of the corporation are 
used “in the active conduct of 1 or more qualified trades or businesses,”135 and

(2) The corporation is an “eligible corporation”136 (any domestic 
corporation other than a (i) DISC or former DISC, (ii) regulated investment company, real estate 
investment trust, or REMIC, and (iii) cooperative). 137

2. Defining “Substantially All”

a. Not only are there questions about how the 80 percent test will be 
calculated (discussed below), but no guidance has been issued to prescribe how the “substantially 
all” holding period should be applied in conjunction with the 80 percent test. Recently issued
guidance relating to qualified opportunity zones may be helpful in this respect.  TCJA enacted 
new sections 1400Z-1 and 1400Z-2 of the Code (qualified opportunity zone investments or 
“QOZ” investments through a qualified opportunity fund or “QOF”) which provide taxpayers 
with a number of benefits similar to QSBS, including a deferral and reduction of recognized 
gains and an abatement of post-investment appreciation, provided the taxpayers meet certain 
holding company requirements. In fact, section 1400Z-2 refers to the disqualifying redemptions 
and purchases rule in section 1202(c)(3) in describing qualified opportunity zone stock,138 and 
Treasury Regulations impose an original issuance requirement for “qualified opportunity zone 
stock.”139 Because QSBS and QOZ investments are meant to incentivize certain types of 
investments (i.e., small business growth with QSBS investments and economic growth in 
distressed communities with QOZ investments), it is reasonable to look to the recently issued 
QOZ guidance, which has been rapid and prolific since its enactment, while QSBS guidance 
continues to be sorely lacking.

b. In January of 2020, the IRS published final Treasury Regulations on 
investments in QOFs (the “2020 QOZ Final Regulations”),140 retaining the basic approach and 
structure of two sets of proposed Treasury Regulations previously issued in 2018141 and 2019,142

(each respectively referred to as the “2018 QOZ Proposed Regulations” and the “2019 QOZ 
Proposed Regulations”). Section 1400Z-2 of the Code imposes a “substantially all” holding 
period requirement and a “substantially all” test on assets. 143 For example, “The term ‘qualified 
opportunity zone business property’ means tangible property used in a trade or business of the 
qualified opportunity fund if… during substantially all of the qualified opportunity fund’s 

135 § 1202(e)(1)(A).
136 § 1202(e)(1)(B).
137 § 1202(e)(4).
138 § 1400Z-2(d)(2)(B)(ii).
139 See Treas. Reg. § 1.1400Z2(d)-1(c)(2)(i)(A), requiring that the QOZ stock be acquired “at its original 
issue (directly or through an underwriter) from the corporation solely in exchange for cash.”
140 T.D. 9889, 85 Fed. Reg. 1866 (01-13-20) (the “2020 QOZ Final Regulations”).
141 REG-115420-18, 83 Fed. Reg. 54279 (10-29-18) (the “2018 QOZ Proposed Regulations”).
142 REG-120186-18 (the “2019 QOZ Proposed Regulations”).
143 See §§ 1400Z-2(d)(2)(B)(i)(III), (2)(C)(iii), (2)(D)(i)(III), and (3)(A)(i)(III).
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holding period for such property, substantially all of the use of such property was in a qualified 
opportunity zone.”144 For purposes of the foregoing, the 2020 QOZ Final Regulations include
four new definitional phrases or terms:

(1) “70-percent tangible property standard. The 
term 70-percent tangible property standard means the requirement in section 
1400Z-2(d)(3)(A)(i) that a qualified opportunity zone business must satisfy with 
respect to qualified opportunity zone business property (see § 1.1400Z2(d)-2) 
that the qualified opportunity zone business holds, whether the qualified 
opportunity zone business property is owned by the qualified opportunity zone 
business or leased by the qualified opportunity zone business from another 
person.”145

(2) “70-percent use test. The term 70-percent use 
test means the test used to determine if a QOF or qualified opportunity zone 
business satisfies the requirement in sections 1400Z-2(d)(2)(D)(i)(III) and 
1400Z-2(d)(3)(A)(i) that substantially all of the use of tangible property was in a 
qualified opportunity zone.”146

(3) “90-percent qualified opportunity zone property 
holding period. The term 90-percent qualified opportunity zone property holding 
period means the minimum portion of a QOF's holding period in stock of a 
corporation or interests in a partnership, during which the corporation or 
partnership qualifies as a qualified opportunity zone business in order for the 
stock or the partnership interests to meet the substantially all requirement under 
section 1400Z-2(d)(2)(B)(i)(III) to be treated as qualified opportunity zone stock 
or the substantially all requirement under section 1400Z-2(d)(2)(C)(iii) to be 
treated as qualified opportunity zone partnership interests, as applicable, held by 
the QOF.”147

(4) “90-percent qualified opportunity zone business 
property holding period. The term 90-percent qualified opportunity zone 
business property holding period means the minimum portion of a QOF's or 
qualified opportunity zone business's holding period in tangible property during 
which the 70-percent use test with respect to the tangible property must be 
satisfied, in order for the tangible property to meet the requirement under section 
1400Z-2(d)(2)(D)(i)(III) to be treated as qualified opportunity zone business 
property held by the QOF or qualified opportunity zone business.”148

c. The 2020 QOZ Final Regulations generally requires that a QOF must 
apply a holding period and asset use requirement in a compound manner.149 As the preamble to 

144 § 1400Z-2(d)(3)(A)(i) and (A)(i)(III).
145 Treas. Reg. § 1.1400Z2(a)-1(b) (2).
146 Treas. Reg. § 1.1400Z2(a)-1(b)(3).
147 Treas. Reg. § 1.1400Z2(a)-1(b)(4).
148 Treas. Reg. § 1.1400Z2(a)-1(b)(5).
149 See generally Treas. Reg. § 1.1400Z2(d)-1(b) and -1(c).
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the 2020 QOZ Final Regulations state, “due to the compound application of the 90-percent 
threshold, the 70-percent tangible property standard, and the 70-percent use test, the Treasury 
Department and the IRS sought to ensure that each percentage requirement, when taken together, 
would remain significant.”  As previously explained in the preamble to the 2018 QOZ Proposed 
Regulations,150 “Several requirements of section 1400Z-2(d) use substantially all multiple times 
in a row (that is, “substantially all of … substantially all of … substantially all of …”). This 
compounded use of substantially all must be interpreted in a manner that does not result in a 
fraction that is too small to implement the intent of Congress.” 151 While 90 percent may seem 
unusually high, the preamble to 2019 QOZ Proposed Regulations explains:

[T]he Treasury Department and the IRS have determined that a higher threshold 
is necessary in the holding period context to preserve the integrity of the statute 
and for the purpose of focusing investment in designated qualified opportunity 
zones. Thus, the proposed regulations provide that the term substantially all as 
used in the holding period context in sections 1400Z-2(d)(2)(B)(i)(III), 1400Z-
2(d)(2)(C)(iii), and 1400Z-2(d)(2)(D)(i)(III) is defined as 90 percent. Using a 
percentage threshold that is higher than 70-percent in the holding period context 
is warranted as taxpayers are more easily able to control and determine the period 
for which they hold property. In addition, given the lower 70-percent thresholds 
for testing both the use of tangible property in the qualified opportunity zone and 
the amount of owned and leased tangible property of a qualified opportunity zone 
business that must be qualified opportunity zone business property, applying a 
70-percent threshold in the holding period context can result in much less than 
half of a qualified opportunity zone business’s tangible property being used in a 
qualified opportunity zone. Accordingly, the Treasury Department and the IRS 
have determined that using a threshold lower than 90 percent in the holding 
period context would reduce the amount of investment in qualified opportunity 
zones to levels inconsistent with the purposes of section 1400Z-2.

d. Mathematically, when taken together, the compound “substantially all” 
requirements result in a combined percentage requirement of at least 63 percent (0.9 x 0.7).
Assuming a similar rule would be applicable to QSBS, “substantially all” could be interpreted to 
mean approximately 80% of the holding period.  When combined with the 80-percent asset test 
discussed below, the combined percentage requirement is at least 64% (0.8 x 0.8). Perhaps not 
coincidentally, the term “substantially all” in other Code sections leads to a general rule, in other 
contexts, of 80%.152

e. It may seem erroneous to combine percentages in this manner, but the 
preamble to the 2019 QOZ Proposed Regulations does, in fact, do this:

For example, these regulations imply that a QOF could satisfy the substantially 
all standards with as little as 40 percent of the tangible property effectively 

150 Preamble to the 2018 QOZ Proposed Regulations.
151 Preamble to the 2018 QOZ Proposed Regulations.
152 See, e.g., Treas. Reg. § 1.41-4(a)(6) and Rev. Proc. 92-33, 1992-1 C.B. 28.  Cf. Rev. Proc. 77-37, 1977-
2 C.B. 568 (for purposes of sections 354(b)(1)(A), 368(a)(1)(C), 368(a)(2)(B)(i), 368(a)(2)(E)(i) of the 
Code, “substantially all” is satisfied if there is a transfer of assets of at least 90% of the fair market value of 
the net assets and at least 70% of the fair market value of the gross assets immediately prior to the 
transfer).
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owned by the fund being used within a qualified opportunity zone. This could 
occur if 90 percent of QOF assets are invested in a qualified opportunity zone 
business, in which 70 percent of the tangible assets of that business are qualified 
opportunity zone business property; and if, in addition, the qualified opportunity 
zone business property is only 70 percent in use within a qualified opportunity 
zone, and for 90 percent of the holding period for such property. Multiplying 
these shares together (0.9 x 0.7 x 0.7 x 0.9 = 0.4) generates the result that a QOF 
could satisfy the requirements of section 1400Z-2 under the proposed regulations 
with just 40 percent of its assets effectively in use within a qualified opportunity 
zone.

3. 80 Percent Test

a. It is unclear whether the 80 percent test should be interpreted to mean 
that at all times the corporation must use at least 80 percent of assets in the active trade or 
business, or if during the period in question an average of at least 80 percent will suffice. For 
purposes of the 80 percent test, there is a look through rule for any subsidiaries of the parent.  
Pursuant to the rule, the value of any stock and debt in any subsidiary is disregarded, and the 
parent corporation is “deemed to own its ratable share of the subsidiary's assets, and to conduct 
its ratable share of the subsidiary's activities.”153 For this purpose, a corporation will be 
considered a subsidiary if the parent owns more than “50 percent of the combined voting power 
of all classes of stock entitled to vote, or more than 50 percent in value of all outstanding stock, 
of such corporation.”154  In addition to the foregoing, a corporation will be deemed to fail the 80 
percent test for any period during which “more than 10 percent of the value of its assets (in 
excess of liabilities) consists of stock or securities in other corporations which are not 
subsidiaries of such corporation,”155 other than assets that would be considered “working capital” 
under section 1202(e)(6) of the Code, as defined below.  The latter restriction is intended to 
ensure that a corporation does not hold a passive portfolio of stock or securities that will not be 
reasonably used in the conduct of the active trade or business.

b. For purposes of the 80 percent test, any assets that are reasonably 
required for the working capital needs of the trade or business will be treated as used in the active 
conduct of a qualified trade or business. These “working capital” assets are described as any 
assets which are held for (i) “reasonably required working capital needs of a qualified trade or 
business of the corporation,”156 or (ii) “investment and are reasonably expected to be used within 
2 years to finance research and experimentation in a qualified trade or business or increases in 
working capital needs of a qualified trade or business.”157 If the corporation has been in 
existence for at least 2 years, no more than 50 percent of the assets of the corporation under this 
“working capital” safe harbor will be considered used in the active conduce of a qualified trade 
or business.158

153 § 1202(e)(5)(A).
154 § 1202(e)(5)(C).
155 § 1202(e)(5)(B).
156 § 1202(e)(6)(A).
157 § 1202(e)(6)(B).
158 § 1202(e)(6) [flush language].



Chapter 8—Qualified Small Business Stock: The Quest for Quantum Exclusions

 8–2820th Annual Oregon Tax Institute 28

c. It should be noted that under certain accounting conventions “working 
capital” includes inventory because “working capital” could be defined as “the excess of current 
assets over current liabilities and identifies the relatively liquid portion of total enterprise capital 
which constitutes a margin or buffer for meeting obligations within the ordinary operating cycle 
of the business.”159 Certain active trade or businesses involved in the retail or grocery business 
often have a very large percentage (70% or more) of their current assets in inventory.  Section 
1202 was never intended to preclude these types of businesses from the definition of a “qualified 
trade or business.”  Thus, it is reasonable to conclude that “working capital” is more narrowly 
defined.  Here again, the guidance surrounding QOZs is instructive. Commentators to the 2019 
QOZ Proposed Regulations asserted that “inventory should never be treated as qualified 
opportunity zone business property because such inventory (i) is a transitory asset, (ii) does not 
add value to the QOZ, and (iii) does not meet the requirements for either the original use or 
substantial improvement requirement.”160 Ultimately, the 2020 QOZ Final Regulations provide 
that for purposes of the 90-percent investment standard and the 70-percent tangible property 
standard, a QOF may choose to include or exclude the inventory in the calculation, but once a 
QOF makes such choice it must do so consistently.  Furthermore, the QOZ Final Regulations 
adopt the definition of “working capital” provided in section 1397C(e)(1) of the Code.  Section 
1397C(e)(1) of the Code excludes from the definition of “nonqualified financial property” 
reasonable amounts of working capital held in cash, cash equivalents, or debt instruments with a 
term of 18 months or less.161

d. For purposes of the 80 percent test, certain assets used in start-up 
activities and for research will be deemed to be used in the active conduct of a trade or business.  
Assets used for (i) “start-up activities described in section 195(c)(1)(A)”162 of the Code, (ii) 
“activities resulting in the payment or incurring of expenditures that may be treated as research 
and experimental expenditures deductible under section 174”163 of the Code, and (iii) “activities 
with respect to in-house research expenses described in section 41(b)(4)”164 of the Code, will be 

159 Accounting Research Bulletin 43 (ARB 43) of the American Institute of Certified Public Accountants,
ch. 3, Working Capital, § A-Current Assets and Current Liabilities, ¶3 (codified in FASB Accounting 
Standards Codification 210-10-05 through 210-10-60, 310-10-45, 340-10-05, 470-10-45 through 470-10-
60, and 958-210-60).
160 Preamble to the 2020 QOZ Final Regulations.
161 See § 1400Z2(d)-1(d)(3) (reference to § 1397C(b)(8) and Prop. Treas. Reg. § 1.1400Z-2(d)-1(d)(5)(iii)
162 § 1202(e)(2)(A).  Section 195(c)(1)(A) of the Code broadly defines “start-up expenditure” as any 
amount paid or incurred in connection with (i) “investigating the creation or acquisition of an active trade 
or business,” (ii) “creating an active trade or business,” or (iii) “any activity engaged in for profit and for 
the production of income before the day on which the active trade or business begins, in anticipation of 
such activity becoming an active trade or business.”  §195(c)(1)(A)(i)-(iii).
163 § 1202(e)(2)(B).  § 13206(a) of TCJA amended section 174 of the Code, requiring specified research or 
experimental expenditures, including software development expenditures, to be capitalized and amortized 
(rather than immediately deductible at the election of the taxpayer), generally, over a 5-year period.  The 
amendment applies to amounts paid or incurred in taxable years beginning after December 31, 2021.  It is 
unclear whether or how this amendment may affect how the 80 percent test is to be applied under section 
1202 of the Code.
164 § 1202(e)(2)(C).  Section 41(b)(4) of the Code provides a taxpayer is treated as meeting the trade or 
business requirement if “at the time such in-house research expenses are paid or incurred, the principal 
purpose of the taxpayer in making such expenditures is to use the results of the research in the active 
conduct of a future trade or business.” § 41(b)(4).
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treated as “used in the active conduct of a qualified trade or business,” regardless of whether the 
corporation has “any gross income from such activities at the time of the determination.”165

e. A corporation will not be treated as meeting the 80 percent test for any 
period during which “more than 10 percent of the total value of its assets consists of real property 
which is not used in the active conduct of a qualified trade or business.”166 For purposes of the 
foregoing, “the ownership of, dealing in, or renting of real property shall not be treated as the 
active conduct of a qualified trade or business.”167

f. For purposes of the 80 percent test, certain computer software assets 
which produce royalties will be deemed to be used in the active conduct of a trade or business.
This applies only to “rights to computer software which produces active business computer 
software royalties (within the meaning of section 543(d)(1)).”168 Generally, active business 
computer software royalties apply only to corporations that are actively engaged in the computer 
software business.169

4. Qualified Trade or Business Defined

a. A “qualified trade or business” is defined by negation.  It is any trade or 
business, other than any:

(1) “Trade or business involving the performance of services in the 
fields of health, law, engineering, architecture, accounting, actuarial science, performing arts, 
consulting, athletics, financial services, brokerage services, or any trade or business where the 
principal asset of such trade or business is the reputation or skill of 1 or more of its 
employees;”170

(2) “Banking, insurance, financing, leasing, investing, or similar 
business;”171

(3) “Farming business (including the business of raising or 
harvesting trees);”172

(4) “Business involving the production or extraction of products that 
would provide depletion deductions under sections 613 and 613A”173 of the Code (e.g., oil, 
natural gas, minerals, etc.); and

165 § 1202(e)(2) [flush language].
166 § 1202(e)(7).
167 Id.
168 § 1202(e)(8).
169 See § 543(d)(2).
170 § 1202(e)(3)(A).
171 § 1202(e)(3)(B).
172 § 1202(e)(3)(C).
173 § 1202(e)(3)(D).
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(5) “Business operating a hotel, motel, restaurant, or other similar 
businesses.”174

b. Notwithstanding the exclusion of certain companies performing 
“services” in certain fields like health, the IRS has ruled that companies that deploy technology, 
manufacturing assets, or other intellectual property to provide services exclusively to clients in 
the health care industry would nonetheless qualify for QSBS status.175

(1) PLR 201436001 involved a company that worked exclusively 
with clients in the pharmaceutical industry to commercialize experimental drugs.  Specifically, 
the company’s activities included research on drug formation effectiveness, pre-commercial 
testing procedures, and manufacturing of drugs.  The IRS explained, “the thrust of § 1202(e)(3) is 
that businesses are not qualified trades or businesses if they offer value to customers primarily in 
the form of services, whether those services are the providing of hotel rooms, for example, or in 
the form of individual expertise (law firm partners).”176 The IRS ruled, “Company is not in the 
business of offering service in the form of individual expertise.  Instead, Company’s activities 
involve the deployment of specific manufacturing assets and intellectual property assets to create 
value for customers.  Essentially, Company is a pharmaceutical industry analogue of a parts 
manufacturer in the automobile industry.  Thus, although Company works primarily in the 
pharmaceutical industry, … Company does not perform services in the health industry within the 
meaning of § 1202(e)(3).”177

(2) PLR 201717010 involved a company that was formed to provide 
more complete and timely information to health care providers.  In particular, the company 
owned and deployed patents and other technology for the detection of “B,” pursuant to which it 
performed “X” testing, analyzed the results of X testing, and prepared laboratory reports for 
healthcare providers.  In ruling that the company qualified for QSBS status, it noted that the 
company simply provides lab results to health care professionals, does not discuss diagnoses or 
treatment, does not discuss lab tests to patients, and only has contact with patients for billing 
purposes.  Further, the skills of the company’s employees are not useful in preforming the tests, 
and they are not subject to state licensing requirements as healthcare professionals.  Finally, none 
of the company’s revenue is earned in connection with patients’ medical care.

(3) It is not clear whether all of the foregoing factors must exist in 
order for a company that works in excluded service fields to have QSBS status, but it seems 
important that there must exist a physical asset, process, proprietary methodology, technology, 
patent, or other intellectual property such that it is not a company where “the principal asset of 
the trade or business is the reputation or skill of one or more of its employees.”178

5. Guidance from Section 199A Final Regulations

a. No Treasury Regulations have been issued under section 1202 of the 
Code as to meaning and scope of the trades or businesses that would not qualify for QSBS status 

174 § 1202(e)(3)(E).
175 See PLRs 201436001 and 201717010.
176 PLR 201436001.
177 Id.
178 PLR 201717010.
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because they involve the “performance of services” in certain enumerated fields.  However,
section 199A(d)(2)(A) defined specified service trade or business (“SSTB”) as any trade or 
business described in section 1202(e)(3)(A) of the Code, with the exclusion of engineering and 
architecture. Section 199(d)(2)(B) of the Code also provides that an SSTB is any trade or 
business that involves the performance of services that consist of investing and investment 
management, trading, or dealing in securities, partnership interests, or commodities. Section 
1202(e)(3)(B) of the Code excludes “banking, insurance, financing, leasing, investing, or similar 
business.”

b. Given that the IRS has issued the 199A Final Regulations, practitioners 
might get some inference as to how these definitions may be interpreted for QSBS purposes.  A 
detailed discussion of the 199A Final Regulations is beyond the scope of these materials, but they
provide interesting insights (in many instances drawing upon guidance from section 448(d)(2) of 
the Code)179 as to how certain in enumerated personal service fields will be defined.

(1) Trade or Business

(a) Sections 1202 and 199A of the Code apply to trades or 
businesses but neither provides a definition of the term.  The term is defined in a number of 
different Code sections, but the 199A Final Regulations conclude that section 162 of the Code 
provides the most appropriate definition of a trade or business. The 199A Final Regulations 
provide that a trade or business means “a trade or business that is a trade or business under 
section 162 (a section 162 trade or business) other than the trade or business of performing 
services as an employee.”180

(b) The courts have held that under section 162 of the Code a 
trade or business requires that the taxpayer carry on activities with a good faith intention to make 
a profit or in the belief that a profit can be made from the activity.181 In addition, the courts have 
held that the scope of activities should be sufficient to be considered a trade or business, and they 
have generally held that the offering of goods and services to the public suffices to be considered 
a trade or business.  To that end, in the field of investments (which would be excluded from 
QSBS consideration under section 1202(3)(B) of the Code), a dealer who purchases and sells 
securities for the accounts of others is generally considered to be in a trade or business, whereas 
an investor who trades on his own account is not in a trade or business.182 Further, whether a 
trader who manages his or her own account is considered to have a trade or business is based on 
the amount of activity and whether the activity is considerable, regular, and continuous.183

179 Section 448(d)(2) addresses limitation on the use of the cash method of accounting for qualified 
personal service corporations, which generally includes a corporation that involves the performance of 
services in the “fields of health, law, engineering, architecture, accounting, actuarial science, performing 
arts, or consulting.”  § 448(d)(2)(A).
180 Treas. Reg. § 1.199A-1(b)(14).
181 See Doggett v. Burnet, 65 F.2d 191 (D.C. Cir. 1933), rev'g 23 B.T.A. 744 (1931).
182 See King v. Commissioner, 89 T.C. 445 (1987), Crissey v. Commissioner, T.C. Summ. Op. 2014-44, 
and Kay v. Commissioner, T.C. Memo. 2011-159.
183 See, e.g., Kay v. Commissioner, T.C. Memo. 2011-159.
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(2) Health

(a) “Performance of services in the field of health” means “the 
provision of medical services by individuals such as physicians, pharmacists, nurses, dentists, 
veterinarians, physical therapists, psychologists, and other similar healthcare professionals 
performing services in their capacity as such.” 184

(b) The performance of services in the field of health does not 
include “provision of services not directly related to a medical services field, even though the 
services provided may purportedly relate to the health of the service recipient.”185 For example, 
the performance of services in the field of health does not include the operation of health clubs or 
health spas that provide physical exercise or conditioning to their customers, payment processing, 
or research, testing, and manufacture and/or sales of pharmaceuticals or medical devices.

(3) Law

(a) “Performance of services in the field of law” means “the 
performance of services by individuals such as lawyers, paralegals, legal arbitrators, mediators, 
and similar professionals performing services in their capacity as such.” 186

(b) The performance of services in the field of law does not 
include “the provision of services that do not require skills unique to the field of law; for 
example, the provision of services in the field of law does not include the provision of services 
by printers, delivery services, or stenography services.”187

(4) Accounting

(a) “Performance of services in the field of accounting” means 
“the provision of services by individuals such as accountants, enrolled agents, return preparers, 
financial auditors, and similar professionals performing services in their capacity as such.” 188

(b) The preamble to the 199A proposed treasury regulations189

(the “199A Proposed Regulations”) explained that the provision of services in the field of 
accounting is not limited to services requiring state licensure as a certified public accountant 
(CPA). The aim is to capture the common understanding of accounting, which includes tax return 
and bookkeeping services, even though the provision of such services may not require the same 
education, training, or mastery of accounting principles as a CPA. As such, the field of 
accounting does not include payment processing and billing analysis.

184 Treas. Reg. § 1.199A-5(b)(2)(ii).
185 Id.
186 Treas. Reg. § 1.199A-5(b)(2)(iii).
187 Id.
188 Treas. Reg. § 1.199A-5(b)(2)(iv).
189 REG-107892-18, 83 Fed. Reg. 40884 (8-16-18).
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(5) Actuarial Science

(a) “Performance of services in the field of actuarial science” 
means “the provision of services by individuals such as actuaries and similar professionals 
performing services in their capacity as such.” 190

(b) The preamble to the 199A Proposed Regulations explains 
that the field of actuarial science does not include the provision of services by analysts, 
economists, mathematicians, and statisticians not engaged in analyzing or assessing the financial 
costs of risk or uncertainty of events.

(6) Performing Arts

(a) “Performance of services in the field of the performing 
arts” means “the performance of services by individuals who participate in the creation of 
performing arts, such as actors, singers, musicians, entertainers, directors, and similar 
professionals performing services in their capacity as such.” 191

(b) The performance of services in the field of performing arts 
does not include “the provision of services that do not require skills unique to the creation of 
performing arts, such as the maintenance and operation of equipment or facilities for use in the 
performing arts.”192 In addition, the performance of services in the field of the performing arts 
does not include “the provision of services by persons who broadcast or otherwise disseminate 
video or audio of performing arts to the public.”193

(7) Consulting

(a) “Performance of services in the field of consulting” means 
“the provision of professional advice and counsel to clients to assist the client in achieving goals 
and solving problems.” 194 The 199A Final Regulations specifically provide that consulting
includes “providing advice and counsel regarding advocacy with the intention of influencing 
decisions made by a government or governmental agency and all attempts to influence legislators 
and other government officials on behalf of a client by lobbyists and other similar professionals 
performing services in their capacity as such.”195

(b) The performance of services in the field of consulting does 
not include “the performance of services other than advice and counsel, such as sales (or
economically similar services) or the provision of training and educational courses.”196 For 
purposes of the foregoing, “the determination of whether a person’s services are sales or 
economically similar services will be based on all the facts and circumstances of that person’s 

190 Treas. Reg. § 1.199A-5(b)(2)(v).
191 Treas. Reg. § 1.199A-5(b)(2)(vi).
192 Id.
193 Id.
194 Treas. Reg. § 1.199A-5(b)(2)(vii).
195 Id.
196 Id.
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business,”197 including, “for example, the manner in which the taxpayer is compensated for the 
services provided.”198

(c) Consulting does not include “the performance of 
consulting services embedded in, or ancillary to, the sale of goods or performance of services on 
behalf of a trade or business that is otherwise not an SSTB (such as typical services provided by a 
building contractor) if there is no separate payment for the consulting services.”199

(8) Athletics

(a) “Performance of services in the field of athletics” means 
“the performance of services by individuals who participate in athletic competition such as 
athletes, coaches, and team managers in sports such as baseball, basketball, football, soccer, 
hockey, martial arts, boxing, bowling, tennis, golf, skiing, snowboarding, track and field, 
billiards, and racing.”200

(b) The performance of services in the field of athletics does 
not include “the provision of services that do not require skills unique to athletic competition, 
such as the maintenance and operation of equipment or facilities for use in athletic events”201 and 
does not include “the provision of services by persons who broadcast or otherwise disseminate 
video or audio of athletic events to the public.”202

(9) Financial Services

(a) “Performance of services in the field of financial services”
means “the provision of financial services to clients including managing wealth, advising clients 
with respect to finances, developing retirement plans, developing wealth transition plans, the 
provision of advisory and other similar services regarding valuations, mergers, acquisitions, 
dispositions, restructurings (including in title 11 or similar cases), and raising financial capital by 
underwriting, or acting as a client’s agent in the issuance of securities and similar services.”203 It 
includes services provided by financial advisors, investment bankers, wealth planners, and 
retirement advisors and other similar professionals, but does not include taking deposits or 
making loans, but does include “arranging lending transactions between a lender and 
borrower.”204

(b) Section 1202(e)(3)(A) of the Code includes the term 
financial services, but then separately lists banking in section 1202(e)(3)(B).  For that reason, the 

197 Id.
198 Id.
199 Id.
200 Treas. Reg. § 1.199A-5(b)(2)(viii).
201 Id.
202 Id.
203 Treas. Reg. § 1.199A-5(b)(2)(ix).
204 Id.
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preamble to the 199A Proposed Regulations points out that the term “financial services” does not 
include banking services.

(10) Brokerage Services

(a) “Performance of services in the field of brokerage 
services” includes services in which “a person arranges transactions between a buyer and a seller 
with respect to securities (as defined in section 475(c)(2)) for a commission or fee.” 205

(b) This includes services provided by stock brokers and other 
similar professionals but specifically does not include services provided by real estate agents and 
brokers, or insurance agents and brokers.206

(11) Investing and Investment Management

(a) “Performance of services that consist of investing and 
investment management” refers to a “trade or business involving the receipt of fees for providing 
investing, asset management, or investment management services, including providing advice 
with respect to buying and selling investments.” 207 It does not include directly managing real 
property.

(b) The preamble to the 199A Proposed Regulations state that
investing and investment management would include a trade or business that receives a 
commission, a flat fee, or an investment management fee calculated as a percentage of assets 
under management.

(12) Reputation or Skill of 1 or more of its employees

(a) “Any trade or business where the principal asset of such 
trade or business is the reputation or skill of one or more of its employees … means any trade or 
business that consists of any of the following (or any combination thereof): (A) A trade or 
business in which a person receives fees, compensation, or other income for endorsing products 
or services, (B) A trade or business in which a person licenses or receives fees, compensation or 
other income for the use of an individual’s image, likeness, name, signature, voice, trademark, or 
any other symbols associated with the individual’s identity, (C) Receiving fees, compensation, or 
other income for appearing at an event or on radio, television, or another media format.” 208

(b) The 199A Final Regulations provide two examples, one 
involving a celebrity chef and another involving a well-known actor.  In the celebrity chef 
example,209 the chef receives and an endorsement fee for the use of the chef’s name on a line of 
cooking utensils and cookware.  The 199A Final Regulations conclude that the chef’s restaurant 
business is a trade or business that is not an SSTB, but the chef’s endorsement business is an 

205 Treas. Reg. § 1.199A-5(b)(2)(x).
206 Id.
207 Treas. Reg. § 1.199A-5(b)(2)(xi).
208 Treas. Reg. § 1.199A-5(b)(2)(xiv).
209 Treas. Reg. § 1.199A-5(b)(3)(xv), Ex. 15.
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SSTB.  In the well-known actor example,210 the actor enters into a partnership with a shoe 
company, pursuant to which she contributes her likeness and the use of her name.  The 199A 
Final Regulations conclude that the actor’s income from the partnership is an SSTB.

G. QSB Defined: Aggregate Gross Asset Requirement

1. Under section 1202(d) of the Code, a “qualified small business” (hereinafter, 
referred to as “QSB”) is a domestic C corporation211 that meets the following requirements
(hereinafter, collectively referred to as the “Aggregate Gross Asset Requirement”):

a. The “aggregate gross assets” of such corporation (or any predecessor 
thereof) “at all times” on or after August 10, 1993, and before the issuance did not exceed $50
million;212 and

b. The “aggregate gross assets” of such corporation “immediately after the 
issuance (determined by taking into account amounts received in the issuance)” do not exceed 
$50 million.213

2. “Aggregate gross assets” means the “amount of cash and the aggregate 
adjusted bases of other property held by the corporation.”214 However, for this purpose, “the 
adjusted basis of any property contributed to the corporation (or other property with a basis 
determined in whole or in part by reference to the adjusted basis of property so contributed) shall 
be determined as if the basis of the property contributed to the corporation (immediately after 
such contribution) were equal to its fair market value as of the time of such contribution.”215

3. On the other hand, unrealized appreciation in an asset that is contributed in a 
section 351 exchange that qualifies as a purchase of section 1202 stock is not ignored—and it 
may need to be permanently taken into account going forward. For example, consider a 
controlling shareholder who contributed property (not stock) to a newly formed corporation. The 
property had an adjusted tax basis of $20 million and an FMV of $40 million. The shares issued 
in that contribution would be eligible for QSBS status, in part because the adjusted basis of the 
company assets was $40 million—less than the $50 million threshold. If, however, the company 
subsequently raises $30 million of cash in a single round of equity financing, the company’s tax 
basis in its assets immediately after the capital raise would be $70 million, and none of those 
shares would qualify for QSBS treatment, even though books would show only $30 million of 
cash on the balance sheet. This information is often not readily available in normal financial 
statements, and advisers need to be alert to this issue to avoid foot faults.

4. The “at all times” language requires taxpayers to be vigilant about the size 
and timing of different rounds of financing.  By way of example, if a corporation is expected to 
need $60 million in funds, rather than doing a single round of financing (none of which would be 

210 Treas. Reg. § 1.199A-5(b)(3)(xvi), Ex. 16.
211 § 1202(d)(1).
212 § 1202(d)(1)(A).
213 § 1202(d)(1)(B).
214 § 1202(d)(2)(A).
215 § 1202(d)(2)(B).
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considered a QSB because it violates the Aggregate Gross Asset Requirement), the corporation 
could do an initial round at $40 million and a second round at $20 million.  The initial round 
would presumably qualify for QSBS status (assuming all other requirements are met), and the 
second round may or may not.  It depends on whether the corporation’s aggregate gross assets 
exceeded $50 million before and after the second issuance.

5. Read literally, the “at all times” requirement would require that the 
corporation meet the Aggregate Gross Asset Requirement not only at the time that stock is issued 
but also every day in between issuances.  While unrecognized appreciation in corporate assets 
will not, by itself, cause a corporation to exceed the Aggregate Gross Asset Requirement because 
the $50 million figure is based generally on adjusted basis, a taxable sale of assets and revenue 
might cause the corporation to exceed the cap, perhaps just temporarily. For example, a 
corporation has cash and assets with an aggregate tax basis equal to $45 million.  The fair market 
value of the corporation’s assets is $60 million. Assuming no appreciated property was 
contributed to the corporation, the corporation still meets the Aggregate Gross Asset
Requirement.  The corporation sells an asset that has a tax basis of $5 million for $11 million of 
cash, resulting in an increase of $6 million of cash at closing.  Because the Aggregate Gross 
Asset Requirement ignores liabilities, the $6 million increase in cash causes the calculation to 
increase to $51 million, even though the net after tax figure would only increase the figure to 
$49.74 million ($6 million gain minus 21% corporate income tax liability equals $4.74 million
net after tax proceeds).  Can this really mean that the corporation has violated the Aggregate 
Gross Asset Requirement and all future stock issuances of stock would no longer be considered 
QSBS?  Does “at all times” truly mean each day or can corporations satisfy this requirement if 
they are able to show that they meet the requirement on average or at the end of fiscal year in
between issuances and at the time of issuances? Again, some IRS guidance would be 
appreciated.

6. Although the Aggregate Gross Asset Requirement is sometimes interpreted to 
mean that only corporations that have assets of $50 million in value or less can issue QSBS 
eligible stock, that is not technically correct.  For example, a series of investors contribute $20
million of cash in exchange for shares in a newly formed corporation.  The shares received would 
obviously not violate the Aggregate Gross Asset Requirement.  Assume that the cash is invested 
in property that appreciates to $50 million in value.  In a second round of financing, investors 
contribute an additional $30 million in exchange for additional shares in the corporation.  
Although the corporation at that time would already have assets valued at $80 million after this 
issuance, the shares received in the second round would still be eligible for QSBS status.  The 
appreciation occurring within the corporation is ignored for purposes of the calculation.

7. On the other hand, unrealized appreciation in an asset that is contributed in a 
section 351 exchange is not ignored.  For example, a controlling shareholder contributes property 
to a newly formed corporation.  The property has an adjusted tax basis of $20 million and has a 
fair market value of $40 million.  The shares issued in this contribution would be eligible for 
QSBS status.  If, however, the shareholder subsequently contributes an additional $30 million of 
cash to the corporation, the shares received in this additional round of financing would violate the 
Aggregate Gross Asset Requirement, and these shares would not be eligible for QSBS treatment.  
As discussed later, a conversion of a pass-through entity like a partnership to a C corporation is, 
in effect, a contribution of the partnership assets to a newly-formed C corporation in exchange 
for the shares of the corporation in a section 351 exchange.  Under such circumstances, taxpayers 
need to be sure that the value of the partnership property at the time of conversion has a value of 
$50 million or less.  If the assets are more than $50 million in value, then none of the shares 
received in the exchange will be eligible for QSBS treatment.
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8. For purposes of determining whether a corporation is a QSB, all corporations 
that are part of the same “parent-subsidiary controlled group” as defined in section 1563(a)(1) of 
the Code are treated as one corporation, except that “more than 50 percent” is substituted for the 
“at least 80 percent” requirement in such Code section.  As such, a parent-subsidiary controlled 
group means one or more corporations connected through stock ownership with a common parent 
if:

a. Stock possessing more than 50% of the total combined voting power of 
all classes of stock entitled to vote (or more than 50% of the total value of shares of all classes of 
stock of each of the corporations), except the common parent corporation, is owned by one or 
more of the other corporations; and

b. The common parent corporation owns stock possessing more than 50% 
of the total combined voting power of all classes of stock entitled to vote (or more than 50% of 
the total value of shares of all classes of stock of at least one of the other corporations),
excluding, in computing such voting power or value, stock owned directly by such other 
corporations.216

9. The parent-subsidiary controlled group restriction above prevents a parent 
corporation with assets greater than $50 million from avoiding a violation of the Aggregate Gross 
Asset Requirement by contributing assets to other corporations in exchange for stock in that 
corporation.  The Aggregate Gross Asset Requirement and the parent-subsidiary limitation apply 
only to corporations, not to pass-through entities (e.g., upper and lower tier partnerships).  
Furthermore, there is no corresponding rule under section 1202 with regard to a “brother-sister 
controlled group,” as defined in section 1563(a)(2).217

10. Section 1202(d)(1)(C) includes an additional qualification to be considered a 
QSB.  In order to be considered a QSB, it must be a corporation that “agrees to submit such 
reports to the Secretary and to shareholders as the Secretary may require to carry out the purposes 
of this section.”218 Under section 6652(k), if a corporation fails to make the report which 
contains the required information on the date prescribed (determined with regard to any extension 
of time for filing), then the corporation is subject to a penalty of $50 (per year covered).  If the 
failure is due to negligence or intentional disregard, the penalty is $100.  However, no penalty 
will be imposed for a failure which is shown to be due to reasonable cause and not willful 
neglect.219

216 In applying these tests, stock ownership includes constructive ownership under section 1563(d)(1) of the 
Code (constructive ownership from options and attribution from partnerships, estates, and trusts).  See §
1563(e).  In addition, affiliated companies are not treated as a separate group for purposes of the QSB test.  
§ 1202(d)(3)(B).
217 “Two or more corporations if 5 or fewer persons who are individuals, estates, or trusts own … stock 
possessing more than 50 percent of the total combined voting power of all classes of stock entitled to vote 
or more than 50 percent of the total value of shares of all classes of stock of each corporation, taking into 
account the stock ownership of each such person only to the extent such stock ownership is identical with 
respect to each such corporation.” § 1563(a)(2).
218 § 1202(d)(1)(C).
219 § 6652(k).
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H. Tax Free Exchanges

1. If a taxpayer exchanges QSBS for other stock in a transaction described in 
section 351 of the Code (contributions to a controlled corporation) or section 368 (corporate
reorganization), the taxpayer will retain QSBS status over the newly acquired stock, even if the 
newly acquired stock is not otherwise QSBS.220

2. If the newly acquired stock is not QSBS, then the section 1202(a) exclusion 
shall apply only “to the extent of the gain which would have been recognized at the time of the 
transfer … if section 351 or 368 had not applied at such time.”221 In other words, the gain 
exclusion benefits are capped at the amount of gain rolled into the non-QSBS, determined at the 
time of the exchange.  For example, QSBS stock is exchanged for shares in a non-QSBS 
company, and the unrealized gain is $1 million at that time.  If those newly acquired shares are 
subsequently sold and the taxpayer recognizes $1.5 million in gain, then $1 million will be 
Excluded Section 1202 Gain, and $500,000 will be Non-Section 1202 Gain (taxable at 23.8%).  
If the newly acquired stock is QSBS, then all such shares will be entirely QSBS.222

3. There is no limit to the number of section 351 and section 368 transactions  
pursuant to which QSBS status will be preserved.  However, after the first exchange of QSBS for 
non-QSBS, stock received in any subsequent transaction will be subject to the limitation above 
based on the first exchange for non-QSBS.223

4. In the case of a transaction described in section 351, the preservation of QSBS 
status will apply only if, immediately after the transaction, the corporation issuing the stock 
owns, directly or indirectly, stock representing “control” of the corporation whose stock was 
exchanged.224 “Control” is defined as “the ownership of stock possessing at least 80 percent of 
the total combined voting power of all classes of stock entitled to vote and at least 80 percent of 
the total number of shares of all other classes of stock of the corporation.” 225 In other words, the 
issuing corporation must, after the transaction, hold at least 80% of the contributed QSB 
corporation.

5. If the newly acquired stock qualifies as QSBS, then the foregoing limitations 
on the exclusion benefit do not apply (other than the Per-Issuer Limitation).

a. As such, an exchange in a reorganization described in section 
368(a)(1)(F) of the Code (“a mere change in identity, form, or place of organization of one 
corporation, however effected”226) would extend QSBS status without any limitations.227 Section 
1202(h)(3) provides, “Rules similar to the rules of section 1244(d)(2) shall apply for purposes of 

220 § 1202(h)(4)(A).
221 § 1202(h)(4)(B).
222 Id.
223 § 1202(h)(4)(C).
224 § 1202(h)(4)(D).
225 § 368(c).
226 § 368(a)(1)(F).
227 PLRs 201603011, 201603010, and 201636003.
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this section.”228 Section 1244(d)(2) provides, in part, that a successor corporation in a 
reorganization described in section 368(a)(1)(F) shall be treated as the same corporation as its 
predecessor.

b. Section 1202(f) of the Code provides that if any stock in a corporation 
is acquired solely through the conversion of other stock in such corporation which is QSBS in the 
hands of the taxpayer (1) the stock so acquired shall be treated as QSBS in the hands of the 
taxpayer, and (2) the stock so acquired shall be treated as having been held during the period 
during which the converted stock was held. As such, an exchange of stock in a reorganization 
described in section 368(a)(1)(E) of the Code (“a recapitalization”229) would extend QSBS status 
without any limitation.

c. If the stock received in an exchange described in section 351 or any 
other section 368 reorganization is also QSBS, then QSBS status is extended without limitation
(provided the additional “control” requirement is met).230 The IRS has ruled favorably on a 
divisive D reorganization under sections 368(d)(1)(D) and 355.  In that ruling, the QSB 
(Distributing) formed a new corporation (Controlled), contributed one of Distributing’s lines of 
business into Controlled and then spun Controlled off to some of the shareholders of Distributing.  
The IRS ruled that stock of Controlled received by the Distributing shareholders would remain 
QSBS under section 1202(h)(4)(A) of the Code, and the shareholders would be able to tack the 
holding period in Distributing to their Controlled stock.231

I. Section 1045 Rollover

1. Generally

a. Section 1045 of the Code allows a taxpayer to sell QSBS and defer the 
recognition of gain by rolling the proceeds of the first sale into a new acquisition of QSBS within 
sixty days of the sale.  To qualify for the rollover, the taxpayer must have held the original QSBS 
for more than six months at the time of the sale, and the taxpayer must elect the application of 
section 1045 of the Code to the original sale.232 If these conditions are met, then the taxpayer has 
a 60-day period beginning on the date of the original sale to purchase the replacement QSBS.233

b. Section 1045 of the Code was enacted in 1997,234 and originally this 
rollover provision only applied to individual taxpayers, which did not match the eligible qualified 
taxpayers under section 1202.  In 1998, section 1045 was amended so that it applies to any 
“taxpayer other than a corporation,”235 and such amendment became effective as though it had 
been included when the section was originally enacted.236

228 § 1202(h)(3).
229 § 368(a)(1)(E).
230 § 1202(h)(4)(A).
231 PLR 9810010.
232 § 1045(a).
233 See § 1045(a)(1).
234 See Taxpayer Relief Act of 1997, P.L. 105-34, § 313(a).
235 § 1045(a).
236 See IRS Reform Act of 1998, P.L. 105-206, § 6005(f)(1).
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c. It seems that rollover under section 1045 can be used to multiply or 
“stack” the Per-Issuer Limitation.  By way of example, a taxpayer may be able to sell QSBS and 
exclude a portion of the gain, subject to the taxpayer’s Per-Issuer Limitation with respect to the 
original QSBS.  The portion of the gain that is not excluded (i.e., the eligible gain that exceeds 
the taxpayer’s Per-Issuer Limitation for the taxable year, the Non-Section 1202 Gain) can be 
rolled over under section 1045.  If the proceeds are used to purchase QSBS in three different 
replacement QSB corporations, it seems that each replacement acquisition will be treated as a 
new issuance of QSBS under section 1202.  Because the Per-Issuer Limitation is calculated per 
corporation,237 the taxpayer would seem to acquire three new Per-Issuer Limitations in the
replacement QSBS of each corporation.  There do not seem to be any limitations under sections 
1202 and 1045 to prevent this result.238

d. Rollover treatment is available to the non-corporate partners of a 
partnership that holds QSBS.  Section 1045(b)(5) provides that rules similar to section 1202(g) of 
the Code dealing with pass-thru entities shall apply for purposes of rollover. Final Treasury 
Regulations were issued on the availability of the section 1045 rollover election to partnerships 
and their eligible partners, applicable for sales of QSBS after August 13, 2007.239 To date, 
Treasury Regulations have not been issued under section 1202(g) with respect to pass-thru 
entities. It is unclear whether the regulatory guidance issued under section 1045 would also be 
applicable in the context of section 1202 issues.  These regulations and planning issues with 
partnerships are discussed below.

2. Calculating Gain Rollover

a. Gain from the original sale will be recognized “only to the extent that 
the amount realized on such sale exceeds the cost of any qualified small business stock purchased 
by the taxpayer”240 (within the 60-day period), reduced by any portion of such cost previously 
taken into account under section 1045 of the Code.241 To illustrate, consider the following 
examples:

(1) Example 1: A acquires QSBS for $1 million.  In the same year, 
but more than 6 months later, A sells the stock for $1.5 million, realizing a gain of $500,000.  A 
month later, A purchases QSBS in another company for $1.5 million and elects rollover 
treatment under section 1045 of the Code.  A recognizes no gain.

(2) Example 2:  Same facts as Example 1 above, except A purchases 
$1.4 million of replacement QSBS in another company.  A recognizes $100,000 in gain.

237 See § 1202(b)(1).  As an aside, section 1045 rollover can only result in a reduction of basis in the 
replacement QSBS.  Thus, the prohibition against any “addition to basis” is not violated.  See § 1202(b), 
flush language.
238 § 1045(b)(5) provides, “Rules similar to the rules of subsections (f), (g), (h), (i), (j), and (k) of section 
1202 shall apply.”  None of the foregoing subsections would seem to restrict the creation of a new Per-
Issuer Limitation.
239 T.D. 9353, 72 Fed. Reg. 45346 (8/14/07).
240 § 1045(a) and (a)(1).
241 § 1045(a)(2).
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(3) Example 3: B acquires two blocks of QSBS, the first block for 
$100,000 and a second block for $500,000.  The following year, B sells the first block for 
$800,000 (realizing a gain of $700,000), and then sells the second block for $700,000 (realizing a 
gain of $200,000).  A month later, B acquires replacement QSBS for $1 million.  If B elects 
rollover treatment, then B will not recognize any gain on the sale of the first of stock (thereby 
deferring $700,000 of gain).  On the second sale, the maximum amount that can be recognized is 
the excess of amount realized of $700,000 over the cost of the new QSBS reduced by the cost 
previously taken on the first sale, which is $200,000 ($1 million - $800,000). Under the formula 
of section 1045(a) of the Code, no more than $500,000 can be recognized, but the second sale 
only resulted in $200,000 of gain.  As a result B recognizes $200,000.  The end result is: (i) B
invested $600,000 in the first QSBS company; (ii) sold that investment for $1.5 million; (iii) 
reinvested $1.0 million in a second QSBS company, retaining $500,000 in cash; and (iv) 
recognized only $200,000 in gain.

(4) Example 4:  Same facts as Example 3 above, except B sells the 
second block first (realizing $200,000 of gain), followed by a sale of the first block (realizing 
$700,000 of gain). B will not recognize any gain on the sale of the second block of stock 
(thereby deferring $200,000 of gain).  With respect to the sale of the first block, under the 
formula under section 1045(a) of the Code, the maximum amount that can be recognized is the 
amount realized of $800,000 over the cost of the new QSBS reduced by the cost previously taken 
on the previous sale which is $300,000 ($1 million - $700,000), so B will recognize $500,000 of 
gain on the sale of the first block.  The end economic result here is the same as in Example 3, 
except B recognized $500,000 of gain, rather than $200,000.  

b. As one can see, under the basis rules applicable to the sale of stock, if a 
taxpayer is practicing “separate lot” accounting on “adequately identified” blocks of stocks,242

the taxpayer can avoid the result in Example 4 by ensuring that the first block is sold prior to the 
second block.  If the taxpayer fails to make “adequate identification” of the lots sold in each 
transaction, then a first-in, first-out accounting convention is used to determine gain or loss,243

which would have negated the result in Example 4.

3. Rollover Basis Rules

a. When a taxpayer elects to rollover proceeds of a sale of QSBS, to the 
extent that gain goes unrecognized, it reduces the taxpayer’s adjusted basis in the replacement 
QSBS.244 If the taxpayer purchases replacement QSBS in more than one transaction, the basis 
reduction is applied “in the order acquired.”245

b. To illustrate, in Example 3 above, B’s new basis in the replacement 
QSBS is $300,000. The cost for the replacement QSBS is $1 million, which is then reduced by 

242 See Treas. Reg. § 1.1012-1(c). 
243 Treas. Reg. § 1.1012-1(c)(1)(i).  The election to use the average basis method is likely not available to 
shareholders of a QSBS because the Treasury Regulations provide that it applies only to identical shares of 
stock (requiring a Committee on Uniform Security Identification Procedures (CUSIP) number or other 
security identifier number as permitted in published guidance of general applicability, like a private 
placement number) deposited with a custodian in connection with a dividend reinvestment plan.  See Treas. 
Reg. § 1.1012-1(e).
244 § 1045(b)(3).
245 Id.
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the amount of the unrecognized gain of $700,000.  Section 1045 did not defer any of the gain on 
the subsequent sale of the second block of stock.  In Example 4 above, B’s new basis in the 
replacement stock is $600,000 ($1 million - $200,000 unrecognized gain from the sale of the 
second block - $200,000 of unrecognized gain from the sale of the first block).

4. Holding Period Rules

a. As mentioned above, in order to qualify for rollover under section 1045 
of the Code, the taxpayer must have held the QSBS for more than six months before the sale.  
The Code provides two modifications: (i) the taxpayer’s holding period for such stock will be 
determined without regard to section 1223 of the Code; and (ii) only the first six months of the 
taxpayer’s holding period in the stock shall be taken into account in applying section 1202(c)(2) 
of the Code.

b. To the extent gain from the sale of QSBS is rolled over under section 
1045, with respect to the holding period of the replacement QSBS, the Code provides “in 
determining the period for which the taxpayer has held property the acquisition of which resulted 
under section 1045 … in the nonrecognition of any part of the gain realized on the sale of other 
property, there shall be included the period for which such other property has been held as of the 
date of such sale.”246

5. Rollover Election (Other Than a Partnership)

a. To get the rollover benefits, the taxpayer must make an election on or 
before the due date (including extensions) for filing the income tax return for the taxable year in 
which the QSBS is sold.247

b. A taxpayer must report the sale on Form 8949 (Sales and Other 
Dispositions of Capital Assets) as if the taxpayer is not making the rollover election.  The 
taxpayer must then file Schedule D accordingly.  The instructions for Schedule D provide that if 
a rollover election is made, the taxpayer should “enter the amount of postponed gained as a 
negative number” in column (g).248

c. A taxpayer who has more than one sale of QSBS in a taxable year may 
make a rollover election for any or all of the sales.249

d. The election is revocable only with the prior written consent of the IRS, 
which a taxpayer must obtain by submitting a request for a private letter ruling.250

246 § 1223(13).
247 Rev. Proc. 98-48, 1998-38 I.R.B. 7, § 3.01.
248 See 2017 Instructions for Schedule D (Capital Gains and Losses) and 2017 Instructions for Form 8949.
249 Rev. Proc. 98-48, 1998-38 I.R.B. 7, § 3.03.
250 See Rev. Proc. 98-1, 1998-1 I.R.B. 7, and Rev. Proc. 2018-1, 2018-1 I.R.B. 1, the current version of the 
revenue procedure.
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6. Partnership Regulations

a. Generally

(1) As mentioned above, final Treasury Regulations were issued on 
the availability of the section 1045 rollover election to partnerships and their eligible partners.251

These regulations utilize particular terms that should be noted:

(a) It refers to qualified small business stock as “QSB stock,” 
and clarifies that QSB stock “does not include an interest in a partnership that purchases or holds 
QSB stock.”252

(b) The term “replacement QSB stock” is any QSB stock 
purchased within 60 days beginning on the date of a sale of QSB stock.253

(c) An “eligible partner” is a “taxpayer other than a C 
corporation that holds an interest in a partnership on the date the partnership acquires the QSB 
stock and at all times thereafter for more than 6 months until the partnership sells or distributes 
the QSB stock.”254 For purposes of the foregoing, a taxpayer “who acquires from a partner (other 
than a C corporation) by gift or at death an interest in a partnership that holds QSB stock is 
treated as having held the acquired interest in the partnership during the period the partner (other 
than a C corporation) held the interest in the partnership.”255 The Treasury Regulations provide 
that these terms apply for purposes of section 1045, but the terms “by gift” or “at death” are 
likely references to transfers under section 1202(h)(2)(A) and (B) of the Code.

(d) A “purchasing partnership” is a partnership, different from 
the partnership selling the QSB stock, (i) that purchases replacement QSB stock, and (ii) in which 
the taxpayer is “partner (directly or through an upper-tier partnership) on the date on which the 
partnership acquires the replacement QSB stock.”256

(e) A “selling partnership” is a partnership that sells QSB 
stock.

(2) Pursuant to the Treasury Regulations, if a partnership is involved 
in the purchase or sale of QSBS, there are three different options pursuant to which a taxpayer 
can get the benefits of rollover under section 1045 of the Code:

251 T.D. 9353, 72 Fed. Reg. 45346 (8/14/07).
252 Treas. Reg. § 1.1045-1(g)(1).
253 Treas. Reg. § 1.1045-1(g)(2).
254 Treas. Reg. § 1.1045-1(g)(3)(i).  The Treasury Regulations also provide rules for tiered partnerships 
pursuant to which the upper-tier (parent) partnership is disregarded and the partners of the upper-tier 
partnership are treated as owning an interest in the lower-tier partnership directly.  See Treas. Reg. §
1.1045-1(g)(3)(iii) and (iv).
255 Treas. Reg. § 1.1045-1(g)(3)(ii).
256 Treas. Reg. § 1.1045-1(c)(1)(i).
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(a) “A partnership that holds QSB stock … for more than 6 
months, sells such QSB stock, and purchases replacement QSB stock… may elect to apply 
section 1045.”257

(b) “An eligible partner … of a partnership that sells QSB 
stock, may elect to apply section 1045 if the eligible partner purchases replacement QSB stock 
directly or through a purchasing partnership.”258

(c) “A taxpayer (other than a C corporation) that holds QSB 
stock for more than 6 months, sells such QSB stock and purchases replacement QSB stock 
through a purchasing partnership may elect to apply section 1045.”259

(3) The section 1045 election, whether made by partnership, eligible 
partner, or taxpayer (in one of three options), is revocable only with the prior written consent of 
the IRS, which the person who made the election must obtain by submitting a request for a 
private letter ruling.260

b. Partnership Section 1045 Election

(1) If a partnership elects to apply section 1045 (in option 1 above), 
each eligible partner will not recognize its “distributive share” of any “partnership section 1045 
gain.”261

(2) “Partnership section 1045 gain” is equal to the partnership’s gain 
from the sale of the QSB stock reduced by the greater of:

(a) Any amount of gain from the sale of the QSB stock that is 
treated as ordinary income;262 or

(b) The “excess of the amount realized by the partnership on 
the sale over the total cost of all replacement QSB stock purchased by the partnership (excluding 
the cost of any replacement QSB stock purchased by the partnership that is otherwise taken into 
account under section 1045).”263

(3) “Distributive share” of the partnership section 1045 gain “shall 
be in the same proportion as the partner's distributive share of the partnership's gain from the sale 

257 Treas. Reg. § 1.1045-1(a).
258 Id.
259 Id.
260 Id. See Rev. Proc. 2007-1, 2007-1 C.B. 1 and Rev. Proc. 2018-1, 2018-1 I.R.B. 1, the current version of 
the revenue procedure.
261 Treas. Reg. § 1.045-1(b)(1).
262 Treas. Reg. § 1.045-1(b)(1)(i). This provision mirrors the flush language of section 1045(a) of the Code 
that provides the nonrecognition of gain will not apply to “any gain which is treated as ordinary income for 
purposes of this title.” § 1045(a) [flush language].
263 Treas. Reg. § 1.045-1(b)(1)(ii). This provision mirrors the calculation in sections 1045(a)(1) and (2) if 
the amount realized exceeds the cost of any QSBS purchased by the taxpayer, reduced by any portion of 
such cost previously taken into account under the section.
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of the QSB stock.”264 For this purpose, these are determined without regard to basis adjustments 
under section 743(b) of the Code (relating to inside basis adjustments upon the sale of partnership 
interest or the death of a partner) and reductions in the basis of replacement QSB, discussed 
below.265  An inside basis adjustment under section 743(b) of the Code, in the context of QSBS,
is inappropriate because allowable transfers during lifetime must be “by gift” and although 
transfers “at death” are permissible, basis adjustments under section 1014 of the Code (or any 
adjustments after Original Issuance) are ignored for section 1202 purposes.266

(4) The Treasury Regulations provide that the adjusted basis of an 
eligible partner’s interest in the partnership (“outside basis”) will “not be increased under section 
705(a)(1) by gain from a partnership's sale of QSB stock that is not recognized by the partner as 
the result of a partnership election”267 under section 1045.  This is appropriate because if the 
entire amount realized on the sale of QSB stock is rolled over to replacement QSB stock, then no 
gain will be recognized and, by definition, no sale proceeds would be available for distribution to 
the partner. In contrast, if a partnership sells QSBS for cash and all of the gain is eligible for a 
100% exclusion under section 1202(a)(4) of the Code, then the excluded gain will result in an 
increase in outside basis under section 705(a)(1)(B) of the Code (increase in outside basis for 
partner’s distributive share of partnership income exempt from tax).

(5) For purposes of determining the partnership’s basis in 
replacement QSB, the Treasury Regulations provides that the basis is “reduced (in the order 
acquired) by the amount of gain from the partnership's sale of QSB stock that is not recognized 
by an eligible partner as a result of the partnership's election under section 1045.”268 This rule 
mirrors the same rule provided in section 1045(b)(3) of the Code, discussed above.  However, the 
Treasury Regulations clarify that this basis reduction in the replacement QSBS is “with respect to 
that partner only”269 under the modified principles set forth in section 1.743-1(g), (h), and (j) of 
the Treasury Regulations.

(6) As mentioned above, inside basis adjustments under section 
743(b) of the Code relate to a sale of a partnership interest or the death of a partner that results in 
a disparity between the outside basis of the transferee and the transferee’s share of the 
partnership’s basis in its assets (“inside basis”). Under both circumstances, the transferee 
receives an outside basis equal to the cost of the purchase or equal to the fair market value of the 
partnership interest.270 When a section 754 election is in effect, section 743(b) adjusts for those 
disparities by making “notional” adjustments in the transferee partner’s share of partnership 
property.  These adjustments are applicable only to the transferee. As such, inside basis 

264 Treas. Reg. § 1.045-1(b)(2).
265 Id.
266 See §§ 1202(h)(2)(A) and (B) and 1202(b)(1) [flush language] and Treas. Reg. § 1.1045-1(g)(3)(ii).
267 Treas. Reg. § 1.1045-1(b)(3)(i).
268 Treas. Reg. § 1.1045-1(b)(3)(ii)(A).
269 Id.
270 “The basis of a partnership interest acquired from a decedent is the fair market value of the interest at 
the date of his death or at the alternate valuation date, increased by his estate's or other successor's share of 
partnership liabilities, if any, on that date, and reduced to the extent that such value is attributable to items 
constituting income in respect of a decedent (see section 753 and paragraph (c)(3)(v) of § 1.706-1 and 
paragraph (b) of § 1.753-1) under section 691.” Treas. Reg. § 1.742-1.
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adjustments under section 743(b) do not change or affect capital accounts,271 and because the 
adjustments apply only to the transferee, they are not made to the common basis of the 
partnership.272 The partnership will compute its taxable income, gain, loss, and deduction 
without regard to the inside basis adjustments under section 743(b), and then allocate these 
amounts among all the partners under the principles of section 704(b) of the Code.  At this point, 
the inside basis adjustments then come into consideration.  The partnership will adjust the 
transferee partner’s distributive share of income, gain, loss, and deduction to reflect the 
adjustments.  For example, if the partnership sells an asset that has an inside basis adjustment, the 
amount of the adjustment will reduce or increase the transferee’s distributive share of the gain or 
loss from the sale of the asset.273 Also, if a positive adjustment is made to depreciable (or 
amortizable) property, then the adjustment will increase the transferee’s share of depreciation (or 
amortization) from that property.  In effect, the transferee is treated as if he or she purchased new 
property for a price equal to the adjustment.274

(7) With these principles in mind, the Treasury Regulations provide, 
“The basis adjustment that carries over to the replacement QSB stock shall be reduced (but not 
below zero) by the eligible partner's distributive share of the excess, if any, of the greater of” the 
reductions to QSB stock basis mentioned above, “over the partnership's gain from the sale of the 
QSB stock” (determined without regard to basis adjustments under section 743 reductions in the 
basis of replacement QSB stock).275 This excess amount that reduces the basis adjustment shall 
be accounted for as gain in accordance with section 1.743-1(j)(3) of the Treasury Regulations.276

(8) The Treasury Regulations provide a detailed example that is 
worth reproducing because it shows how the inside and outside basis adjustments would work 
with both eligible and non-eligible partners:277

Partnership sale of QSB stock and purchase and sale of replacement QSB stock. 
(i) On January 1, 2008, A, an individual, X, a C corporation, and Y, a C 
corporation, form PRS, a partnership. A, X, and Y each contribute $250 to PRS 
and agree to share all partnership items equally. PRS purchases QSB stock for 
$750 on February 1, 2008. On November 3, 2008, PRS sells the QSB stock for 
$1,500. PRS realizes $750 of gain from the sale of the QSB stock (none of which 
is treated as ordinary income) and allocates $250 of gain to each of A, X, and Y. 
PRS purchases replacement QSB stock (replacement QSB1 stock) for $1,350 on 
December 15, 2008. On its timely filed return for the taxable year during which 

271 Treas. Reg. § 1.704-1(b)(2)(iv)(m).
272 Treas. Reg. § 1.743-1(j)(1).  There is a limited exception in the case of certain distributions to a 
transferee partner.  See Treas. Reg. § 1.734-2(b)(1).
273 Treas. Reg. § 1.743-1(j)(3).
274 Treas. Reg. § 1.743-1(j)(4).
275 Treas. Reg. § 1.1045-1(b)(3)(ii)(A).
276 “The amount of a transferee's income, gain, or loss from the sale or exchange of a partnership asset in 
which the transferee has a basis adjustment is equal to the transferee's share of the partnership's gain or loss 
from the sale of the asset…, minus the amount of the transferee's positive basis adjustment for the 
partnership asset … or plus the amount of the transferee's negative basis adjustment for the partnership 
asset.” Treas. Reg. § 1.743-1(j)(3).
277 Treas. Reg. § 1.1045-1(i), Ex. 5.
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the sale of the QSB stock occurs, PRS makes an election to apply section 1045. 
A does not make an election to apply section 1045 with respect to the November 
3, 2008, sale of QSB stock. PRS knows that X and Y are C corporations. On 
March 30, 2009, PRS sells replacement QSB1 stock for $1,650. PRS realizes 
$300 of gain from the sale of replacement QSB1 stock (none of which is treated 
as ordinary income) and allocates $100 of gain to each of A, X, and Y. A does 
not make an election to apply section 1045 with respect to the March 30, 2009, 
sale of replacement QSB1 stock.

(ii) Under paragraph (b)(1) of this section, the partnership section 1045 gain from 
the November 3, 2008, sale of QSB stock is $600 ($750 gain less $150 ($1,500 
amount realized on the sale of QSB stock less $1,350 cost of replacement QSB1 
stock)). This amount must be allocated among the partners in the same 
proportions as the entire gain from the sale of QSB stock is allocated to the 
partners, 1/3 ($200) to A, 1/3 ($200) to X, and 1/3 ($200) to Y.

(iii) Because neither X nor Y is an eligible partner under paragraph (g)(3) of this 
section, X and Y must each recognize its $250 distributive share of partnership 
gain from the sale of QSB stock. Because A is an eligible partner under 
paragraph (g)(3) of this section, A may defer recognition of A's $200 distributive 
share of partnership section 1045 gain. A is not required to separately elect to
apply section 1045. A must recognize A's remaining $50 distributive share of the 
partnership's gain from the sale of QSB stock.

(iv) Under section 705(a)(1), the adjusted bases of X's and Y's interests in PRS 
are each increased by $250. Under section 705(a)(1) and paragraph (b)(3)(i) of 
this section, the adjusted basis of A's interest in PRS is not increased by the $200 
of partnership section 1045 gain that was not recognized by A, but is increased 
by A's remaining $50 distributive share of gain.

(v) PRS must decrease its basis in the replacement QSB1 stock by the $200 of 
partnership section 1045 gain that was allocated to A. This basis reduction is a 
reduction with respect to A only. PRS then adjusts A's distributive share of gain 
from the sale of replacement QSB1 stock to reflect the effect of A's basis 
adjustment under paragraph (b)(3)(ii) of this section. In accordance with the 
principles of Section 1.743-1(j)(3), the amount of A's gain from the March 30, 
2009, sale of replacement QSB1 stock in which A has a $200 negative basis 
adjustment equals $300 (A's share of PRS' gain from the sale of replacement 
QSB1 stock ($100), increased by the amount of A's negative basis adjustment for 
replacement QSB1 stock ($200)). Accordingly, upon the sale of replacement
QSB1 stock, A recognizes $300 of gain, and X and Y each recognize $100 of 
gain.

(vi) Assume the same facts as in paragraph (i) of this Example 5, except that PRS 
purchases replacement QSB stock (replacement QSB2 stock) on April 15, 2009, 
for $1,150 and PRS makes an election to apply section 1045 with respect to the 
March 30, 2009, sale of replacement QSB1 stock. Under paragraph (b)(3)(ii)(A) 
of this section, PRS' $200 basis adjustment in QSB1 stock relating to the 
November 3, 2008, sale of QSB stock carries over to the basis adjustment for 
QSB2 stock. This basis adjustment is an adjustment with respect to A only. The 
$200 basis adjustment is reduced by A's distributive share of the excess of $500 
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(the greater of the amount determined under paragraph (b)(1)(i), $0, or (ii) of this 
section, $500 ($1,650 amount realized on the sale of QSB1 stock less $1,150 cost 
of replacement QSB2 stock)) over $300 (PRS' gain from the sale of QSB1 stock), 
or $67 ($200 ($500 minus $300) divided by 3). Under paragraph (b)(3)(ii)(A), A 
must account for the $67 excess amount that reduces PRS' basis adjustment in 
QSB2 stock as gain in accordance with Section 1.743-1(j)(3). Therefore, A now 
has a $133 negative basis adjustment with respect to replacement QSB2 stock 
(($200) negative basis adjustment from the November 3, 2008, sale of QSB stock 
plus $67 positive basis adjustment from the March 30, 2009, sale of QSB1 
stock). A also recognizes the $100 of gain allocated by PRS to A from the March 
30, 2009, sale of replacement QSB1 stock for total gain recognition of $167 
($100 plus $67).

(9) As the foregoing example points out, eligible partners and non-
eligible partners are treated very differently.  To that end the Treasury Regulations provide, “a
partnership must presume that a partner did not recognize that partner's distributive share of the 
partnership section 1045 gain as a result of the partnership's section 1045 election unless the 
partner notifies the partnership to the contrary.”278 If a partnership knows that a particular 
partner is classified, for Federal tax purposes, as a C corporation, then the partnership may 
presume that the partner did not defer recognition of its distributive share of the partnership 
section 1045 gain, even in the absence of such notification by the partner.279 If a partnership 
makes an election under section 1045, but an eligible partner opts out of the election and provides
notification to the partnership, no basis adjustments are required with respect to that partner.280

(10) If a partnership makes any adjustments with respect to
replacement QSB stock, it must attach a statement to the partnership tax return setting forth the 
computation of the adjustment, the replacement QSB stock to which the adjustment is made, the 
date on which the QSB stock was acquired by the partnership, and the amount of the adjustment 
that is allocated to each partner.281

(11) A partnership that makes a section 1045 election must notify all 
of its partners of the election and the purchase of replacement QSB stock, “in accordance with 
the applicable forms and instructions, and separately state each partner's distributive share of 
partnership section 1045 gain from the sale of QSB stock under section 702.”282  Each partner is 
required to determine whether the partner is an eligible partner and report the partner’s 
distributive share of partnership section 1045 gain, including gain not recognized.283 Any partner 
that must recognize all or any part of the partner’s distributive share of partnership section 1045 
gain “must notify the partnership, in writing, of the amount of partnership section 1045 gain that 
is recognized by the partner.”284

278 Treas. Reg. § 1.1045-1(b)(3)(ii)(A).
279 Id.
280 Id. The Treasury Regulations also provide rules for tiered partnerships that require the basis 
adjustments to be segregated and allocated to the eligible partner.  See Treas. Reg. § 1.1045-1(b)(3)(ii)(B).
281 Treas. Reg. § 1.1045-1(b)(3)(ii)(C).
282 Treas. Reg. § 1.1045-1(b)(5)(i).
283 Id.
284 Treas. Reg. § 1.1045-1(b)(5)(ii).
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(12) An eligible partner may opt out of a partnership section 1045 
election “either by recognizing the partner's distributive share of the partnership section 1045 
gain, or by making a partner section 1045 election”285 (discussed below). If an eligible partner 
opts out, then the partner is required to notify the partnership, in writing, that the partner is opting 
out of the partnership's section 1045 election.286

c. Partner Section 1045 Elections

(1) A partner can elect to apply section 1045 in a number of 
specified circumstances:287

(a) An eligible partner of a selling partnership may elect to 
apply section 1045 if the eligible partner directly purchases replacement QSB;

(b) An eligible partner of a selling partnership may elect to 
apply section 1045 if replacement QSB stock is purchased through a purchasing partnership; and

(c) A taxpayer other than a C corporation that sells QSB stock 
held for more than 6 months at the time of the sale may elect to apply section 1045 if replacement 
QSB stock is purchased by a purchasing partnership (including a selling partnership).

(2) Subject to the “nonrecognition limitation” discussed below, if an 
eligible partner of a selling partnership elects to apply section 1045 with respect to a direct 
purchase of replacement QSB stock, the eligible partner must recognize its distributive share of 
gain from the sale of QSB stock by the selling partnership only to the extent of the greater of: (i) 
the amount of the eligible partner's distributive share of the selling partnership's gain from the 
sale of the QSB stock that is treated as ordinary income; or (ii) the “excess of the eligible 
partner's share of the selling partnership's amount realized … on the sale by the selling 
partnership of the QSB stock (excluding the cost of any replacement QSB stock purchased by the 
selling partnership) over the cost of any replacement QSB stock purchased by the eligible partner 
(excluding the cost of any replacement QSB stock that is otherwise taken into account under 
section 1045).”288

(3) The eligible partner’s share of the amount realized by the selling 
partnership on the sale of QSB stock (excluding the cost of any replacement QSB stock otherwise 
taken into account under section 1045) is equal to the partnership’s amount realized multiplied by 
a fraction, the numerator of which is  the eligible partner's distributive share of the partnership's 
realized gain from the sale of the QSB stock, and the denominator of which is the partnership's 
realized gain on the sale of the QSB stock.289  The Treasury Regulations also provide a 
modification of the foregoing if the purchasing partnership does not realize a gain or realizes a 
loss from the subsequent sale of replacement QSB and if the eligible partner’s interest in the 

285 Treas. Reg. § 1.1045-1(b)(4).
286 Treas. Reg. § 1.1045-1(b)(5)(ii).
287 Treas. Reg. § 1.1045-1(c)(1).
288 Treas. Reg. § 1.1045-1(c)(1)(ii)(B).
289 Treas. Reg. § 1.1045-1(c)(2)(i).
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purchasing partnership is reduced after the sale of QSB and the purchasing partnership realizes a 
gain from the sale of replacement QSB stock.290

(4) Subject to the “nonrecognition limitation” discussed below, if an 
eligible partner elects to apply section 1045 with respect to replacement QSB stock purchased by 
a purchasing partnership, the eligible partner must recognize its distributive share of gain from 
the selling partnership’s sale of QSB stock (and gain from the subsequent sale of replacement 
QSB stock) 291 only to the extent of the greater of: (i) the amount of the eligible partner's 
distributive share of the selling partnership's gain from the sale of the QSB stock that is treated as 
ordinary income; or (ii) the “excess of the eligible partner's share of the selling partnership's 
amount realized … on the sale by the selling partnership of the QSB stock (excluding the cost of 
any replacement QSB stock purchased by the selling partnership) over the cost of any 
replacement QSB stock purchased by the eligible partner (excluding the cost of any replacement 
QSB stock that is otherwise taken into account under section 1045).”292

(5) Subject to the “nonrecognition limitation” discussed below, if a 
taxpayer other than a C corporation elects to apply section 1045 with respect to replacement QSB 
purchased by a purchasing partnership, the taxpayer must recognize gain only to the extent of the 
greater of: (i) the amount of gain from the sale of the QSB stock that is treated as ordinary 
income; or (ii) the “excess of the amount realized by the taxpayer on the sale of the QSB stock 
over the partner's share of the purchasing partnership's cost of the replacement QSB stock …
(excluding the cost of any QSB stock that is otherwise taken into account under section 
1045).”293

(6) For purposes of the foregoing, a partner’s share of the cost of 
replacement QSB stock purchased by a purchasing partnership is “the percentage of the 
partnership's future income and gain, if any, that is reasonably expected to be allocated to the 
partner (determined without regard to any adjustment under section 1045) with respect to the 
replacement QSB stock that was purchased by the partnership, multiplied by the cost of that 
replacement QSB stock.”294

(7) The amount of gain that an eligible partner does not recognize 
cannot exceed the “nonrecognition limitation.”295 The “nonrecognition limitation” is equal to the 
product of: (i) the “partnership's realized gain from the sale of the QSB stock, determined without 
regard to any basis adjustment under section 734(b) or section 743(b)”296 (other than the inside 
basis adjustments described above); and (ii) the eligible partner’s “smallest percentage interest in 
partnership capital.”297 The “smallest percentage interest in partnership capital” is the partner’s 
“percentage share of capital determined at the time of the acquisition of the QSB stock as 
adjusted prior to the time the QSB stock is sold to reflect any reduction in the capital of the 

290 See Treas. Reg. § 1.1045-1(c)(2)(ii) and (iii).
291 See Treas. Reg. § 1.1045-1(c)(5).
292 Treas. Reg. § 1.1045-1(c)(1)(iii)(A)(2).
293 Treas. Reg. § 1.1045-1(c)(1)(iii)(B)(2).
294 Treas. Reg. § 1.1045-1(c)(3).
295 Treas. Reg. § 1.1045-1(d)(1).
296 Treas. Reg. § 1.1045-1(d)(1)(i).
297 Treas. Reg. § 1.1045-1(d)(1)(ii).
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eligible partner including a reduction as a result of a disproportionate capital contribution by 
other partners, a disproportionate capital distribution to the eligible partner or the transfer of an 
interest by the eligible partner, but excluding income and loss allocations.”298

(8) The Treasury Regulations provide that the outside basis of an 
eligible partner’s interest in a selling partnership is increased by the partner’s distributive share of 
gain.299 If the selling partnership is also a purchasing partnership, the eligible partner’s outside 
basis may be reduced.300

(9) A partner's basis in any replacement QSB stock that is purchased 
by the partner, as well as the adjusted basis of any replacement QSB stock that is purchased by 
the purchasing partnership, must be reduced (in the order acquired) by the partner's distributive 
share of the gain on the sale of the selling partnership's QSB stock that is not recognized by the 
partner, or by the gain on a sale of QSB stock by the partner that is not recognized under section 
1045, as applicable.301 If the purchasing partnership purchases replacement QSB stock, the 
purchasing partnership maintains its adjusted basis in the replacement QSB stock, but the eligible 
partner (in computing its distributive share of income, gain, loss, and deduction with respect to 
the replacement QSB stock) must take into account the variation between the adjusted basis in 
the QSB stock (reduced as described above) and the adjusted basis determined without the 
reduction.302

(10) A partner that treats the partner's interest in QSB stock purchased 
by a purchasing partnership as the partner's replacement QSB stock must reduce (in the order 
acquired) the adjusted basis of the partner's outside basis in the purchasing partnership by the 
partner's distributive share of the gain on the sale of the selling partnership's QSB stock that the 
partner defers, or by the gain on a sale of QSB stock by the partner that the partner defers under 
section 1045, as applicable.303

(11) The Treasury Regulations provide that if the partner or the 
purchasing partnership sells or exchanges replacement QSB stock, the amount recognized by the 
partner is determined by taking into account the basis adjustments described in paragraph 
above.304

298 Treas. Reg. § 1.1045-1(d)(2). The Treasury Regulations also provide rules if an eligible partner owns an 
interest in a tired partnership that require that the eligible partner’s percentage interest in the purchasing 
partnership be proportionately adjusted to reflect the eligible partner’s percentage interest in the upper-tier 
partnership.  See Treas. Reg. § 1.1045-1(d)(3).
299 Treas. Reg. § 1.1045-1(c)(4)(i).
300 See Treas. Reg. § 1.1045-1(c)(4)(iii).
301 Treas. Reg. § 1.1045-1(c)(4)(ii).
302 Id.
303 Treas. Reg. § 1.1045-1(c)(4)(iii).
304 Treas. Reg. § 1.1045-1(c)(5).  In addition, a partner in an upper-tier partnership that owns an interest in 
a lower-tier partnership that holds replacement QSB stock must take into account the same basis 
adjustments in determining the amount recognized by the partner on a sale of the interest in the lower-tier 
partnership by the upper-tier partnership or the partner’s distributive share of gain from the upper-tier 
partnership.
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(12) A partner making an election under section 1045 must do so on 
the partner's timely filed (including extensions) federal income tax return for the taxable year 
during which the partner takes into account the partner's distributive share of the partnership's 
gain from the sale of the QSB stock under section 706 of the Code. In addition, a partner making 
an election under section 1045 must do so in accordance with the applicable forms and 
instructions.305

J. C Corporation Formation or Conversion

1. Generally

a. As noted above, by definition, QSB and QSBS require that the issuer of 
the stock must be a C corporation.  Furthermore, QSBS must be acquired at its Original Issuance 
either in exchange for money or other property (other than stock) or as compensation for services 
provided to such corporation. When property is transferred to a C corporation in exchange for 
stock in the corporation, gain or loss is generally recognized by the contributing shareholder.  
The notable exception to this rule is outlined in section 351, generally describing transfers to 
controlled corporations.

b. QSBS companies are sometimes initially formed as C corporations, and 
the initial shareholders look to section 351 of the Code to avoid recognition of gain if appreciated 
property is contributed to the corporation in exchange for shares of stock in the corporation.  
More often than not, however, companies that eventually become QSBS companies often start as 
limited liability companies, partnerships, or other business entities that are either taxed as 
partnerships or treated as disregarded entities for federal income tax purposes.  These pass-
through entities will often, for a number of business and tax reasons, eventually convert to a C 
corporation.  The owners of the pass-through entity also hope that the conversion itself will not 
be considered a recognition event for income tax purposes, often relying on section 351 of the 
Code.  A direct contribution of property to a C corporation in exchange for shares of stock and a 
conversion have many similarities, but there are some differences that should be noted.

2. Section 351

a. Under section 351(a) of the Code, no gain or loss is recognized by a 
transferor of property to a corporation solely in exchange for stock of the corporation (other than
nonqualified preferred stock)306 if immediately after the transfer, the transferor and all other 
persons who transfer property to the corporation are in “control” of the corporation.  Control is 
defined as “the ownership of stock possessing at least 80 percent of the total combined voting 
power of all classes of stock entitled to vote and at least 80 percent of the total number of shares 
of all other classes of stock of the corporation.”307

305 Treas. Reg. § 1.1045-1(h)(1).
306 See § 351(g)(2). Nonqualified preferred stock is stock that is (i) limited and preferred as to dividends;
(ii) does not participate in corporate growth to any significant way; and (iii) either can be put to the issuer 
or a related person, must be purchased by the issuer or a related person, is callable by the issuer or a related 
person (and it is more likely than not on the issue date that the call will be exercised), or has a dividend rate 
that varies with reference to interest rates, commodity prices, or other similar indices.  The put, mandatory 
purchase obligation or call will not cause stock to be considered nonqualified preferred stock if the right or  
obligation may not be exercised within 20 years after the issue date or is subject to a contingency that 
makes exercise a remote possibility. § 351(g)(2)(A) and (B).
307 See §§ 351(a) and 368(c).
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b. If Section 351(a) would apply but for the transferor's receipt of 
consideration (including nonqualified preferred stock) other than qualified stock of the transferee 
corporation, the transferor recognizes any gain realized up to the fair market value of such other 
consideration ("boot") but does not recognize any loss realized.308 If a transferor transfers 
multiple properties and receives boot, the boot and the qualifying stock must be allocated pro rata 
among the different types of property transferred, and loss realized on the transfer of one 
property may not be offset against gain realized on the transfer of another property.309

c. If a shareholder transfers property that has a relatively small value 
compared to the value of the stock the shareholder already owns in the transferee corporation, 
that shareholder is not to be included in the group of transferors if the primary purpose of that 
shareholder's transfer of property is to qualify exchanges of property by other persons for stock in 
the corporation under section 351 of the Code.310 The IRS has ruled that it will not treat property 
as being relatively small in value compared to the value of the stock already owned if the fair 
market value of the property transferred is at least 10% of the fair market value of the stock 
already owned.311

d. If the issuing corporation assumes a liability of the transferor, the 
assumption generally is not treated as boot. For this purpose, taking property subject to a liability 
generally is treated as an assumption of the liability.312 If, however, the amount of liabilities 
assumed exceeds the transferor's basis in the property transferred to the transferee corporation, 
the transferor generally must recognize gain equal to the excess of the liabilities assumed over the 
basis of the property.313 For this purpose, the amount of liabilities assumed generally does not 
include a liability the payment of which would be deductible or would be a distribution in 
liquidation of a partnership interest, unless the incurrence of a liability created or increased the 
basis of any property of the transferor.314 If the principal purpose of the transferor with respect to 
the assumption of any liability either was to avoid federal income tax on the transfer or was not a 
bona fide business purpose, then the total amount of the transferor's liabilities assumed is treated
as boot.315

e. A transferor's basis in stock of the transferee corporation received by 
the transferor in a section 351 transaction generally is the same as the transferor's basis in the 
property or properties transferred to the corporation, reduced by (i) the amount of money 
received as boot, (ii) the amount of liabilities assumed by the transferee corporation, excluding 
any liabilities not taken into account for purposes of applying section 357(c) of the Code, as 
discussed in the previous paragraph, and (iii) the fair market value of any other boot received, 
and increased by the amount of any gain recognized by the transferor.316

308 § 351(b).
309 Rev. Rul. 68-55, 1968-1 C.B. 140.
310 Treas. Reg § 1.351-1(a)(1)(ii).
311 Rev. Proc. 77-37, 1977-2 C.B. 568.
312 § 357(a) and (d).
313 § 357(c).
314 § 357(c)(3).
315 § 357(b) and Treas. Reg. § 1.357-1(c).
316 § 358(a)-(d).
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f. Section 358(h) provides that if, after applying the basis rules above, the 
basis of the stock received exceeds its fair market value because, for example, the transferee 
corporation has assumed or otherwise has contingent liabilities not taken into account for federal 
income tax purposes, the basis of the stock received can be further reduced (but not below its fair 
market value) to take into account contingent liabilities of the transferor assumed in the 
transaction.317 This reduction, however, does not apply if the business (or substantially all the 
assets) with which the contingent liability is associated are transferred to the corporation.318

g. The corporation’s basis in the property contributed by the transferor in 
a section 351 transaction is generally the same as the transferor’s basis, increased by the amount 
of gain recognized by the transferor.319 However, if the transferor recognizes gain as a result of 
the assumption of a liability, the transferee corporation's increase to the basis of the property to 
account for the gain recognized as a result of the liability assumption may not cause the 
corporation's basis to exceed the property's fair market value.320 Also, if the aggregate fair 
market value of the property transferred by a transferor is less than the aggregate basis of the 
property, the transferee corporation's basis in the transferred property is limited to the property's 
aggregate fair market value immediately after the transaction, unless both the transferor and the 
transferee corporation elect for the transferor's basis in the stock received in the transaction to be 
limited to its fair market value.321 This last provision is intended to prevent the transferee 
corporation and the transferor from both obtaining a deduction for the same built-in loss upon 
subsequent dispositions of the property transferred and the stock received in the section 351 
transaction. Note that under section 1202(d) of the Code, the Aggregate Gross Asset 
Requirement is based generally on the adjusted bases of corporate property and if property is 
contributed to the corporation, for purposes of this requirement, the property contributed will be 
deemed to have a basis equal to its fair market value at the time of the contribution.322 Thus, it 
seems that the foregoing election would not be required, by way of example, if the corporation’s 
shareholders desired QSBS status, but the corporation was at risk of violating the Aggregate 
Gross Asset Requirement due to excess basis above fair market value of contributed assets.

h. A transferor’s holding period for stock received in a section 351 
transaction is the same as the transferor's holding period for the property exchanged for the stock, 
if the property was a capital asset or section 1231 property (e.g., real property and depreciable 
property used in a trade or business in the transferor's hands and held for more than one year).323

The holding period for stock received for property that is not a capital asset or section 1231 
property does not include the holding period of the transferred property. As a result, when a
transferor transfers some property that is a capital asset or section 1231 property and other 
property that is not, the stock received will have a split holding period.324 The transferee 
corporation's holding period for property received in a section 351 transaction includes the 

317 § 358(h).
318 § 358(h)(2).
319 § 362(a).
320 § 362(d).
321 § 362(e)(2).
322 § 1202(d)(2)(B).
323 § 1223(1).
324 Rev. Rul. 85-164, 1985-2 C.B. 117.
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transferor's holding period for the property, because the corporation's basis in the property is 
determined by reference to the transferor's basis.325 As discussed later in these materials, section 
1223(1) of the Code (tacking of holding periods) should not apply in determining the acquisition 
date for QSBS purposes and does not apply for purposes of the 5-year holding requirement.

i. The depreciation recapture rules of sections 1245 and 1250 of the Code 
do not require the recognition of gain in a section 351 transaction.326 In contrast, the transfer of a 
debt instrument acquired at a market discount will cause taxation of the accrued but previously 
unrecognized market discount.327

j. A taxpayer who contributes multiple properties with different tax bases 
in a section 351 transaction will not be able to claim “separate lot” accounting on “adequately 
identified” blocks of stocks in the corporation.  Separate lot accounting applies to stock that the 
taxpayer purchased or acquired on different dates or at different prices.”328 In a section 351 
transaction, the IRS ruled that a taxpayer may not select specific items to be exchanged for
particular stock or securities in order to allocate the high bases of certain assets to the securities 
received and the low bases of other assets to the stock received. The taxpayer must use the 
general rule of allocating according to relative fair market values.329 This rule applies even if the 
transfers are made at different times as long as they were part of a single integrated transaction.
Exchanging for different classes of stock does not apparently change this rule.  The Treasury 
Regulations provide if a transferor receives stock of more than one class, the basis of the property
transferred to the corporation is allocated among all of the classes of stock received in proportion 
to the fair market value of the stock of each class.330 However, separate lot accounting is 
available over different rounds of funding, which would presumably be at different times (and 
not part of an integrated plan) and at different prices. Separate lot account or “tracing” (as it is 
sometimes coined) is available in certain section 351 transactions but only when stock is 
contributed to the issuing corporation.331 By definition, however, QSBS status is available to 
stock in an Original Issuance in exchange for money or property, other than stock,332 so these 
tracing rules are not available.

325 § 1223(2).
326 §§ 1245(b)(3) and 1250(d)(3); Treas. Reg. §§ 1.1245-4(c) and 1.1250-3(c).
327 § 1276(d)(1)(C).
328 See Treas. Reg. § 1.1012-1(c). 
329 Rev. Rul. 85-164, 1985-2 C.B. 117.
330 Treas. Reg. §1.358-2(b)(2) and Prop. Reg. § 1.358-1(g) (“the aggregate basis of the property transferred 
shall be allocated among all of the shares of stock received in proportion to the fair market values of each 
share of stock”).
331 Prop. Treas. Reg. § 1.358-2(g)(2), REG-143686-07, 74 Fed. Reg. 3509, 3512-13 (1/21/09). The
preamble provides that the IRS and Treasury will continue to study the issue of tracing in section 351 
exchanges. 74 Fed. Reg. at 3512.
332 § 1202(c)(1)(B)(i).
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3. Conversion of Pass-Through Entity

a. Conversion Generally

(1) A C corporation conversion of an entity taxable as a 
partnership,333 regardless of entity form, can be accomplished with a “check-the-box” election to 
be an “association” taxed as a corporation.334 The election is considered to be a transfer of all of 
the partnership’s assets to the association (corporation) and a distribution of the corporate stock 
by the partnership to the partners (in liquidation of the partnership).335 This, as discussed below,
is an “assets-over” transaction.

(2) When a state law corporation is preferred (e.g., Delaware), 
Revenue Ruling 84-111336 provides that the taxpayer may choose among three different options 
to effectuate the conversion to a corporation:

(a) A transfer of assets by the partnership to the corporation in 
exchange for stock of the corporation, followed by a partnership liquidation (an “assets-over” 
transaction);

(b) A liquidation of the partnership followed by a transfer of 
the assets by the partners to the corporation in exchange for stock of the corporation (an “assets-
up” transaction); or

(c) A transfer of all of the partnership interests to the 
corporation followed by a liquidating distribution of the partnership assets to the corporation (an
“interests-up” transaction).337

(3) As one can see, each of the options generally involves a
contribution of assets to a corporation in exchange for stock in the corporation, and assuming the 
other requirements are met, section 351 is available. Under most circumstances, the end result is 
the original partners receive shares in the new C corporation equal to the inside basis of the assets 
of the partnership or to the outside basis in their partnership interests (but without credit for 
partnership liabilities reflected in in the outside basis).  When the inside basis of the partnership's 
assets differs from the aggregate outside basis of the partnership interests, the method chosen 
may affect the corporation's basis in the partnership's assets. Although incorporation of a 
partnership with liabilities involves either a deemed distribution of each partner's share of the 
liabilities, or a transfer of that share, the incorporation, generally, should not result in recognition 

333 See Treas. Reg. § 301.7701-3(a) (Unless the unincorporated entity elects otherwise, a domestic eligible 
entity is a partnership if it has two or more owners or a disregarded entity if it has (or is deemed to have) a 
single owner).
334 See Treas. Reg. § 301.7701-3(b)(1).
335 Treas. Reg. § 301.7701-3(g)(1)(i).  A conversion of a disregarded entity to a corporation is treated as if 
the owner of the disregarded entity contributed all of the assets and liabilities of the entity to the 
association (corporation) in exchange for stock in the corporation. Treas. Reg. § 301.7701-3(g)(1)(iv).
336 Rev. Rul. 84-111, 1984 C.B. 88.
337 For partnership merger or division purposes, “interests-up” transactions are not valid, but can be used 
apparently for purposes of converting a partnership to a corporation.  See T.C. 8925, 66 Fed. Reg. 715 
(1/4/01).
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of ordinary income, regardless of form, unless there is boot or the liabilities exceed the aggregate 
basis of the assets, as discussed above.

(4) As discussed below in more detail, each of the conversion 
options involves a liquidation of the partnership.  Generally, in a liquidating distribution, the
distributed assets take the outside basis of the partner receiving such assets. The resulting basis 
of the liquidated assets will have a direct or indirect impact on the tax basis the partner will have 
in the corporation. A partner has a “unitary basis” in his or her partnership interest, even if the 
partner has different classes of partnership interest (general and limited, preferred and common, 
etc.) and even if the partner acquired the partnership interests in different transactions.338 This is 
in contrast to the “separate lot” rules applicable to shares of corporate stock. Under this unitary 
basis concept, basis is generally allocated in property to the relative fair market value of different 
interests when determining such basis allocation is relevant (for example, the sale of a partnership 
interest or a distribution of property in redemption of a partnership interest). A partner will have 
a split holding period in his or her partnership interest if the partner acquires that interest by 
contributing assets with different holding periods or by subsequent contributions.  The split 
holding periods are allocated generally in proportion to the fair market value of the property in 
question.339

(5) Unitary basis is determined on a partnership-by-partnership basis 
even, so it seems, if a partner has an interest in 2 or more partnerships that are identical in all 
respects (including the interests of other partners) except, perhaps the assets in the partnership.
There does not seem to be a statutory rule that the unitary basis of the partner must be aggregated.  
This may have important planning implications in the QSBS arena as it bears to reason that it 
might make sense for taxpayers to segregate low basis and high basis assets into different 
partnerships in a tax-free partnership division340 prior to converting to a C corporation.

(6) In estate planning, it is common for grantors to simultaneously 
own interests in partnerships individually and deem to own, for income tax purposes, partnership
interests in an intentionally defective grantor trust (IDGT) due to grantor trust status.  This 
assumes that grantor trust status equates to the IDGT being disregarded or ignored for income tax 
purposes, and thus, the grantor will be treated for all income tax purposes as the owner of the 
trust assets.  This apparently is the position of the government. Revenue Ruling 85-13341

provides that a “defective grantor trust” will be “ignored” for income tax purposes. Assuming an 
IDGT is “ignored” for income tax purposes, because of the unitary basis rule, subsequent 
contributions of high basis property by the grantor will result in proportional increases (in a pro 
rata partnership) to the outside basis of the IDGT partnership interests (or vice versa). This in 
turn will have direct impact on the basis in C corporation stock received in a subsequent 
conversion of the partnership.

(7) Because each conversion transaction involves a contribution of 
property (assets or partnership interests) to a corporation in exchange for shares in the 
corporation, advisors should consider whether, and to what extent, the fair market value of the 

338 Rev. Rul. 84-53, 1984-1 C.B. 159.  Cf. PLR 200909001 (the unitary basis rule does not apply to 
publicly-traded partnership interests).
339 See Treas. Reg. § 1.1223-3.
340 See § 708(b)(2)(B) and T.D. 8925, 66 Fed. Reg. 715 (1/4/01).
341 Rev. Rul. 85-13, 1985-1 C.B. 184.
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contributed assets should include valuation discounts due to lack of marketability or other factors 
(e.g., an “interests-up” conversion involves the contribution of partnership interests). In addition, 
consideration should be given to whether value can, or should be, attributed to the goodwill of the 
business.  As mentioned, fair market value, however determined, has a direct impact on how the
10 Times Basis Limitation and the Aggregate Gross Asset Requirement are calculated.

b. Assets-Over Conversion

(1) Generally, an “assets-over” transaction involves a transfer of 
partnership assets to a newly created corporation in exchange for shares of stock in the 
corporation.  If the partnership and the partners are in “control” of the corporation, the 
contribution and exchange will qualify for nonrecognition treatment under section 351 of the 
Code, except to the extent of boot, as discussed above.342 If the entire partnership (assets and 
liabilities) are contributed to the corporation, the transfer of liabilities will be considered only if 
the aggregate liabilities are in excess of the aggregate bases of the assets.343 As noted above, 
under section 362(e) of the Code, the transferee corporation’s tax basis in the contributed assets 
may be reduced for any built-in net loss in the assets transferred (subject to the election).344

(2) As discussed above, the transferor partnership's basis in the 
corporate stock is equal to the inside basis of the assets transferred, reduced by the liabilities 
transferred, and its holding period is tacked to the extent attributable to capital assets and section 
1231 property, but not to the extent attributable to other assets. The partnership's inside basis in 
the corporate shares becomes the partners’ basis in the shares when distributed in liquidation, 
subject to the effect of each partner's outside basis (as reduced for the deemed distribution from 
the partner's being relieved of its share of partnership liabilities on the transfer).

(3) Liquidating distributions (whether in one distribution or a series 
of distributions) terminate the liquidated partner’s entire interest in a partnership.345 Generally, 
upon a distribution of property neither the partner nor the partnership will recognize any gain or 
loss upon a distribution of property.346 The basis of property distributed in a liquidating 
distribution will be equal to the partner’s outside basis (reduced by any money distributed in the 
transaction, including any change in the partner’s share of liabilities as a result of the 
distribution).347 The transfer of the liabilities from the partnership to the corporation (prior to the 
liquidating distribution) is a deemed distribution by the partnership to its partners, reducing their 
outside basis.   That may result in gain to any partners whose shares of liabilities exceed basis.348

The holding period of the distributed property (shares in the corporation) includes the holding 
period of the partnership (which in turn may include the holding period of the contributed assets 

342 Since section 751 (relating to “hot” or ordinary income assets of the partnership) applies only to 
transfers of partnership interests and distributions, the contribution by the partnership of the assets to the 
corporation does not implicate section 751 of the Code and the general rule of nonrecognition under 
section 351 applies.
343 § 357(c).
344 See Treas. Reg. § 1.362-4(b).
345 § 761(d).
346 § 731(a)-(b) and Treas. Reg. § 1.731-1(a)-(b).
347 § 732(b).
348 § 752(b).
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if the assets are capital assets and section 1231 property).349 As such, the holding period of the 
partner’s interest in the partnership is generally irrelevant when determining the holding period of 
distributed property.

(4) When the transfer of partnership assets includes an assumption of 
a section 358(h) liability, the basis of the stock received is reduced (but not below fair market 
value) by the amount of the liability and the outside bases of the partners are reduced by the same 
amount.350 If the reduction is more than a partner’s outside basis, it will result in the partner 
recognizing gain.351  The reduction in basis is to the corporate stock only and does not affect the 
basis of the partnership assets contributed to the corporation (and thus the basis the corporation 
has in those assets).

c. Assets-Up Conversion

(1) Generally, an “assets-up” conversion involves a distribution of 
assets to the partners in liquidation, and then a contribution of those assets to a newly created 
corporation in exchange for shares of the corporation.  As discussed immediately above, the basis 
of assets distributed in a liquidating distribution is determined by the outside basis of the 
liquidated partner. Effectively this means that the corporation’s basis in the assets is essentially 
determined by the partners’ outside basis in their partnership interests, not the partnership’s 
inside basis in those assets.

(2) The distribution of the partners’ shares of assets and liabilities is 
entitled to nonrecognition for both the partnership and the partners.  The distribution of the assets 
to the partners may, however, result in gain under the “mixing bowl” rules or “disguised sale,” if 
the distributed property includes assets that were contributed within two to seven years of the 
distribution.352 The transfer of liabilities will generally be a wash because although the deemed 
distribution will result in a reduction in the partner's share of partnership liabilities, there is an
increase for the deemed contribution due to taking on the same liability individually. Assuming 
that each partner receives a proportionate share of each asset, there are no section 751 
implications, dealing with disproportionate distributions of “hot” or ordinary income 
assets.

(3) The partner's basis in the distributed property is determined by 
the outside basis of the partnership interest (including the liability share and any gain under the 
mixing bowl rules), which may differ significantly from the share of inside basis, particularly if 
there is no section 754 election in place.  As noted above, the partners’ holding period on the 
property distributed is the same as the partnership's holding period, and the holding period of 
their partnership interests is irrelevant.

(4) The partners’ basis in the corporate shares received upon the
contribution of assets to the corporation is determined under section 351 of the Code, as 
discussed above.  When a partner’s share of partnership liabilities exceeds outside basis, 

349 § 735(b).
350 See Treas. Reg. § 1.752-7, which incorporates by reference to section 358(h)(3) of the Code.
351 See Treas. Reg. § 1.358-7(b) and (e), Ex. 2.
352 See §§ 707(c)(1)(B) and 737, “mixing bowl” provisions, and 707(a)(2)(B), “disguised sale” provision.  
A discussion of these rules is beyond the scope of these materials.
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reflecting a negative capital account (or a purchaser who succeeded to a capital account greater 
than the net purchase price net of liabilities transferred), there may be gain under section 357(c) 
of the Code (treats liabilities transferred over the aggregate basis of property transferred as boot).  
If the assets transferred by a partner have a built-in loss, under section 362(e) of the Code, the 
transferee corporation has a downward adjustment to basis for the net built-in loss, unless both 
the transferor partner and the transferee corporation elect to adjust the basis of the corporate 
stock. If the transfer of former partnership assets includes the assumption of a section 358(h) 
liability, the basis of the corporate stock received by the partner is immediately reduced (but not 
below the fair market value of the stock), by the amount of the liability.

d. Interests-Up Conversion

(1) Generally, an “interests-up” conversion involves the transfer of 
all (or a portion) of the partnership interest to a newly formed corporation in exchange for shares 
in the corporation. The corporation, now owning all of the partnership interests, terminates the 
partnership or if it owns less than all of the partnership interests, the partnership subsequently 
liquidates the corporation’s interest in the partnership It is essentially a mixture of the assets-
over and assets-up conversions discussed above. The corporation has an exchanged basis in the 
assets determined by the basis of the partnership interests (not reduced for liabilities) and a tacked 
holding period based on the partnership assets.

(2) The partners’ basis in their corporate shares is measured by their 
basis in their partnership interests, reduced for liabilities transferred, but there is a split holding 
period to the extent the partnership interest is attributable to section 751 property (not a capital 
asset or section 1231 property).353 The mixing bowl rules do not apply to an interests-up
conversion.354 When a partner’s share of liabilities exceeds outside basis in the transferred 
interest, gain will be recognized, likely under section 357(c) as the receipt of boot.355 This boot is 
allocated in proportion to the fair market value of the property transferred.356

4. Acquisition Date for QSBS Purposes on Formation or Conversion

a. As mentioned above, after its initial enactment in 1993, section 1202 
was amended in 2009 and 2010 to increase the exclusion from 50 percent to 75 or 100 percent 
exclusions, depending on the acquisition date of the QSBS.  After the 75 percent and 100 percent 
exclusions were enacted, each of the respective subsections were amended in 2012357 to include 

353 See PLR 9537013.
354 Treas. Reg. §§ 1.704-4(c)(5) and 1.737-2(c).
355 See Rev. Rul. 80-323, 1980-2 C.B. 124 and § 752.
356 See Rev. Rul. 68-55, 1968-1 C.B. 140 (realized gain or loss computed on asset-by-asset basis, boot 
allocated in proportion to fair market values), and Rev. Rul. 85-164, 1985-2 C.B. 117(holding period 
allocated ratably, so that all shares have split holding period). When there is boot, section 751(a) treats the 
gain as ordinary income to the extent allocable to the partner's share of section 751 property, with the 
balance allocated to the partnership interest, possibly producing, generally capital, gain, but no loss.  The 
allocable share of corporate stock should not, however, result in ordinary income under section 751(a), 
even though that section provides for ordinary income on receipt of money or property, with no reference 
to section 351 or any other nonrecognition provision. The nonrecognition provision of section 351 should 
control.
357 American Taxpayer Relief Act of 2012, P.L. 112-240, § 324(b)(1).
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the following flush language: “In the case of any stock which would be described in the 
preceding sentence (but for this sentence), the acquisition date for purposes of this subsection 
shall be the first day on which such stock was held by the taxpayer determined after the 
application of section 1223.”358 Section 1223 of the Code currently provides for 15 different 
subsections, most of which provide for the tacking of holding periods depending on the 
transaction in question.

b. For section 1045 rollover purposes, section 1223(13) of the Code 
provides, in pertinent part, “in determining the period for which the taxpayer has held property 
the acquisition of which resulted under section 1045 … in the nonrecognition of any part of the 
gain realized on the sale of other property there shall be included the period for which such other 
property has been held as of the date of such sale.”359 For section 351 purposes, section 1223(1) 
provides, “In determining the period for which the taxpayer has held property received in an
exchange, there shall be included the period for which he held the property exchanged if, under 
this chapter, the property has, for the purpose of determining gain or loss from a sale or 
exchange, the same basis in whole or in part in his hands as the property exchanged, and, in the 
case of such exchanges the property exchanged at the time of such exchange was a capital asset 
as defined in section 1221 or property described in section 1231.”360 Except for section 1223(10) 
relating to the holding period of property acquired upon the death of decedent, all of the 
subsections in section 1223 provide for the inclusion of time prior to an exchange (or other 
transaction) and a relation back to a prior ownership.  As such, the flush language of sections 
1202(a)(3) and (a)(4) is broad enough to say that for purposes of determining the QSBS 
acquisition date, section 1223 could predate the creation of the C corporation if properties are 
contributed under section 351 of the Code (including a conversion of a partnership to a C 
corporation). Thus, if a partnership that purchased property in 2005 converts to a C corporation 
in 2011, the flush language would imply that for QSBS purposes, a portion of the stock received 
in the conversion would have an acquisition date of 2005 and as such, such stock would only be 
entitled to a 50% exclusion, not 100%.

c. Contrary to the foregoing, section 1202(i)(1) provides, in pertinent part, 
“In the case where the taxpayer transfers property (other than money or stock) to a corporation in 
exchange for stock in such corporation… such stock shall be treated as having been acquired by 
the taxpayer on the date of such exchange.”361 The Code makes clear that this rule applies “For 
purposes of this section,”362 namely for purposes of section 1202.  Section 1202(i) was enacted 
with the original statute in 1993, and as mentioned above, the 75% and 100% exclusions were 
added in 2009 and 2010 respectively, but the flush language was added in 2012.363 The issue is 
whether the flush language overrides section 1202(i), which we believe it does not, or whether
the flush language applies for some purpose other than for determining the acquisition date of the 
QSBS.

358 §§ 1202(a)(3) [flush language] and 1202(a)(4) [flush language].
359 § 1223(13).
360 § 1223(1).
361 § 1202(i)(1) and (1)(A).
362 § 1202(i).
363 American Taxpayer Relief Act of 2012, P.L. 112-240, § 324(b)(1).
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d. The authors of an excellent article on QSBS364 researched the 
legislative history and have, we believe, rightfully concluded that the flush language applies only
for section 1045 rollover purposes (not for section 351 purposes). The authors point to the 
Senate report,365 which focused on section 1045 rollovers, and to the Joint Committee on 
Taxation’s report which includes the following statement: “The provision is not intended to 
change the acquisition date determined under Section 1202(i)(1)(A) for certain stock exchanged 
for property.”366  Just as persuasively, the authors point out that if the flush language applied for 
property contribution purposes (section 351), it would create inconsistent results that were never 
intended.  They write, “Interpreting the flush language to apply to property contributions could 
lead to inconsistent outcomes for founders and investors. For example, if a founder contributed a 
patent obtained before September 28, 2010, to a new corporation that is capitalized by an 
investor, the investor would get the 100 percent exclusion, but the founder would not.”367 Suffice 
it to say, clear guidance from the IRS on this issue would be greatly appreciated.

K. Reporting Requirements and Statute of Limitations

1. The reporting requirements for QSBS benefits belie the significant benefits 
that are available to QSBS shareholders. When a corporation that would qualify as a QSB issues 
stock to an investor, there is no proactive election required to claim QSBS status upon an 
eventual sale of the stock. In addition, there are no requirements that the corporation inform a 
shareholder whether the stock issued has been issued by a company that would be considered a 
QSB or not. QSBS is not elective.  When a shareholder sells stock in a corporation, the stock 
either qualifies as eligible gain of a QSBS, in whole or in part, or it does not (which is more 
likely the case).  As discussed above, given the federal rate applicable to Section 1202 Gain 
(31.8%) versus other long-term gain (23.8%), the difference can be significant for taxpayers.

2. As discussed above, in order to be considered a QSB, the corporation must 
agree to “submit such reports to the Secretary and to shareholders as the Secretary may require to 
carry out the purposes”368 of section 1202 of the Code. To date, no guidance has been issued, 
other than such reports that may be mandated on audit of a particular transaction in question.

3. A shareholder is required to report the sale of QSBS on Schedule D and Form 
8949 like any other capital gain.  The amount of the exclusion is shown as a negative number on 
Form 8949 in column (g),369 and in completing Schedule D, a taxpayer is instructed to complete 
the 28% Rate Gain Worksheet with the appropriate amount that would be taxable at 28% 
depending on the percentage exclusion.370

364 Janet Andolina and Kelsey Lemaster, Candy Land or Sorry: Thoughts on Qualified Small Business 
Stock, Tax Notes (Jan. 8, 2018), p. 205.
365 S. Rep. No. 112-208, at 67-69 (2012) (the Senate’s version of the eventual bill was the Family and 
Business Tax Cut Certainty Act of 2012).
366 JCT, General Explanation of Tax Legislation Enacted in the 112th Congress, JCS-2-13 (Feb. 2013), p. 
185, fn. 490.
367 Janet Andolina and Kelsey Lemaster, Candy Land or Sorry: Thoughts on Qualified Small Business 
Stock, Tax Notes (Jan. 8, 2018), p. 223.
368 § 1202(d)(1)(C).
369 2019 Instructions for IRS Form 8949, How to Complete Form 8949, Columns (f) and (g).
370 2019 Instructions for IRS Schedule D, Exclusion of Gain on Qualified Small Business (QSB) Stock.
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4. There are special instructions for reporting gain from an installment sale of 
QSBS. According to the instructions, “If all payments aren’t received in the year of sale, a sale 
of QSB stock that isn’t traded on an established securities market generally is treated as an 
installment sale and is reported on Form 6252 ... Figure the allowable section 1202 exclusion for 
the year by multiplying the total amount of the exclusion by a fraction, the numerator of which is 
the amount of eligible gain to be recognized for the tax year and the denominator of which is the 
total amount of eligible gain.”371 Pursuant to these instructions, a fractional portion of the 28% 
taxable gain would need to be reported each year depending on the percentage exclusion. As 
discussed later in these materials, these instructions may not be appropriate in all circumstances.

5. Generally, under section 6501(a) of the Code, the IRS must assess tax within 
3 years after a taxpayer files his or her tax return.  Under section 6501(e)(1) of the Code, that 
period of time is extended to 6 years if the taxpayer omits from gross income an amount in excess 
of twenty-five percent of the gross amount of income claimed on the return.  In Chief Counsel 
Advice Memorandum,372 the IRS ruled that in determining the 25% threshold under section 
6501(e)(1), the excluded amount under section 1202(a) is not included in that determination.  The 
CCA concludes, that gross income “for purposes of section 6501(e) does not include the portion 
of capital gain excluded by section 1202.” The practical effect is that for taxpayers claiming a 
QSBS exclusion, particularly those who properly claim a 100% exclusion, it’s likely that the IRS 
will be limited to the 3-year statute of limitations.

L. State Income Tax Treatment

1. For residents in states that do not impose an individual income tax (e.g., 
Florida, Texas, Nevada, and Washington) or do not impose a capital gains tax (e.g., Tennessee), 
the availability of QSBS status for state income tax purposes is unimportant. Generally, on the 
sale of stock in a C corporation, jurisdiction and situs for state income tax purposes is based on 
the residence of the selling shareholder at the time of the sale. However, a large majority of 
states impose an income tax and while the vast majority of these states do not make any state 
level adjustments to federal adjusted gross income or taxable income (thereby allowing the 
benefit of QSBS exclusion to the taxpayer), some states specifically make adjustments or opt out 
of the exclusion for state income tax purposes.

2. Notably, effective January 1, 2013, California, the state with the highest 
marginal state income tax rate and in which many technology companies have been founded, has 
disallowed the QSBS exclusion benefit and the section 1045 rollover provisions.373 Prior to the 
enactment of the complete disallowance, California had, instead of conforming to the federal 
treatment of QSBS, enacted its own similar, but not identical, requirements for exclusion 
benefits. The exclusion benefit was only applicable to those companies that met certain 
qualifications including whether assets and activities were in California.  Ultimately, the 
California appeals court ruled that the California statutory provisions for the exclusion or deferral 
of gain on QSBS were a violation of the U.S. Constitution’s commerce clause, as they improperly 
favored investment in California companies (defined as corporations using 80% of their assets in 

371 Id.
372 CCA Memo. 200609024 (Mar. 3, 2006).
373 Ca. Rev. & Tax Code § 18152 and California Franchise Tax Board Notice 2012-03.
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the conduct of business in California and maintaining 80% of their payrolls in California) over 
investments in non-California companies.374

3. Like California, some states (e.g., Pennsylvania) completely disallow the 
QSBS exclusion benefit, while other states (e.g., Massachusetts, New Jersey, and Hawaii) make 
state modifications to the exclusion.375 That being said, a large proportion of the states follow the 
federal treatment, so for many taxpayers the QSBS benefits will apply, in full, for state tax
purposes.

III. QUERIES, QUALMS, AND QUALIFICATIONS FOR QUANTUM EXCLUSIONS

A. How Are Transfers “By Gift,” “At Death,” and Other Transfers Defined?

1. Transfers “By Gift” or “At Death”

a. As mentioned above, section 1202 provides that a transfer “by gift” or 
“at death” to a transferee will be treated as if the transferee had acquired the stock in the same 
manner as the transferor (continuing to satisfy the Original Issuance requirement) and having a 
tacked holding period with respect to the stock.376 Definitions of transfers “by gift” and “at 
death” are not defined in section 1202, although the instructions to Schedule D refer to a transfer 
at death as an “inheritance.”377 “Gift” is defined in Chapter 12 of the Code,378 and Chapter 11 of 
the Code broadly describes how certain transfers of property at the death of a decedent will be 
taxed for estate tax purposes.379 Some commentators have asserted that transfers “by gift” and “at 
death” refer to whether the transfers would be considered taxable gifts for gift tax purposes or 
transfers subject to estate tax.  We respectfully disagree.  Section 1202 of the Code is an income 
tax section under Chapter 1 of the Code, and we believe the definition of “gift” should be 
determined under income tax principles, not transfer tax principles.

b. There is no definition of “gift” or a transfer “at death” in Chapter 1 of 
the Code.  Rather, for income tax purposes, whether a gift has occurred is a question of fact.380

The Supreme Court wrote, “The meaning of the term "gift" as applied to particular transfers has 
always been a matter of contention. Specific and illuminating legislative history on the point 
does not appear to exist. Analogies and inferences drawn from other revenue provisions, such as 

374 Cutler v. Franchise Tax Board, 208 Cal. App. 4th 1247 (2012).
375 See Benetta P. Jenson and Stuart J. Kohn, Maximize Qualified Small Business Stock Exclusion, 40 Est. 
Plan No. 10, p. 3 (Oct. 2018) for a summary of each state’s QSBS treatment as of April 15, 2018.
376 §§ 1202(h)(1) and 1202(h)(2)(A), (B).
377 See 2017 Instructions for Schedule D (Capital Gains and Losses).
378 The Treasury Regulations provide, for example, that a gift, for gift tax purposes, includes “any 
transaction in which an interest in property is gratuitously passed or conferred upon another, regardless of 
the means or device employed.” Treas. Reg. § 25.2511-1(c).  Furthermore, a gift, for gift tax purposes, is 
not limited to gift under the common law, which is a voluntary transfer without consideration. Treas. Reg. 
§ 25.2511-8.
379 See §§ 2031 to 2046.
380 See Commissioner v. Duberstein, 363 U.S. 278 (1960).
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the estate and gift taxes, are dubious.”381 The courts have consistently held that a “gift” for 
income tax purposes should be defined and interpreted without reliance upon how it is defined 
for transfer tax purposes. In one opinion the Second Circuit wrote:

But we find nothing in this decision to show that a transfer, taxable as a gift 
under the gift tax, is ipso facto to be treated as a gift in construing the income tax 
law…  In our opinion the income tax provisions are not to be construed as though 
they were in pari materia with either the estate tax law or the gift tax statutes… 
Because of this we think that a transfer which should be classed as a gift under 
the gift tax law is not necessarily to be treated as a gift income-tax-wise.382

In another opinion, the Ninth Circuit wrote:

We are not here concerned with the interpretation of statutes defining gift tax 
obligations. Our problem involves section 102(a) of the Internal Revenue Code 
of 1954, pertaining to taxable income. We are not necessarily bound by the 
considerations which might result in the finding of a taxable gift under section 
2512 of the Code.383

c. In most instances, the determination of whether someone has received a
gift or a bequest/inheritance for income tax purposes is to resolve the question of who should be
taxed on the income of the property, based upon the facts and circumstances and income tax
section at issue.  Under section 102 of the Code, gross income of the transferee does not include 
the value of property acquired by gift, bequest, devise, or inheritance.384 The issue is often
whether a particular transfer is a gift or bequest, on one hand, or a sale of an asset or the payment 
of compensation, a dividend, interest, or other taxable income to the transferee, on the other hand.  
Importantly, when a transferor makes a gift or a bequest, the transferor is no longer the taxpayer 
for income tax purposes.  After the gift or bequest, the transferee now has responsibility for the 
payment of tax on any taxable income related to the property.

d. On the question of adjusted basis of the transferred property, under 
section 1015(a) of the Code, if a transferor gifts property, the transferee’s basis in the property 
will be the same as it would be in the hands of the donor (carryover basis).385 If the fair market 
value of the gift is less than the donor’s basis, the donee’s basis on a subsequent sale of the 
property will depend on whether the sale creates a gain or a loss.  If the donee recognizes a loss, 
the donee’s basis for purposes of determining the recognizable amount of such loss is the fair 
market value of the property at the time of the gift. If the donee recognizes a gain, the donee’s 
basis for purposes of determining the recognizable amount of such gain is the donor’s basis at the 

381 Id. at 284. See also U.S. v. Davis, 370 U.S. 65, 69 (1962) (“In interpreting the particular income tax 
provisions here involved, we find ourselves unfettered by the language and considerations ingrained in the 
gift and estate tax statutes.”).
382 Farid-EsSultaneh v. Commissioner, 160 F.2d 812, 35 AFTR 1049, 1051-1052 (2d Cir. 1947).
383 Hamberg v. Commissioner, 400 F.2d 435, 438 (9th Cir. 1968).
384 § 102(a).
385 § 1015(a). The basis of the property is increased by any Federal gift tax paid attributable to any 
appreciation in the property transferred. § 1015(d).
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time of the gift.386 Under section 1014 of the Code, if a transferee acquires property “from a 
decedent or to whom the property passed from a decedent,” the transferee’s basis in the property 
will be the “fair market value of the property at the date of the decedent’s death.”387

e. With the foregoing in mind, we believe a transfer “by gift” under the 
meaning of section 1202(h)(2)(A) of the Code is properly interpreted to mean a transfer that has 
the following elements:

(1) The transfer is recognized for income tax purposes but is not a 
taxable sale or exchange;

(2) After the transfer, a different taxpayer becomes the owner of the 
stock for income tax purposes, and thereafter the taxpayer has responsibility for the payment of 
tax on any taxable income related to the stock; and

(3) The transferee’s basis in the stock will be the same as it would be 
in the hands of the transferor under section 1015 of the Code.

f. Thus, any transfer to a grantor trust, whether considered a taxable gift 
for gift tax purposes or not, should simply be ignored and clearly no transfer “by gift” has 
occurred. Furthermore, an installment sale to an IDGT would also be ignored. The IRS position
over the last few decades has consistently been that a grantor trust is not treated as a separate 
entity from the grantor for federal income tax purposes.388 As such, these transfers are not 
recognized for income tax purposes, and none of them result in a different taxpayer/transferee.389

The Treasury Regulations acknowledge the transfer of property to a grantor trust may be 
considered a gratuitous transfer without regard to whether the transfer is treated as a gift for gift 
tax purposes.390 The IRS has also ruled that the termination of grantor trust status results in a 
transfer, for income tax purposes, of the underlying assets held by the grantor trust.391

Consequently, the loss of grantor trust status, whether caused by the death of the grantor or some 

386 See Treas. Reg. § 1.1015-1(a)(1) & (2). A sale at an amount somewhere in between the basis for 
determining loss and the basis for determining gain results in no gain or loss recognized.
387 § 1014(a)(1).
388 See § 671 (“[T]he grantor … shall be treated as the owner of any portion of a trust…”), Rev. Rul. 85-13, 
1985-1 C.B. 184 (Taxpayer “is treated as the owner of the entire trust” and “is considered to be the owner 
of the trust assets for federal income tax purposes.”), Rev. Rul. 2007-13, 2007-1 C.B. 684, and CCA 
201343021 (“The Service position of treating the owner of an entire trust as the owner of the trust's assets 
is consistent with and supported by the rationale for attributing items of income, deduction, and credit to 
the owner. Accordingly, we conclude that a trust that is treated as a grantor trust is ignored as a separate 
entity apart from the owner for all federal income tax purposes.”), and Treas. Reg. § 1.1001-2(c) (Grantor 
of a grantor trust “is treated as the owner of the entire trust.”).  But see Rothstein v. United States, 735 F.2d 
704 (2d Cir. 1984) and Rev. Rul. 74-243, 1974-1 C.B. 106.
389 See also PLRs 9508007 and 9535026 (There is no change in the adjusted basis and holding period of 
stock “sold” to a grantor trust).
390 Treas. Reg. 1.671-2(e)(2)(i). Section 2511(c) of the Code also provides that “a transfer in trust shall be 
treated as a transfer of property by gift, unless the trust is treated as wholly owned by the donor or the 
donor’s spouse” under the grantor trust rules of sections 671-679 of the Code.
391 See Rev. Rul. 77-402, 1977-2, 1977-2 C.B. 122. Madorin v. Commissioner, 84 T.C. 667 (1985), Treas. 
Reg. § 1.1001-2(c), Ex. 5, TAM 200011005, and GCM 37228 (Aug. 23, 1977).
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other reason (e.g., the release of a power,392 a change in trustees,393 or repayment of borrowed 
trust assets394) is considered a transfer that would qualify as a transfer “by gift” under section 
1202(h)(2)(A).395 If the stock in the grantor trust is subject to debt, taxable gain will be 
recognized to the extent that the debt encumbering the property is in excess of its tax basis.
Under such circumstance, the IRS could take the position that in this instance the transfer would 
be considered a part gift, part sale. The result would be that the sale portion of the transfer would 
be a disqualifying transfer for QSBS purposes, but the gift portion would be a permissible 
transfer retaining QSBS status.

g. The IRS has yet to affirmatively rule on the resulting tax basis of
property in a grantor trust (specifically, an IDGT, the assets of which generally will not be 
includible in the estate of the grantor396) when grantor trust status is terminated, particularly if the 
termination event is the death of the grantor.397 Some notable commentators believe that the 
assets qualify for a “step-up” in basis under section 1014 of the Code.398 Most practitioners and 
commentators take the position that whatever assets happen to be in the IDGT at the time of the 
grantor’s death carry their historical tax basis (carryover basis), because the assets are treated as 
if they had been transferred by gift under section 1015(a) (or section 1015(b), as proposed in a 
recent article, but which gets to the same result).399 The IRS has implied this result already.  For 

392 E.g., § 675(4)(C) power. 
393 E.g., § 674(c) power.
394 E.g., § 675(c). .
395 See, e.g., Crane v. Commissioner, 331 U.S. 1 (1947); see also, Treas. Reg. §§ 1.1001-2(a)(4)(v), 
1.1001-2(c), Ex. 5, and Rev. Rul. 77-402, 1977-2 C.B. 222, in the partnership context.  The IRS could take 
the position that in this instance the transfer would be considered a part gift, part sale.
396 In 2015, the IRS put the issue of “whether the assets in a grantor trust receive a section 1014 basis 
adjustment at the death of the deemed owner of the trust for income tax purposes when those assets are not 
included in the gross estate of that owner” on the no ruling list. Rev. Proc. 2015-37, 2015-27 I.R.B. 1196.
397 See CCA 200937028, dealing with a taxpayer who transferred assets into a trust and reserved the power 
to substitute assets.  In the ruling, the chief counsel quotes from Section 1.1014-1(a) Treasury Regulations: 
“The purpose of section 1014 is, in general, to provide a basis for property acquired from a decedent which 
is equal to the value placed upon such property for purposes of the Federal estate tax. Accordingly, the 
general rule is that the basis of property acquired from a decedent is the fair market value of such property 
at the date of the decedent's death . . . Property acquired from the decedent includes, principally . . . 
property required to be included in determining the value of the decedent's gross estate under any provision 
of the [Internal Revenue Code.]”  From this the chief counsel concludes, “Based on my reading of the 
statute and the regulations, it would seem that the general rule is that property transferred prior to death, 
even to a grantor trust, would not be subject to section 1014, unless the property is included in the gross 
estate for federal estate tax purposes as per section 1014(b)(9).”
398 Jonathan G. Blattmachr, Mitchell M. Gans, and Hugh H. Jacobsen, Income Tax Effects of Termination 
of Grantor Trust Status by Reason of the Grantor’s Death, 97 J. Tax’n 149 (2002), and Elliott Manning 
and Jerome M. Hesch, Deferred Payment Sales to Grantor Trusts, GRATs and Net Gifts: Income and 
Transfer Tax Elements, 24 Tax Mgmt. Est., Gifts & Tr. J. 3 (1999).
399 See Austin Bramwell and Stephanie Vara, Basis of Grantor Trust Assets at Death: What Treasury 
Should Do, Tax Notes (Aug. 6, 2018), p. 793.  The authors argue that section 1015(b) of the Code 
specifically should apply to determine the basis of assets in IDGTs when termination of grantor trust status 
is cause by the death of the grantor.  Section 1015(b) provides if property is acquired “by transfer in trust 
(other than by a gift, bequest, or devise), the basis shall be the same as it would be in the hands of the 
grantor, increased in the amount of gain or decreased in the amount of loss recognized to the grantor on 
such transfer.”  Thus, if the death of the grantor is not a taxable event for income tax purposes, then the 
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example, the IRS ruled that when property transferred to a grantor trust is transferred to the 
grantor under the terms of the trust instrument at the termination of the trust, its basis is the same 
as the basis of the property in the hands of the grantor upon the original contribution.400

h. Based on the foregoing, we believe a transfer “by gift” under section 
1202(h)(2)(A) of the Code would include:

(1) A gratuitous transfer of QSBS to another individual;

(2) A gratuitous transfer of QSBS to a non-grantor trust (including a 
non-grantor charitable lead trust), whether such transfer is considered a taxable gift or not for gift 
tax purposes;

(3) A gratuitous transfer of QSBS to a charitable remainder trust;

(4) A distribution of QSBS from a grantor or non-grantor trust to an
individual beneficiary, other than the grantor;

(5) A distribution of QSBS from a grantor or non-grantor trust to 
another non-grantor trust that is a separate taxpayer from the distributing trust, pursuant to a 
decanting or otherwise;401

(6) A transfer of QSBS from trust pursuant to the exercise of a 
limited (and, as discussed below, a general) power of appointment,402 in favor of an individual or 
another non-grantor trust that is treated as a separate taxpayer;

(7) A segregation of stock that is being held for the benefit of a 
group of beneficiaries into a separate share for the benefit of one or more of such beneficiaries, 403

provided the separate share is treated as a separate taxpayer for income tax purposes, having its 
own tax identification number and filing a separate tax return; and

acquired basis is simply the donor’s basis prior to death. See GCM 200923024 (After providing that a 
taxable event occurs when grantor trust status is terminated during the lifetime of the grantor, the 
memorandum goes on to say, “We would also note that the rule set forth in these authorities is narrow, in 
so far as it only affects inter vivos lapses of grantor trust status, not that caused by the death of the owner 
which is generally not treated as an income tax event.”).  For purposes of this outline, the result is the 
same, carryover basis to the transferee, provided no taxable sale or exchange has occurred.
400 Rev. Rul. 72-406, 1972-2 C.B. 462. See also Pierre S. Du Pont v. Commissioner, 18 B.T.A. 1028 
(1930).
401 Also assuming the trust is not subject to the multiple trust rules under section 643(f), as discussed later 
in these materials.
402 Restatement Third of Property: Wills and Other Donative Transfers, § 17.1 comment c, provides, “The 
beneficial owner of an interest in property ordinarily has the power to transfer ownership interests in or 
confer powers of appointment over that property to or on others by probate or non-probate transfer.... By 
contrast, a power of appointment traditionally confers the authority to designate recipients of beneficial 
ownership interests in or powers of appointment over property that the [powerholder] does not own.”
Upon the exercise of a power of appointment, the doctrine of relation back provides that the appointed 
property passes directly from the donor to the appointee. The powerholder’s appointment is deemed to 
relate back to and become part of the donor’s original instrument. The powerholder is viewed as akin to the 
donor’s agent.
403 See § 663(c) and Treas. Reg. § 1.663(c)-3(c).
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(8) A deemed transfer upon a termination of grantor trust status for 
any reason, including the death of the grantor (provided there is no deemed taxable event due to 
debt in excess of basis).

i. Of course, the foregoing means that any transfer or transaction that is 
ignored for income tax purposes will not be considered a transfer “by gift” under section 
1202(h)(2)(A) of the Code (or any other type of transfer for income tax purposes).  As such, any 
transfer of QSBS from a grantor to a grantor trust will be disregarded, including a contribution to 
a revocable living trust, a taxable gift to an IDGT, an installment sale to an IDGT, and a 
contribution to a grantor charitable lead trust. Furthermore, in contrast to the IRS’s position on 
the termination of grantor trust status (i.e., a recognized transfer for income tax purposes), the 
IRS has ruled the conversion from non-grantor trust to grantor trust status is not a transfer.404

Thus, the conversion is ignored for income tax purposes.  It should be noted that all of the 
foregoing disregarded or ignored transfers are predicated on the grantor being deemed the owner 
of the entire trust, rather than just a portion of the trust.405

j. This analysis regarding a transfer “by gift” is supported by the 2020
QOZ Final Regulations.  Gain deferred pursuant to an investment in a qualified opportunity fund 
under section 1400Z-2(a) of the Code will be included in income if such investment is “sold or 
exchanged” prior to December 31, 2026.406 Notwithstanding the “sold or exchanged” language 
of the Code, the 2020 QOZ Final Regulations restate “sold or exchanged” in terms of an 
“inclusion event.”407 An “inclusion event” is generally any transfer to a different taxpayer and
includes a “taxpayer's transfer of a qualifying investment by gift, as defined for purposes of 
chapter 12 of subtitle B of the Code, whether outright or in trust, … regardless of whether that 
transfer is a completed gift for Federal gift tax purposes, and regardless of the taxable or tax-
exempt status of the donee of the gift.”408 With regard to grantor trusts, the 2020 QOZ Final
Regulations provide, “If the owner of a qualifying investment contributes it to a trust and, under 
subpart E of part I of subchapter J of chapter 1 of subtitle A of the Code (grantor trust rules), the 
contributing owner of the investment is the deemed owner of the trust (grantor trust), the 
contribution to the grantor trust is not an inclusion event. Similarly, a transfer of the investment 
by the grantor trust to the trust's deemed owner is not an inclusion event.”409 Notably, the 2020 
QOZ Final Regulations expand the foregoing rule originally set out in the 2019 QOZ Proposed 
Regulations to provide, in addition, “Such contributions may include transfers by gift or any 
other type of transfer between the grantor and the grantor trust that is a nonrecognition event as a 
result of the application of the grantor trust rules (that is, subpart E of part I of subchapter J of 
chapter 1 of subtitle A of the Code).”410 In other words, an inclusion event would not include, for 

404 PLR 201730018 (The conversion of a non-grantor CLAT to grantor CLAT is “not a transfer of property 
held by Trust to Grantor as settlor of Trust for income tax purposes.”) and CCA 200923024 (IRS held that 
the conversion of a non-grantor trust to a grantor trust would not result in taxable income to the grantor.  It 
did not opine on whether a transfer is deemed to occur upon such a conversion but relied, in part, on 
Revenue Ruling 85-13 and essentially said no taxable event occurred upon the conversion).
405 See Treas. Reg. § 1.671-3.
406 § 1400Z-2(b)(1).
407 Treas. Reg. § 1.1400Z2(b)-1(c).
408 Treas. Reg. § 1.1400Z2(b)-1(c)(3).
409 Treas. Reg. § 1.1400Z2(b)-1(c)(5)(i).
410 Id.
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example, a grantor’s sale of a QOZ investment to his or her “intentionally defective” grantor 
trust.411 With respect to changes in grantor trust status, the 2020 QOZ Final Regulations provide, 
“In general, a change in the income tax status of an existing trust owning a qualifying investment 
in a QOF, whether the termination of grantor trust status or the creation of grantor trust status, is 
an inclusion event.”412 If grantor trust status is changed by reason of the death of the grantor, it is 
not considered an inclusion event but certain rules applicable to the death of a taxpayer otherwise 
apply.413

k. Defining a transfer “at death” under section 1202(h)(2)(B) of the Code 
is a bit more circumspect. No authority addresses the scope of transfers that qualify as transfers 
“at death” for section 1202 purposes.  Given this silence, we looked for additional income tax 
rules that might support a reasonable construction of this criterion.  Section 1014 of the Code
describing the basis of property acquired from a decedent or to whom the property passed from a 
decedent provides the closest analog to define transfers at death in the income tax context.  The 
class of property that could be treated as “acquired from” or “passing from” a decedent could be 
extremely broad based on the general meaning of those terms.  However, section 1014(b) 
specifically defines the types of transfers considered to pass from or be acquired from a decedent 
and the basis adjustment is limited to these categories. 414 Thus, while helpful in providing a 
close conceptual comparison, interpretation of section 1202(h)(2)(B) by analogy to section 
1014(b) may be conservative.

l. Practitioners often describe the basis adjustment under section 1014(b)
by shorthand reference as the adjustment for transfers subject to inclusion in the gross estate for 
estate tax purposes.  However, such inclusion is only one potential ground for the adjustment, and 
the full list applicable to decedents now dying includes the following: 415

411 The preamble to the 2020 QOZ Final Regulations state provide: (i) “The Treasury Department and the 
IRS note that a defective grantor trust is a grantor trust for Federal income tax purposes, so its funding does 
not change the conclusion that the transfer is not an inclusion event under section 1400Z-2.” and (ii) “A 
commenter also requested clarification that non-gift transactions between a grantor trust and its deemed 
owner that are not recognition events for Federal income tax purposes are not inclusion events, and that 
such transactions do not start a new holding period for purposes of section 1400Z. In such transactions, the 
deemed owner of the trust continues, for Federal income tax purposes, to be the taxpayer liable for the 
Federal income tax on the qualifying investment. Thus, the Treasury Department and the IRS have 
determined that, like transfers by the deemed owner to the grantor trust, these transactions (including 
transfers from the grantor trust to its deemed owner) are not inclusion events.”
412 Treas. Reg. § 1.1400Z2(b)-1(c)(5)(ii).
413 See Treas. Reg. § 1.1400Z2(b)-1(c)(5)(ii) and -1(c)(4).
414 Collins v. U.S., 318 F. Supp. 382 (C.D. Cal. 1970), aff’d per curiam, 448 F. 2d 787 (9th Cir. 1971)
(rejecting spouse’s argument that section 1014(b) applies to additional transfers caused by a decedent’s 
death that are not identified in the statute because the statutory categories are not exclusive).
415 See § 1014(b).  In addition, section 1014(b)(5) also treats as acquired or passing from a decedent who 
died after August 26, 1937, and before January 1, 2005, property acquired by bequest, devise, or 
inheritance or by the decedent's estate from the decedent, if the property consists of stock or securities of a 
foreign corporation, which with respect to its taxable year next preceding the date of the decedent's death 
was, under the law applicable to such year, a foreign personal holding company. Such property is excluded 
from the separate section 1014(b)(9) category for transfers of property included in the gross estate for 
federal estate tax purposes. § 1014(b)(9)(B).
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(1) Property acquired from the decedent by bequest, devise, or 
inheritance, or by the decedent's estate;

(2) Property the decedent transferred during lifetime in trust to pay 
the income for life to or on the decedent’s order or direction, if the decedent reserved the right at 
all times before his death to revoke the trust;

(3) Property the decedent transferred during lifetime in trust to pay 
the income for life to or on the decedent’s order or direction, if the decedent reserved the right at 
all times before his death to make any change in the enjoyment thereof through the exercise of a 
power to alter, amend, or terminate the trust; 416

(4) Property passing without full and adequate consideration under a 
general power of appointment the decedent exercised by will;

(5) Property representing the surviving spouse's one-half share of 
community property held by the decedent and the surviving spouse, if at least one-half of the 
whole community property interest was includible in the decedent's gross estate for federal estate 
tax purposes; 417

(6) Property acquired from the decedent by reason of death, form of 
ownership, or other conditions (including property acquired through the exercise or non-exercise 
of a power of appointment), if by reason thereof the property is included in decedent's gross 
estate for federal estate tax purposes, except certain annuities, and “property described in any 
other paragraph of this subsection [1014(b)].” 418

(7) Property of a marital qualified terminable interest property 
(QTIP) trust includible in the decedent’s gross estate under section 2044 of the Code.

m. The examples in this statutory list reflect a broad class characterized by 
the common element that they are effective at a decedent’s death, even if the decedent did not 
directly own the property and if it was held in trust.  Section 1014(b) makes clear that the transfer 
tax (i.e., gift, estate or GST tax) character or consequence of a transfer is not the sole or even 
primary determinant of the basis adjustment for income tax purposes.  In fact, the estate tax 
inclusion category expressly specifies that if it overlaps with any other category (which it 
certainly does), then the other provision operates first to define the grounds for a basis 
adjustment.   In the absence of more specific guidance regarding the meaning of “at death” under 
section 1202, application of the categories treated as transfers passing or acquired from a 
decedent for section 1014 purposes seems reasonable.  These categories describe more of the 
transfers typical in modern planning than simple bequests.  The expansiveness of the categories 
to include cases beyond the simple direct transfer at death from a decedent’s estate (for example, 
by powers of appointment) is helpful.

n. Given the foregoing, we believe that a permissible transfer “at death” 
would reasonably include, at the least, a transfer that (i) is recognized for income tax purposes 

416 For decedents dying after December 31, 1951. § 1014(b)(3).  
417 For decedents dying after December 31, 1947. § 1014(b)(6).  
418 For decedents dying after December 31, 1953. § 1014(b)(9).  
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(but not a taxable sale or exchange); (ii) results in a different taxpayer becoming the owner of the 
stock for income tax purposes; and (iii) provides the transferee with basis determined under 
section 1014 of the Code.  As such, a permissible transfer “at death” includes:

(1) A distribution of QSBS from the estate of the decedent who 
acquired the QSBS during lifetime to an individual beneficiary or testamentary trust;

(2) A distribution of QSBS from a revocable living trust created and 
funded by a decedent who acquired the QSBS during lifetime to an individual beneficiary or trust 
created upon the death of the decedent;

(3) A transfer of ownership in QSBS upon the death of a joint tenant 
who acquired the QSBS during lifetime, whether in accordance with a joint tenancy with right of 
survivorship or a joint tenancy by the entirety; and

(4) Any other transfer of ownership created upon the death of an 
individual who acquired the QSBS during lifetime under a beneficiary designation, transfer on 
death provision, or other similar method of transferring ownership.

2. Transfers Related to Partnerships

a. As mentioned above, distributions of QSBS from a partnership to a 
partner are permissible transfers that allow for tacking of the holding period and retention of the 
QSBS status of the stock owned by the partnership, provided certain requirements and limitations 
are met.419 There is no provision that allows for a transfer from a partner to a partnership.  Thus, 
a contribution of QSBS stock by an eligible QSBS shareholder to a partnership in exchange for 
an interest in that partnership, followed by a sale of such stock by the partnership, would 
certainly not allow the partnership (or its partners) to get the exclusion benefit. The legislative 
history makes that clear. 420

b. Less clear is if a partner contributes QSBS to a partnership in a 
nontaxable exchange,421 but prior to any sale of the QSBS, the stock is distributed back to the 
contributing partner.  Presumably the contribution and distribution would not be a taxable 
event.422  If the QSBS is then sold by the original taxpayer who acquired it by original issuance, 
shouldn’t such taxpayer still be allowed to claim the QSBS exclusion benefit under section 
1202(a)?  It seems that no tax policy is violated in this instance, and this might be a way to 

419 § 1202(h)(2)(C).  The requirements generally provide that the exclusion benefits of section 1202 will be 
limited by the interest “held by the taxpayer on the date on which such pass-thru entity acquired such 
stock,” and may not exceed the amount that would have been excludable “by reference to the interest the 
taxpayer held in the pass-thru entity on the date the qualified small business stock was acquired.” §
1202(g).
420 “Transferees in other cases are not eligible for the exclusion. Thus, for example, if qualified small 
business stock is transferred to a partnership and the partnership disposes of the stock, any gain from the 
disposition will not be eligible for the exclusion.” Conference Report (H. Rept. 103-213) on Omnibus 
Budget Reconciliation Act of 1993, p. 526.
421 See § 721(a).
422 Even if the distribution occurred within 7 years of its original contribution because the “mixing bowl” 
provisions do not apply if the contributed property is distributed back to the contributing partner. See §§
707(c)(1)(B) and 737.
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“save” inadvertent contributions of QSBS to FLPs.  In other words, whether certain transfers are 
disqualifying or not might best be determined at the time of sale.  Again, guidance would be 
appreciated on this issue.

c. In contrast, if an individual QSBS shareholder contributed the QSBS 
stock to a wholly-owned limited liability company (LLC) that is treated as a disregarded entity, 
the contribution of the QSBS in exchange for interests in the disregarded entity would not be a 
transfer for income tax purposes.423 QSBS status would be retained, unless and until the LLC 
became another taxable entity like a partnership, at which time it is possible the conversion 
would disqualify the stock. The IRS has provided guidance on the tax issues involved in a 
conversion of a disregarded entity to a partnership. 424 In both of the illustrated situations, the 
IRS ruled that the conversion is treated as if the underlying assets in the disregarded entity are 
contributed to a newly formed partnership in exchange for an interest in the partnership. Thus, a 
conversion may be treated as a contribution to a partnership by a partner, which is not a 
permissible transfer. However, as just discussed, if the QSBS is distributed back to the 
“contributing” partner because of a conversion before the sale of QSBS and that QSBS is sold by 
that partner, shouldn’t the partner be entitled to the QSBS exclusion benefit?

d. It is unclear whether a permissible transfer “by gift” includes a 
gratuitous transfer of an interest in a partnership that holds properly acquired QSBS at Original 
Issuance.  In order for a partner to be afforded exclusion benefits on partnership QSBS, section 
1202(g)(2)(B) not only requires that the partnership interest must be “held by the taxpayer” on 
the date the QSBS was acquired, but it also mandates that the partnership interest must be held 
“at all times thereafter before the disposition of such stock by such pass-thru entity.”425 If a 
donor gifts an interest in the partnership to a grantor trust, the transfer will be ignored and QSBS 
status is retained because the donor remains the taxpayer for section 1202 purposes.  If, on the 
other hand, a donor gifts an interest in the partnership to another taxpayer, on its face, the donor 
did not “at all times thereafter” hold the partnership interest. Thus, the gift of the partnership 
interest could have disqualified the stock, at least with respect to the gifted portion of the 
partnership interest.  This seems a particularly harsh result since the QSBS could have been 
distributed to the original taxpayer, and then gifted to the donee, and QSBS status would be 
retained for the benefit of the donee.  The partnership rules provide a number of mechanisms to 
ensure that any built-in gain or loss or other economic interest associated with the transferred 
interest passes to a transferee. For example, the Treasury Regulations provide, “If a contributing 
partner transfers a partnership interest, built-in gain or loss must be allocated to the transferee 
partner as it would have been allocated to the transferor partner.  If the contributing partner 
transfers a portion of the partnership interest, the share of built-in gain or loss proportionate to the 
interest transferred must be allocated to the transferee partner.”426

423 The entity is “disregarded as an entity separate from its owner if it has a single owner,” and this applies 
for “federal tax purposes.” Treas. Reg. § 301.7701-3(b)(1)(ii).
424 Rev. Rul. 99-5, 1999-1 C.B. 434.
425 § 1202(g)(2)(B).
426 Treas. Reg. § 1.704-3(a)(7). In addition, the Treasury Regulations provide that “upon the transfer of all 
or a part of an interest in the partnership, the capital account of the transferor that is attributable to the 
transferred interest carries over to the transferee partner.” Treas. Reg. §§ 1.704-1(b)(2)(iv)(l) and 1.704-
1(b)(5), ex. 13.
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e. In addition, the Treasury Regulations provide, for purposes of defining 
an “eligible partner” for section 1045 rollover purposes, “a taxpayer who acquires from a 
partner… by gift or at death an interest in a partnership that holds QSB stock is treated as having 
held the acquired interest in the partnership during the period the partner… held the interest in the 
partnership.”427 This Treasury Regulations may not, however, apply for all section 1202 
purposes.  Thus, until the IRS provides guidance on this issue, practitioners should avoid making 
gifts of interests of partnerships that hold QSBS.  That being said, a transfer of a disregarded 
entity holding QSBS to a grantor trust, like a GRAT, would not be considered a transfer for 
income tax purposes, unless and until the disregarded entity became another taxable entity like a 
partnership.  If, for example, the GRAT term expires, and the disregarded entity shares are 
distributed to another grantor trust for the benefit of the grantor’s children, then QSBS status 
would be retained.  On the other hand, if (i) the GRAT term expires and a portion of the 
disregarded entity shares are distributed to children or a non-grantor trust, or (ii) the grantor dies, 
thereby terminating grantor trust status, then the disregarded entity will convert to a different 
taxable entity (i.e., partnership) and QSBS status is lost. Given the risk of losing QSBS status, 
practitioners should consider liquidating the disregarded entity prior to the event that will cause it 
to convert to a different taxable entity.

3. Powers of Appointment

a. It is unclear how a transfer pursuant to the exercise or lapse of a 
testamentary general power of appointment should be treated for these purposes.  As noted 
above, a transfer pursuant to a limited power of appointment would qualify as a transfer “by gift,” 
in part, because the powers of appointment, under common law, are treated as if the power holder 
is acting as the agent of the donor.  Upon the exercise of a power of appointment, the doctrine of 
relation back provides that the appointed property passes directly from the donor to the
appointee, without any ownership by the powerholder. This applies whether the power of 
appointment is limited or general. For transfer tax purposes, a general power of appointment, 
whether exercised or not, causes estate and gift tax inclusion of the assets subject to the power,
resulting in a “step-up” in basis under section 1014,428 and the power holder being deemed the 
transferor.429 For income tax purposes, however, the Treasury Regulations provide that with 
respect to a grantor trust, if a powerholder exercises a general power of appointment (not a lapse) 
in favor of a transferee trust, the powerholder is treated as the grantor of the transferee trust.430

b. Ultimately, we believe that the “step-up” in basis due to the exercise of 
a testamentary general power of appointment does not alter the treatment of the transfer as one 
“by gift.”  This is because the “step-up” in basis is caused by inclusion at the powerholder’s 
death, not the original donor’s death (which is needed, in our opinion, for the transfer to be 
considered a permissible transfer “at death” under section 1202(h)(2)(B)).  Indeed, the transfer of 
QSBS pursuant to the exercise of an inter-vivos general power of appointment would provide a 
carryover basis to the transferee. Thus, we conclude that the transfer of QSBS pursuant to the 
exercise of a limited or a general power of appointment, whether exercised during the lifetime or 
at the death of the powerholder, is a permissible transfer “by gift” under section 1202(h)(2)(A).  

427 Treas. Reg. § 1.1045-1(g)(3)(ii).
428 §§ 2041, 1014(b)(9), and 1014(b)(4).
429 See § 2652(a) and Treas. Reg. § 26.2652-1(a).
430 Treas. Reg. § 1.671-2(e)(5).
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The lapse of a general or limited power is ignored for QSBS purposes, and it does not make a 
difference whether the transferee acquires a carryover basis or a “step-up” in basis on the QSBS.

4. Summary of Movement of QSBS Shares

a. Attached to these materials is APPENDIX: MOVEMENT OF QSBS 
SHARES CHART.

b. The chart summarizes how different transfers or deemed transfers are 
treated for section 1202 purposes, denoting when the transfer is (i) a permissible transfer, (ii) a 
disqualifying transfer that results in the loss of QSBS status, (iii) an ignored transfer that retains 
QSBS status, and (iv) one that results in an additional $10 Million Per Taxpayer Limitation for 
the transferee.

B. Can You “Stack” and “Pack” the Per-Issuer Limitation?

1. Generally

a. As mentioned above, the Per-Issuer Limitation is based on a per-issuer 
(per corporation), per taxpayer basis. Furthermore, the Per-Issuer limitation has two mutually 
exclusive limitations: (i) the $10 Million Per Taxpayer Limitation, and (ii) the 10 Times Basis 
Limitation.  At an initial glance it may seem that taxpayers are limited to one or the other, but a 
careful reading of the section makes it clear that taxpayers are entitled to both of the limitations, 
not just the greater of the two of them. Section 1202(b)(1) provides that the QSBS exclusion 
benefit “for the taxable year” may not exceed the greater of the two limitations.  Thus, each 
taxable year in which the taxpayer has eligible gain on QSBS, either the $10 Million Per 
Taxpayer Limitation or the 10 Times Basis Limitation will be applied (the greater of the two of 
them).

b. The $10 Million Per Taxpayer Limitation is reduced by eligible gains
taken in previous taxable years, and once the taxpayer has recognized an aggregate of $10 million 
of eligible gain under this limitation, the taxpayer no longer has this limitation available.  On the 
other hand, the 10 Times Basis Limitation is taken into account only for the taxable year in 
question, and it is not reduced by eligible gains taken in previous years. This means that the 
order in which QSBS is sold is extremely important.

c. Assume taxpayer A acquires two lots of QSBS: lot 1 (100 shares) for 
$800,000 in 2011, and lot 2 (also 100 shares) for $1.2 million in 2012 (each qualifying for the 
100% exclusion with an aggregate tax basis of $2 million). Assume that A holds both lots of 
QSBS for more than 5 years, and A’s total holdings in QSBS is worth $30 million (each lot is 
worth $15 million).

(1) Scenario 1: If A sells all of the QSBS for $30 million in 2018,
the total realized gain is $28 million.  The greater of the two limitations is the 10 Times Basis 
Limitation, allowing A to exclude $20 million (Excluded Section 1202 Gain) and recognizing $8 
million of long-term capital gain (Non-Section 1202 Gain).

(2) Scenario 2: If A sells lot 1 for $15 million in 2018 (realizing 
$14.2 million of gain) and lot 2 for $15 million the following year (realizing $13.8 million of 
gain), the Per Issuer Limitation would be applied in the following manner.  Lot 1 has a tax basis 
of $800,000, and the 10 Times Basis Limitation would only be $8 million.  Therefore, in 2018,
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the $10 Million Per Taxpayer Limitation must be applied, and A recognizes $4.2 million of gain.  
Lot 2 has a tax basis of $1.2 million, and the 10 Times Basis Limitation would be $12 million.  
Therefore, in 2019, A recognizes $1.8 million.  Over the 2 years, A recognizes an aggregate of $6 
million of gain.

(3) Scenario 3:  If A sells lot 2 for 15 million in 2018 (realizing 
$13.8 million of gain), and lot 1 for $15 million in 2019 (realizing $14.2 million of gain), the Per 
Issuer Limitation would be applied in the following manner. Lot 2 has a tax basis of $1.2 
million, as such the greater of the two limitations is the 10 Times Basis Limitation ($12 million).  
Therefore, on the sale of lot 2 in 2018, A recognizes $1.8 million of gain.  Lot 1 has a tax basis of 
$800,000, and the 10 Times Basis Limitation would only be $8 million.  Thus, one would hope to 
use the $10 Million Per Taxpayer Limitation.  However, the Code says the $10 million cap is 
“reduced by the aggregate amount of eligible gain taken into account by the taxpayer under 
subsection (a) for prior taxable years.”431 In this example, A excluded $12 million of gain in 
2018, and as a result, A no longer has any of the $10 Million Per Taxpayer Limitation remaining.  
Thus, with respect to sale of lot 1 in 2019, only $8 million can be excluded, and A recognizes 
$6.2 million of gain.  Over the 2 years, A recognizes an aggregate of $8 million (the same result 
as scenario 1).

d. As one can see, if a taxpayer holds 100% exclusion shares of QSBS, the 
taxpayer should seek to use the $10 Million Per Taxpayer Limitation first, choosing to sell the 
lowest tax basis lots first until that limitation is exhausted.  Afterwards, only the 10 Times Basis 
Limitation will be available, and selling higher basis lots in those subsequent sales obviously 
increases the amount of eligible gain that can be excluded.  If, however, a taxpayer holds 50%, 
75%, and 100% exclusion shares of QSBS in the same issuer, the calculation of which lot to sell 
becomes more complicated because the 50% and 75% exclusion shares will create Section 1202 
Gain, which is taxable at a maximum rate of 28% [31.8%] and which also reduce a taxpayer’s 
$10 Million Per Taxpayer Limitation if sold first.  The determination of which lots to sell 
becomes even more complicated if appreciated assets are exchanged for QSBS in a section 351 
exchange because the unrecognized built-in gain inherent in the shares will not be excluded at all 
because they are Non-Section 1202 Gain, which is taxable at the long-term capital gain tax rate.

2. “Stacking” or Multiplying the $10 Million Per Taxpayer Limitation

a. One method of maximizing the potential section 1202 exclusion benefit 
is by multiplying the number of taxpayers entitled to the $10 Million Per Taxpayer Limitation.  
As discussed above, each transfer “by gift” or “at death” to another taxpayer would create 
another $10 Million Per Taxpayer Limitation. Furthermore, as noted, as long as the transferee of 
such transfer is an eligible QSBS shareholder like an individual or a non-grantor trust (but not a 
partnership, S corporation, or other pass-thru entity), then QSBS status is retained in the hands of 
the transferee.  Subject to the multiple trust rules discussed below, each transfer to a non-grantor 
trust would allow each trust to claim a separate $10 Million Per Taxpayer Limitation (in addition 
to the 10 Times Basis Limitation).

b. If QSBS is contributed to a non-grantor trust and the transfer is taxable 
for gift tax purposes, the donor will be able to take advantage of the temporary doubling of the 
“Applicable Exclusion Amount” under TCJA.432 If a portion of the taxable gift qualifies for the 

431 § 1202(b)(1)(A).
432 § 2010(c)(3).
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annual gift tax exclusion because one or more of the trust beneficiaries has a Crummey433 power 
to withdraw a portion of the QSBS contribution and such power lapses, then the IRS has ruled 
that the beneficiary will be treated as a part owner of the trust under section 678(a) of the 
Code.434 Under such circumstances, the donor’s contribution of the QSBS to the trust will be 
treated as a permissible transfer “by gift,” and such transfer will result in at least two different 
taxpayers, one being the non-grantor trust, the other being the deemed partial owner-beneficiaries 
under section 678(a) of the Code.  These taxpayers would all presumably be able to claim a 
separate $10 Million Per Taxpayer Limitation.

c. For taxpayers who do not wish to make a taxable gift but who desire to 
make a transfer “by gift” for section 1202 purposes, one possibility seems to be a transfer of 
QSBS to an “incomplete gift, non-grantor trust.”  Most often practitioners have utilized these
trusts for state income tax purposes, often taking advantage of the laws of Delaware (Delaware 
incomplete non-grantor trust or “DING”) and Nevada (Nevada incomplete non-grantor trust or 
“NING”).435 These DINGs and NINGs ostensibly allow a donor to make a non-taxable gift of 
assets to a non-grantor trust that is treated as a separate taxpayer from the donor for income tax 
purposes, notwithstanding the fact that the donor is a permissible beneficiary of such trust. Prior 
to 1997, a self-settled trust (a trust that provides for the benefit of the grantor) would not have 
qualified as a non-grantor trust.  The Treasury Regulations provide, “Under section 677 a grantor 
is, in general, treated as the owner of a portion of a trust whose income is, or in the discretion of 
the grantor or a nonadverse party, or both, may be applied in discharge of a legal obligation of the 
grantor.”  Thus, if under state law creditors of the grantor can reach the assets of the trust, then 
the trust will be considered a grantor trust for income tax purposes.  Prior to 1997, all of the states 
provided that creditors of a grantor could reach the assets of any self-settled trust.  Since 1997, a 
number of states like Delaware and Nevada have enacted “domestic asset protection trust”
statutes that allow grantors to create self-settled trusts but prohibit creditors of the grantor from 
reaching the assets in the trust. The contribution to the trust is deemed non-taxable due to certain 
powers of appointment, retained consent powers, and the imposition of distribution 
committees.436  A full discussion of DINGs and NINGs is beyond the scope of this topic, but for 
QSBS purposes the planning implication are straightforward.  A transfer to a DING or NING 
would be a permissible transfer “by gift,” thereby allowing the DING or NING to claim its own 
$10 Million Per Taxpayer Limitation, even though the donor is a permissible beneficiary of such 
trust.

d. As mentioned above, the $10 Million Per Taxpayer Limitation is cut to 
$5 million per spouse if spouses file separately.  So, a transfer of QSBS to a spouse who files 
separately will not “stack” the $10 Million Per Taxpayer Limitation. This reduction does not 
apply to spouses filing jointly.  Thus, a transfer of QSBS to a spouse with spouses filing jointly 
seemingly works to double the $10 Million Per Taxpayer Limitation.  Because taxable gifts to 

433 Crummey v. Commissioner, 397 F.2d 82 (9th Cir. 1968).
434 See PLRs 200747002, 200104005, 200022035, 200011058, 200011054, 200011056, 199942037, 
199935046, 199935047, and 9812006.
435 See Michael Gordon, Using Self-Settled Asset Protection Trusts for Tax Planning Purposes, 53rd

Annual Southern Federal Tax Institute (Oct. 2018), Outline Y, Peter Melcher and Steven J. Oshins, New 
Private Letter Ruling Breathes Life into Nevada Incomplete Gift Non-Grantor Trusts,
Wealthmanagement.com, the digital resource of REP. and Trusts & Estates (Apr. 16, 2013), and Steven J. 
Oshins, NING Trusts Provide Tax and Asset Protection Benefits, CCH Estate Planning Review - The 
Journal, Page 150 (Aug. 20, 2013).
436 See e.g., PLRs 20130002, 201426014, 201510006, 201550005, 201507008, and 201614006.
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spouses automatically qualify for the gift tax marital deduction,437 this could be an easy way to 
double the exclusion limitation without incurring gift tax.  For practitioners wary about the 
uncertainty regarding the QSBS treatment of spouses filing jointly, a gift to an inter-vivos QTIP 
trust can also be used.438

3. Multiple Trust Rules

a. Section 643(f) of the Code authorizes the Treasury Department to issue 
Treasury Regulations pursuant to which 2 or more trusts would be treated as 1 trust if: (i) such 
trusts have substantially the same grantor or grantors and substantially the same primary 
beneficiary or beneficiaries; and (ii) a principal purpose of such trust is the avoidance of a tax.439

For this purpose, spouses (the Code section actually reads, husband and wife) are treated as one 
person.440 Until recently, Treasury Regulations had not been issued. When the Treasury 
Department released the 199A Final Regulations, it finalized Treasury Regulations under section 
643(f) of the Code (the “643(f) Final Regulations”).441

b. The new 643(f) Final Regulations provide: 442

For purposes of subchapter J of chapter 1 of Title 26 of the United States Code, 
two or more trusts will be aggregated and treated as a single trust if such trusts 
have substantially the same grantor or grantors and substantially the same 
primary beneficiary or beneficiaries, and if a principal purpose for establishing 
such trusts or for contributing additional cash or other property to such trusts is 
the avoidance of Federal income tax.  For purposes of applying this rule, spouses 
will be treated as one person.

c. The proposed Treasury Regulations issued in 2018443 (the “643(f) 
Proposed Regulations”) provided a “principal purpose” provision which read, “A principal 
purpose for establishing or funding a trust will be presumed if it results in a significant income 
tax benefit unless there is a significant non-tax (or non-income tax) purpose that could not have 
been achieved without the creation of these separate trusts.”444 This provision and the examples 
noted below were stricken from the 643(f) Final Regulations.  The preamble to the 643(f) Final 
Regulations, in response to comments to the proposed regulations, explained:

[T]he Treasury Department and the IRS have removed the definition of 
“principal purpose” and the examples illustrating this rule that had been included 
in the proposed regulations, and are taking under advisement whether and how 

437 See § 2523(a) and § 1041 (“No gain or loss shall be recognized on a transfer of property from an 
individual to (or in trust for the benefit of) a spouse…[T]he property shall be treated as acquired by the 
transferee by gift.”)
438 § 2523(f).
439 § 643(f).
440 Id. (flush language).
441 T.D. 9847, 84 Fed. Reg. 2952 (2-8-19).
442 Treas. Reg. § 1.643(f)-1(a).
443 REG-107892-18, 83 Fed. Reg. 40884 (8-16-18) (the “643(f) Proposed Regulations”).
444 Prop. Treas. Reg. § 1.643(f)-1(b).
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these questions should be addressed in future guidance.  This includes questions 
of whether certain terms such as “principal purpose” and “substantially identical
grantors and beneficiaries” should be defined or their meaning clarified in 
regulations or other guidance, along with providing illustrating examples for each 
of these terms.  Nevertheless, the position of the Treasury Department and the 
IRS remains that the determination of whether an arrangement involving multiple 
trusts is subject to treatment under section 643(f) may be made on the basis of the 
statute and the guidance provided regarding that provision in the legislative 
history of section 643(f), in the case of any arrangement involving multiple trusts 
entered into or modified before the effective date of these final regulations.

d. The proposed regulations provided two examples.  The first was a 
straightforward example where multiple and nearly identical trusts were created to solely 
maximize the section 199A deduction, and the trusts were aggregated into a single trust.445 The 
second read, as follows:446

Example 2. (i) X establishes two irrevocable trusts: one for the benefit of X's son, 
G, and the other for X's daughter, H. G is the income beneficiary of the first trust 
and the trustee is required to apply all income currently to G for G's life. H is the 
remainder beneficiary of the first trust. H is an income beneficiary of the second 
trust and the trust instrument permits the trustee to accumulate or to pay income, 
in its discretion, to H for H's education, support, and maintenance. The trustee 
also may pay income or corpus for G's medical expenses. H is the remainder 
beneficiary of the second trust and will receive the trust corpus upon G's death.

(ii) Under these facts, there are significant non-tax differences between the 
substantive terms of the two trusts, so tax avoidance will not be presumed to be a 
principal purpose for the establishment or funding of the separate trusts. 
Accordingly, in the absence of other facts or circumstances that would indicate 
that a principal purpose for creating the two separate trusts was income tax 
avoidance, the two trusts will not be aggregated and treated as a single trust for 
Federal income tax purposes under this section.

e. Even though the foregoing example was removed, it seems to imply 
that the aggregation of multiple trusts into one trust would not be applicable if, for example, a 
grantor created separate trusts for each of his or her children (and their descendants as remainder 
beneficiaries) even if each of the trust provisions were otherwise identical.  Moreover, if 
significant differences existed between different trusts for the same group of beneficiaries, it 
would seem that aggregation would not be applicable either. The issue is how significant must 
such non-tax differences be to avoid the application of aggregation of the trusts.

f. The effective date for the 643(f) Final Regulations apply to taxable 
years ending after August 16, 2018.447 Although the preamble to 643(f) Proposed Regulations 
explains that it could apply to arrangements and trusts created prior to that point, “In the case of 
any arrangement involving multiple trusts entered into or modified before August 16, 2018, the 

445 Prop. Treas. Reg. § 1.643(f)-(1)(c), Ex. 1.
446 Prop. Treas. Reg. § 1.643(f)-(1)(c), Ex. 2.
447 Prop. Treas. Reg. § 1.643(f)-(1)(b).
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determination of whether an arrangement involving multiple trusts is subject to treatment under 
section 643(f) will be made on the basis of the statute and the guidance provided regarding that 
provision in the legislative history of section 643(f).”448

g. The preamble to the 643(f) Proposed Regulations points out, “The 
application of proposed §1.643(f)-1, however, is not limited to avoidance of the limitations under 
section 199A and proposed §§1.199A-1 through 1.199A-6.”449

4. “Packing” or Maximizing the 10 Times Basis Limitation

a. Because each QSBS taxpayer may ultimately exhaust its $10 Million 
Per Taxpayer Limitation and there are practical limitations on the amount of “stacking” or 
multiplying of different taxpayers that can be achieved, the 10 Times Basis Limitation is often 
more valuable to taxpayers.  As mentioned above, for purposes of the 10 Times Basis Limitation,
if a taxpayer contributes property (other than money or stock) to a QSB, the basis “shall in no 
event be less than the fair market value of the property exchanged.”450 This provides taxpayers 
with an opportunity to greatly increase the Per-Issuer Limitation by contributing appreciated 
property in a section 351 non-recognition transaction (including a conversion of a partnership to 
a corporation).

b. It is common for founders to contribute intellectual property to their 
start-up companies, and as such, the founders should be able to claim fair market value of the 
property as their basis for purposes of the 10 Times Basis Limitation. From a planning 
standpoint, it is important that the values used for these purposes be consistent with the values 
that are used for other purposes, including the values used for section 409A purposes451 and for 
different rounds of investor funding.  In addition, contributions of appreciated property need to be 
coordinated with the Aggregate Gross Asset Requirement (i.e., $50 million).  Although the 
Aggregate Gross Asset Requirement is based on the cash and adjusted bases of property held by 
the corporation, for this purpose the basis of contributed property is equal to its fair market value 
at the time of the contribution.452

c. Often founders of companies will start their business as an entity taxed 
as a partnership (or a disregarded entity) so that the losses that are incurred at the beginning of 
the enterprise can be used by the founders on their individual income tax returns.  When private 
equity or venture capital funding becomes available, they will often set a pre-funding, pre-money 
valuation for the enterprise.  If, for example, the enterprise is valued at a pre-funding value of $40 
million, then the conversion of the partnership to a C corporation prior to the funding would set 
the Per-Issuer Limitation for the founders at $400 million ($40 million fair market value of 
enterprise value which is contributed in exchange for shares in the QSB multiplied by the 10 

448 643(f) Proposed Regulations (Explanation of Provisions, VII. Proposed §1.643(f)-1: Anti-avoidance 
Rules for Multiple Trusts).
449 Id.
450 § 1202(i)(1)(B).
451 See § 409A (determining gross income on nonqualified deferred compensation).  If a privately held 
company issues options to a service provider at a valuation below the fair market value, section 409A of 
the Code applies.  See T.D. 9321 (Application of Section 409A to a Nonqualified Deferred Compensation 
Plans) and Treas. Reg. §§ 1.409A-1 to 1.409A-9.
452 § 1202(d)(2)(A) and (B).
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Times Basis Limitation).  It is critical in the planning process that taxpayers properly document 
this conversion, including obtaining contemporaneous valuation appraisals. As mentioned above, 
one of the qualifications to be a QSB, the corporation must agree to “submit such reports to the 
Secretary and to shareholders as the Secretary may require.”453

5. “Packing” the 10 Times Basis Limitation with Non-Eligible Gain

a. An interesting way to “pack” or maximize the 10 Times Basis 
Limitation is to coincide the taxable sale of QSBS that creates eligible gain (i.e., 5-year holding 
period QSBS) with the taxable sale of QSBS that is not eligible gain (i.e., QSBS held for less 
than 5 years) in the same taxable year. The Code defines the “10 Times Basis Limitation” as “10 
times the aggregate adjusted bases of qualified small business stock issued by such corporation 
and disposed of by the taxpayer during the taxable year.”454 The Code does not require that in 
calculating the aggregate adjusted bases of QSBS disposed of by the taxpayer during the taxable 
year, it only include the bases of QSBS that would create eligible gain.  Eligible gain, as 
mentioned above, only includes gain from QSBS that has been held for more than 5 years.455

Therefore, a taxpayer can increase the 10 Times Basis Limitation by selling high tax basis QSBS 
that does not satisfy the 5-year holding requirement (recognizing little or no gain) with very low 
tax basis QSBS that does satisfy the 5-year holding requirement.

b. This situation is not as unusual as it may seem at first.  For example, 
imagine a founder of a corporation who has a great idea that has significant value but no tax basis 
(e.g., patent, copyright, process, or other type of intellectual property).  The value of the 
founder’s shares is worth $30 million today, and over the years, the founder’s stake has been 
diluted by many rounds of financing over time.  In order to keep the founder motivated, the 
company has granted the founder stock options. The stock options, if exercised, provide the 
founder with the right to purchase $4 million of stock at a strike price of $1 million ($3 million of 
ordinary income on exercise).  The corporation is about to be sold to a buyer through a tender 
offer.  If the founder sells his or her shares in the corporation, along with the stock options, the 
founder would be limited to the $10 Million Per Taxpayer Limitation on the sale of the stock, and 
the options would not qualify for QSBS treatment at all.456 Instead, the founder exercises the 
options prior to the sale and then immediately sells the newly acquired stock, along with the 
original stock held by the founder, to the buyer.  The stock option shares are QSBS but do not 
meet the 5-year holding requirement.  However, since the founder is selling the option QSBS in 
the same taxable year as the founder is selling QSBS that satisfies the 5-year holding period (i.e., 
the zero basis founder’s stock), for purposes of the 10 Times Basis Limitation, the founder can 
use $4 million of “aggregate adjusted bases” to exclude as much as $40 million of eligible gain.  
As a result, $30 million of gain is excluded, at the cost of $3 million of ordinary income.

453 § 1202(d)(1)(C).
454 § 1202(b)(1)(B).
455 See § 1202(b)(2).
456 See Natkunanathan v. Commissioner, 99 T.C.M. (CCH) 1071, T.C. Memo. 2010-15, aff'd  479 Fed.
Appx. 775 (9th Cir. 2012).
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C. Can a Preexisting Trade or Business Become a QSB?

1. Some practitioners are surprised to discover that a pre-existing business, even
one that has been in existence before the enactment of section 1202, can nonetheless become a 
QSB and provide its shareholders with the benefits of QSBS. In order to be QSBS, Section 
1202(c)(1) of the Code provides that QSBS is “any stock in a C corporation which is originally 
issued after the date of enactment of the Revenue Reconciliation Act of 1993.” Of course, QSBS 
also requires that such corporation meet the other requirements of section 1202 of the Code.
None of the other qualifications (i.e., the Active Business Requirement, Aggregate Gross Asset 
Requirement, and Original Issuance requirement) mandate that a QSB be a newly created, start-
up business. Furthermore, as discussed above, in determining the acquisition dates for QSBS 
purposes, the legislative history makes it clear that historical holding periods of assets
contributed to a QSB (under section 1223 of the Code) do not apply for purposes of the formation 
of a C corporation or the conversion of a preexisting pass-through entity to a corporation.

2. Individuals, disregarded entities, and other noncorporate taxpayers doing 
business as sole proprietorships can contribute cash or property to a newly formed C corporation
in a section 351 transaction and the shares acquired will qualify for potential QSBS treatment.  
This can be accomplished in a series of exchanges, and as long as the corporation continues to 
meet the Aggregate Gross Asset Requirement at each issuance and the Active Business 
Requirement, the shares acquired will continue to qualify as QSBS.

3. Partnerships are eligible holders of QSBS and have the option of contributing 
cash and other property to a newly created (or controlled) C corporation in a section 351 
transaction in exchange for QSBS shares.457  Those shares can be retained by the partnerships or 
distributed to the partners without jeopardizing the QSBS status of such shares.458 Preexisting 
business entities taxed as partnerships (S corporations are discussed below) can also meet the 
Original Issuance requirement by converting to a C corporation.  As noted above, that can be 
accomplished by making the appropriate “check-the-box” election or converting to a corporation 
pursuant to an “assets-over,” “assets-up,” or “interests-up” conversion.  Typically, the owners of 
the partnership prefer to convert to a C corporation in a non-taxable manner relying on section 
351. It should be noted, however, that built-in gain on appreciated property that is contributed to 
a QSB is Non-Section 1202 Gain and, as such, not excludable under section 1202.  Owners 
should consider offsetting gains with losses if at all possible, prior to the contribution, thereby 
increasing the adjusted tax basis of contributed assets and reducing the Non-Section 1202 Gain in 
the QSBS shares.

4. As discussed in more detail above, each of the foregoing conversion 
transactions essentially involve a contribution of property to a newly formed corporation and 
liquidation of the partnership, but with each involves a different contribution of property and in a 
different order.  Each transaction can result in the corporation and the shareholders receiving 
different adjusted tax basis in their exchanged assets.  Each transaction can also result in gain or 
loss being recognized either upon liquidation of the partnership or as a result of the mixing bowl 
or disguised sale rules. Understanding these nuances is important because tax basis is critically 
important in calculating the Aggregate Gross Asset Requirement and the 10 Times Basis 
Limitation.

457 § 1202(g)(4)(A).
458 §§ 1202(g) and 1202(h)(2)(C).
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5. Because the Aggregate Gross Asset Requirement is calculated on the fair 
market value of contributed assets, partnerships that have more than $50 million in assets will 
need to reduce the value of the assets contributed in the conversion.  This can be accomplished in 
a number of ways, including simply contributing less than $50 million in property to the 
corporation under section 351 in a “check-the-box,” “assets-over,” and “assets-up” conversion or 
distributing partnership property to the partners prior to the conversion to C corporation.
Distributions of property are generally non-taxable events,459 but they result in a reduction of the 
outside basis of the distributee partner.460  The parent-subsidiary limitation of section 1202(d)(3) 
of the Code applies only to corporations, so any transaction that has the effect of reducing the 
value of the assets below $50 million is allowable, provided the reduction occurs prior to the 
conversion to a C corporation (the deemed Original Issuance).

6. A restructuring of a preexisting partnership that is in excess of the $50 million 
Aggregate Gross Asset Requirement can also be accomplished through a partnership division 
under section 708(b)(2)(B) of the Code.461 A partnership division is any transaction that converts 
a single partnership into two or more resulting partnerships.  Like conversions to a corporation, a
division of a partnership can be accomplished in a number of different ways, referred to as, 
“assets-over, assets-up, and interests-over.”462 The Treasury Regulations issued in 2001,463

provide that the IRS will not respect the “interests-over” form of partnership division.  In 
addition, while both an “assets-over” and “assets-up” division are respected, there is a preference 
to treat the transaction as an assets-over transaction.464 In the “assets-over” form, the divided 
partnership transfers assets to the recipient partnership in exchange for interest in the recipient 
partnership, followed by a distribution of the recipient partnership interests to the partners.465

7. In a “vertical slice” division, both of the resulting partnerships retain the same 
ownership as the original partnership.  The distribution of the recipient partnership interest to the 
partners will be current distributions rather than liquidating distribution because no partner is 
terminating his or her interest in the divided partnership.  Because of this parity of ownership, it 
is unlikely that the “mixing bowl” transaction will trigger any gain or loss.466 Furthermore the 

459 See § 731(a)-(b) and Treas. Reg. § 1.731-1(a)-(b).
460 § 733.
461 See also Treas. Reg. § 1.708-1(d).
462 Cassady V. Brewer, Coming Together and Breaking Apart: Planning and Pitfalls in Partnership 
Mergers and Divisions, 43rd Annual Southern Federal Tax Institute (2008), Outline F, F-13. Described as 
follows: (i) Assets-Over: Divided partnership contributes some of its assets (and perhaps liabilities) to a 
recipient partnership in exchange for an interest in the recipient partnership, followed by a distribution of 
the interests in the recipient partnership to the partners; (ii) Assets-Up: Divided partnership contributes 
some of its assets (and perhaps liabilities) to some or all of its partners, and the partners then contribute
those assets (and liabilities, if any) to the recipient partnership for interests in the recipient partnership; and 
(iii) Interests-Over: Some or all of the partners in the divided partnership contribute a portion of their 
interest in the divided partnership to the recipient partnership in exchange for interests in the recipient 
partnership, followed by a liquidating distribution of assets (and perhaps liabilities) into the recipient 
partnership.
463 T.D. 8925, 66 Fed. Reg. 715 (1/4/01).
464 See Treas. Reg. § 1.708-1(d)(3).
465 Treas. Reg. § 1.708-1(d)(3)(i)(A). The transitory ownership by the divided partnership of all the 
interests in the recipient partnership is ignored. Treas. Reg. § 1.708-1(d)(5) Ex. 3-6.
466 §§ 704(c)(1)(B), 737 and Treas. Reg. §§ 1.704-4(c)(4), 1.737-2(b)(2).
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preamble to the Treasury Regulations point out that when a division results in a pro rata division, 
there are no section 704(c) implications.467 Similarly, given the parity of ownership before and 
after the division, there should be no gain resulting from a deemed distribution of cash under 
section 752 of the Code because the division will not result in a change in the share of the 
liabilities of the partners. The resulting basis that the partners have in their respective interests in 
the divided partnership and the recipient partnership depend on what assets and liabilities are 
contributed and distributed as a result of the division.

8. In a division, the Treasury Regulations provide that a “resulting 
partnership”468 (a partnership that has at least 2 partners from the prior partnership) will be 
considered a continuation of the prior partnership if the partners in the resulting partnership had 
an interest of more than 50 percent in the capital and profits of the prior partnership.469 All 
resulting partnerships that are considered a continuation of the prior partnership are subject to all 
preexisting tax elections (for example, a section 754 election) that were made by the prior 
partnership.470  Thus, in pro rata divisions where all of the partners retain the same ownership in 
the resulting partnerships, all of the resulting partnerships will be considered continuing 
partnerships, retaining all prior tax elections of the divided partnership.471

9. Thus, a vertical slice division can be used to divide a preexisting business into 
two smaller partnerships with identical ownership at the partner level, one or both of which can 
be converted to a C corporation and possibly qualify as a QSB.  As mentioned above, the parent-
subsidiary aggregation rule of section 1202(d)(3) likely does not apply to partnerships, and 
significantly, section 1202 does not have any rule regarding brother-sister entities.  As such, a 
division like this is a nontaxable reorganization that can qualify a preexisting business into one 
more QSBs.  For example, consider a partnership that has a trade or business related to health 
care.  It derives revenue by directly providing medical services to patients but uses proprietary 
software to maximize the revenue from those services.  As discussed above, a trade or business 
involving the performance of services in the field of health is not considered a qualified trade or 
business for QSBS purposes.472 However, a software company would be considered a qualified 
trade or business.  In such instance, a vertical slice division would allow the partnership to divide 
into a health care services partnership, and a software company that can be converted to a C
corporation that would qualify as a QSB.

10. If a partnership has over $50 million in assets, a division could possibly be 
used to qualify the trade or business as a QSB prior to its conversion to a C corporation.  For 
example, consider a partnership that has a trade or business that, in aggregate, is worth $80 
million.  The trade or business consists of a manufacturing division that is worth $45 million, and 
a distribution division that is worth $35 million.  A vertical slice division of the partnership into a
manufacturing partnership and a distribution partnership would reduce the value of each 
partnership to allow each of the separate businesses to qualify as a QSB upon conversion to a C 
corporation.

467 T.D. 8925, 66 Fed. Reg. 715 (1/4/01).  Non-pro rata divisions are still being reviewed.
468 Treas. Reg. § 1.708-1(d)(4)(iv)
469 Treas. Reg. § 1.708-1(d)(1).
470 Treas. Reg. § 1.708-1(d)(2)(ii).
471 See PLR 9015016 (seven continuing partnerships with same owners in the same proportions).
472 § 1202(e)(3)(A).
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D. Can S Corporation Shareholders Benefit from QSBS?

1. Section 1202(c)(1) requires that shareholders acquire their QSBS through
Original Issuance by a C corporation, the foregoing requirement embedded in the definition of a 
QSB.473  Thus, shareholders of existing S corporations who were issued shares when the 
corporation was an S corporation can never qualify for QSBS treatment by simply revoking the 
corporation’s S election.  That doesn’t necessarily mean that the shareholders of this corporation 
can never get the benefit of the QSBS exclusion, as long as they subsequently acquire, and are 
originally issued, shares in the C corporation in the future. Of course, the C corporation must 
meet all of the additional QSBS requirements, specifically including the two-fold requirement 
that for “substantially all” of the taxpayer’s holding period the corporation must be a C 
corporation and meet the Active Business Requirement.

2. Section 1202(c)(2)(A) provides, “Stock in a corporation shall not be treated as 
qualified small business stock unless, during substantially all of the taxpayer's holding period for 
such stock, such corporation meets the active business requirements of subsection (e) and such 
corporation is a C corporation.”474 Although not entirely clear, the better interpretation of the 
foregoing is that “substantially all” holding period requirement applies to both the Active 
Business Requirement and to the C corporation requirement (rather than only to the Active 
Business Requirement).475 The foregoing distinction is significant in that it allows a company 
that initially starts as an S corporation, but later converts to a C corporation (perhaps due to
subsequent rounds of funding) to provide QSBS treatment to the shareholders who acquired stock 
after the conversion (including, for example, founding shareholders who receive shares as part of 
ongoing compensation arrangements). Notwithstanding the foregoing, the shares that were 
issued when the company was an S corporation will never qualify for the QSBS exclusion.

3. Some advisors and promoters have mistakenly taken the position that an S 
corporation can merge with a C corporation (typically a publicly-traded shell corporation ,
sometimes referred to as a special purpose acquisition company or SPAC) pursuant to which the 
S corporation shareholders do a tax-free exchange of shares, receiving shares in the surviving C 
corporation that would be eligible for QSBS treatment.  Section 1202(h)(4)(A), dealing with a 
reorganization under section 368, only applies when QSBS is exchanged for other stock that 
would not qualify for QSBS. In this instance, this is an exchange of non-QSBS stock for 
purported QSBS stock, and as such, section 1202(h)(4)(A) is inapplicable.

4. In addition to the foregoing, S corporations, like partnerships, are eligible
holders of QSBS for the benefit of the S corporation shareholders who would otherwise be 
Qualified QSBS Shareholders (i.e., individuals, trusts, and estates).476 As a result, an S 
corporation can give its shareholders QSBS benefits by contributing assets to a C corporation 
under section 351, in exchange for shares of a QSB. The S corporation would then need to retain 
the QSBS shares because a distribution of the shares to the shareholders (unlike a distribution 

473 See § 1202(d)(1).
474 § 1202(c)(2)(A).
475 Also, the Active Business Requirement requires the corporation to be an “eligible corporation,” which is 
defined, with certain exceptions, as “any domestic corporation,” without any requirement that such 
corporation be a C corporation.  See § 1202(e)(4).
476 § 1202(g)(4)(B).
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from a partnership to a partner) is a disqualifying transfer that is not described in section 
1202(h)(2).  Furthermore, the distribution of the QSBS is also a recognition event for income tax 
purposes.477

5. Under these circumstances, the S corporation essentially serves as a holding 
company of the QSB on behalf of its shareholders.  If the S corporation holds the QSBS for at 
least 5 years and sells, the shareholders will get the benefit of the QSBS exclusion.   The S 
corporation will pass through all items of income and deduction, including non-taxable items like
Excluded Section 1202 Gain (tax-exempt income).478 The Excluded Section 1202 Gain will 
increase the basis of each shareholder’s stock in the S corporation,479 thereby allowing the S 
corporation to distribute the cash proceeds from the sale of QSBS tax free to its shareholders.480

As discussed above in the context of partnerships, it is unclear whether a transfer by gift of the 
shares of the S corporation will “stack” or multiply the $10 Million Per Taxpayer Limitation and 
to make things worse, there is no option to distribute the QSBS to the shareholders so they can 
gift the QSBS shares.

6. One option is for the S corporation to contribute assets to a wholly-owned 
subsidiary corporation and fail to elect to treat the subsidiary as a qualified subchapter S 
subsidiary (QSub), which if elected would have been treated as a disregarded entity. 481 An S 
corporation with a preexisting QSub can also terminate its QSub election.482 The effect of the 
termination is that the former QSub is treated as a new corporation acquiring all of its assets (and 
assuming all of its liabilities) immediately before the termination from the S corporation parent in 
exchange for stock of the new corporation.483 This exchange would qualify as an Original 
Issuance under section 1202.

7. Unlike partnerships, the parent-subsidiary aggregation rule under section 
1202(d)(3) likely applies to S corporations (although the controlled group of corporation rules are 
only used in the context of C corporations).  As such, if an S corporation’s assets are already in 
excess of the $50 million, then even if the S corporation contributes less than $50 million in 
assets to a wholly owned C corporation or revokes the QSub election on an entity that has less 
than $50 million in assets, the newly created corporation would not be considered a QSB because 
the Aggregate Gross Asset Requirement is not met. In such instance, the S corporation could 
distribute cash or property to its shareholders in order to get below the $50 million threshold, but 
the distribution of cash is only tax free to the extent of each shareholder’s basis in his or her S 
corporation shares, and property distributions are taxable events.  Another alternative is to divide 
the S corporation in a tax-free division under section 355 of the Code. Generally, section 355(a) 
of the Code mandates that a corporation must distribute stock or securities of a corporation that 
constitutes control, both corporations must conduct an active trade or business, and the 
distribution must not constitute a device to distribute earnings and profits. In addition, there are 
other requirements, most notably the distribution of the stock must have a corporate business 

477 See § 311(b).
478 See § 1366(a)(1)(A).
479 § 1367(a)(1).
480 See § 1368(b)(1).
481 See § 1361(b)(3) and Treas. Reg. § 1.1361-3(a)(2).
482 See Treas. Reg. § 1.1361-5(a)(1).
483 Treas. Reg. § 1.1361-5(b)(1)(i).



Chapter 8—Qualified Small Business Stock: The Quest for Quantum Exclusions

 8–8820th Annual Oregon Tax Institute 88

purpose.484 The Treasury Regulations provide that a shareholder purpose does not constitute a 
corporate business purpose.485

8. It should be noted that if a C corporation converts to an S corporation, QSBS 
is not automatically lost, provided the corporation converts back to a C corporation. The 
business must only be a C corporation during “substantially all”486 of the taxpayer’s holding 
period. However, as discussed above, no guidance has been issued on what constitutes 
“substantially all” for purposes of section 1202.

E. Can You Get the Benefit of QSBS Through Carried Interest?

1. As mentioned above, partnerships are eligible QSBS shareholders for the 
benefit of their noncorporate partners,487 allowing the noncorporate partners the benefit of the 
section 1202 exclusion, if the following requirements are met:

a. The gain results from the sale by the partnership of QSBS that has been 
held by the partnership for more than 5 years;488

b. The gain is includible in the gross income of the taxpayer (partner) by
“reason of holding an interest in such entity;”489

c. The interest in the entity was “held by the taxpayer on the date on 
which such pass-thru entity acquired such stock;”490 and

d. The interest was also held by the taxpayer “at all times thereafter before 
the disposition of such stock” by the partnership.491

2. In addition, the amount of gain eligible for exclusion may not exceed the 
amount that would have been excludable “by reference to the interest the taxpayer held in the 
pass-thru entity on the date the qualified small business stock was acquired.”492 Thus, a partner 
would be unable to claim a larger share of the QSBS gain when recognized if the partner’s share 
of the partnership is larger than it was when the stock was acquired. To date, the IRS has not 
issued any guidance under section 1202 with regard to how the “by reference to the interest the 
taxpayer held” is to be determined. The partner’s “proportionate share of the adjusted basis of 
the pass-thru entity in such stock”493 is used for determining such partner’s 10 Times Basis 
Limitation. 

484 Treas. Reg. § 1.355-2(b)(1).
485 Treas. Reg. § 1.355-2(b)(2).
486 § 1202(c)(2)(A).
487 § 1202(g)(4)(A).
488 § 1202(g)(2)(A).
489 § 1202(g)(2)(B).
490 Id.
491 Id.
492 § 1202(g)(3).
493 § 1202(g)(1)(B).
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3. As mentioned above, distributions of QSBS from a partnership to a partner 
are permissible transfers that allow for tacking of the holding period and retention of the QSBS 
status of the shares provided “requirements similar to the requirements of subsection (g) are met 
at the time of the transfer (without regard to the 5-year holding period requirement).”494 Thus, 
whether a partnership sells the QSBS or it distributes the QSBS to a partner, the exclusion 
benefits of section 1202 will be limited by the interest “held by the taxpayer on the date on which 
such pass-thru entity acquired such stock,” and may not exceed the amount that would have been 
excludable “by reference to the interest the taxpayer held in the pass-thru entity on the date the 
qualified small business stock was acquired.”

4. The Treasury Regulations provide special rules for changes in a partner’s 
interest in a partnership due to the admission or withdrawal of partners or other transactions that 
change the relative partner share of continuing partners in a partnership.  These rules, often 
referred to as “reverse 704(c)” adjustments, permit revaluations of the partner's capital accounts
to reflect the fair market value of partnership assets, and any book-tax disparities at that time, and 
generally require equivalent adjustments that allocate unrealized gain or loss to continuing 
partners,495 (i) for property distributed in kind,496 and (ii) on adjustments of partnership interests 
as a result of (a) contributions of money, property, or services, or (b) distributions of money or 
property.497  These reverse 704(c) adjustments do not specifically provide for adjustments due to 
QSBS considerations, but they could provide a mechanism and insight on how the “by reference 
to the interest the taxpayer held” is to be determined.

5. As discussed earlier in these materials, many investments in QSB companies 
are through private equity or venture capital funds.  Commonly, these funds are compensated, in 
part, through carried interest which vests when the underlying portfolio investments meet certain 
profit or valuation targets. Carried interest is generally defined as a share of the profits of an 
investment that is paid to the investment manager in excess of the amount of capital that the 
manager contributes to the partnership.  Typically, carried interest is paid in the form of an 
interest in the partnership (the fund).

6. In Revenue Procedure 93-27,498 the IRS provided guidance on the receipt of a 
partnership interest for services provided to a partnership.  In the ruling the IRS defined a capital 
interest as “an interest that would give the holder a share of the proceeds if the partnership’s 
assets were sold at fair market value and then the proceeds were distributed in a complete 
liquidation of the partnership”499 as determined at the time of the receipt of the partnership 
interest.  A profits interest is defined as a “partnership interest other than a capital interest.”500

The ruling provides that if a person receives a profits interest for providing services to or for the 

494 § 1202(h)(2)(C).
495 Treas. Reg. §§ 1.704-1(b)(2)(iv)(d)(3), 1.704-1(b)(2)(iv)(e), 1.704-1(b)(2)(iv)(f), 1.704-1(b)(4)(i), 
1.704-1(b)(5), Ex. 14(i), 1.704-1(b)(5), Ex. 14(ii), 1.704-1(b)(5), Ex. 14(iv), 1.704-1(b)(5), Ex. 18(ii), 
1.704-1(b)(5), Ex. 18(vii), 1.704-1(b)(5), Ex. 18(ix), 1.704-1(b)(5), Ex. 18(x), and 1.704-1(b)(1)(iv).
496 Treas. Reg. § 1.704-1(b)(2)(iv)(e).
497 Treas. Reg. § 1.704-1(b)(2)(iv)(f).
498 Rev. Proc. 93-27, 1993-2 C.B. 343.
499 Id. at section 2.01.
500 Id. at section 2.02.
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benefit of a partnership in a partner capacity or in anticipation of becoming a partner, the receipt 
of the interest is not a taxable event for the partner or the partnership.  This safe harbor does not 
apply, however, if (1) the profits interest relates to a substantially certain and predictable stream 
of income from partnership assets (e.g., high-quality debt securities or high-quality net leases),
(2) within two years after receipt, the partner disposes of the profits interest, or (3) the profits 
interest is an interest in a publicly-traded partnership. In Revenue Procedure 2001-43,501 the IRS 
clarified the 1993 revenue procedure, providing whether an interest granted to a service provider 
is a profits interest is tested at the time the interest is granted, even if, at that time, the interest is 
“substantially nonvested.”502 The 2001 ruling provides, “where a partnership grants an interest in 
the partnership that is substantially nonvested to a service provider, the service provider will be 
treated as receiving the interest on the date of its grant,” provided the following conditions are 
met:503

a. “The partnership and the service provider treat the service provider as 
the owner of the partnership interest from the date of its grant and the service provider takes into 
account the distributive share of partnership income, gain, loss, deduction, and credit associated 
with that interest in computing the service provider's income tax liability for the entire period 
during which the service provider has the interest;”

b. “Upon the grant of the interest or at the time that the interest becomes 
substantially vested, neither the partnership nor any of the partners deducts any amount (as 
wages, compensation, or otherwise) for the fair market value of the interest;” and

c. All the conditions of the 1993 revenue procedure are also satisfied.

7. The foregoing revenue procedures provide a safe harbor method for private 
equity and venture capital funds to grant carried interest to the manager of the fund (and its 
employees) in a manner that is not considered compensation upon grant, when the profits interest 
vests, or importantly, when the carried interest is earned (upon meeting certain profit or valuation 
targets).  Rather, it allows the manager and its employees to be treated as a partner upon grant 
and taxed as a partner on its distributive share of partnership profits and losses.   For this reason, 
carried interest is often structured to meet the requirements of the revenue procedures.

8. It is unclear, how the section 1202 exclusion will be applied to carried 
interest.  As noted above, Revenue Procedure 2001-43 requires that the service provider be 
treated as “the owner of the partnership interest from the date of its grant,” and the service 
provider is required to take into account “the distributive share of partnership income, gain, loss, 
deduction, and credit associated with that interest in computing the service provider's income tax 
liability for the entire period during which the service provider has the interest.” This applies 
whether the carried interest is vested or unvested, subject to a substantial risk of forfeiture or not, 
and regardless of an election under section 83(b) of the Code.504 Thus, the IRS recognizes 
situations where a taxpayer will be treated as a partner even if profits have not yet been realized 
and even before the taxpayer has vested in such profits interest.  This would seem to sufficiently 

501 Rev. Proc. 2001-43, 2001-34 I.R.B. 191.
502 See Treas. Reg. § 1.83-3(b).
503 Rev. Proc. 2001-43, 2001-34 I.R.B. 191, section 4.
504 “Taxpayers to which this revenue procedure applies need not file an election under section 83(b) of the 
Code.” Rev. Proc. 2001-43, 2001-34 I.R.B. 191, section 3.
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satisfy the requirement under section 1202(g)(2)(B) that interest must be “held by the taxpayer on 
the date on which such pass-thru entity acquired such stock” It may also satisfy the limitation 
under section 1202(g)(3) that limits the exclusion “by reference to the interest the taxpayer held 
in the pass-thru entity on the date the qualified small business stock was acquired” because once 
carried interest is earned, it retroactively applies to give the partner an interest in a portfolio 
company (i.e., the QSBS company) that has already been acquired by the partnership fund. The 
Treasury Regulation provide, “The determination of a partner's interest in a partnership shall be 
made by taking into account all facts and circumstances relating to the economic arrangement of 
the partners.”505 The Treasury Regulations specify certain factors to consider in determining a 
partner’s “interest in the partnership” including the partner’s relative contribution to the 
partnership, interest of the partner in economic profit and loss, interest of the partner in cash flow 
and other non-liquidating distributions, and rights of the partner to distributions of capital upon 
liquidation.506

9. In contrast to the foregoing, the Treasury Regulations under section 1045 
dealing with partnerships and the rollover election may provide a very different answer, if these 
regulations apply for section 1202 purposes. As mentioned above, rollover elections under 
section 1045 by partnerships and their eligible partners are subject to a “nonrecognition 
limitation.”  The amount of gain that an eligible partner does not recognize (pursuant to a sale of 
QSBS by a selling partnership) and that can be rolled over into replacement QSBS under section 
1045 cannot exceed the “nonrecognition limitation.”507 The “nonrecognition limitation” is 
generally determined by multiplying the partnership’s realized gain on the QSBS sale against the 
eligible partner’s “smallest percentage interest in partnership capital.”508 The “smallest 
percentage interest in partnership capital” is the partner’s “percentage share of capital determined 
at the time of the acquisition of the QSB stock.”509 as adjusted prior to the time the QSB stock is 
sold to reflect any reduction in the capital of the eligible partner including a reduction as a result 
of a disproportionate capital contribution by other partners, a disproportionate capital distribution 
to the eligible partner or the transfer of an interest by the eligible partner, but excluding income 
and loss allocations.”510 Although the Treasury Regulations specifically provide the foregoing 
provision applies “For purposes of this section”511 (not referencing section 1202),  given the 
extensive linkages and cross references between sections 1202 and 1045, the “smallest 
percentage interest in partnership capital” limitation could apply for purposes of sections 
1202(g)(2)(B) and 1202(g)(3).  If the smallest percentage interest in partnership capital limitation 
did apply for purposes of section 1202, then the partners of the fund manager (general partner) of 
a private equity and venture capital funds would not be afforded the benefits of QSBS treatment 
to the extent the stock is attributable to the fund manager’s carried interest (non-capital interest).  
This limitation, if applicable, would presumably also apply to any interest in the fund manager to 
the extent the fund manager received additional partnership fund interests due to a “fee waiver” 
(i.e., foregoing the annual management fee for additional carried interest in the fund) or other 
cashless contribution.

505 Treas. Reg. § 1.704-1(b)(3)(i).
506 Treas. Reg. § 1.704-1(b)(3)(ii).
507 Treas. Reg. § 1.1045-1(d)(1).
508 Treas. Reg. § 1.1045-1(d)(1)(ii).
509 Treas. Reg. § 1.1045-1(d)(2).
510 Id.
511 Treas. Reg. § 1.1045-1(d)(1).
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10. To date, there is no published guidance on point.  It should be noted, however, 
that section 1045 was enacted in 1997, and the partnership Treasury Regulations under section 
1045 were finalized in 2007, whereas section 1202 was enacted in 1993.  Section 1202 refers 
generally to the interest “held by the taxpayer on the date on which such pass-thru entity acquired 
such stock,” and the exclusion benefits being limited “by reference to the interest the taxpayer 
held in the pass-thru entity on the date the qualified small business stock was acquired.”  It does 
not specifically require a determination that it should be based upon the “smallest percentage 
interest in partnership capital.”  The 1993 and 2001 revenue procedures dealing with profits 
interests, discussed above, were published before the section 1045 partnership regulations, and 
nothing in those regulations refer to or are in contradiction to these rulings.  Therefore, without 
further guidance that specifically provides that the section 1045 partnership limitations also apply 
for purposes of determining eligibility under section 1202, taxpayers may be able to take a 
position that stock acquired or sold as a result of earned carried interest is still eligible for QSBS 
status and the gain exclusion benefits thereunder.

11. The IRS has been asserting penalties more often as a strategic device, 
especially in areas in which the law is undeveloped or otherwise uncertain. All tax advisers need 
to be cognizant of their potential penalty exposure for paid advice regarding filing positions taken 
in client tax returns based on that advice. It is especially important for the adviser to understand 
when a client can take a position without penalty risk but the adviser cannot — without 
disclosure in the client’s tax return. For example, an adviser may tell a client there “is a position” 
for claiming a section 1202 exclusion, and in fact that position may have a reasonable basis. The 
client potentially can take that position without penalty in that case. However, that does not 
protect the paid adviser whose advice is incorporated into that filing position. Only with a 
properly filed Form 8275, “Disclosure Statement” — something that is unnecessary for client 
protection and might actually increase the client audit risk — can the adviser be penalty-
protected.

F. How Should Installment Sales Be Treated for QSBS and Rollover Purposes?

1. An installment sale is generally defined as a disposition of property in which 
one or more payments are to be received after the close of the taxable year in which the 
disposition occurs.512 In order to qualify as an installment sale, at least one payment must be 
received in a taxable year after the year of sale, but there is no requirement that there be more 
than one payment. Under section 453 of the Code, the installment method permits gain from 
installment sales to be reported as the taxpayer receives the payments.513 Each payment received 
is treated in part as a tax-free return of a portion of the seller's adjusted basis in the property, a
taxable realization of the seller's gain, and interest. Assuming the QSBS is not publicly-traded at 
the time of its sale,514 if the seller receives payments in different taxable years, the installment 
method is required unless the seller elects not to have the installment method apply to the sale.515

2. According to the instructions for Schedule D, “If all payments aren’t received 
in the year of sale, a sale of QSB stock that isn’t traded on an established securities market 

512 § 453(b)(1).
513 § 453(c).
514 § 453(k)(2).
515 § 453(d)(1).
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generally is treated as an installment sale and is reported on Form 6252 ... Figure the allowable 
section 1202 exclusion for the year by multiplying the total amount of the exclusion by a fraction, 
the numerator of which is the amount of eligible gain to be recognized for the tax year and the 
denominator of which is the total amount of eligible gain.”516 As such, the instructions 
essentially prorate the Excluded Section 1202 Gain.

3. Consider a taxpayer who sells his or her QSBS shares in a corporation that 
qualifies for the 100% Exclusion Percentage in 2018 for a total consideration of $14 million, but 
$4 million of the proceeds will be held in escrow to be paid in 2019.  Assume the taxpayer’s Per-
Issuer Limitation is $10 million (and zero basis in the QSBS), and the taxpayer will have, in 
aggregate, $10 million of Excluded Section 1202 Gain and $4 million of Non-Section 1202 Gain.
How should the taxpayer report the sale for 2018 and 2019?

a. Option 1: Follow the Schedule D instruction which calls for prorating 
of the Excluded Section 1202 Gain.

(1) Pursuant to this approach, the taxpayer should multiply the total 
$10 million of Excluded Section 1202 Gain by a fraction equal to current year recognized eligible 
gain divided by the total eligible gain.  Total eligible gain would be $14 million and current year 
amount would be $10 million, so the exclusion would be approximately 71% or $7.1 million,
leaving $2.9 million for 2019 – if received.

(2) However, the instructions appear to have no basis in the tax law. 
Section 1202(a) of the Code explicitly excludes from gross income any gain from the sale of 
QSBS stock held for 5 years. There is no exception for installment sales.

b. Option 2: Claim the entire Excluded Section 1202 Gain in 2018 based 
on a reasonable reading of sections 453 and 1202 of the Code.

(1) The Treasury Regulations provide, “Under the installment 
method, the amount of any payment which is income to the taxpayer is that portion of the 
installment payment received in that year which the gross profit realized or to be realized bears to 
the total contract price (the “gross profit ratio”).”517

(2) In this example, $10 million is realized in 2018 of a total contract 
price of $14 million. Since there is no tax basis, the installment gain for 2018 would be $10
million. Apply section 1202(a) and (b) of the Code to the 2018 tax return to determine the 
amount of exclusion. $10 million is the recognized gain, so the $10 million Per-Issuer Limitation
would eliminate the full gain for 2018.

(3) For the 2019 taxable year, the installment sale computation, 
assuming full collection of the remaining $4 million, would generate installment Non-Section 
1202 Gain of $4 million. There is no remaining exclusion available for 2019.

(4) This result is practical, since it does not require taxpayers to 
recalculate gains or exclusion under section 1202 and amend tax returns in the event the 
anticipated payments to be paid after 2018 are not collected.

516 2017 Instructions for IRS Schedule D, Exclusion on Qualified Small Business (QSB) Stock.
517 Treas. Reg. § 15a.453-1(b)(2)(i).
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4. Installment sale treatment on the sale of QSBS likely may not be relied upon 
to satisfy, in part, the 5-year holding period requirement.  For example, consider a taxpayer who 
has held QSBS for 4 years.  The taxpayer sells the QSBS, agreeing to receive equal payments 
over the next 3 taxable years.  The taxpayer may not rely upon installment sale treatment and 
claim that the last 2 installment payments (received more than 5 years after Original Issuance)
qualify as eligible gain, thereby entitling the gain attributable to those payments to exclusion 
under section 1202(a). Although there is no direct guidance on this issue, allowing a taxpayer to 
satisfy the 5-year holding requirement through deferred installment payments would be in 
conflict with the provisions relating to disqualifying hedging transactions under section 1202(j) 
of the Code, as discussed above.

5. On the other hand, installment treatment might be useful with respect to a 
section 1045 rollover.  As discussed above, section 1045(a) of the Code provides a relatively 
short 60-day period to defer and reinvest recognized QSBS gain into a new acquisition of QSBS 
stock. The issue is if a taxpayer sells QSBS stock in an installment sale, can the taxpayer qualify 
for section 1045 rollover by reinvesting, within 60 days, each payment of principal on the 
installment sale in replacement QSBS as the taxpayer receives it, or is the taxpayer required to 
reinvest the total sales price within 60 days of the closing, regardless of the amount of cash or 
other consideration the taxpayer may have received? There is no guidance under section 1045 on 
this issue. However, the 2020 QOZ Final Regulations may shed some light on how the IRS 
could rule on this issue.  Under section 1400Z-2 of the Code, eligible taxpayers have a 180-day 
period to reinvest capital gain in a QOF in order to defer (and possibly exclude a portion) of such 
original gain.  The Treasury Regulations allow an eligible taxpayer to elect to choose the 180-day 
period to begin on either (i) the date a payment under the installment sale is received for that 
year, or (ii) the last day of the taxable year the eligible gain under the installment method would 
be recognized but for deferral under section 1400Z-2.518 Thus, “if an eligible taxpayer receives 
one or more payments on an installment sale and treats the date the payment on the installment 
sale is received as the beginning of the 180-day period, each payment will begin a new 180-day 
period.”519

6. It should be noted that installment payments may not be utilized in this 
manner for purposes of the like-kind exchange period of 180 days under section 1031 of the 
Code.  Perhaps the distinction lies in the language of the statutes.  Unlike sections 1045 and 
1400Z-2 of the Code, the time period of reinvestment under section 1031 of the Code starts “the 
date on which the taxpayer transfers the property relinquished in the exchange,”520 whereas the 
time period of reinvestment starts “beginning on the date of such sale” for both section 1045 and 
section 1400Z-2.521 More importantly, in the absence of significant rulings, regulations, or other 
IRS authority under sections 1045 and 1202 of the Code, it seems more appropriate to look to the 
QOZ rules for guidance, given that QSBS and QOZ share many of the same goals.  Namely, both 
are meant to incentivize certain types of investments (i.e., small business growth investments and 
economic growth in distressed communities) and both provide mechanisms of gain deferral, 
exclusion, and rollover, in order to achieve those results.

518 See Treas. Reg. § 1.400Z2(a)-1(b)(11)(viii)(A) and (B).
519 Treas. Reg. § 1.400Z2(a)-1(b)(11)(viii)(B).
520 § 1031(a)(3)(B)(i).
521 See §§ 1045(a)(1) and 1400Z-2(a)(1)(A). 
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G. When Does It Make Sense to Die with QSBS or Contribute to Charity?

1. The “Step-Up” in Basis

a. Appreciated QSBS is unlike other appreciated property in which a
“step-up” in basis under section 1014(a) of the Code can be highly beneficial.  However, QSBS 
carries Exclusion Percentage benefits that can be transferred (and possibly “stacked” or 
multiplied) “by gift” during the lifetime of the taxpayer, as discussed above.  Generally, 
taxpayers will benefit more from lifetime transfers of QSBS than from the “step-up” in basis 
because the “step-up” is often at the cost of estate tax inclusion.  However, the “step-up” in basis 
can be beneficial in certain circumstances, particularly if the taxpayer does not have any resulting 
estate tax liability.

b. For purposes of the 10 Times Basis Limitation, the “adjusted basis of 
any stock shall be determined without regard to any addition to basis after the date on which such 
stock was originally issued.”522 Furthermore, if a taxpayer contributes property (other than 
money or stock) to a QSB in exchange for stock in the corporation, for section 1202 purposes, the 
“basis of such stock in the hands of the taxpayer shall in no event be less than the fair market 
value of the property exchanged.”523 Depending on the acquisition date of the QSBS, the 
Exclusion Percentage attributable to QSBS can be 50%, 75%, or 100%, and taxpayers will have 
varying Per-Issuer Limitations on eligible gain depending on a number of factors including 
whether the taxpayer has exhausted his or her $10 Million Per Taxpayer Limitation and the tax 
basis of the QSBS for purposes of the 10 Times Basis Limitation. Finally, at death, a taxpayer 
may have significant QSBS that is not considered eligible gain because the taxpayer has not held 
the stock for more than 5 years.  All of the foregoing factors and circumstances will determine 
the amount of Excluded Section 1202 Gain, Section 1202 Gain, and Non-Section 1202 Gain that 
is unrealized at death and ultimately eliminated by the “step-up” in basis.

c. If the “step-up” in basis can be achieved without paying any or very 
little Federal estate and state death tax, then the tax savings are achieved with essentially no cost 
(sometimes referred to as a “free base” situation).  This can occur if the decedent had sufficient 
Applicable Exclusion Amount (including the temporary doubling of this amount under TCJA) to
cover the estate tax cost of inclusion or if the QSBS is transferred to for the benefit of a surviving 
spouse under the marital deduction under section 2056 of the Code.

d. As a result, a “step-up” in basis would be most beneficial to taxpayers 
if, at the time of death, some or all of the following factors are present with respect to the QSBS 
includible in the estate:

(1) Very low adjusted tax basis in the QSBS;

(2) QSBS entitled to an Exclusion Percentage of 50% (resulting in 
50% of the unrealized gain treated as Section 1202 Gain, to the extent of the taxpayer’s Per-
Issuer Limitation at the time of death);

(3) Significant unrealized Non-Section 1202 Gain (due to (i) 
contributions of very low basis property at the time of conversion but not at a sufficiently high 

522 § 1202(b)(1), flush language.
523 § 1202(i)(1)(B).
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value at the time of contribution to dramatically increase the 10 Times Basis Limitation, and (ii)
significant appreciation above the taxpayer’s remaining Per-Issuer Limitation at the time of 
death); and

(4) Significant unrealized appreciation on QSBS that has been held 
for less than 5 years at the time of death.

e. It bears repeating that the “step-up” in basis can result in a “step-down” 
in basis, if the fair market value of the QSBS is less than its adjusted tax basis on the date of 
death. For example, if a taxpayer purchases 100% exclusion QSBS for $3 million in cash and 
dies when the QSBS has a fair market value of $2 million, the basis in the QSBS will “step-
down” to $2 million.  If the QSBS is subsequently sold for $32 million (realizing $30 million of 
gain), the 10 Times Basis Limitation would exclude $20 million of the realized gain (not $30 
million, based on the original cost).  If the taxpayer had made a transfer “by gift” of the $2 
million of QSBS immediately prior to death, the transferee would have been entitled to exclude 
up to $30 million of gain.524

f. Even if the QSBS is appreciated at the time of death, the IRS may argue 
there is a “step-down” in basis for purposes the 10 Times Basis Limitation.  For example, a 
taxpayer holds 100% Exclusion QSBS that has zero adjusted tax basis, but for purposes of the 10 
Times Basis Limitation, the basis under section 1202(i)(1)(B) is $5 million because the taxpayer 
contributed zero basis property valued at $5 million in a section 351 transaction when he or she 
acquired the QSBS.  On the date of the taxpayer’s death, the QSBS has a fair market value of $4 
million.  The estate will get a “step-up” in adjusted tax basis from zero to $4 million under 
section 1014.  If the QSBS is subsequently sold for $54 million (realizing $50 million of gain), 
for purposes of the 10 Times Basis Limitation, is the exclusion limitation $50 million or $40
million? We believe the exclusion limitation remains at $50 million. Although there has been an
“addition to basis after the date on which such stock was originally issued,” it’s important to 
remember that this language applies only for purposes of the 10 Times Basis Limitation.  The 
basis used in the tenfold calculation is still $5 million and to that figure there has not been “any 
addition to basis.” Section 1202(i) trumps any argument to reduce the basis as it clearly provides,
“For purposes of this section—In the case where the taxpayer transfers property (other than 
money or stock) to a corporation in such corporation— the basis of such stock in the hands of the 
taxpayer shall in no event be less than the fair market value of the property exchanged.”525

524A transferee of a gift generally acquires carryover basis, increased by any Federal gift tax paid 
attributable to any appreciation in the property transferred. If the fair market value of the gift is less than 
the donor’s basis, the donee’s basis on a subsequent sale of the property will depend on whether the sale 
creates a gain or a loss.  If the donee recognizes a loss, the donee’s basis for purposes of determining the 
recognizable amount of such loss is the fair market value of the property at the time of the gift. If the 
donee recognizes a gain, the donee’s basis for purposes of determining the recognizable amount of such 
gain is the donor’s basis at the time of the gift.  A sale at an amount somewhere in between the basis for 
determining loss and the basis for determining gain results in no gain or loss recognized. § 1015 and Treas. 
Reg. § 1.1015-1(a)(1) & (2).
525 § 1202(i)(1)(B).
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2. Contributions to Charitable Entities

a. As noted above in the discussion on the “step-up” in basis, the 
unrealized gain in QSBS can be Excluded Section 1202 Gain, Section 1202 Gain, Non-Section 
1202 Gain, and non-eligible gain.  As such, QSBS is not necessarily the best candidate to give to 
a charitable entity (private foundation, donor advised fund, public charity, charitable lead trust, or 
charitable remainder trust) if one of the reasons for the gift is to save income taxes through a 
charitable income tax deduction under section 170 of the Code or by avoiding recognition of such 
gain.  That being said, donors do make contributions of QSBS to charitable entities.

b. If donor contributes QSBS that is not publicly-traded to a private 
foundation, the resulting income tax deduction will be limited to the adjusted basis of the QSBS.  
Private foundations are also subject to an excise tax on investment income under section 4940 of 
the Code.  It is unclear whether Excluded Section 1202 Gain can be used to reduce the excise tax,
assuming that QSBS status can be retained.  To that end, QSBS status can only be retained if the 
private foundation is a trust.  If the trust is a corporation, the QSBS status is lost.

c. The QSBS factors listed above that would favor inclusion in the estate 
to benefit from a “step-up” in basis are the same factors that would favor contribution of the 
QSBS to a charitable entity (like a donor advised fund or other public charity) that is able to 
shelter the taxable gain resulting from the sale of the QSBS.

d. In addition, appreciated QSBS can be contributed (transfer by gift) to 
split-interest charitable trusts like charitable remainder trusts and charitable lead trusts.

(1) A charitable remainder trust is tax exempt, so the sale of QSBS 
by the trust will not be taxable. On the other hand, the distributions to the non-charitable 
beneficiary are taxable pursuant to the “category and class” tier rules of accounting.526 If a 
charitable remainder trust sells QSBS, the Section 1202 Gain (taxed at maximum rate of 28% 
[31.8%]), Excluded Section 1202 Gain (not taxable), and the Non-Section 1202 Gain (taxable as 
long-term capital gain) will each be accounted for differently in the “category and class” tier rules 
of accounting.  Pursuant to these rules, all of the charitable remainder trust’s income is first 
divided into three categories of income: ordinary, capital gains, and other (excluded income). 
Then, within each category, the income is further subdivided into different classes based on the 
federal income tax rate applicable to the income, beginning with the class of income with the 
highest federal income tax rate.527 In the context of QSBS, this means Section 1202 Gain will be 
deemed to be distributed first (i.e., taxed at 28% plus 3.8%), followed by Non-Section 1202 Gain
and non-eligible gain (i.e., taxed at 20% plus 3.8%).528 It is, however, unclear how or if 
Excluded Section 1202 Gain should be accounted for in the tier rules.  One interpretation is the 
Excluded Section 1202 Gain is the gain subject to the lowest rate of tax (0%) and as such, 
Excluded Section 1202 Gain would be distributed at the end of the capital gain category.  Under 
the foregoing interpretation, it’s unclear how this would be calculated as the amount of Excluded 

526 § 664(b) and Treas. Reg. § 1.664-1(d)(1).
527 See Treas. Reg. § 1.664-1(d)(1)(i)(a).
528 “The rules in this paragraph (d)(1) that require long-term capital gains to be distributed in the following 
order: first, 28-percent gain (gains and losses from collectibles and section 1202 gains); second, 
unrecaptured section 1250 gain (long-term gains not treated as ordinary income that would be treated as 
ordinary income if section 1250(b)(1) included all depreciation); and then, all other long-term capital gains 
are applicable for taxable years ending on or after December 31, 1998.” Treas. Reg. § 1.664-1(d)(1)(ix).
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Section 1202 Gain would be subject to the taxpayer’s Per Issuer Limitation, but the taxpayer for 
these purposes could be the charitable remainder trust (as a separate taxpayer who received the 
QSBS in a transfer by gift) or alternatively, the taxpayer for these purposes is the grantor who 
contributed the QSBS since the tier rules function as a way to tax the retained interest of the 
grantor. Another interpretation is that the Excluded Section 1202 is not capital gain at all.  One 
can find support for the latter interpretation in the Treasury Regulations which address the former 
repealed section 1202 stock, which generally provided for a 60% deduction on net capital gain
for non-corporate taxpayers and under the idea that a deduction has the same effect as an 
exclusion over a portion of the gain.  The Treasury Regulations provide, in pertinent part, “The 
deductions allowable to a trust under section … 1202 are not allowed in determining the amount 
or character of any class of items within a category of income described in paragraph (d)(1)(i)(a) 
of this section or to corpus.”529

(2) Unlike charitable remainder trusts, charitable lead trusts are not 
tax exempt.  They can either be structured as non-grantor charitable lead trusts or grantor 
charitable lead trusts.  As discussed above, a contribution to a non-grantor charitable lead trust 
would be considered a permissible transfer “by gift,” allowing the trust to become the taxpayer of 
the QSBS including an additional Per-Issuer Limitation, and a contribution to a grantor charitable 
lead trust is ignored as a transfer, so the stock retains its QSBS status but there is no additional 
Per-Issuer Limitation.

(3) Non-grantor charitable lead trusts do not provide the donor with 
an income tax deduction upon contribution, but the trust is entitled to a charitable income tax 
deduction under section 642(c) of the Code for the annual payments made to charity.  The 
charitable deduction under section 642(c) is only limited by the taxable income of the trust and 
the annual payment to charity.530 It is not limited, as section 170 of the Code limits individual 
donors, by concepts of contribution base and adjusted gross income.  As such, the 642(c) 
deduction is a good mechanism to shelter gain resulting from the sale of QSBS that has 
significant Section 1202 Gain and Non-Section 1202 Gain, particularly if the QSBS is given in 
satisfaction of the required annual payment to charity (a recognition event).531

(4) Grantor charitable lead trusts entitle the donor to an income tax 
deduction, but the grantor continues to be the owner of the grantor trust’s assets for income tax 
purposes.532 The grantor remains responsible for the income tax liability associated with trust’s 
assets.  The IRS has ruled that the annual payment by a charitable lead trust to charity will result 
in recognition of gain if the payment is satisfied with appreciated securities.533 As such, for 
grantors who wish to minimize this tax liability, it is better to contribute 100% Exclusion 
Percentage QSBS that has higher tax basis if at all possible.

529 Treas. Reg. § 1.664-1(d)(2).  Former section 1202 was repealed by section 301(a) of the Tax Reform 
Act of 1986 (P.L. 99-514).
530 In the case of an estate or trust…, there shall be allowed as a deduction in computing its taxable income 
(in lieu of the deduction allowed by section 170(a), relating to deduction for charitable, etc., contributions 
and gifts) any amount of the gross income, without limitation, which pursuant to the terms of the governing 
instrument is, during the taxable year, paid for a purpose specified in section 170(c) (determined without 
regard to section 170(c)(2)(A)). § 642(c).
531 See Rev. Proc. 2007-45 § 5.02(2), 2007-29 I.R.B. 89, and Rev. Rul. 83-75, 1983-1 C.B. 114.
532 See Rev. Proc. 2007-45, 2007-29 I.R.B. 89 and Rev. Proc. 2007-46, 2007-29 I.R.B. 102.
533 PLR 200920031.
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(5) Both non-grantor and grantor charitable lead annuity trusts can 
have additional significant transfer tax benefits to the remainder beneficiaries, and those can be 
amplified by back-loading the payments. QSBS that is expected to appreciate would be good 
candidates to contribute toward that goal.534

H. Can QSBS and QOZ Investments Be Combined?

1. As discussed above, QSBS and QOZ investments encourage certain types of 
investments (i.e., small business investments and economic growth in distressed communities) 
and both provide mechanisms of gain deferral, exclusion, and rollover. Interestingly, there seems 
no prohibition against a taxpayer getting the benefits of both QSBS and QOZ, as long as all of 
the requirements under sections 1202 and 1400Z-2 are simultaneously satisfied. If, indeed, this is 
a possibility, taxpayers may be able to use the QOZ 180-day reinvestment period535 in lieu of 
section 1045’s relatively short 60-day reinvestment period, and exclude under section 1202(a) all 
or a portion (as limited by the $10 Million Per Taxpayer Limitation) of the deferred gain that 
otherwise would be recognized when the investment (or a portion thereof) is sold or exchanged
prior to December 31, 2026 under section 1400Z-2(b)(1). Of course, a taxpayer can defer any 
recognized capital gain (even gain from the sale of a marketable security) by making a QOZ 
investment, and if that investment also qualifies for QSBS benefits, as discussed herein, that 
original gain or a portion thereof can be entirely excluded.

2. For example, in 2020, a taxpayer recognizes $10 million of capital gain536 and
the taxpayer elects under section 1400Z-2(a) to defer the $10 million of capital gain by making 
an investment, within the 180-day period, in a “qualified opportunity fund” (“QOF”), which can
be organized as a corporation or a partnership.537  Assume, for this example, the QOF is a 
partnership (“QOF partnership”),538 and the QOF invests the entire $10 million investment in 
“qualified opportunity zone stock” (“QOZ Stock”).539 Assuming the QOZ Stock is issued by a C 
corporation that meets all of the QSB and QSBS requirements, then the taxpayer should be able 
to combine the QOZ and QSBS benefits. For purposes of this illustration, all other partners in 
the QOF partnership are ignored.  Assume in this example, more than 5 years after the initial 
investment but before December 31, 2026, the $10 million investment in the QOZ stock 
appreciates to $30 million in value, and the QOF partnership sells a portion (approximately 37%)

534 For a more complete discussion of charitable lead trusts and this back-loading concept, see Paul S. Lee, 
Turney P. Berry, and Martin Hall, Innovative CLAT Structures: Providing Economic Efficiencies to a 
Wealth Transfer Workhorse, 37 ACTEC Law J. 93 (Summer 2011).
535 § 1400Z-2(a)(1)(A).
536 This could be a taxpayer who sells QSBS which results in $10 million of capital gain that is not subject 
to exclusion under section 1202(a) (that is, the taxpayer has not held the QSBS for five years, or the gain 
exceeds the taxpayer’s Per-Issuer Limitation). Rather than attempting to roll over the gain under section 
1045 (which would include a rollover of the tax basis in the QSBS, if any) within 60 days, the taxpayer 
elects to defer the $10 million of capital gain by making a QOZ investment.
537 “The term ‘qualified opportunity fund’ means any investment vehicle which is organized as a 
corporation or a partnership for the purpose of investing in qualified opportunity zone property (other than 
another qualified opportunity fund) that holds at least 90 percent of its assets in qualified opportunity zone 
property.” § 1400Z-2(d)(1).
538 See Treas. Reg. § 1.1400Z2 (a)-1(b)(25).
539 § 1400Z-2(d)(2)(A)(i).
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of the QOF Stock for $11 million and distributes the proceeds to the taxpayer. What is the 
resulting tax liability for the taxpayer, and will the taxpayer be able to exclude taxable gain under 
section 1202(a) and still qualify for additional benefits under section 1400Z-2?

3. Section 1400Z-2(b)(1)(A) provides that deferred gain will be included in 
income on “the date on which such investment is sold or exchanged.”  In addition, section 
1202(a) provides an exclusion for “any gain from the sale or exchange” of QSBS held for more 
than 5 years. In this example, there is no question that a sale or exchange of QSBS/QOF Stock
has occurred at the partnership level.  However, with QOFs, the mere sale or exchange doesn’t 
necessarily result in taxable gain.  By way of example, the Treasury Regulations provide that a
QOF has 12 months from the time of the sale or disposition of QOZ property or the return of 
capital from investments in QOZ Stock to reinvest the proceeds in other QOZ property before the 
proceeds would not be considered QOZ property with regards to the 90-percent investment 
requirement.540 In other words, without a corresponding “inclusion event” with respect to the 
taxpayer, no recognition of gain has occurred for the taxpayer. Section 1202(a) requires a “sale 
or exchange” by the taxpayer, and as such, the inclusion event may also need to be considered a 
“sale or exchange.” Furthermore, QSBS gain recognized at the partnership level requires an 
amount to be “included in gross income by reason of holding an interest in a pass-thru entity.”541

As such, certain inclusion events like a transfer by gift of a qualifying interest in a QOF
partnership542 would not be considered a taxable “sale or exchange” and could potentially 
disqualify the QSBS status of the stock.543 Therefore, in order to be sure that the taxpayer will 
get the benefit of the QSBS exclusion, it seems that a sale at the partnership level needs to have a 
corresponding inclusion event at the taxpayer level that is also considered a taxable “sale or 
exchange.”

4. The Treasury Regulations provide that an inclusion event is any event that 
“reduces an eligible taxpayer's direct equity interest for Federal income tax purposes in the 
qualifying investment”544 or pursuant to which the “taxpayer receives property … with respect to 
its qualifying investment and the event is treated as a distribution for Federal income tax 
purposes, whether or not the receipt reduces the eligible taxpayer's ownership of the QOF."545

Specific to partnerships, the Treasury Regulations provide “an actual or deemed distribution of 
property, including cash, by a QOF partnership to a partner with respect to its qualifying 
investment is an inclusion event only to the extent that the distributed property has a fair market 

540 See Treas. Reg. § 1.1400Z2(f)-1(b).
541 § 1202(g)(1).
542 See Treas. Reg. § 1.1400Z2(b)-1(c)(3).
543 As discussed earlier in these materials, section 1202(g)(1) provides that “any amount included in gross 
income by reason of holding an interest in a pass-thru entity” will be subject to exclusion at the partner-
taxpayer level if certain requirements are met including (i) the partnership interest must have “held by the 
taxpayer on the date on which such pass-thru entity acquired such stock and at all times thereafter before 
the disposition of such stock by such pass-thru entity,” § 1202(g)(2)(B); and (ii) such gain subject to partial 
or complete exclusion “shall not apply to any amount to the extent such amount exceeds the amount … 
which … would have applied if such amount were determined by reference to the interest the taxpayer held 
in the pass-thru entity on the date the qualified small business stock was acquired.” § 1202(g)(3). 
544 Treas. Reg. § 1.1400Z2(b)-1(c)(1)(i).
545 Treas. Reg. § 1.1400Z2(b)-1(c)(1)(ii).
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value in excess of the partner's basis in its qualifying investment.”546 In effect, the foregoing 
provision mimics section 731(a)(1) which provides distributions of money in excess of the 
partner’s adjusted basis of such partner’s interest in the partnership will result in gain (although 
distributions of property other than money are generally non-taxable).  Importantly, section 
731(a) provides “any gain or loss recognized under this subsection shall be considered as gain or 
loss from the sale or exchange of the partnership interest of the distributee partner.”547 The 
preamble to the 2020 QOZ Final Regulations explicitly confirms sale or exchange treatment on
this inclusion event: “The Treasury Department and the IRS have determined that an election 
under section 1400Z-2(c)548 should be available for gain resulting from … section 731(a) … on a 
qualifying investment because such gain is treated as gain from the sale or exchange of property 
for Federal income tax purposes.”549 It should be noted that simply holding the QOF partnership 
interest on December 31, 2026, would also be an inclusion event, but such event would likely not 
be considered a sale or exchange.550

5. Assuming the sale of the QSBS/QOF Stock and the corresponding 
distribution of $11 million of money to the taxpayer in this example will satisfy the “sale or 
exchange” requirement under section 1202(a), the taxpayer will recognize $10 million of net 
capital gain. The Treasury Regulations provide, in pertinent part, “In the case of an inclusion 
event described in paragraph (c)(6)(iii)… of this section…, the amount of gain included in gross 
income is equal to the lesser of—(i) The remaining deferred gain; or (ii) The amount that gave 
rise to the inclusion event.”551 The taxpayer’s initial basis in the QOF partnership is zero, but 
because the taxpayer has held the qualified investment for more than 5 years, the basis at the time 
of the distribution is $1 million (10% of the deferred gain).552 Assuming the QOF Stock also 
qualifies as QSBS, then the taxpayer can exclude the $10 million of recognized gain under 
section 1202(a).  The relevant Per-Issuer Limitation for the taxpayer is the $10 Million Per 
Taxpayer, not the 10 Times Basis Limitation, because, for this purpose, any additions to the $0 
basis QOF investment are ignored, and this results in no exclusion under the 10 times basis 
calculation.553

6. Section 1400Z-2(c) provides that if a taxpayer holds a qualifying investment 
for at least 10 years and the taxpayer so elects, “the basis of such property shall be equal to the 
fair market value of such investment on the date that the investment is sold or exchanged.”  In
this example, assume, after more than 10 years from the date of investment, the QOF partnership 
sells the remaining QOF Stock for $19 million (no change in value from date of the distribution 

546 Treas. Reg. § 1.1400Z2(b)-1(c)(6)(iii). See also Treas. Reg. § 1.1400Z2(b)-1(c)(7)(ii) for the 
corresponding rule for S corporation distributions.
547 § 731(a), flush language.
548 Referring to the taxpayer election to adjust the basis of a QOZ investment held for at least 10 years to 
fair market value on the date such investment is sold or exchanged. 
549 Preamble to the 2020 QOZ Final Regulations.
550 See § 1400Z-2(b)(1).  Deferred gain is recognized upon the earlier of a sale or exchange of the 
investment or December 31, 2026. 
551 Treas. Reg. §§ 1.1400Z2(b)-1(e)(2).
552 § 1400Z-2(b)(2)(B)(i), (ii), (iii) and Treas. Reg. §§ 1.1400Z2(b)-1(c)(6)(iii), 1.1400Z2(b)-1(c)(6)(v), 
1.1400Z2(b)-1(e)(5), and 1.1400Z2(b)-1(g)(4).  See also Treas. Reg. §§ 1.1400Z2(b)-1(f)(10) and -1(f)(11) 
(dealing with debt financed distributions from a partnership)
553 § 1202(b)(1), flush language.
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to the taxpayer), and the taxpayer makes the appropriate election to get the benefits of the section 
1400Z-2(c) basis adjustment.  Does the taxpayer, who had a prior inclusion event recognizing the 
entire deferred gain, get the benefit of the basis adjustment to fair market value on all, or a
portion, of the QOF Stock sold?

7. The Treasury Regulations provide a specific set of rules for inclusion events 
that result from partnership distributions (and distributions by QOF S corporations).  The 
preamble explains, “in the case of inclusion events under § 1.1400Z2(b)-1(c)(6)(iii) (partnership 
distributions) and § 1.1400Z2(b)-1(c)(7)(ii) (distributions by QOF S corporation), the section 
1400Z-2(c) election continues to be available to a partner or S corporation shareholder, 
respectively, as long as the QOF owner continues to hold a qualifying investment in the QOF 
partnership or QOF S corporation, despite the distribution that caused an inclusion event.”554

Specifically, the Treasury Regulations provide, “The occurrence of an inclusion event described 
in § 1.1400Z2(b)-1(c)(6)(iii), which addresses a distribution of property by a QOF partnership to 
a QOF partner where the distributed property has a fair market value in excess of the QOF 
partner's basis in its qualifying investment, does not prevent the QOF partner from making a 
subsequent election described in section 1400Z-2(c) with respect to the QOF partner's qualifying 
QOF partnership interest.”555 Significantly, partnership distribution inclusions are not subject to 
the portion reduction rules556 as are other inclusion events (i.e., a sale or gift of a portion of the 
taxpayer’s QOF interest).  These rules generally calculate the amount of gain based upon the fair 
market value of the disposed QOF interest and the fair market value of the total qualifying 
investment.557 These portion rules, under certain circumstances, could limit a taxpayer’s benefit 
under section 1400Z-2(c).  For example, a gift of 90% of a taxpayer’s QOF interest would be an 
inclusion event of 90% of the deferred gain but would also prevent the taxpayer from getting the 
section 1400Z-2(c) basis election on 90% of the QOF investment.558 In contrast, the QOF 
partnership distribution in this example provides for an inclusion event of 100% of the deferred 
gain (also excludable under section 1202(a)) but still allows the taxpayer to get the benefits of the 
basis adjustment under section 1400Z-2(c).

8. In this example, the QOF partnership sells the remaining QOZ Stock after the 
10-year holding period has been satisfied.559 Pursuant to section 1.1400Z2(c)-1(b)(2)(ii)(A) of 
the Treasury Regulations, the taxpayer can make an election to exclude all gain allocable to the 
sale of the qualifying investment.560 The taxpayer is treated as receiving a distribution of cash 

554 Preamble to 2020 QOZ Final Regulations.
555 Treas. Reg. § 1.1400Z2(c)-1(b)(1)(v).
556 Portion rule applies “Except as provided in paragraphs (e)(2) and (4) of this section, …” § 1.1400Z2(b)-
1(e)(1).
557 See Treas. Reg. § 1.1400Z2(b)-1(e)(1)(i) and (ii).
558 Treas. Reg. § 1.1400Z2(c)-1(b)(1)(i) provides, “to the extent a taxpayer described in the preceding 
sentence has an inclusion event described in § 1.1400Z2(b)-1(c) with respect to any portion of a qualifying 
investment, that portion is no longer a qualifying investment and the taxpayer is not eligible to make an 
election pursuant to section 1400Z-2(c) and this section with respect to that portion.”  Section 
1.1400Z2(b)-1(c) of the Treasury Regulations refers generally to the “inclusion events.”
559 After the initial sale of QSBS/QOF Stock and corresponding distribution of the proceeds, it is not 
necessary that the QOF partnership to continue to hold the QOF Stock.  The QOF Stock can be sold and 
reinvested, within 12 months, into a qualified opportunity zone investment that would not be considered 
QSBS and still maintain the ongoing QOZ benefits.
560 Treas. Reg. § 1.1400Z2(c)-1(b)(1)(v).
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and immediately recontributing the cash to the QOF partnership in exchange for a non-qualifying 
investment in the QOF partnership.561 The foregoing contribution and recontribution is only for 
purposes of determining the taxpayer’s qualifying or non-qualifying investment in the QOF 
partnership and has no other Federal income tax consequences.562 The deemed contribution and 
recontribution is not necessary if the QOF partnership distributes, within 90 days, the cash 
proceeds from the sale.563 If the QOF partnership sells the remaining QOZ Stock for $19 million
and within 90 days distributes the proceeds, the taxpayer can elect to exclude such gain and when 
the proceeds from the sale are distributed to the taxpayer, the basis of the taxpayer’s QOF 
partnership interest will be increased by $19 million to reflect the exempt income,564 allowing the 
taxpayer to receive the proceeds free of tax. 565

9. There seems no policy reason or any provision in the Code or the Treasury 
Regulations that would prevent a taxpayer from combining the benefits of QSBS and QOZ
investments. However, getting both benefits will only happen under a narrow set of 
circumstances.  The QOF Stock must satisfy all of the QSBS qualifications, including the
Aggregate Gross Asset Requirement and the Active Business Requirement, which has a
“qualified trade or business” definition that is narrower than the businesses that would be 
considered qualified opportunity zone businesses.   Like QSBS, QOZ Stock must be acquired by
original issuance from a domestic corporation which during “substantially all” of the QOF’s
holding period for such stock, the corporation is a “qualified opportunity zone business.”566 A
“qualified opportunity zone business” is defined as a trade or business (within the meaning of 
section 162 of the Code)567 in which: (i) substantially all of the tangible person property owned 
or leased by the taxpayer is qualified opportunity zone business property;568 (ii) satisfies the 
requirements of section 1397C(b)(2), (4), and (8) of the Code;569 and (iii) is not described in 
section 144(c)(6)(B) of the Code.570

561 Treas. Reg. § 1.1400Z2(c)-1(b)(2)(ii)(B)(1).
562 Id.
563 Treas. Reg. §§ 1.1400Z2(c)-1(b)(2)(ii)(B)(2)(ii) and 1.1400Z2(c)-1(d)(4), Ex. 4.
564 “With respect to the taxpayer making an election under paragraph (b)(2)(ii) of this section, the excess of 
any gains over losses excluded from income under paragraph (b)(2)(ii) of this section is treated as income 
of the partnership … that is exempt from tax under the Internal Revenue Code for purposes of section 
705(a)(1)(B)…” Treas. Reg. § 1.1400Z2(c)-1(b)(2)(ii)(C)(1).
565 If, in this example, the remaining QOF Stock is distributed to the taxpayer, and the taxpayer then sells 
the QOF Stock, the taxpayer can elect under section 1400Z-2(c) to adjust the basis to fair market value at 
the time of the sale. “An eligible taxpayer who makes a deferral election with respect to, or acquires by 
reason of a transaction that is not an inclusion event, a qualifying investment in a QOF, recognizes gain (if 
any) on December 31, 2026, of an amount determined under § 1.1400Z2(b)-1(e)(3) (and so much of § 
1.1400Z2(b)-1(e)(4) as relates to § 1.1400Z2(b)-1(e)(3)) with respect to that qualifying investment, and 
whose holding period in that qualifying investment is at least ten years, is eligible to make an election 
described in section 1400Z-2(c) on the sale or exchange of that qualifying investment.” Treas. Reg. §
1.1400Z2(c)-1(b)(1)(i).
566 § 1400Z-2(d)(2)(B)(i).
567 See Treas. Reg. §§ 1.1400Z-1(d)(1).
568 § 1400Z-2(d)(3)(A)(i).  See Treas. Reg. §§ 1.1400Z-1(d)(1)(i) and 1.1400Z-1(d)(2), establishing a 70-
percent tangible property standard.
569 § 1400Z-2(d)(3)(A)(ii).  See Treas. Reg. § 1.1400Z-1(d)(3).
570 § 1400Z-2(d)(3)(A)(iii). See Treas. Reg. § 1.1400Z-1(d)(1)(iii).
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10. The section 1397C(b) requirements are similar to, but not the same as, the 
Active Business Requirements under section 1202, discussed earlier in these materials. Section 
1397C(b)(2) requires that for each taxable year at least 50 percent of the gross income of a 
qualified opportunity zone business is derived from the active conduct of a trade or business571 in 
the qualified opportunity zone.572 Section 1397C(b)(4) requires, with respect to any taxable year, 
a substantial portion of the intangible property of an opportunity zone business to be used in the 
active conduct of a trade or business in the qualified opportunity zone.573 Section 1397C(b)(8) 
limits in, each taxable year, the average of the aggregate unadjusted bases of the property of a 
qualified opportunity zone business that may be attributable to nonqualified financial property. 
Section 1397C(e)(1) defines the term nonqualified financial property for purposes of section 
1397C(b)(8), and excludes from that term reasonable amounts of working capital held in cash, 
cash equivalents, or debt instruments with a term of 18 months or less (working capital assets).574

11. The reference to section 144(c)(6)(B) provides that the following trades or 
businesses cannot qualify as a qualified opportunity zone business: (i) any private or commercial 
golf course, (ii) country club, (iii) massage parlor, (iv) hot tub facility, (v) suntan facility, (vi) 
racetrack or other facility used for gambling, or (vii) any store the principal business of which is 
the sale of alcoholic beverages for consumption off premises.575 These are often referred to as 
the “sin businesses.” However, outside of the enumerated sin businesses, all other trades or 
businesses would qualify.  As such, there should be a significant amount of active trades or 
businesses that would fall within the “qualified trade or business” definition of section 1202(e)(3) 
and the “qualified opportunity zone business” definition of section 1400Z-2(d)(3).  Notably, 
however, the ownership, operation, and leasing of real property is considered a qualified 
opportunity zone business but would likely not satisfy the Active Business Requirement for 
QSBS purposes.

IV. CONCLUSION

QSBS has finally matured. More than twenty-five years after the enactment of section 
1202, the tax landscape has finally evolved so that the benefits of QSBS should be considered for
all clients who own an interest in a closely-held trade or business (or who are planning to start 
one). It’s not just for technology startups anymore. The time is finally here for sole 
proprietorships, disregarded entities, partnerships, limited liability companies, and S corporations
(with certain limitations), to consider a reorganization that might involve a conversion to a C 
corporation or the creation of a new C corporation.

The benefits of QSBS can be extraordinary: (i) 100% exclusion of gain on the sale of 
QSBS; (ii) ability to rollover gains and defer taxable gains; and (iii) the opportunity “stack” and 
“pack” the exclusion so that the potential exclusion can be in the hundreds of millions.
Unfortunately, section 1202 can present unusual challenges to taxpayers.  It is easy to 

571 Solely for purposes of section 1400Z-2(d)(3)(A), the ownership and operation (including leasing) of real 
property is considered the active conduct of a trade or business, although merely entering into a triple-net-
lease will not qualify. Treas. Reg. § 1.1400Z-1(d)(3)(iii)
572 See Treas. Reg. § 1.1400Z-1(d)(3)(i).
573 See Treas. Reg. § 1.1400Z-1(d)(3)(ii), defining “substantial portion” to mean at least 40 percent.
574 See Treas. Reg. § 1.1400Z-1(d)(3)(iv).
575 See Treas. Reg. § 1.1400Z-1(d)(4).
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inadvertently lose the benefits of QSBS, and the lack of official guidance and the quirks of 
section 1202 makes planning difficult at times.  These materials are an attempt to provide a 
complete and balanced discussion of the qualifications, potential pitfalls, the unresolved issues, 
answers to those issues, and the significant opportunities with QSBS for the careful planner and 
their clients.
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APPENDIX:
MOVEMENT OF QSBS SHARES CHART

Description of Transfer
QSBS

Treatment
of Transfer

QSBS
Status

Retained?

Additional
Per-Issuer

Limitation?

Contribution of QSBS to revocable living trust Ignored Yes No

Gift of QSBS to IDGT Ignored Yes No

Contribution of QSBS to GRAT Ignored Yes No

Payment of QSBS to grantor from GRAT in 
satisfaction of annuity payment Ignored Yes No

QSBS transferred upon expiration of the GRAT term 
to grantor trust Ignored Yes No

QSBS transferred upon expiration of GRAT term to 
individual (other than grantor) or to non-grantor trust By Gift Yes Yes

Sale of QSBS to IDGT in exchange for installment 
note Ignored Yes No

Transfer of QSBS from IDGT to grantor in 
satisfaction of installment note debt held by grantor Ignored Yes No

Taxable sale of QSBS to individual or non-grantor 
trust

Disqualifying
Transfer No No

Gift of QSBS to individual By Gift Yes Yes

Transferring QSBS to spouse who is filing separately By Gift Yes No

Transferring QSBS to spouse who is filing jointly By Gift Yes Unknown
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Transferring QSBS to non-U.S. citizen spouse By Gift Yes Yes

Transferring QSBS incident to divorce By Gift Yes Yes

Contribution of QSBS to non-grantor Trust By Gift Yes Yes

Contribution of QSBS to DING, NING, or other 
incomplete gift non-grantor trust By Gift Yes Yes

Distribution of QSBS from grantor or non-grantor
trust to a beneficiary (other than the grantor) By Gift Yes Yes

Distribution (or decanting) of QSBS from grantor or 
non-grantor trust to another non-grantor trust that is 
considered a separate taxpayer

By Gift Yes Yes

Splitting pot trust holding QSBS into separate trusts 
for certain beneficiaries By Gift Yes Yes

Termination of grantor trust status when trust holds 
QSBS By Gift Yes Yes

Termination of grantor trust status when trust holds 
QSBS and it collateralizes debt that is in excess of 
basis

By Gift &
Disqualifying

Transfer

Yes
&
No

Yes
&
No

Conversion of non-grantor trust to grantor trust status
when trust holds QSBS Ignored Yes No

Conversion of non-grantor trust to grantor trust status
when trust holds QSBS and it collateralizes debt that 
is in excess of basis

Ignored Yes No

Transfer of QSBS pursuant to the exercise of a limited 
or general power of appointment By Gift Yes Yes

Contribution of QSBS to FLP and sale by FLP Disqualifying
Transfer No No

Contribution of QSBS to FLP, distribution back to 
contributing partner, and sale by partner Unknown Unknown Unknown
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Distribution of QSBS from FLP to a partner Partnership to 
Partner Yes No

Contribution of QSBS to disregarded entity LLC Ignored Yes No

Conversion of disregarded entity LLC holding QSBS
to partnership (may depend on whether the QSBS is 
sold by the partnership or by the “contributing”
partner

Unknown Unknown Unknown

Gift of interest in FLP holding QSBS to individual or
non-grantor trust Unknown Unknown Unknown

Gift of interest in FLP holding QSBS to GRAT or 
IDGT, whether a “zeroed-out” gift or a taxable gift Ignored Yes No

Sale of interest in FLP holding QSBS to an IDGT in 
exchange for installment note Ignored Yes No

Contribution of QSBS to S corporation Disqualifying
Transfer No No

Distribution of QSBS from S corporation to 
shareholder

Disqualifying
Transfer No No

Gift of interest in S corporation holding QSBS to 
individual or non-grantor trust Unknown Unknown Unknown

Contribution of QSBS to charitable remainder trust By Gift Yes Unknown

Contribution of QSBS to grantor charitable lead trust Ignored Yes No

Contribution of QSBS to non-grantor charitable lead 
trust By Gift Yes Yes

Bequest of QSBS By Death Yes Yes

Transfer of QSBS in joint account by right of 
survivorship By Death Yes Yes
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Distribution of QSBS from a revocable living trust 
upon the death of the grantor By Death Yes Yes
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Qualified Small Business Stock: Good, Bad, Ugly?

QUINTESSENTIALLY COMPELLING

 100% Capital Gain Exclusion

 Rollover Taxable Gains

 Multiply (Stack & Pack) Exclusion

QUASHING QUALIFICATIONS

 C Corporation

 5-Year Holding Period

 Applies to Stock Sale (Not  Assets)

QUARRELSOME QUAGMIRE

o Quixotic Definitions

o Quirky Qualifications

o Quibbling IRS Guidance
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2

§ 1202 (QSBS) 
Enacted

(50% Exclusion)

QSBS: 25 Years to Mature

1993 1998 2003 2008 2013 2018

QSBS Rate:
14%

AMT QSBS Rate:
14.98%

QSBS Rate:
15.9%

AMT QSBS Rate:
16.88%

QSBS Rate:
0%

AMT Rate:
0%

QSBS Rate:
7.95%

AMT Rate:
9.42%

QSBS Rate:
14%

AMT QSBS Rate:
19.9%, then 17.9%

QSBS
75% Exclusion

QSBS
100% Exclusion

RRA
‘93

TRA
‘97

JGTRRA
‘03

IRRA
‘98

ARRA
‘09

SBJA
‘10

PATHA
‘15

TCJA
‘17

ATRA
‘12HCERA

‘10

LTCG: 28% LTCG: 15% LTCG: 23.8%

Acquired:
2/18/09 to 9/27/10

Acquired:
After 9/27/10

“Clueless” 60% = Every Time Superhero

Acquired
8/11/93 to 2/17/09

3

2018

QSBS: 25 Years to Mature (TCJA Creates Path to QSBS)

2023

TCJA
‘17

§ 199A 20% Deduction
QBI of “Pass-Thru” Entities

(37% to 29.6%?)

C Corporation Tax Rate of 21%

§ 168(k)
100%

Expensing

80/60/40/20%
(2023-2026)

2028 2033

C Corporation“Pass-Thru”

Owner Owner

Conversion?

2038

39.6% [+ 3.8%?]

21%

[23.8%?]

§ 1400Z
Qualified Opportunity Zone

(Deferral/Reduction/Exclusion)

COVID-19
Pandemic
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4

“Qualified Trade or Business” Overlap

Performing
services as an 

employee.

Services in field of:
engineering & 
architecture.

Real estate
development & 
management.

Banking, 
insurance, 
financing, 

and leasing.

Farming and
forestry.

Operating
hotels, motels, 

and restaurants.

All Trades
or

Businesses

§ 199A
“qualified trade

or business”

§ 1202
“qualified trade

or business”

Services consisting of:
investing, investment 

management, trading or 
dealing in securities, 

partnership interests, or 
commodities.

Services in field of:
health, law, 
accounting, 

performing arts, 
consulting,

athletics, financial 
services, 

brokerage 
services, or 

principal asset is 
reputation/skill of 1 

person.
Oil, gas, and 

mineral 
extraction.

5

QSBS & QSB: Corporate and Shareholder Qualifications

Corporation

Shareholder

o $10 Million Per Taxpayer Limitation
o 10 Times Basis Limitation

o Permissible Transfers
o Disqualifying Redemptions/Purchases

o Tacking
o Disqualifying Hedges

o “Substantially All”
o 80 Percent Test
o Qualified Trade or Business

o Aggregate Gross Asset Requirement
o “at all times”Qualified Small Business (QSB) ●

QSBS: Active Business Requirement ●

Exclusion Percentage ●

Per-Issuer Limitation ●

Qualified QSBS Shareholders ●

QSBS: Original Issuance Requirement ●

Eligible Gain (5-Year Holding Period)  ●

Section 1045 Rollovers  ●
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QSBS Basic Elements: Exclusion Percentage

Acquisition
Date

Exclusion
Percentage

Maximum
QSBS
Rate

Maximum
QSBS

AMT Rate

Maximum 
Rate

(No QSBS)

Aug. 11, 1993 to
Feb. 17, 2009 50% 15.90% 16.88% 23.80%

Feb. 18, 2009 to
Sep. 27, 2010 75% 7.95% 9.42% 23.80%

After
Sep. 27, 2010 100% 0.00% 0.00% 23.80%

7

Exclusion Percentage and Calculating Gain

Category
Of

Gain

Maximum
Tax
Rate

Amount
Of

Gain

Federal
Tax

Liability
Excluded

Section 1202
Gain

0.00% $25 Mil. $0.00

Section 1202
Gain 31.80% $25 Mil. $7.95 Million

Non-
Section 1202

Gain
23.80% $45 Mil. $10.71 Million

TOTALS N/A $95 Mil. $18.66 Million

$5 Mil. (Basis)

$100 Mil. (FMV)

Excluded
Section 1202

Gain

Section 1202
Gain

Non-
Section 1202

Gain

Per-Issuer
Limitation
$50 Mil.

(10 x Basis)

50%
Exclusion

Percentage

$1 Mil. (Basis)

$4 Mil. 
Built-In Gain Non-

Section 1202
Gain

If stock had been acquired for appreciated 
property in tax free transaction …
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“Per-Issuer Limitation”

 Prescribes the maximum gain that can be excluded (or partially excluded) each taxable year.

 Each taxable year shall not exceed the GREATER of:

 $10 million reduced by aggregate eligible gain taken for prior taxable years ($10 Million Per Taxpayer Limitation); or

 10 times the aggregate adjusted basis of QSBS sold by the taxpayer in the taxable year (10 Times Basis Limitation).

Quirky of Rules of Construction:

o Calculated each taxable year;

o $10 Million Per Taxpayer reduced by previous eligible 
gain from prior years; and

o 10 Times Basis Limitation is NOT reduced by previous 
year (only the current year counts).

Quixotic Definition of “Adjusted Basis”:

o If taxpayer acquires QSBS through a contribution of 
property, “adjusted basis” shall NOT be less than fair 
market value at the time of contribution.

o “Adjusted basis”  is determined without regard to any 
addition to basis after stock was originally issued to 
the taxpayer.

Queechering Quagswag???:

§ 1202(i)(2) provides basis can be 
adjusted by reason of a “contribution 

to capital” after original issuance, 
providing for an upward adjustment 
of no less than the fair market value 

of any contributed property.

Quibbling Question of Application?:

 Is Per-Issuer Limitation applied against eligible gain first, 
followed by application of the Exclusion Percentage?

X Is Exclusion Percentage applied against eligible gain first, 
followed by the Per-Issuer Limitation?

What about a “step-down” in basis?

9

Qualified QSBS Shareholders

Section 1202 exclusion is available to “a taxpayer other than a corporation” (Qualified QSBS Shareholder), including:
 Individual
 Trust
 Estate

Qualified QSBS Shareholders may benefit from the section 1202 exclusion if QSBS is held by a “Pass-Thru Entity,” including:
 Partnership
 S Corporation
 Regulated Investment Company
 Common Trust Fund

Pass-Thru Entity Requirements:

Partner, shareholder, or owner (who is a Qualified QSBS Shareholder) of a Pass-Thru Entity is entitled to section 1202 
exclusion on gain that allocated to the taxpayer, if the eligible gain is:

o Attributable to a sale or exchange by the Pass-Thru Entity of stock which is QSBS in the hands of such entity (treating 
such entity as an individual) and which was held by such entity for more than 5 years; and

o Includible in the gross income of the owner “by reason of the holding of an interest in such entity which was held by the 
taxpayer on the date on which such pass-thru entity acquired such stock and at all times thereafter before the 
disposition of such stock.”

Pass-Thru Entity Benefit Limitations:

Allocated gain subject to a partial or complete exclusion “shall not apply to any amount to the extent such amount exceeds 
the amount … which … would have applied if such amount were determined by reference to the interest the taxpayer held 
in the pass-thru entity on the date the qualified small business stock was acquired.”
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QSBS Defined and the Original Issue Requirement

In order for stock to be considered Qualified Small Business Stock (QSBS), it must be:

 Stock in a C corporation;

 Issued after August 10, 1993;

 On the date of issuance, issued by a Qualified Small Business (QSB);

 Acquired by the taxpayer at its “original issue” (Original Issuance):

 In exchange for money or other property (other than stock), or

 As compensation for services provided to such corporation.

“Original issue” refers to an issuance of stock directly from the corporation to a Qualified QSBS 
Shareholder, as opposed to an acquisition of such stock on the secondary market or from another 

person who acquired it at original issuance.

This requirement is meant to promote new investment in small business.

11

Disqualifying Corporate Redemptions/Purchases:

 Any purchase from taxpayer (or related person)

 Significant purchase (>5% aggregate stock of corporation) 

Original Issuance, Permitted Transfers, and Disqualifications

Permissible Transfers:

The Original Issuance requirement is not violated if taxpayer receives:

 “By gift”,

 “At death,” or

 In a transfer from a partnership to a partner.

• “By gift” and “at death” are NOT defined.

• Transfer from an S corporation to a shareholder 
is NOT a permissible transfer.

• Contribution from a partner to a partnership is 
NOT included, but can it be remedied?

Original
Issuance

+2 years-2 years

+1 year-1 year

Exceptions:
• De Minimis Amounts:

• $10,000, and
• >2% of taxpayer/corporation.

• Certain purchases involving:
• Service providers, and
• Death of acquiring taxpayers.

Disqualifies all stock 
held by the taxpayer.

Disqualifies all stock
of the corporation.

Original
Issuance
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Eligible Gain: 5-Year Holding and Tacking
Eligible Gain:

The section 1202 exclusion and the Per-Issuer Limitation is applied against “eligible gain” which is:

 Any gain from the sale or exchange of QSBS

 Which has been held by the taxpayer for more than 5 years.

Tacking:

“Tacking” of transferor’s holding period to the transferee allowed with Permissible Transfers:

o “By gift”,
o “At death,” or
o In a transfer from a partnership to a partner.

“Tacking” also available with:

o Corporate conversions,
o Tax-Free Exchanges (E.g., Sections 351 and 368), and
o Section 1045 Rollover.

Disqualifying Hedging Transactions:

If taxpayer (or related party) has “offsetting short position” (short sale, option to sell at a fixed price, or any other 
transaction that substantially reduces the risk of loss) on any QSBS, gain will not qualify for exclusion unless:

o Taxpayer held for more than 5 years on first day of the short position, and
o Taxpayer elects to recognize gain as if the stock was sold at fair market value on that day.

13

Section 1045 Rollover
Taxpayer may defer recognition of gain on the sale of QSBS if:

 Original QSBS has been held by the taxpayer for more than 6 months;

 Taxpayer makes an election to apply section 1045 to the sale; and

 Replacement QSBS is acquired within 60 days of the original sale.

Important Planning Considerations:

o Taxpayer has the option to elect rollover for each sale, if there is more than one sale of QSBS in a year.

o Applies based on the amount of sale proceeds used to acquire replacement stock.

o Separate lot accounting is critical to maximize deferral (otherwise first-in, first-out).

o Basis in the replacement QSBS is applied “in the order acquired.”

Replacement period for  QOZ Fund 
deferral is 180 days.

Query whether QOZ Fund investments 
can be combined with QSBS to 
eliminate deferred capital gain.

Partnership Treasury Regulations:

In 2007, very detailed guidance was issued on the availability of section 1045 rollover to partnerships and their eligible partners

o Allows three different methods of rollover, with elections that can be made by the partnership or by the partners.  Replacement 
QSBS can be purchased by the partnership or the partners.

o Deferral of gain is limited by the Nonrecognition Limitation, defined as:

o Partnership realized gain from the sale of QSBS, multiplied by
o Eligible partner’s “smallest percentage in partnership capital”  determined “at the time of acquisition” of the 

original QSBS.

Can rollover 
be used to 

multiply the 
Per-Issuer 
Limitation?



Chapter 8—Qualified Small Business Stock: The Quest for Quantum Exclusions

 8–11820th Annual Oregon Tax Institute

14

Qualified Small Business (QSB) Defined
“Qualified Small Business” (QSB) is:

 Domestic C corporation
 That meets the “Aggregate Gross Asset Requirement”
 That also “agrees to submit such reports to the Secretary and 

to shareholders as the Secretary may require.”

Aggregate Gross Asset Requirement:
 “At all times” on or after August 10, 1993,
 Before the issuance of stock, 
 Immediately after issuance,
 “Aggregate Gross Assets” do NOT exceed $50 million.

Quixotic Definition of “Aggregate Gross Assets”:

o Liabilities are ignored.

o Amount of cash and the aggregate adjusted bases of property held by the corporation.

o Adjusted basis of contributed property is deemed to be the fair market value at the time of contribution.

Does “at all times” mean every day? Does it suffice 
that on average  or at the end of each fiscal year the 
$50 million threshold is met?

What types of records are to required to prove that 
the Aggregate Gross Asset Requirement is met?

Treasury has not published any reporting 
requirements to be considered a QSB.  Can IRS 
require unreasonable reports during an examination 
and conclude QSB requirements are not met? 

$50 Mil.

FMV

AGA
Stock

Issuance

QSBS QSBS QSBS? Not QSBS

($)

15

QSBS: Active Business Requirement

Stock will not be considered QSBS unless
 “During substantially all of the taxpayer’s holding period,” the corporation 

meets
 the “Active Business Requirement”

Active Business Requirement:
 At least 80 percent (by value) of all of the assets are “in the active conduct

of 1 or more qualified trades or businesses” (80 Percent Test); and
 Corporation is an “eligible corporation” (domestic corporation, with certain 

exceptions).

“Substantially all” is NOT defined.

Applies only to taxpayer’s holding 
period.

No guidance on how “substantially 
all” applies in conjunction with the 80 
Percent Test.

QOZ Treasury guidance helpful?

80 Percent Test:

o No guidance as to whether this must be met at all times, on average, or at the end of each year.

o Parent-Subsidiary (50% or more) look-through rule.

o Deemed to fail if >10 percent of assets consist of real property not used in the active conduct of the trade or business.

o Deemed to fail if 10 percent or more of assets in stocks or securities of non-subsidiary corporations.

o Exceptions and special rules for:
 Working capital operating needs and for research/experimentation of the trade or business.
 Assets needed for start-up activities and certain deductible research and experiment expenses.

Qualified Trade or Business:

Defined by negation (see Venn Diagram).  See section 199A regulations regarding specified service trades or businesses.
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C Corporation Formation or Conversion

Formation of C corporation under section 351
 No gain or loss on transfer of property in exchange for stock in the corporation if
 Immediately after, transferors are in “control” (at least 80 percent of stock).

Methods of converting partnership (incl. LLC, taxed as) to C corporation:
 “Assets-Over”
 “Assets-Up”
 “Interests-Up”
 Check-the-box election (treated as “Assets-Over” for tax purposes)

C Corporation

Partnership

Owners

(1)
351 exchange with 
partnership assets

(2)
Liquidation of 

partnership

Assets-Over

(2)
351 exchange with 

partner assets

C Corporation

Partnership

Owners
(1)

Liquidation of 
partnership

Assets-Up

C Corporation

Partnership

Owners
(1)

351 exchange with 
partner interests

(2)
Liquidation of 

partnership

Interests-Up

Each method of conversion results 
in different basis in corporate shares 

and different “inside basis”  for 
corporation.

No separate lot accounting of basis.

10 Times Basis Limitation & 
Aggregate Gross Assets are 
calculated, in part, by basis.

17

QSBS: Reporting, State Income Tax, Etc.

Federal Reporting

 Section 1202 is NOT elective

 QSB corporations currently have no reporting requirements.

 QSBS shareholders report sales on Schedule D and Form 8949.

 Exclusion is reported as a negative number.
 28% Rate Gain Worksheet
 Special instructions for installment sales.

 IRS has held that gain excluded under section 1202 may not be used to extend the assessment period to 6 years.

State Income Tax Treatment:

o Large proportion of states follow federal treatment of QSBS (or do not have an income tax).

o Some states (e.g., CA and PA) completely disallow the QSBS exclusion.

o Some states (e.g., MA, NJ, and HI) make modifications to the QSBS exclusion.
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Transfers “By Gift,” “At Death,” and Others

Defining Transfers “By Gift” and “At Death”:

 Income Tax Definition, Not Transfer Tax

 Transfers “By Gift”:
 Recognized for income tax purposes but is not a taxable sale or exchange
 Results in a different taxpayer as transferee
 Transferee’s basis is determined under section 1015

 Transfers “At Death”
 Recognized for income tax purposes but is not a taxable sale or exchange
 Results in a different taxpayer as transferee
 Transferee’s basis is determined under section 1014

Transfers Related to Partnerships

 Transfer of QSBS from a partnership to a partner is a permissible transfer

 Contribution of QSBS by a partner to a partnership is NOT a permissible transfer

 Gratuitous transfer of interest in a partnership that holds QSBS
 Section 1202: “held by the taxpayer” at the time of acquisition and “at all times thereafter before disposition.”
 Section 1045 regulations: transfer by gift or at death, transferee treated as having held partnership interest during 

the period the transferring partner held it.

 Transfers related to wholly-owned (disregarded) entities

Transfer resulting from the 
exercise of a general or limited 

power of appointment is 
considered a transfer “by gift.”

QOZ Proposed Regulations 
define transfers “by gift” 

similarly (including changes in 
grantor trust status) as 
“inclusion events” and 

disregard “contributions” to 
grantor trusts

19

Movement of QSBS Shares: Transfers “By Gift”

Description of Transfer Status
Retained?

Additional
Per-Issuer?

Gift to individual Yes Yes

Contribution to non-grantor trust Yes Yes

Contribution to incomplete gift non-grantor trust (i.e., DING or NING) Yes Yes

Distribution from non-grantor trust to a beneficiary Yes Yes

Distribution from grantor trust to a beneficiary (other than grantor) Yes Yes

Distribution (or decanting) from grantor or non-grantor trust to another non-
grantor trust (considered a separate taxpayer) Yes Yes

Splitting pot trust into separate trusts for separate beneficiaries Yes Yes

Transfer on exercise of a general or limited power of appointment Yes Yes

Expiration of GRAT term to non-grantor trust or individual (not grantor) Yes Yes

Gift to spouse who is filing separately Yes No

Gift to spouse who is filing jointly Yes Yes

Transfer incident to a divorce Yes Yes

Contribution to CRT Yes Unknown

Contribution to non-grantor CLT Yes Yes



Chapter 8—Qualified Small Business Stock: The Quest for Quantum Exclusions

 8–12120th Annual Oregon Tax Institute

20

Movement of  QSBS Shares: Ignored Transfers

Description of Transfer Status
Retained?

Additional
Per-Issuer?

Contribution to revocable trust Yes No

Taxable gift to IDGT Yes No

Contribution to GRAT Yes No

Transfer to grantor from GRAT in satisfaction of annuity payment Yes No

Expiration of GRAT term to a grantor trust Yes No

Sale to IDGT in exchange for installment note Yes No

Transfer to grantor in satisfaction of installment note debt held by grantor Yes No

Contribution to grantor CLT Yes No

21

Movement of QSBS Shares: Entity-Related Transfers

Description of Transfer QSBS
Treatment

Status
Retained?

Additional
Per-Issuer?

Contribution to FLP Unknown Unknown Unknown

Distribution from FLP to partner Permitted Yes No

Contribution to disregarded entity Ignored Yes No

Gift of interest in FLP to individual or non-grantor trust Unknown Unknown Unknown

Gift of FLP interest to GRAT or IDGT Ignored Yes No

Sale of FLP interest to IDGT in exchange for promissory note Ignored Yes No

Contribution to S corporation Disqualifying No No

Distribution from S corporation Disqualifying No No

Gift of interest in S corporation to individual or non-grantor trust Unknown Unknown Unknown

Gift of S corporation to GRAT or IDGT Ignored Yes No

Termination of GRAT with FLP interest passing to grantor trust Ignored Yes No

Conversion of disregarded LLC to partnership Unknown Unknown Unknown

Conversion of partnership or S corporation to C corporation Disqualifying No No

Exchange under Sections 351 or 368 Permitted Yes No
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Movement of QSBS Shares: Other Transfers

Description of Transfer QSBS
Treatment

Status
Retained?

Additional
Per-Issuer?

Termination of grantor trust status By gift Yes Yes

Termination of grantor trust status with debt in excess of basis By gift &
Disqualifying Yes & No Yes & No

Conversion of non-grantor trust to grantor trust Ignored Yes No

Conversion of non-grantor trust to grantor trust with debt in excess 
of basis Ignored Yes No

Bequest of QSBS By death Yes Yes

Transfer to survivor from joint account By death Yes Yes

Distribution from revocable trust upon death of grantor By death Yes Yes

23

Getting Both Per-Issuer Limitations

 Prescribes the maximum gain that can be excluded (or partially excluded) each taxable year.

 Each taxable year shall not exceed the GREATER of:

 $10 million reduced by aggregate eligible gain taken for prior taxable years ($10 Million Per Taxpayer Limitation); or

 10 times the aggregate adjusted basis of QSBS sold by the taxpayer in the taxable year (10 Times Basis Limitation).

Rules of Construction:

o Calculated each taxable year;

o $10 Million Per Taxpayer reduced by previous eligible gain from prior years; and

o 10 Times Basis Limitation is NOT reduced by previous year (only the current year counts).

Ordering QSBS Sales:

o Utilize multiple taxable years

o Sell 100% Exclusion Percentage QSBS before 75% and 50% QSBS

o Sell lowest basis QSBS first to utilize the $10 Million Per Taxpayer Limitation

o Consider selling multiple lots to maximize the “aggregate” cost basis for the 10 Times Basis Limitation

o Take advantage of “stacking” (multiplying) the Per Issuer Limitation to other taxpayers
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“Stacking” the Per-Issuer Limitation

QSBS

• Individual

• Non-Grantor Trust

• Incomplete Gift Non-Grantor Trust

• Pot trust to separate trusts for each beneficiary

• Trust distribution to beneficiary

Caveat:
§ 643(f) “Multiple Trust”
Treasury Regulations

 Stacking (Multiplying) the $10 Million Per Taxpayer Limitation with “by gift” transfers

QSBS

• Replacement QSBS No. 1

• Replacement QSBS No. 2

• Replacement QSBS No. 3

 Creating New $10 Million Per Taxpayer Limitation with section 1045 rollover

Per-Issuer Limitation is
based upon the stock

“issued by such corporation.”

25

“Packing” the Per-Issuer Limitation

 Packing (Maximizing) the 10 Times Basis Limitation with contributions of property

 Packing the 10 Times Basis Limitation with non-eligible gain

$10 Mil. (Basis)

$40 Mil. 
Built-In Gain X 10  =  $500 Million Per-Issuer Limitation

10 Times Basis Limitation Defined

“10 times the aggregate adjusted bases of qualified small business stock issued 
by such corporation and disposed of by the taxpayer during the taxable year.”

NOT defined in terms of QSBS 
eligible gain (5-year holding period) 

of the taxable year.

(Eligible Gain)
Sell $0 basis QSBS

held for more than 5 years for
$40 million of gain

Exercise option to purchase
$4 million for $1 million QSBS
($3 million of ordinary income)

(Non-Eligible Gain)
Sell option-acquired

QSBS stock for
nominal gain

$40 Million
Per-Issuer Limitation+ + =
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QSBS and Pre-Existing Businesses

The “Flush” Language
“In the case of any stock which would be described in the preceding sentence (but for this sentence), the 
acquisition date for purposes of this subsection shall be the first day on which such stock was held by the 
taxpayer determined after the application of section 1223.” §§ 1202(a)(3) and 1202(a)(4).

C Corporation

Contributing
Controlling

Shareholders

(Property Purchased in 1990)

(§ 1223)
1990 holding period

Legislative History
o Flush language only applies for section 1045 rollover purposes.
o “The provision is not intended to change the acquisition date determined under Section 1202(i)(1)(A) for 

certain stock exchanged for property.”

“In the case where the 
taxpayer transfers property 

(other than money or 
stock) to a corporation in 

exchange for stock in such 
corporation, such stock 

shall be treated as having 
been acquired by the 

taxpayer on the date of 
such exchange.” 
§ 1202(i)(1)(A).

27

Partnership Division and C Corporation Conversion

C Corporation

Partnership

Owners

(1)
351 exchange with 
partnership assets

(2)
Liquidation of 

partnership

Assets-Over

(2)
351 exchange with 

partner assets

C Corporation

Partnership

Owners
(1)

Liquidation of 
partnership

Assets-Up

C Corporation

Partnership

Owners
(1)

351 exchange with 
partner interests

(2)
Liquidation of 

partnership

Interests-Up

Partnership

Partnership 1 Partnership 2

Anti-Abuse Consideration

“The Secretary shall prescribe such 
regulations as may be appropriate 
to carry out the purposes of this 
section, including regulations to 

prevent the avoidance of the 
purposes of this section through 

split-ups, shell corporations, 
partnerships, or otherwise.”
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QSBS and S Corporations

S Corporation

Shareholders

C Corporation
(QSB not Q-Sub)

Original Issuance (i.e., C corporation) requirement 
likely prevents S corporation from issuing QSBS 
even if QSBS “substantially all” requirement is met.

C corporation that temporarily converts to an S 
corporation may still be able to claim QSBS status 
because QSBS “substantially all” requirement is still 
a possibility.

Original shareholders of a corporation that originally 
started as an S corporation will not be able to claim 
QSBS, but subsequent issuances after converting 
to a C corporation may qualify as QSBS.

Parent-subsidiary limitation of Aggregate Gross 
Asset Requirement (i.e., $50 million) may limit 
ability of pre-existing business to create non-Q-Sub 
QSB.

One option is a tax-free division under section 355.

29

Queries: Installment Sales, QSBS, and 1045 Rollovers

Installment
Obligation

5 year
Holding Period

Eligible
Gain?

Original
QSBS

Replacement
QSBS

Replacement
QSBS?

Replacement
QSBS?

Replacement
QSBS?

Replacement
QSBS?

§ 1045 
Rollover

Schedule D Instructions

Year 1 Year 2
$10 Mil. $4 Mil

Excluded Section 1202 Gain

($7.1 Mil.) ($2.9 Mil.)

Installment Sale Gross Profit Ratio

Year 1 Year 2
$10 Mil. $4 Mil

Excluded Section 1202 Gain

($10 Mil.) ($0.0 Mil.)

VS.

60 days 60 days 60 days 60 days 60 days



Chapter 8—Qualified Small Business Stock: The Quest for Quantum Exclusions

 8–12620th Annual Oregon Tax Institute

30

QSBS and QOZ: Can You Get Both Benefits?

+180 days
+5 Years

(10% Basis Increase + Eligible Gain)
+5 Years

(Basis Increase to FMV) 
12/31/26

Inclusion Event that is a sale or exchange
required for QSBS & QOZ purposes

Distribution in excess of
basis of partnership interest

is a sale or exchange under 721(a)

12/31/26 Inclusion is NOT a sale or exchange

Partnership distribution inclusion event
NOT subject to “portion” rule

$10 Mil.
Capital
Gain
Event

Election to
Defer Gain

Investment in
QOF Partnership

QOF Partnership
Acquires

QOF Stock/QSBS
by

Original Issuance

QOF Partnership Sells
$11 Mil. of $30 Mil.
QOF Stock/QSBS

QOF Partnership
Distributes $11 Mil.

10% Basis Increase ($1 Mil.)
to QOF Partnership Interest

$10 Mil. Inclusion Event
and QSBS “Eligible Gain”

QSBS Exclusion
($10 Mil. Per Taxpayer)

QOF Partnership Sells
Remaining $19 Mil.
QOF Stock/QSBS

QOF Partnership
Distributes $19 Mil.

Partner Elects to
Exclude Gain

$19 Mil. Basis Increase
to QOF Partnership Interest

No Taxable Gain

§ 1400Z-2
“qualified opportunity

zone business”

§ 162
Trade or Business

§ 1397C(b)(2), (4), (8)

“Sin” Business Exclusion

§ 1202
“qualified trade

or business”

Active Business
Requirement

Aggregate Gross
Asset

Requirement

QSBS
&

QOF
Stock
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QSBS and Carried Interest
Section 1202 benefits with a pass-thru entity:

 Limited by the interest “held by the taxpayer on the date on which such pass-thru entity acquired such stock,” and

 May not exceed that amount that would have been excludable “by reference to the interest the taxpayer held in the 
pass-thru entity on the date the qualified small business stock was acquired.”

2007 Partnership Section 1045 Treasury Regulations:
Deferral of gain is limited by the Nonrecognition Limitation, defined as:

o Partnership realized gain from the sale of QSBS, multiplied by

o Eligible partner’s “smallest percentage in partnership capital”  determined “at the time of acquisition” of the 
original QSBS.

Revenue Procedure 93-27:
o Capital interest is based on proceeds received upon complete liquidation.  Profits interest is an interest other than a capital 

interest.
o If person receives a profits interest for providing services to or for the benefit of a partnership in a partner capacity or in 

anticipation of becoming a partner, the receipt of the interest is not a taxable event for the partner or the partnership.

Revenue Procedure 2001-43
o “Where a partnership grants an interest in the partnership that is substantially nonvested to a service provider, the service 

provider will be treated as receiving the interest on the date of grant,” provided:

 Partnership and service provider treat service provider as the owner of the partnership interest from the date of its 
grant and service provider takes into account the distributive share of partnership income for the entire period the 
service provider has the interest.

 On the date of grant of the interest or when it becomes substantially vested, neither the partnership nor any partner 
deducts any amount for the fair market value of the interest.
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Married Filing Separately or Jointly

• Section 1202(b)(3)(A):

In the case of a separate return by a married individual, the $10 Million Per Taxpayer Limitation shall be applied by 
substituting “$5,000,000” for “$10,000,000”

• Section 1202(b)(3)(B):

In the case of any joint return, the amount of eligible gain taken into account shall be allocated equally between the 
spouses for purposes of applying this subsection to subsequent taxable years.

o “The term ‘taxpayer’ means any person subject to any internal revenue tax.” § 7701(a)(14).

o “If a joint return is made, the tax shall be computed on the aggregate income and the liability with respect to such tax shall be 
joint and several.” § 6013(d)(3).

o “It is a long recognized legal maxim that a husband and wife are separate and distinct taxpayers notwithstanding the fact 
that they have filed joint Federal income tax returns.” Nell v. Commissioner, T.C. Memo. 1982-228.

o TAM 9853002
o Taxpayer and spouse are not considered a single taxpayer for purposes of the $5 million limitation of section 453A.
o “In particular, if Congress had intended that married individuals be treated as one taxpayer for purposes of apply the 

$5,000,000 limitation…, it could have easily provided for this attribution in express terms… Where Congress is silent on 
this point, as in section 453A, we do not believe that an allocation between married individuals can be implied.”

o Taxpayer and spouse filed separately.

 Each taxable year shall not exceed the GREATER of:

 $10 million reduced by aggregate eligible gain taken for prior taxable years ($10 Million Per Taxpayer Limitation); or

 10 times the aggregate adjusted basis of QSBS sold by the taxpayer in the taxable year (10 Times Basis Limitation).
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Charitable Planning and the Basis Adjustment at Death

$5 Mil. (Basis)

$100 Mil. (FMV)

Excluded
Section 1202

Gain

Section 1202
Gain

Non-
Section 1202

Gain

Per-Issuer
Limitation
$50 Mil.

(10 x Basis)

50%
Exclusion

Percentage

$1 Mil. (Basis)

$4 Mil. 
Built-In Gain Non-

Section 1202
Gain

If stock had been acquired for appreciated 
property in tax free transaction …

Consider for Charity & Basis Adjustment

o Very low adjusted tax basis

o 50% or 75% Exclusion Percentage

o Significant unrealized Non-Section 1202 Gain

o Less than 5 year holding period stock

“Step-down” in basis may not affect 10 Times Basis Limitation
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Disclosures

LEGAL, INVESTMENT AND TAX NOTICE: This information is not intended to be and should not be treated as legal advice, investment advice or tax advice. 
Readers, including professionals, should under no circumstances rely upon this information as a substitute for their own research or for obtaining specific 
legal or tax advice from their own counsel. These materials do not constitute and should not be treated as, legal, tax or other advice regarding the use of any 
particular tax, estate planning or other technique, device, or suggestion, or any of the tax or other consequences associated with them. Although reasonable 
efforts have been made to ensure the accuracy of these materials and the seminar presentation, neither Paul Lee, nor The Northern Trust Corporation, 
assumes any responsibility for any individual’s reliance on the written or oral information presented during the seminar. Each seminar attendee should verify 
independently all statements made in the materials and during the seminar presentation before applying them to a particular fact pattern, and should 
determine independently the tax and other consequences of using any particular device, technique, or suggestion before recommending it to a client or 
implementing it for a client.

OTHER IMPORTANT INFORMATION: This presentation is for your private information and is intended for one-on-one use only. The information is intended 
for illustrative purposes only and should not be relied upon as investment advice or a recommendation to buy or sell any security. Northern Trust and its 
affiliates may have positions in, and may effect transactions in, the markets, contracts and related investments described herein, which positions and 
transactions may be in addition to, or different from, those taken in connection with the investments described herein. Opinions expressed are current only as 
of the date appearing in this material and are subject to change without notice. 

No information provided herein shall constitute, or be construed as, a recommendation or an offer to sell or a solicitation of an offer to acquire any security, 
investment product or service and should not be treated as legal advice, investment advice or tax advice. This material is provided for educational and 
informational purposes only. Opinions expressed are those of the presenter and are subject to change without notice.

Past performance is no guarantee of future results. Periods greater than one year are annualized. Performance assumes the reinvestment of dividends 
and earnings and is shown gross of fees, unless otherwise noted. Returns of the indexes and asset class projections do not reflect the deduction of fees, 
trading costs or expenses. It is not possible to invest directly in an index. Indexes and trademarks are the property of their respective owners, all rights 
reserved. A client's actual returns would be reduced by investment management fees and other expenses relating to the management of his or her account. 
To illustrate the effect of compounding of fees, a $10,000,000 account which earned a 8% annual return and paid an annual fee of 0.75% would grow in value 
over five years to $14,693,281 before fees, and $14,150,486 million after deduction of fees. For additional information on fees, please read the accompanying 
disclosure documents or consult your Northern Trust Representative. 

There are risks involved in investing including possible loss of principal. There is no guarantee that the investment objectives or any fund or strategy will be 
met. Risk controls and asset allocation models do not promise any level of performance or guarantee against loss of principal.  All material has been obtained 
from sources believed to be reliable, but the accuracy, completeness and interpretation cannot be guaranteed.

Securities products and brokerage services are sold by registered representatives of Northern Trust Securities, Inc. (member FINRA, SIPC), a registered 
investment adviser and wholly owned subsidiary of Northern Trust Corporation. Investments, securities products and brokerage services are:

Not FDIC Insured   |   No Bank Guarantee   |    May Lose Value
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We apologize to our readers. If we had more time, this outline would be much shorter.
This recent developments outline discusses, and provides context to understand the significance 
of, the most important judicial decisions and administrative rulings and regulations promulgated by 
the Internal Revenue Service and Treasury Department during the most recent twelve months—and 
sometimes a little farther back in time if we find the item particularly humorous or outrageous. Most 
Treasury Regulations, however, are so complex that they cannot be discussed in detail and, anyway, 
only a devout masochist would read them all the way through; just the basic topic and fundamental 
principles are highlighted—unless one of us decides to go nuts and spend several pages writing one 
up. This is the reason that the outline is getting to be as long as it is. Amendments to the Internal 
Revenue Code are discussed to the extent that (1) they are of major significance, (2) they have led to 
administrative rulings and regulations, (3) they have affected items previously covered in the outline, 
or (4) they provide an opportunity to mock our elected representatives; again, sometimes at least one 
of us goes nuts and writes up the most trivial of legislative changes. The outline focuses primarily on 
topics of broad general interest (to us, at least)—income tax accounting rules, determination of gross 
income, allowable deductions, treatment of capital gains and losses, corporate and partnership taxation, 
exempt organizations, and procedure and penalties. It deals summarily with qualified pension and profit 
sharing plans, and generally does not deal with international taxation or specialized industries, such as 
banking, insurance, and financial services.
The last twelve months have yielded many significant administrative, legislative, and judicial developments 
in the area of federal income taxation. The Treasury Department and the Service have continued to 
issue important administrative guidance pursuant to the legislation Congress enacted in late 2017, “An 
Act to provide for reconciliation pursuant to titles II and V of the concurrent resolution on the budget for 
fiscal year 2018,” Pub. L. No. 115-97, and colloquially known as the “2017 Tax Cuts and Jobs Act.” And 
the last twelve months have resulted in more tax legislation. The Further Consolidated Appropriations 
Act, 2020, Pub. L. No. 116-94, enacted on December 20, 2019, repealed the taxes commonly known as 
the medical device tax and the Cadillac tax, modified the rules for contributions to and distributions from 
certain retirement plans, temporarily extended several expired or expiring provisions, and provided tax 
relief to those in areas affected by certain natural disasters. The Families First Coronavirus Response 
Act, Pub. L. No. 116-127, enacted on March 18, 2020, provides businesses with tax credits to cover 
certain costs of providing employees with required paid sick leave and expanded family and medical 
leave, for reasons related to the Coronavirus (COVID-19) pandemic, through December 31, 2020. The 
Coronavirus Aid, Relief, and Economic Security Act, Pub. L. No. 116-136 (“CARES Act”), enacted on 
March 27, 2020, also in response to the COVID-19 pandemic, is economic stimulus legislation that 
provides, among other things, targeted tax relief for individuals and businesses including (i) a one-time 
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rebate to taxpayers; (ii) modification of the tax treatment of certain retirement fund withdrawals and 
charitable contributions; (iii) a delay of employer payroll taxes and taxes paid by certain corporations; 
and (iv) other changes to the tax treatment of business income, interest deductions, and net operating 
losses. The Paycheck Protection Program Flexibility Act of 2020, Pub. L. No. 116-142 (“PPP Flexibility 
Act”), enacted on June 5, 2020, modifies several aspects of the forgivable Paycheck Protection Program 
loans authorized by the CARES Act and made available through the Small Business Administration 
(commonly referred to as PPP loans), including a repeal of the rule that precluded employers whose 
PPP loans are forgiven from deferring deposits of the employer’s share of Social Security tax. This 
outline discusses the major administrative guidance issued, summarizes the legislative changes that, 
in our judgment, are the most important, and examines significant judicial decisions.
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I. ACCOUNTING 
 Accounting Methods 
 Inventories 
 Installment Method 
 Year of Inclusion or Deduction 

 Accrual-method taxpayers may have to recognize income sooner as a result of 
legislative changes. The 2017 Tax Cuts and Jobs Act, § 13221, amended Code § 451 to make two 
changes that affect the recognition of income and the treatment of advance payments by accrual method 
taxpayers. Both changes apply to taxable years beginning after 2017. Any change in method of 
accounting required by these amendments for taxable years beginning after 2017 is treated as initiated 
by the taxpayer and made with the consent of the IRS. 

All events test linked to revenue recognition on certain financial statements. The legislation 
amended Code § 451 by redesignating § 451(b) through (i) as § 451(d) through (k) and adding a new 
§ 451(b). New § 451(b) provides that, for accrual-method taxpayers, “the all events test with respect 
to any item of gross income (or portion thereof) shall not be treated as met any later than when such 
item (or portion thereof) is taken into account as revenue in” either (1) an applicable financial 
statement, or (2) another financial statement specified by the IRS. Thus, taxpayers subject to this rule 
must include an item in income for tax purposes upon the earlier of satisfaction of the all events test or 
recognition of the revenue in an applicable financial statement (or other specified financial statement). 
According to the Conference Report that accompanied the legislation, this means, for example, that 
any unbilled receivables for partially performed services must be recognized to the extent the amounts 
are taken into income for financial statement purposes. Income from mortgage servicing contracts is 
not subject to the new rule. The new rule also does not apply to a taxpayer that does not have either an 
applicable financial statement or another specified financial statement. An “applicable financial 
statement” is defined as (1) a financial statement that is certified as being prepared in accordance with 
generally accepted accounting principles that is (a) a 10-K or annual statement to shareholders required 
to be filed with the Securities and Exchange Commission, (b) an audited financial statement used for 
credit purposes, reporting to shareholders, partners, other proprietors, or beneficiaries, or for any other 
substantial nontax purpose, or (c) filed with any other federal agency for purposes other than federal 
tax purposes; (2) certain financial statements made on the basis of international financial reporting 
standards and filed with certain agencies of a foreign government; or (3) a financial statement filed 
with any other regulatory or governmental body specified by IRS. 

Advance payments for goods or services. The legislation amended Code § 451 by redesignating 
§ 451(b) through (i) as § 451(d) through (k) and adding a new § 451(c). This provision essentially 
codifies the deferral method of accounting for advance payments reflected in Rev. Proc. 2004-34, 
2004-22 I.R.B. 991. New § 451(c) provides that an accrual-method taxpayer who receives an advance 
payment can either (1) include the payment in gross income in the year of receipt, or (2) elect to defer 
the category of advance payments to which such advance payment belongs. If a taxpayer makes the 
deferral election, then the taxpayer must include in gross income any portion of the advance payment 
required to be included by the applicable financial statement rule described above, and include the 
balance of the payment in gross income in the taxable year following the year of receipt. An advance 
payment is any payment: (1) the full inclusion of which in gross income for the taxable year of receipt 
is a permissible method of accounting (determined without regard to this new rule), (2) any portion of 
which is included in revenue by the taxpayer for a subsequent taxable year in an applicable financial 
statement (as previously defined) or other financial statement specified by the IRS, and (3) which is 
for goods, services, or such other items as the IRS may identify. The term “advance payment” does not 
include several categories of items, including rent, insurance premiums, and payments with respect to 
financial instruments. 

 Guidance on accounting method changes relating to new § 451(b). Rev. 
Proc. 2018-60, 2018-51 I.R.B. 1045 (11/29/18). Rev. Proc. 2018-60 modifies Rev. Proc. 2018-31, 
2018-22 I.R.B. 637, to provide procedures under § 446 and Reg. § 1.446-1(e) for obtaining automatic 
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consent with respect to accounting method changes that comply with § 451(b), as amended by 2017 
Tax Cuts and Jobs Act, § 13221. In addition, Rev. Proc. 2018-60 provides that for the first taxable year 
beginning after December 31, 2017, certain taxpayers are permitted to make a method change to 
comply with § 451(b) without filing a Form 3115, Application for Change in Accounting Method. 

 Proposed regulations issued on requirement of § 451(b)(1) that an accrual 
method taxpayer with an applicable financial statement treat the all events test as satisifed no 
later than the year in which it recognizes the revenue in an applicable financial statement. REG-
104870-18, Taxable Year of Income Inclusion Under an Accrual Method of Accounting, 84 F.R. 47191 
(9/9/19). The Treasury Department and the IRS have issued proposed regulations regarding the 
requirement of § 451(b)(1), as amended by the 2017 Tax Cuts and Jobs Act, that accrual method 
taxpayers with an applicable financial statement must treat the all events test with respect to an item of 
gross income (or portion thereof) as met no later than when the item (or portion thereof) is taken into 
account as revenue in either an applicable financial statement (AFS) or another financial statement 
specified by the IRS (AFS income inclusion rule). New Prop. Reg. § 1.451-3 clarifies how the AFS 
income inclusion rule applies to accrual method taxpayers with an AFS. Under Prop. Reg. § 1.451-
3(d)(1), the AFS income inclusion rule applies only to taxpayers that have one or more AFS’s covering 
the entire taxable year. In addition, the proposed regulations provide that the AFS income inclusion 
rule applies on a year-by-year basis and, therefore, an accrual method taxpayer with an AFS in one 
taxable year that does not have an AFS in another taxable year must apply the AFS income inclusion 
rule in the taxable year that it has an AFS, and does not apply the rule in the taxable year in which it 
does not have an AFS. The proposed regulations clarify that the AFS income inclusion rule does not 
change the applicability of any exclusion provision, or the treatment of non-recognition transactions, 
in the Code, regulations, or other published guidance. Generally, the proposed regulations (1) clarify 
how the AFS inclusion rule applies to multi-year contracts; (2) describe and clarify the definition of an 
AFS for a group of entities; (3) define the meaning of the term “revenue” in an AFS; (4) define a 
transaction price and clarify how that price is to be allocated to separate performance obligations in a 
contract with multiple obligations; and (5) describe and clarify rules for transactions involving certain 
debt instruments. The regulations are proposed to apply generally to taxable years beginning on or 
after the date final regulations are published in the Federal Register. Because the tax treatment of 
certain fees (such as certain credit card fees), referred to as “specified fees,” is unclear, there is a one-
year delayed effective date for Prop. Reg. § 1.451-3(i)(2), which applies to specified fees. Until final 
regulations are published, taxpayers can rely on the proposed regulations (other than the proposed 
regulations relating to specified fees) for taxable years beginning after December 31, 2017, provided 
that they: (1) apply all the applicable rules contained in the proposed regulations (other than those 
applicable to specified fees), and (2) consistently apply the proposed regulations to all items of income 
during the taxable year (other than specified fees). Taxpayers can similarly rely, subject to the same 
conditions, on the proposed regulations with respect to specified credit card fees for taxable years 
beginning after December 31, 2018. 

 Proposed regulations issued on advance payments for goods or services 
received by accrual method taxpayers with or without an applicable financial statement. REG-
104554-18, Advance Payments for Goods, Services, and Other Items, 84 F.R. 47175 (9/9/19). The 
Treasury Department and the IRS have issued proposed regulations regarding accrual method 
taxpayers with or without an applicable financial statement (AFS) receiving advance payments for 
goods or services. The proposed regulations generally provide that an accrual method taxpayer with 
an AFS includes an advance payment in gross income in the taxable year of receipt unless the taxpayer 
uses the deferral method in § 451(c)(1)(B) and Prop. Reg. § 1.451-8(c) (AFS deferral method). A 
taxpayer can use the AFS deferral method only if the taxpayer has an AFS, as defined in 
§ 451(b)(1)(A)(i) or (ii). The term AFS is further defined in Prop. Reg. § 1.451-3(c)(1), issued on the 
same day as these proposed regiulations. Under the AFS deferral method, a taxpayer with an AFS that 
receives an advance payment must include: (i) the advance payment in income in the taxable year of 
receipt, to the extent that it is included in revenue in its AFS, and (ii) the remaining amount of the 
advance payment in income in the next taxable year. The AFS deferral method closely follows the 
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deferral method of Rev. Proc. 2004-34 (as modified by Rev. Proc. 2011-14, 2011-4 I.R.B. 330, and as 
modified and clarified by Revenue Procedure 2011-18, 2011-5 I.R.B. 443, and Rev. Proc. 2013-29, 
2013-33 I.R.B. 141). A similar deferral method is provided in § 1.451–8(d) for accrual method 
taxpayers thay do not have an AFS (non-AFS deferral method). Under the non-AFS deferral method, 
a taxpayer that receives an advanced payment must include (1) the advance payment in income in the 
taxable year of receipt to the extent that it is earned, and (2) the remaining amount of the advance 
payment in income in the next taxable year. In Prop. Reg. § 1.451–8(b)(1)(i), the proposed regulations 
clarify that the definition of advance payment under the AFS and non-AFS deferral methods is 
consistent with the definition of advance payment in Revenue Procedure 2004–34, which § 451(c) was 
meant to codify.The regulations are proposed to apply to taxable years beginning on or after the date 
the final regulations are published in the Federal Register. Until then, taxpayers can rely on the 
proposed regulations for taxable years beginning after December 31, 2017, provided that the taxpayer: 
(1) applies all the applicable rules contained in the proposed regulations, and (2) consistently applies 
the proposed regulations to all advance payments. 

II. BUSINESS INCOME AND DEDUCTIONS 
 Income 
 Deductible Expenses versus Capitalization 
 Reasonable Compensation 
 Miscellaneous Deductions 

 Rats! We knew that we should have been architects or engineers instead of tax 
advisors. The 2017 Tax Cuts and Jobs Act, § 11011, added § 199A, thereby creating an unprecedented, 
new deduction for trade or business (and certain other) income earned by sole proprietors, partners of 
partnerships (including members of LLCs taxed as partnerships or as sole proprietorships), and 
shareholders of S corporations. The Consolidated Appropriations Act, 2018, Pub. L. No. 115-141, 
Division T, § 101 (“CAA 2018”), signed by the President on March 23, 2018, amended § 199A 
principally to address issues related to agricultural or horticultural cooperatives. New § 199A is 
intended to put owners of flow-through entities (but also including sole proprietorships) on par with C 
corporations that will benefit from the new reduced 21% corporate tax rate; however, in our view, the 
new provision actually makes many flow-through businesses even more tax-favored than they were 
under pre-TCJA law. 

Big Picture. Oversimplifying a bit to preserve our readers’ (and the authors’) sanity, new 
§ 199A essentially grants a special 20 percent deduction for “qualified business income” (principally, 
trade or business income, but not wages) of certain taxpayers (but not most personal service providers 
except those falling below an income threshold). In effect, then, new § 199A reduces the top marginal 
rate of certain taxpayers with respect to their trade or business income (but not wages) by 20 percent 
(i.e., the maximum 37 percent rate becomes 29.6 percent on qualifying business income assuming the 
taxpayer is not excluded from the benefits of the new statute). Most high-earning (over $415,000 
taxable income if married filing jointly) professional service providers (including lawyers, accountants, 
investment advisors, physicians, etc., but not architects or engineers) are excluded from the benefits of 
new § 199A. Of course, the actual operation of new § 199A is considerably more complicated, but the 
highlights (lowlights?) are as summarized above. 

Effective dates. Section 199A applies to taxable years beginning after 2017 and before 2026. 
Initial Observations. Our initial, high-level observations of new § 199A are set forth below: 
How § 199A applies. New § 199A is applied at the individual level of any qualifying taxpayer 

by first requiring a calculation of taxable income excluding the deduction allowed by § 199A and then 
allowing a special deduction of 20 percent of qualified business income against taxable income to 
determine a taxpayer’s ultimate federal income tax liability. Thus, the deduction is not an above-the-
line deduction allowed in determining adjusted gross income; it is a deduction that reduces taxable 
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income. The deduction is available both to those who itemize deductions and those who take the 
standard deduction. The deduction cannot exceed the amount of the taxpayer’s taxable income reduced 
by net capital gain. The § 199A deduction applies for income tax purposes; it does not reduce self-
employment taxes. Query what states that piggyback off federal taxable income will do with respect 
to new § 199A. Presumably, the deduction will be disallowed for state income tax purposes. 

Eligible taxpayers. Section 199A(a) provides that the deduction is available to “a taxpayer 
other than a corporation.” The deduction of § 199A is available to individuals, estates, and trusts. For 
S corporation shareholders and partners, the deduction applies at the shareholder or partner level. 
Section 199A(f)(4) directs Treasury to issue regulations that address the application of § 199A to tiered 
entities. 

Qualified trades or businesses (or, what’s so special about architect and engineers?)—
§ 199A(d). One component of the § 199A deduction is 20 percent of the taxpayer’s qualified business 
income. To have qualified business income, the taxpayer must be engaged in a qualified trade or 
business, which is defined as any trade or business other than (1) the trade or business of performing 
services as an employee, or (2) a specified service trade or business. A specified service trade or 
business is defined (by reference to Code § 1202(e)(3)(A)) as “any trade or business involving the 
performance of services in the fields of health, … law, accounting, actuarial science, performing arts, 
consulting, athletics, financial services, brokerage services, or any trade or business where the principal 
asset of such trade or business is the reputation or skill of 1 or more of its employees.” Architects and 
engineers must be special, because they are excluded from the definition of a specified service trade or 
business. There is no reasoned explanation for this exclusion in the 2017 TCJA Conference Report. 
Note: taxpayers whose taxable income, determined without regard to the § 199A deduction, is below 
a specified threshold are not subject to the exclusion for specified service trades or businesses, i.e., 
these taxpayers can take the § 199A deduction even if they are doctors, lawyers, accountants etc. The 
thresholds are $315,000 for married taxpayers filing jointly and $157,500 for all other taxpayers. 
(These figures will be adjusted for inflation in years beginning after 2018.) Taxpayers whose taxable 
income exceeds these thresholds are subject to a phased reduction of the benefit of the § 199A 
deduction until taxable income reaches $415,000 for joint filers and $207,500 for all other taxpayers, 
at which point the service business cannot be treated as a qualified trade or business. 

Qualified business income—§ 199A(c). One component of the § 199A deduction is 20 percent 
of the taxpayer’s qualified business income, which is generally defined as the net amount from a 
qualified trade or business of items of income, gain, deduction, and loss included or allowed in 
determining taxable income. Excluded from the definition are: (1) income not effectively connected 
with the conduct of a trade or business in the United States, (2) specified investment-related items of 
income, gain, deduction, or loss, (3) amounts paid to an S corporation shareholder that are reasonable 
compensation, (4) guaranteed payments to a partner for services, (5) to the extent provided in 
regulations, payments to a partner for services rendered other than in the partner’s capacity as a partner, 
and (6) qualified REIT dividends or qualified publicly traded partnership income (because these two 
categories are separate components of the § 199A deduction). 

Determination of the amount of the § 199A deduction—§ 199A(a)-(b). Given the much-touted 
simplification thrust of the 2017 Tax Cuts and Jobs Act, determining the amount of a taxpayer’s § 199A 
deduction is surprisingly complex. One way to approach the calculation is to think of the § 199A 
deduction as the sum of two buckets, subject to one limitation. Bucket 1 is the sum of the following 
from all of the taxpayer’s qualified trades or businesses, determined separately for each qualified trade 
or business: the lesser of (1) 20 percent of the qualified trade or business income with respect to the 
trade or business, or (2) the greater of (a) 50 percent of the W–2 wages with respect to the qualified 
trade or business, or (b) the sum of 25 percent of the W–2 wages with respect to the qualified trade or 
business, plus 2.5 percent of the unadjusted basis immediately after acquisition of all qualified 
property. (Note: this W-2 wages and capital limitation does not apply to taxpayers whose taxable 
income is below the $157,500/$315,000 thresholds mentioned earlier in connection with the definition 
of a qualified trade or business. For taxpayers below the thresholds, Bucket 1 is simply 20 percent of 
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the qualified trade or business income. For taxpayers above the thresholds, the wage and capital 
limitation phases in and fully applies once taxable income reaches $207,500/$415,000.) Bucket 2 is 20 
percent of the sum of the taxpayer’s qualified REIT dividends and qualified publicly traded partnership 
income. The limitation is that the sum of Buckets 1 and 2 cannot exceed the amount of the taxpayer’s 
taxable income reduced by the taxpayer’s net capital gain. Thus, a taxpayer’s § 199A deduction is 
determined by adding together Buckets 1 and 2 and applying the limitation. 

Revised rules for cooperatives and their patrons. The Consolidated Appropriations Act, 2018, 
Pub. L. No. 115-141, Division T, § 101, signed by the President on March 23, 2018, amended § 199A 
to fix what was commonly referred to as the “grain glitch.” Under 199A as originally enacted, farmers 
selling goods to agricultural cooperatives were permitted to claim a deduction effectively equal to 20 
percent of gross sales, while farmers selling goods to independent buyers effectively could claim a 
deduction equal to 20 percent of net income. Some independent buyers argued that this difference 
created an unintended market preference for producers to sell to agricultural cooperatives. Under the 
amended version of § 199A, agricultural cooperatives would determine their deduction under rules set 
forth in § 199A(g) that are similar to those in old (and now repealed) section § 199. The § 199A 
deduction of an agricultural cooperative is equal to 9 percent of the lesser of (1) the cooperative’s 
qualified production activities income, or (2) taxable income calculated without regard to specified 
items. The cooperative’s § 199A deduction cannot exceed 50 percent of the W-2 wages paid of the 
cooperative. A cooperative can pass its § 199A deduction through to their farmer patrons. In addition, 
the legislation modified the original version of § 199A to eliminate the 20-percent deduction for 
qualified cooperative dividends received by a taxpayer other than a corporation. Instead, under the 
amended statute, taxpayers are entitled to a deduction equal to the lesser of 20 percent of net income 
recognized from agricultural and horticultural commodity sales or their overall taxable income, subject 
to a wage and capital limitation.  

An incentive for business profits rather than wages. Given a choice, most taxpayers who 
qualify for the § 199A deduction would prefer to be compensated as an independent contractor (i.e., 
1099 contractor) rather than as an employee (i.e., W-2 wages), unless employer-provided benefits 
dictate otherwise because, to the extent such compensation is “qualified business income,” a taxpayer 
may benefit from the 20 percent deduction authorized by § 199A. 

The “Edwards/Gingrich loophole” for S corporations becomes more attractive. New § 199A 
exacerbates the games currently played by S corporation shareholders regarding minimizing 
compensation income (salaries and bonuses) and maximizing residual income from the operations of 
the S corporation. For qualifying S corporation shareholders, minimizing compensation income not 
only will save on the Medicare portion of payroll taxes, but also will maximize any deduction available 
under new § 199A. 

 Let the games begin! Treasury and the IRS have issued final regulations 
under § 199A. T.D. 9847, Qualified Business Income Deduction, 84 F.R. 2952 (2/8/19). The Treasury 
Department and the IRS have finalized proposed regulations under § 199A (see REG-107892-18, 
Qualified Business Income, 83 F.R. 40884 (8/16/18)). The regulations address the following six 
general areas. In addition, Reg. § 1.643(f)-1 provides anti-avoidance rules for multiple trusts. 

Operational rules. Reg. § 1.199A-1 provides guidance on the determination of the § 199A 
deduction. The operational rules define certain key terms, including qualified business income, 
qualified REIT dividends, qualified publicly traded partnership income, specified service trade or 
business, and W-2 wages. According to Reg. § 1.199A-1(b)(14), a “trade or business” is “a trade or 
business that is a trade or business under section 162 (a section 162 trade or business) other than 
performing services as an employee.” In addition, if tangible or intangible property is rented or licensed 
to a trade or business conducted by the individual or a “relevant passthrough entity” (a partnership or 
S corporation owned directly or indirectly by at least one individual, estate, or trust) that is commonly 
controlled (within the meaning of Reg. § 1.199A-1(b)(1)(i)), then the rental or licensing activity is 
treated as a trade or business for purposes of § 199A even if the rental or licensing activity would not, 
on its own, rise to the level of a trade or business. The operational rules also provide guidance on the 
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computation of the § 199A deduction for those with taxable income below and above the 
$157,500/$315,000 thresholds mentioned earlier as well as rules for determining the carryover of 
negative amounts of qualified business income and negative amounts of combined qualified REIT 
dividends and qualified publicly traded partnership income. The regulations clarify that, if a taxpayer 
has an overall loss from combined qualified REIT dividends and qualified publicly traded partnership 
income, the overall loss does not affect the amount of the taxpayer’s qualified business income and 
instead is carried forward separately to offset qualified REIT dividends and qualified publicly traded 
partnership income in the succeeding year. Reg. § 1.199A-1(c)(2)(i). The operational rules also provide 
rules that apply in certain special situations, such as Reg. § 1.199A-1(e)(1), which clarifies that the 
§ 199A deduction has no effect on the adjusted basis of a partner’s partnership interest or the adjusted 
basis of an S corporation shareholder’s stock basis. 

Determination of W-2 Wages and the Unadjusted Basis of Property. Reg. § 1.199A-2 provides 
rules for determining the amount of W-2 wages and the unadjusted basis immediately after acquisition 
(UBIA) of qualified property. The amount of W-2 wages and the UBIA of qualified property are 
relevant to taxpayers whose taxable incomes exceed the $157,500/$315,000 thresholds mentioned 
earlier. For taxpayers with taxable income in excess of these limits, one component of their § 199A 
deduction (Bucket 1 described earlier) is the lesser of (1) 20 percent of the qualified trade or business 
income with respect to the trade or business, or (2) the greater of (a) 50 percent of the W-2 wages with 
respect to the qualified trade or business, or (b) the sum of 25 percent of the W-2 wages with respect 
to the qualified trade or business, plus 2.5 percent of the UBIA of all qualified property. The rules of 
Reg. § 1.199A-2 regarding W-2 wages generally follow the rules under former § 199 (the now-
repealed domestic production activities deduction) but, unlike the rules under former § 199, the W-2 
wage limitation in § 199A applies separately for each trade or business. The amount of W-2 wages 
allocable to each trade or business generally is determined according to the amount of deductions for 
those wages allocated to each trade or business. Wages must be “properly allocable” to qualified 
business income to be taken into account for purposes of § 199A, which means that the associated 
wage expense must be taken into account in determining qualified business income. In the case of 
partnerships and S corporations, a partner or S corporation shareholder’s allocable share of wages must 
be determined in the same manner as that person’s share of wage expenses. The regulations provide 
special rules for the application of the W-2 wage limitation to situations in which a taxpayer acquires 
or disposes of a trade or business. Simultaneously with the issuance of these regulations, the IRS issued 
Rev. Proc. 2019-11, 2019-9 I.R.B. 742 (1/18/19), which provides guidance on methods for calculating 
W–2 wages for purposes of § 199A. The regulations also provide guidance on determining the UBIA 
of qualified property. Reg. § 1.199A-2(c)(1) restates the statutory definition of qualified property, 
which is depreciable tangible property that is (1) held by, and available for use in, a trade or business 
at the close of the taxable year, (2) used in the production of qualified business income, and (3) for 
which the depreciable period has not ended before the close of the taxable year. The regulations clarify 
that UBIA is determined without regard to both depreciation and amounts that a taxpayer elects to treat 
as an expense (e.g., pursuant to § 179, 179B, or 179C) and that UBIA is determined as of the date the 
property is placed in service. Special rules address property transferred with a principal purpose of 
increasing the § 199A deduction, like-kind exchanges under § 1031, involuntary conversions under 
§ 1033, subsequent improvements to qualified property, and allocation of UBIA among partners and 
S corporation shareholders. 

Qualified Business Income, Qualified REIT Dividends, and Qualified Publicly Traded 
Partnership Income. Reg. § 1.199A-3 provides guidance on the determination of the components of 
the § 199A deduction: qualified business income (QBI), qualified REIT dividends, and qualified 
publicly traded partnership (PTP) income. The proposed regulations generally restate the statutory 
definitions of these terms. Among other significant rules, the regulations clarify that (1) gain or loss 
treated as ordinary income under § 751 is considered attributable to the trade or business conducted by 
the partnership and therefore can be QBI if the other requirements of § 199A are satisfied, (2) §1231 
gain or loss is not QBI if the § 1231 “hotchpot” analysis results in these items becoming long-term 
capital gains and losses, and that §1231 gain or loss is QBI if the § 1231 analysis results in these items 
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becoming ordinary (assuming all other requirements of § 199A are met), (3) losses previously 
suspended under §§ 465, 469, 704(d), or 1366(d) that are allowed in the current year are treated as 
items attributable to the trade or business in the current year, except that such losses carried over from 
taxable years ending before January 1, 2018, are not taken into account in a later year for purposes of 
computing QBI, and (4) net operating losses carried over from prior years are not taken into account 
in determining QBI for the current year, except that losses disallowed in a prior year by § 461(l) (the 
provision enacted by the 2017 TCJA that denies excess business losses for noncorporate taxpayers) 
are taken into account in determining QBI for the current year. 

Aggregation Rules. Reg. § 1.199A-4 permits, but does not require, taxpayers to aggregate 
trades or businesses for purposes of determining the § 199A deduction if the requirements in Reg. 
§ 1.199A-4(b)(1) are satisfied. Treasury and the IRS declined to adopt the existing aggregation rules 
in Reg. § 1.469-4 that apply for purposes of the passive activity loss rules on the basis that those rules, 
which apply to “activities” rather than trades or businesses and which serve purposes somewhat 
different from those of § 199A, are inappropriate. Instead, the regulations permit aggregation if the 
following five requirements are met: (1) the same person, or group of persons, directly or indirectly 
owns 50 percent or more of each of the businesses to be aggregated, (2) the required level of ownership 
exists for the majority of the taxable year in which the items attributable to the trade or business are 
included in income, (3) all of the items attributable to each trade or business to be aggregated are 
reported on returns with the same taxable year (not taking into account short taxable years), (4) none 
of the aggregated businesses is a specified service trade or business, and (5) the trades or businesses to 
be aggregated meet at least two of three factors designed to demonstrate that the businesses really are 
part of a larger, integrated trade or business. The regulations also impose a consistency rule under 
which an individual who aggregates trades or businesses must consistently report the aggregated trades 
or businesses in subsequent taxable years. In addition, the regulations require that taxpayers attach to 
the relevant return a disclosure statement that identifies the trades or businesses that are aggregated. 

Specified Service Trade or Business. Reg. § 1.199A-5 provides extensive guidance on the 
meaning of the term “specified service trade or business.” For purposes of § 199A, a qualified trade or 
business is any trade or business other than (1) the trade or business of performing services as an 
employee, or (2) a specified service trade or business. Code § 199A(d)(2) defines a specified service 
trade or business (by reference to Code § 1202(e)(3)(A)) as “any trade or business involving the 
performance of services in the fields of health, … law, accounting, actuarial science, performing arts, 
consulting, athletics, financial services, brokerage services, or any trade or business where the principal 
asset of such trade or business is the reputation or skill of 1 or more of its employees.” Architects and 
engineers are excluded. For taxpayers whose taxable incomes are below the $157,500/$315,000 
thresholds mentioned earlier, a business is a qualified trade or business even if it is a specified service 
trade or business. The regulations provide guidance on what it means to be considered providing 
services in each of these categories. Regarding the last category, the regulations state that a trade or 
business in which the principal asset is the reputation or skill of one or more employees means any 
trade or business that consists of one or more of the following: (1) a trade or business in which a person 
receives fees, compensation, or other income for endorsing products or services, (2) a trade or business 
in which a person licenses or receives fees (or other income) for use of an individual’s image, likeness, 
name, signature, voice, trademark, or symbols associated with that person’s identity, or (3) receiving 
fees or other income for appearing at an event or on radio, television, or another media format. The 
regulations set forth several examples. The regulations also create a de minimis rule under which a 
trade or business (determined before application of the aggregation rules) is not a specified service 
trade or business if it has gross receipts of $25 million or less and less than 10 percent of its gross 
receipts is attributable the performance of services in a specified service trade or business, or if it has 
more than $25 million in gross receipts and less than 5 percent of its gross receipts is attributable the 
performance of services in a specified service trade or business. 

Special Rules for Passthrough Entities, Publicly Traded Partnerships, Trusts, and Estates. 
Reg. § 1.199-6 provides guidance necessary for passthrough entities, publicly traded partnerships 
trusts, and estates to determine the § 199A deduction of the entity or its owners. The regulations 
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provide computational steps for passthrough entities and publicly traded partnerships, and special rules 
for applying § 199A to trusts and decedents’ estates. 

Effective Dates. The regulations generally apply to taxable years ending after February 8, 2019, 
the date on which the final regulations were published in the Federal Register. Nevertheless, taxpayers 
can rely on the final regulations in their entirety, or on the proposed regulations published in the Federal 
Register on August 16, 2018 (see REG-107892-18, Qualified Business Income, 83 F.R. 40884 
(8/16/18)) in their entirety, for taxable years ending in 2018. However, to prevent abuse, certain 
provisions of the regulations apply to taxable years ending after December 22, 2017, the date of 
enactment of the 2017 TCJA. In addition, Reg. § 1.643(f)-1, which provides anti-avoidance rules for 
multiple trusts, applies to taxable years ending after August 16, 2018. 

 The IRS has issued a revenue procedure that provides guidance on 
methods for calculating W-2 wages for purposes of § 199A. Rev. Proc. 2019-11, 2019-9 I.R.B. 742 
(1/18/19). This revenue procedure provides three methods for calculating “W-2 wages” as that term is 
defined in § 199A(b)(4) and Reg. § 1.199A-2. The first method (the unmodified Box method) allows 
for a simplified calculation while the second and third methods (the modified Box 1 method and the 
tracking wages method) provide greater accuracy. The methods are substantially similar to the methods 
provided in Rev. Proc. 2006-47, 2006-2 C.B. 869, which applied for purposes of former Code § 199. 
The revenue applies to taxable years ending after December 31, 2017. 

 The IRS has provided a safe harbor under which a rental real estate 
enterprise will be treated as a trade or business solely for purposes of § 199A. Rev. Proc. 2019-
38, 2019-42 I.R.B. 942 (9/24/19). Whether a rental real estate activity constitutes a trade or business 
for federal tax purposes has long been an area of uncertainty, and the significance of this uncertainty 
has been heightened by Congress’s enactment of § 199A. To help mitigate this uncertainty, the IRS 
has issued this revenue procedure to provide a safe harbor under which a rental real estate enterprise 
will be treated as a trade or business solely for purposes of § 199A and the regulations issued under 
that provision. (The revenue procedure is the final version of a proposed revenue procedure set forth 
in Notice 2019-7, 2019-9 I.R.B. 740 (1/18/19).) If a rental real estate enterprise does not fall within the 
safe harbor, it can still be treated as a trade or business if it otherwise meets the definition of trade or 
business in Reg. § 1.199A-1(b)(14). The revenue procedure defines a “rental real estate enterprise” as 
“an interest in real property held for the production of rents [that] may consist of an interest in a single 
property or interests in multiple properties.” Those relying on the revenue procedure must hold the 
interest directly or through a diregarded entity and must either treat each property held for the 
production of rents as a separate enterprise or treat all similar properties held for the production of 
rents (with certain exceptions) as a single enterprise. Commercial and residential real estate cannot be 
part of the same enterprise. Taxpayers that choose to treat similar properties as a single enterprise must 
continue to do so (including with respect to newly acquired similar properties) when the taxpayer 
continues to rely on the safe harbor, but a taxpayer that treats similar properties as separate enterprises 
can choose to treat similar properties as a single enterprise in future years. For a rental real estate 
enterprise to fall within the safe harbor, the following four requirements must be met: 

1. Separate books and records are maintained to reflect income and expenses for each rental real 
estate enterprise; 

2. For rental real estate enterprises that have been in existence fewer than four years, 250 or more 
hours of rental services are performed (as described in this revenue procedure) per year with 
respect to the rental enterprise. For rental real estate enterprises that have been in existence for 
at least four years, in any three of the five consecutive taxable years that end with the taxable 
year, 250 or more hours of rental services are performed (as described in this revenue 
procedure) per year with respect to the rental real estate enterprise; 

3. The taxpayer maintains contemporaneous records, including time reports, logs, or similar 
documents, regarding the following: (i) hours of all services performed; (ii) description of all 
services performed; (iii) dates on which such services were performed; and (iv) who performed 
the services. If services with respect to the rental real estate enterprise are performed by 
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employees or independent contractors, the taxpayer may provide a description of the rental 
services performed by such employee or independent contractor, the amount of time such 
employee or independent contractor generally spends performing such services for the 
enterprise, and time, wage, or payment records for such employee or independent contractor. 
Such records are to be made available for inspection at the request of the IRS. The 
contemporaneous records requirement does not apply to taxable years beginning prior to 
January 1, 2020; and 

4. The taxpayer attaches to a timely filed original return (or an amended return in the case of 2018 
only) a statement that describes the properties included in each enterprise, describes rental real 
estate properties acquired and disposed of during the taxable year, and represents that the 
requirements of the revenue procedure are satisfied. 

The revenue procedure provides a definition of “rental services.” The revenue procedure applies to 
taxable years ending after December 31, 2017. For 2018, taxpayers can rely on the safe harbor in this 
revenue procedure or the one in the proposed revenue procedure that was set forth in Notice 2019-7, 
2019-9 I.R.B. 740 (1/18/19). 

 Treasury and IRS have finalized regulations under § 199A regarding 
previously suspended losses included in QBI and the QBI deduction for taxpayers holding 
interests in regulated investment companies, split-interest trusts, and charitable remainder 
trusts. T.D. 9899, Qualified Business Income Deduction, 85 F.R. 38060 (6/25/20). Treasury and the 
IRS have finalized proposed regulations issued in early 2019 (REG 134652–18, Qualified Business 
Income Deduction, 84 F.R. 3015 (2/8/19)) that provide guidance on the treatment of previosuly 
suspended losses included in qualified business income and on the determination of the § 199A 
deduction for taxpayers that hold interests in regulated investment companies, split-interest trusts, and 
chraitable remainder trusts. The final regulations are substantially the same as the proposed regulations 
and provide clarifying changes, particularly to Reg. § 199A-3(b)(1)(iv) (previously disallowed losses 
or deductions) and Reg. § 1.199A-6(d)(3)(iii) (trusts or estates). Only two of the clarifying changes are 
summarized here. First, taxpayers and practitioners questioned whether the exclusion of § 461(l) 
(regarding excess business losses) from the list of loss disallowance and suspension provisions in Reg. 
§ 1.199A-3(b)(1)(iv) meant that losses disallowed under section 461(l) are not considered QBI in the 
year the losses are taken into account in determining taxable income. The final regulations clarify that 
the list of loss disallowance and suspension provisions in Reg. § 1.199A-3(b)(1)(iv) is not exhaustive. 
If a loss or deduction that would otherwise be included in QBI under the rules of Reg. § 1.199A-3 is 
disallowed or suspended under any provision of the Code, such loss or deduction is generally taken 
into account for purposes of computing QBI in the year it is taken into account in determining taxable 
income. Second, taxpayers and practitioners also questioned how the phase-in rules apply when a 
taxpayer has a suspended or disallowed loss or deduction from a Specified Service Trade or Business 
(SSTB). Whether an individual has taxable income at or below the threshold amount, within the phase-
in range, or in excess of the phase-in range, the determination of whether a suspended or disallowed 
loss or deduction attributable to an SSTB is from a qualified trade or business is made in the year the 
loss or deduction is incurred. If the individual’s taxable income is at or below the threshold amount in 
the year the loss or deduction is incurred, and such loss would otherwise be QBI, the entire disallowed 
loss or deduction is treated as QBI from a separate trade or business in the subsequent taxable year in 
which the loss is allowed. If the individual’s taxable income is within the phase-in range, then only the 
applicable percentage of the disallowed loss or deduction is taken into account in the subsequent 
taxable year. If the individual’s taxable income exceeds the phase-in range, none of the disallowed loss 
or deduction will be taken into account in the subsequent taxable year. The final regulations provide 
other clarifications not summarized here regarding (i) regulated investment company income and the 
QBI deduction and (ii) application of § 199A to trusts and estates. Affected taxpayers and practitioners 
should consult the final regulations for details. The final regulations apply to taxable years beginning 
after August 24, 2020, but taxpayers can elect to apply the final regulations beginning on or before that 
date. Alternatively, taxpayers who relied on the proposed regulations issued in February 2019 for 
taxable years beginning before August 24, 2020, can continue to do so for those years. 
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 No more deductions for employers for most qualified transportation fringe 
benefits such as employer-paid parking. The 2017 Tax Cuts and Jobs Act, § 13304(c), amended 
Code § 274(a) by adding § 274(a)(4), which provides that, for amounts paid or incurred after 2017, no 
deduction is allowed for any “qualified transportation fringe” (as defined in § 132(f)) provided to an 
employee of the taxpayer. A qualified transportation fringe is any of the following provided by an 
employer to an employee: (1) transportation in a commuter highway vehicle in connection with travel 
between the employee’s residence and place of employment, (2) any transit pass, (3) qualified parking, 
and (4) any qualified bicycle commuting reimbursement. Further, the legislation added new § 274(l), 
which provides: 

(1) In General.—No deduction shall be allowed under this chapter for any expense 
incurred for providing any transportation, or any payment or reimbursement, to an 
employee of the taxpayer in connection with travel between the employee’s residence 
and place of employment, except as necessary for ensuring the safety of the employee. 
(2) Exception.—In the case of any qualified bicycle commuting reimbursement (as 
described in section 132(f)(5)(F)), this subsection shall not apply for any amounts paid 
or incurred after December 31, 2017, and before January 1, 2026. 
Effect on Employers. Under § 274 as amended, an employer cannot deduct the cost of 

transportation in a commuter highway vehicle, a transit pass, or qualified parking paid or incurred after 
2017. However, the employer can deduct the cost of a qualified bicycle commuting reimbursement 
paid or incurred after 2017 and before 2026. 

Effect on Employees. With one exception, the legislation did not change the tax treatment of 
employees with respect to qualified transportation fringes. Employees can still (as under prior law) 
exclude from gross income (subject to applicable limitations) any of the following provided by an 
employer: (1) transportation in a commuter highway vehicle in connection with travel between the 
employee’s residence and place of employment, (2) any transit pass, or (3) qualified parking. The 
exception is a qualified bicycle commuting reimbursement, which, under new § 132(f)(8), must be 
included in an employee’s gross income for taxable years beginning after 2017 and before 2026. 

 Guidance on determining the nondeductible portion of the cost of 
employer-provided parking. Notice 2018-99, 2018-52 I.R.B. 1067 (12/10/18). In this notice, the IRS 
announced that Treasury and the IRS will issue proposed regulations under § 274 that will include 
guidance on determining nondeductible parking expenses and other expenses for qualified 
transportation fringes. Until further guidance is issued, employers that own or lease parking facilities 
where their employees park can rely on interim guidance provided in the notice to determine the 
nondeductible portion of parking expenses under § 274(a)(4). 

Employer Pays a Third Party for Employee Parking Spots. According to the notice, in 
situations in which an employer pays a third party an amount so that employees may park at the third 
party’s parking lot or garage, the amount disallowed by § 274(a)(4) generally is the taxpayer’s total 
annual cost of employee parking paid to the third party. Nevertheless, if the amount paid by the 
employer exceeds the § 132(f)(2) monthly limitation on exclusion ($265 for 2019 and $270 for 2020), 
the employer must treat the excess amount as compensation and wages to the employee. Accordingly, 
the excess amount is not disallowed as a deduction pursuant to § 274(e)(2), which provides that 
§ 274(a) does not disallow a deduction for an expense relating to goods, services, and facilities to the 
extent the taxpayer treats the expense as wages paid to its employees. The result is that the employer 
can deduct the monthly cost of parking provided to an employee to the extent the cost exceeds the 
§ 132(f)(2) monthly limitation. These rules are illustrated by examples 1 and 2 in the notice. 

Taxpayer Owns or Leases All or a Portion of a Parking Facility. The notice provides that, until 
further guidance is issued, if a taxpayer owns or leases all or a portion of one or more parking facilities 
where employees park, the nondeductible portion of the cost of providing parking can be calculated 
using any reasonable method. The notice provides a four-step methodology that is deemed to be a 
reasonable method. The notice cautions that, because § 274(a)(4) disallows a deduction for the expense 
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of providing a qualified transportation fringe, using the value of employee parking to determine 
expenses allocable to employee parking is not a reasonable method. For purposes of the notice, the 
term “total parking expenses,” a portion of which is disallowed, does not include a deduction for 
depreciation on a parking structure used for parking by the taxpayer’s employees, but does include, 
without limitation, “repairs, maintenance, utility costs, insurance, property taxes, interest, snow and 
ice removal, leaf removal, trash removal, cleaning, landscape costs, parking lot attendant expenses, 
security, and rent or lease payments or a portion of a rent or lease payment.” Under the four-step 
methodology provided in the notice, employers can determine the nondeductible portion of parking 
costs by: (1) determining the percentage of parking spots that are reserved employee spots and treating 
that percentage of total parking expenses as disallowed; (2) determining whether the primary use of 
the remaining spots (greater than 50 percent actual or estimated usage) is providing parking to the 
general public, in which case the remaining portion of total parking expenses is not disallowed by 
§ 274(a)(4); (3) if the primary use of the remaining parking spots (from step 2) is not to provide parking 
to the general public, identifying the number of remaining spots exclusively reserved for 
nonemployees, including visitors, customers, partners, sole proprietors, and 2-percent shareholders of 
S Corporations and treating this percentage of total parking expenses as not disallowed by § 274(a)(4); 
and (4) if there are any remaining parking expenses not specifically categorized as deductible or 
nondeductible after completing steps 1-3, reasonably determining “the employee use of the remaining 
parking spots during normal business hours on a typical business day … and the related expenses 
allocable to employee parking spots.” This four-step methodology is illustrated by examples 3 through 
8 in the notice. 

 Who knew that determining the tax consequences of providing parking or 
transportation to employees could get so complicated? Proposed regulations address 
determining the nondeductible portion of qualified transportation fringe benefits. REG-119307-
19, Qualified Transportation Fringe, Transportation and Commuting Expenses Under Section 274, 85 
F.R. 37599 (6/23/20). These proposed regulations implement two legislative changes made by section 
13304(c) of the 2017 Tax Cuts and Jobs Act, which added § 274(a)(4) and § 274(l) to the Code. Section 
274(a)(4) disallows the deduction of any “qualified transportation fringe” (as defined in § 132(f)) 
provided to an employee of the taxpayer in taxable years beginning after 2017. A qualified 
transportation fringe is any of the following provided by an employer to an employee. 
(1) transportation in a commuter highway vehicle in connection with travel between the employee’s 
residence and place of employment, (2) any transit pass, (3) qualified parking, and (4) any qualified 
bicycle commuting reimbursement. Section 274(l) disallows the deduction of any expense incurred for 
providing any transportation (or any payment or reimbursement) to an employee of the taxpayer in 
connection with travel between the employee's residence and place of employment, except as necessary 
for ensuring the safety of the employee, but does not disallow any qualified bicycle commuting 
reimbursement (as described in section 132(f)(5)(F)) paid or incurred after 2017 and before 2026. 

Disallowance of deductions for qualified transportation fringe benefits. Prop. Reg. § 1.274-
(13) provides rules implementing the § 274(a)(4) disallowance of deductions for qualified 
transportation fringe benefits. With respect to qualified parking provided to employees, the proposed 
regulations follow the approach of Notice 2018-99 in distinguishing between employers who pay a 
third party to permit employees to park at the third party’s parking lot or garage and employers who 
own or lease all or a portion of a parking facility. The proposed regulations, however, refine and expand 
the guidance provided in Notice 2018-99 by, among other things, defining a number of key terms (such 
as the terms “employee” and “total parking expenses”) and providing simplified methodologies that 
employers who own or lease parking facilities can use to determine the nondeductible portion of their 
parking expenses. Further, the proposed regulations address the treatment of so-called “mixed parking 
expenses,” which are amounts paid or incurred by a taxpayer that include both nonparking and parking 
facility expenses, such as lease payments that entitle the employer to use both office space and spaces 
in a parking garage. The proposed regulations also permit employers that own or lease parking facilities 
to aggregate parking spaces within a single geographic location (defined as contiguous tracts or parcels 
of land owned or leased by the taxpayer) for certain purposes. 
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Employer Pays a Third Party for Employee Parking Spots. According to Prop. Reg. § 1.1.274-
13((d)(1), in situations in which an employer pays a third party an amount so that employees may park 
at the third party’s parking lot or garage, the amount disallowed by § 274(a)(4) generally is the 
taxpayer’s total annual cost of employee parking paid to the third party. Nevertheless, under Code 
§ 274(e)(2) and Prop. Reg. 1.274-13(e)(1), the disallowance of deductions for qualified transportation 
fringes does not apply to an expense relating to goods, services, and facilities to the extent the taxpayer 
treats the expense as wages paid to its employees. Accordingly, if the amount paid by the employer 
exceeds the § 132(f)(2) monthly limitation on the employee’s exclusion ($265 for 2019 and $270 for 
2020), the employer must treat the excess amount as compensation and wages to the employee. The 
excess amount is not disallowed as a deduction provided that the employer treats the expense both as 
compensation on its federal income tax return and as wages subject to withholding. The result is that 
the employer can deduct the monthly cost of parking provided to an employee to the extent the cost 
exceeds the § 132(f)(2) monthly limitation. These rules are illustrated by examples 1 and 2 in Prop. 
Reg. § 1.274-13(e)(3). 

Taxpayer Owns or Leases All or a Portion of a Parking Facility. Under Prop. Reg. § 1.274-
13(d)(2), if a taxpayer owns or leases all or a portion of one or more parking facilities where employees 
park, the nondeductible portion of the cost of providing parking can be calculated using either a general 
rule or one of three simplified methodologies. Under the general rule, an employer can determine the 
nondeductible portion of parking expenses “based on a reasonable interpretation of section 274(a)(4).” 
A method will not be treated as based on a reasonable interpretation if it uses the value of parking 
provided to employees to determine parking expenses (because § 274(a)(4) disallows a deduction for 
the expense of providing a qualified transportation fringe), results in deducting expenses related to 
reserved employee spaces, or improperly applies the exception in § 274(e)(7) for qualified parking 
made available to the public (e.g., by treating a parking facility regularly used by employees as 
available to the public merely because the general public has access to the parking facility). There are 
three simplified methodologies than a taxpayer can use as an alternative to the general rule. First, a 
taxpayer can use the “qualified parking limit methodology,” which determines the disallowed portion 
of parking costs by multiplying the § 132(f)(2) monthly limitation on the employee’s exclusion ($265 
for 2019 and $270 for 2020) for each month in the taxable year by the total number of spaces used by 
employees during the “peak demand period” (a defined term) or by number of employees. For example, 
an employer with 10 employees who provides parking to all of them each day for the full year would 
have $32,400 in disallowed parking costs (10 * $270 *12) for the year. This method is illustrated by 
example 3 in Prop. Reg. § 1.274-13(e)(3). Second, a taxpayer can use the “primary use methodology,” 
which is essentially the same as the four-step methodology provided in Notice 2018-99 that, according 
to the notice, is deemed to be a reasonable method of determining the nondeductible portion of parking 
costs. Under the four-step methodology provided in the notice, employers can determine the 
nondeductible portion of parking costs by: (1) determining the percentage of parking spots that are 
reserved exclusively for employees and treating that percentage of total parking expenses as 
disallowed; (2) determining whether the primary use of the remaining spots (greater than 50 percent 
actual or estimated usage) is providing parking to the general public, in which case the remaining 
portion of total parking expenses is not disallowed by § 274(a)(4); (3) if the primary use of the 
remaining parking spots (from step 2) is not to provide parking to the general public, identifying the 
number of remaining spots exclusively reserved for nonemployees, including visitors, customers, 
partners, sole proprietors, and 2-percent shareholders of S Corporations and treating this percentage of 
total parking expenses as not disallowed by § 274(a)(4); and (4) if there are any remaining parking 
expenses not specifically categorized as deductible or nondeductible after completing steps 1-3, the 
taxpayer must reasonably allocate the remaining expenses by determining “the total number of 
available parking spaces used by employees during the peak demand period.” This four-step 
methodology is illustrated by examples 4 through 9 in Prop. Reg. § 1.274-13(e)(3). Third, a taxpayer 
can use the “cost per space methodology,” which determines the disallowed portion of parking costs 
by multiplying the employer’s cost per space (total parking expenses divided by total parking spaces) 
by the total number of available parking spaces used by employees during the peak demand period. As 
defined in Prop. Reg. § 1.274-13(b)(12), the term “total parking expenses,” a portion of which is 
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disallowed, includes, without limitation, “repairs, maintenance, utility costs, insurance, property taxes, 
interest, snow and ice removal, leaf removal, trash removal, cleaning, landscape costs, parking lot 
attendant expenses, security, and rent or lease payments or a portion of a rent or lease payment (if not 
broken out separately).” However, the term total parking expenses does not include a deduction for 
depreciation on a parking facility used for parking by the taxpayer’s employees. 

Disallowance of non-QTF expenses incurred for employee travel from residence to place of 
employment. Prop. Reg. § 1.274-14 implements the §274(l) disallowance of deductions for expenses 
incurred for providing transportation (or a payment o reimbursement) to an employee in connection 
with the employee’s travel between the employee’s residence and place of employment. This 
disallowance does not apply if the transportation or commuting expense is necessary to endure the 
safety of the employee. The disallowance also does not apply to qualified transportation fringes, which 
must be analyzed under the rules previously discussed. This proposed regulation is very brief and 
provides no examples. 

Effective dates. According to Prop. Reg. §§ 1.274-13(g) and § 1.274-14(c), the proposed 
regulations will apply for taxable years that begin on or after the date on which the final regulations 
are published in the Federal Register. The preamble adds that, until final regulations are issued, 
taxpayers can rely on the proposed regulations or, alternatively, can rely on the guidance in Notice 
2018-99. 

 Oh, come on! No more deductions for taking a client to a professional sports 
game? The 2017 Tax Cuts and Jobs Act, § 13304, amended Code § 274(a) to disallow deductions for 
costs “[w]ith respect to an activity which is of a type generally considered to constitute entertainment, 
amusement, or recreation.” Similarly, no deduction is allowed for membership dues with respect to 
any club organized for business, pleasure, recreation or other social purposes. This rule applies to 
taxable years beginning after 2017. 

What is “entertainment”? Regulations issued before the Tax Cuts and Jobs Act (Reg. § 1.274-
2(b)(1)) provide that whether an activity constitutes entertainment is determined using an objective test 
and set forth the following definition of the term “entertainment”: 

[T]he term “entertainment” means any activity which is of a type generally considered 
to constitute entertainment, amusement, or recreation, such as entertaining at night 
clubs, cocktail lounges, theaters, country clubs, golf and athletic clubs, sporting events, 
and on hunting, fishing, vacation and similar trips, including such activity relating 
solely to the taxpayer or the taxpayer's family. The term “entertainment” may include 
an activity, the cost of which is claimed as a business expense by the taxpayer, which 
satisfies the personal, living, or family needs of any individual, such as providing food 
and beverages, a hotel suite, or an automobile to a business customer or his family. The 
term “entertainment” does not include activities which, although satisfying personal, 
living, or family needs of an individual, are clearly not regarded as constituting 
entertainment, such as (a) supper money provided by an employer to his employee 
working overtime, (b) a hotel room maintained by an employer for lodging of his 
employees while in business travel status, or (c) an automobile used in the active 
conduct of trade or business even though used for routine personal purposes such as 
commuting to and from work. Reg. § 1.274-2(b)(1). 

The complete disallowance of deductions for costs of activities of a type generally considered to 
constitute entertainment will give rise to some difficult issues. Activities can be thought of as falling 
on a spectrum. At one end of the spectrum are activities that clearly are not entertainment. At the other 
end are activities that clearly are entertainment. The difficult issues will arise for the many activities 
that fall somewhere in the middle, as illustrated by the following examples. 

Example 1: A self-employed CPA travels out of town to perform an audit. The CPA 
flies to the client’s location and stays at a hotel for several days. While there, the CPA 
buys breakfast, lunch, and dinner each day. The meals are not “entertainment” and 
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therefore are not subject to disallowance under amended § 274(a). They are, however, 
subject to the 50 percent limitation of § 274(n)(1). 
Example 2: A self-employed attorney invites a client to attend a professional sports 
game and pays the entire cost associated with attending. The cost of attending will be 
regarded as entertainment and therefore not deductible. 
Example 3: The client of a self-employed attorney spends the day in the attorney’s 
office to review strategy for an upcoming IRS Appeals conference. They take a break 
for lunch at a restaurant down the street. During lunch, they continue their discussion. 
The attorney pays for the meal. Is the meal nondeductible “entertainment”? Or is it (at 
least in part) a deductible business expense subject to the 50 percent limitation of 
§ 274(n)(1)? 

 Business meals are not “entertainment” and are still deductible subject to 
the normal 50 percent limitation, says the IRS. Notice 2018-76, 2018-42 I.R.B. 599 (10/3/18). In 
this notice, the IRS announced that Treasury and the IRS will issue proposed regulations under § 274 
that will include guidance on the deductibility of expenses for certain business meals. According to the 
notice, the 2017 TCJA did not change the definition of “entertainment” under § 274(a)(1), and 
therefore the regulations under § 274(a)(1) that define entertainment continue to apply. Further, the 
notice states that, although the 2017 TCJA did not address the circumstances in which the provision of 
food and beverages might constitute entertainment, its legislative history “clarifies that taxpayers 
generally may continue to deduct 50 percent of the food and beverage expenses associated with 
operating their trade or business.” The notice provides that, until proposed regulations are issued, 
taxpayers can rely on this notice and can deduct 50 percent of an otherwise allowable business meal 
expense if five requirements are met: (1) the expense is an ordinary and necessary expense under 
§ 162(a) paid or incurred during the taxable year in carrying on any trade or business; (2) the expense 
is not lavish or extravagant under the circumstances; (3) the taxpayer, or an employee of the taxpayer, 
is present at the furnishing of the food or beverages; (4) the food and beverages are provided to a 
current or potential business customer, client, consultant, or similar business contact; and (5) in the 
case of food and beverages provided during or at an entertainment activity, the food and beverages are 
purchased separately from the entertainment, or the cost of the food and beverages is stated separately 
from the cost of the entertainment on one or more bills, invoices, or receipts. The notice also provides 
that the entertainment disallowance rule may not be circumvented through inflating the amount 
charged for food and beverages. The notice provides the following examples: 
Example 1. 

1. Taxpayer A invites B, a business contact, to a baseball game. A purchases tickets for A and B to 
attend the game. While at the game, A buys hot dogs and drinks for A and B. 

2. The baseball game is entertainment as defined in § 1.274-2(b)(1)(i) and, thus, the cost of the game 
tickets is an entertainment expense and is not deductible by A. The cost of the hot dogs and drinks, 
which are purchased separately from the game tickets, is not an entertainment expense and is not 
subject to the § 274(a)(1) disallowance. Therefore, A may deduct 50 percent of the expenses 
associated with the hot dogs and drinks purchased at the game. 

Example 2. 
1. Taxpayer C invites D, a business contact, to a basketball game. C purchases tickets for C and D to 

attend the game in a suite, where they have access to food and beverages. The cost of the basketball 
game tickets, as stated on the invoice, includes the food and beverages. 

2. The basketball game is entertainment as defined in § 1.274-2(b)(1)(i) and, thus, the cost of the game 
tickets is an entertainment expense and is not deductible by C. The cost of the food and beverages, 
which are not purchased separately from the game tickets, is not stated separately on the invoice. 
Thus, the cost of the food and beverages also is an entertainment expense that is subject to the 
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§ 274(a)(1) disallowance. Therefore, C may not deduct any of the expenses associated with the 
basketball game. 

Example 3. 
1. Assume the same facts as in Example 2, except that the invoice for the basketball game tickets 

separately states the cost of the food and beverages. 
2. As in Example 2, the basketball game is entertainment as defined in § 1.274-2(b)(1)(i) and, thus, 

the cost of the game tickets, other than the cost of the food and beverages, is an entertainment 
expense and is not deductible by C. However, the cost of the food and beverages, which is stated 
separately on the invoice for the game tickets, is not an entertainment expense and is not subject to 
the § 274(a)(1) disallowance. Therefore, C may deduct 50 percent of the expenses associated with 
the food and beverages provided at the game.  

 Proposed regulations issued. REG-100814-19, Meals and Entertainment 
Expenses Under Section 274, 85 F.R. 11020 (2/26/20). Treasury and the IRS have issued proposed 
regulations to implement the changes made to § 274(a) by § 13304 of the 2017 Tax Cuts and Jobs Act. 
Specifically, new Prop. Reg. § 1.274-11 sets forth the rules for entertainment expenses. New Prop. 
Reg. § 1.274-12 sets forth the separate rules for business meals, travel meals, and employer-provided 
meals. The proposed regulations affect taxpayers who pay or incur expenses for meals or entertainment 
in taxable years beginning after December 31, 2017, and will apply to those taxpayers for taxable years 
that begin on or after the date of publication of final regulations in the Federal Register. Meanwhile, 
pending the issuance of final regulations, taxpayers may rely upon the proposed regulations for the 
proper treatment of entertainment expenditures and food or beverage expenses, as applicable, paid or 
incurred after December 31, 2017. In addition, taxpayers may rely upon the guidance in Notice 2018-
76 until the proposed regulations are finalized. Set forth below is a high-level summary of the proposed 
regulations, but affected taxpayers and their advisors should study the new guidance carefully rather 
than rely upon this summary. 

Entertainment expenses. With respect to § 274(a) entertainment expenses, Prop. Reg. § 1.274-11 
restates the new deduction-disallowance rule under § 274(a), including the application of the 
disallowance rule to dues or fees relating to any social, athletic, or sporting club or organization. The 
proposed regulations substantially incorporate the existing definition of “entertainment” in § 1.274-
2(b)(1), with minor modifications to remove outdated language. The proposed regulations also confirm 
that the nine exceptions to § 274(a), which are set forth in § 274(e) (e.g., entertainment costs or club 
dues reported as employee-compensation, recreational expenses for employees, employee or 
stockholder business meeting expenses, etc.) continue to apply to entertainment expenses. Importantly, 
like Notice 2018-76, the proposed regulations clarify that separately-stated, separately-charged food 
or beverage expenses are not considered entertainment expenses subject to disallowance under 
§ 274(a). 

Business meal expenses. With respect to § 274(k) business meal expenses, Prop. Reg. § 1.274-
12(a)(1)-(3) incorporates the guidance published in Notice 2018-76 as well as incorporates other 
statutory requirements taxpayers must meet to deduct 50 percent of an otherwise allowable business 
meal expense. For instance, under § 274(k) the food or beverage expense at a business meal must not 
be lavish or extravagant under the circumstances, and the taxpayer, or an employee of the taxpayer, 
must be present at the furnishing of the food or beverages. Further, the expense must be a § 162 
ordinary and necessary expense paid or incurred during the taxable year in carrying on any trade or 
business; and the food and beverages must be provided to a current or potential business customer, 
client, consultant, or similar business contact. 

Further guidance. In addition, new Prop. Reg. § 1.274-12 goes beyond Notice 2018-76 in several 
respects. One, even though the rules for travel expenses were not amended by the 2017 Tax Cuts and 
Jobs Act, new Prop. Reg. § 1.274-12(a)(4) provides further guidance under § 274(n) regarding food 
and beverage expenses paid or incurred with respect to travel, including the substantiation requirements 
in § 274(d). Accordingly, the proposed regulations provide that such travel meal expenses, in addition 

https://perma.cc/QY44-X5U5
https://perma.cc/QY44-X5U5
https://perma.cc/W49Z-FCLB
https://perma.cc/2A6Q-ZEVB
https://perma.cc/2A6Q-ZEVB
https://perma.cc/2A6Q-ZEVB
https://perma.cc/2A6Q-ZEVB
https://perma.cc/2A6Q-ZEVB
https://perma.cc/W49Z-FCLB
https://perma.cc/W49Z-FCLB


Chapter 9—Recent Developments in Federal Income Taxation

 9–1620th Annual Oregon Tax Institute

to being subject to certain special rules in § 274(m) (cruise expenses, education travel expenses, and 
spouse and dependent travel expenses), are subject to the 50 percent deduction limitation of § 274(n). 
Two, new Prop. Reg. § 1.274-12 clarifies the treatment of food or beverages provided to employees as 
de minimis fringe benefits excludable by employees under § 132(e). Under Reg. § 1.132-7, employee 
meals provided on a nondiscriminatory basis by an employer qualify under § 132(e) if (1) the eating 
facility is owned or leased by the employer; (2) the facility is operated by the employer; (3) the facility 
is located on or near the business premises of the employer; (4) the meals furnished at the facility are 
provided during, or immediately before or after, the employee’s workday; and (5) the annual revenue 
derived from the facility normally equals or exceeds the direct operating costs of the facility. Such 
employer-provided meals previously were fully deductible by the employer and fully excludable by 
employee; however, the 2017 Tax Cuts and Jobs Act, § 13304, amended Code § 274(n) to limit the 
employer’s deduction to 50 percent of the cost of employee meals provided at an employer-operated 
eating facility (unless, as discussed immediately below, an exception applies). Beginning in 2026, the 
costs of such employer-provided meals will be entirely disallowed as deductions pursuant to new Code 
§ 274(o). Three, new Prop. Reg. § 1.274-12(c) addresses the six exceptions to the 50 percent food and 
beverage disallowance rule set forth in § 274(n)(2) (e.g., food or beverage expenses treated as 
compensation to employee, recreational expenses for employees, etc.). Four, in response to 
practitioner concerns, Prop. Reg. § 1.274-12(c) also addresses by way of examples several common 
scenarios, including the deductibility of expenses for (i) food or beverages provided to food service 
workers who consume the food or beverages while working in a restaurant or catering business; 
(ii) snacks available to employees in a pantry, break room, or copy room; (iii) refreshments provided 
by a real estate agent at an open house; (iv) food or beverages provided by a seasonal camp to camp 
counselors; (v) food or beverages provided to employees at a company cafeteria; and (vi) food or 
beverages provided at company holiday parties and picnics. 

 A retroactive incentive to make commercial buildings energy efficient. A 
provision of the Taxpayer Certainty and Disaster Tax Relief Act of 2019, Division Q, Title I, § 130 of 
the 2020 Further Consolidated Appropriations Act, retroactively extended the § 179D deduction for 
the cost of energy efficient commercial building property. Generally, these are improvements designed 
to reduce energy and power costs with respect to the interior lighting systems, heating, cooling, 
ventilation, and hot water systems of a commercial building by 50 percent or more in comparison to 
certain standards. The lifetime limit on deductions under § 179D is $1.80 per square foot. This 
provision had expired for property placed in service after December 31, 2017. As extended, the 
deduction is available for property placed in service before January 1, 2021. 

 Standard mileage rates for 2020. Notice 2020-5, 2020-4 I.R.B. 380 (12/31/19). 
The standard mileage rate for business miles in 2019 goes down slightly to 57.5 cents per mile (from 
58.0 cents in 2019) and the medical/moving rate goes down to 17 cents per mile (from 20 cents in 
2019). The charitable mileage rate remains fixed by § 170(i) at 14 cents. The portion of the business 
standard mileage rate treated as depreciation goes up to 27 cents per mile for 2020 (from 26 cents in 
2019). The maximum standard automobile cost may not exceed $50,400 (unchanged from 2019) for 
passenger automobiles (including trucks and vans) for purposes of computing the allowance under a 
fixed and variable rate (FAVR) plan. 

 The notice reminds taxpayers that (1) the business standard mileage rate 
cannot be used to claim an itemized deduction for unreimbursed employee travel expenses because, in the 
2017 Tax Cuts and Jobs Act, Congress disallowed miscellaneous itemized deductions for 2020, and (2) the 
standard mileage rate for moving has limited applicability for the use of an automobile as part of a move 
during 2020 because, in the 2017 Tax Cuts and Jobs Act, Congress disallowed the deduction of moving 
expenses for 2020 (except for members of the military on active duty who move pursuant to military 
orders incident to a permanent change of station, who can still use the standard mileage rate for moving). 

 Dazed and confused. The Tax Court has held that § 280E is not a penalty 
provision and therefore does not violate the Eighth Amendment’s prohibition on excessive fines. 
Northern California Small Business Assistants Inc. v. Commissioner, 153 T.C. No. 4 (10/23/19). The 

https://perma.cc/W49Z-FCLB
https://perma.cc/5M6L-QYMZ
https://perma.cc/429B-JC22
https://perma.cc/D53W-6WPG


Chapter 9—Recent Developments in Federal Income Taxation

 9–1720th Annual Oregon Tax Institute

Service disallowed the deductions of the taxpayer, a corporation that operated a medical marijuana 
dispensary, under § 280E. Section 280E disallows any deduction or credit otherwise allowable if such 
amount is paid or incurred in connection with a trade or business “if such trade or business (or the 
activities which comprise such trade or business) consists of trafficking in controlled substances ….” 
The taxpayer challenged the disallowance and moved for summary judgment on the grounds that 
§ 280E (1)  imposes a gross receipts tax as a penalty in violation of the Eighth Amendment to the U.S. 
Constitution, (2) disallows only ordinary and necessary business expenses otherwise deductible under 
§ 162 and does not disallow items deductible under other Code provisions, and (3) does not apply to 
marijuana businesses that operate legally under state law. In a reviewed opinion (10-2-3) by Judge 
Goeke with which Judges Thornton, Marvel, Paris, Kerrigan, Buch, Lauber, Nega, Pugh, and Ashford 
agreed, the Tax Court rejected all three arguments and denied the taxpayer’s motion for summary 
judgment. The Eighth Amendment provides that “[e]xcessive bail shall not be required, nor excessive 
fines imposed, nor cruel and unusual punishments inflicted.” The court observed that, to conclude that 
§ 280E violates the Excessive Fines Clause of the Eighth Amendment, it would have to conclude that 
the Eighth Amendment applies to corporations, that § 280E operates as a penalty, and that the penalty 
in this case is excessive. Because the court concluded that § 280E is not a penalty provision, it declined 
to address whether the Eighth Amendment applies to corporations (an issue left open by the U.S. 
Supreme Court in Browning-Ferris Industries of Vermont, Inc. v. Kelco Disposal, Inc., 492 U.S. 257, 
276 n.22 (1989)) or whether the penalty in this case was excessive. On the issue of whether § 280E is 
a penalty provision, the court reasoned that Congress has the power to lay and collect taxes under 
Article I, Section 8 of the Constitution and has the power under the Sixteenth Amendment to lay and 
collect taxes on “incomes, from whatever source derived.” The court further reasoned that deductions 
are a matter of legislative grace and that it is “unquestionable” that Congress has the power under the 
Sixteenth Amendment to tax gross income. Section 280E, the court stated, “is directly tied to Congress’ 
policy objective to limit and deter trafficking in illegal controlled substances” and “is not simply an 
attempt by Congress to punish violators of State law with no legitimate Federal objective.” In the 
court’s view, “[t]here is simply no way to reconcile the argument that section 280E creates a penalty 
with the authority of Congress to tax gross income.” The court also rejected the taxpayer’s argument 
that § 280E disallows only business expenses otherwise deductible under § 162 and not other 
deductions such as taxes deductible under § 164 or depreciation dedcutible under § 167. The court 
reasoned that both the language of § 280E, which provides that “[n]o deduction or credit shall be 
allowed,” and the broader statutory scheme are inconsistent with the taxpayer’s position. Finally, the 
court rejected the taxpayer’s argument that § 280E, which applies to trades or businesses that consist 
of trafficking in controlled substances, does not apply to businesses that operate legally under state 
law. The court had rejected this same argument in previous decisions. See, e.g., Olive v. Commissioner, 
139 T.C. 19, 38 (2012). 

Concurring opinion by Judge Lauber. Judge Lauber concurred separately to respond to a 
partial dissent by Judge Copeland. Judge Lauber emphasized that the fact that Congress enacted § 280E 
to deter trafficking in controlled substances “does not make the sanction a ‘fine’ or ‘punishment’ within 
the meaning of the Eighth Amendment.” According to Judge Lauber, taking into account Congress’s 
power to tax gross income, “[t]here is no plausible authority for the proposition that section 280E 
‘punishes’ taxpayers, within the meaning of the Eighth Amendment, by denying deductions for 
business expenses.” Judges Marvel, Ashford, and Goeke agreed with Judge Lauber. 

Concurring opinion by Judge Morrison. Judge Morrison, joined by Judge Foley, concurred in 
the result only. Judge Morrison declined to advance a view on whether § 280E is a fine and instead 
would have denied the taxpayer’s motion for summary judgment on the ground that, even if § 280E 
were a fine, the taxpayer had not shown that it was excessive as applied to the taxpayer. 

Partial dissenting opinion by Judge Gustafson. Judge Gustafson, joined by Judge Copeland 
and in part by Judge Goeke, concurred in the result on the ground that the taxpayer’s motion for 
summary judgment did not show that there was a genuine dispute regarding whether the penalty at 
issue was excessive. Judge Gustafson dissented from the court’s conclusion that § 280E is not a penalty 
for purposes of the Eighth Amendment. First, Judge Gustafson argued that Congress can 
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constitutionally tax only “income,” and that taxing gross receipts without allowance of deductions for 
expenses incurred to produce the income is not a tax on “income.” 

Congress taxes something other than a taxpayer’s “income” when it taxes gross receipts 
without accounting for basis or COGS—and, I would hold, when it taxes gross receipts 
without accounting for the ordinary and necessary expenses that are incurred in the 
course of business and must be paid before one can be said to have gain. 

Section 280E, according to Judge Gustafson, taxes something other than “income” and violates the 
Sixteenth Amendment. Next, Judge Gustafson argued that, even if § 280E does not violate the 
Sixteenth Amendment, the majority had erred in reasoning that, because Congress can disallow 
deductions pursuant to its powers under the Sixteenth Amendment, § 280E necessarily does not violate 
the Eighth Amendment. He reasoned that, if Congress granted tax exemption to organizations of one 
religion but not another, or allowed deductions only to individuals of one sex, and if a taxpayer 
challenged congressional action as a violation of the First or Fifth Amendment, “it would widely miss 
the mark to dismiss his complaint with the maxim that deductions are a matter of ‘legislative grace’ 
under the Sixteenth Amendment.” Finally, Judge Gustafson argued that, even if deductions are a matter 
of legislative grace, “the application of section 280E results in the imposition of a “fine” for purposes 
of the Eighth Amendment’s excessive fines clause.” He rejected as unpersuasive the opinion of the 
U.S. Court of Appeals for the Tenth Circuit in Alpenglow Botanicals, LLC v. United States, 894 F.3d 
1187 (10th Cir. 2018), the only federal appellate decision to consider (and reject) the argument that 
§ 280E violates the Eighth Amendment. That opinion is unpersuasive, he argued, 

because the Court of Appeals for the Tenth Circuit never performed an Eighth 
Amendment constitutional analysis suited to that case but relied instead on an 
inapposite authority in reaching its conclusion that section 280E does not impose a 
penalty 

In Judge Gustafson’s view, further proceedings were required to address whether the Eighth 
Amendment applies to corporations and whether the penalty that results from § 280E is excessive. 

Partial dissenting opinion by Judge Copeland. Judge Copeland, joined by Judges Gale and 
Gustafson, concurred in the result on the ground that, assuming § 280E imposes a penalty, the 
taxpayer’s motion for summary judgment did not provide evidence of excessiveness. Like Judge 
Gustafson, Judge Copeland dissented from the court’s conclusion that § 280E is not a penalty for 
purposes of the Eighth Amendment. She argued that § 280E is punitive both in its operation, which 
disallows all otherwise allowable deductions rather than a narrow range of expenses, and in its purpose, 
which is “to deter the sale of controlled substances and penalize the drug trade, as the legislative history 
explicitly states.” Judge Copeland did not express a view on whether the Eighth Amendment applies 
to corporations. 

 For now, some relief from the § 163(j) limitation on deducting business 
interest because Congress CARES! The CARES Act, § 2306, redesignates Code § 163(j)(10) as 
subsection (11) and inserts a new Code § 163(j)(10) to increase the limit on deductions for business 
interest expense for 2019 and 2020. New Code § 163(j)(10) increases the § 163(j) limit for 2019 and 
2020 in two ways. First, recall that Code § 163(j), as modified by 2017 Tax Cuts and Jobs Act, 
generally (but subject to significant exceptions) limits the deduction for business interest expense to 
the sum of: (1) business interest income, (2) 30 percent of “adjusted taxable income,” and (3) floor 
plan financing interest. The term “adjusted taxable income” is defined essentially as earnings before 
interest, tax, depreciation and amortization (EBITDA) for 2018 through 2021, and then as earnings 
before interest and taxes (EBIT) for subsequent years. New Code § 163(j)(10), however, increases to 
50 percent (instead of 30 percent) the “adjusted taxable income” component of the § 163(j) limitation 
for taxable years beginning in 2019 and 2020. Taxpayers are permitted to elect out of the increased 
percentage pursuant to procedures to be prescribed by the IRS. Second, new Code § 163(j)(10) permits 
eligible taxpayers to elect to substitute their 2019 “adjusted taxable income” for 2020 “adjusted taxable 
income” when determining the § 163(j) limitation for taxable years beginning in 2020. Special rules in 
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new Code § 163(j)(10) apply to (i) the application of the business interest expense limitation to 
partnerships and partners for their 2019 and 2020 tax years and (ii) application of the limitation to short 
taxable years. 

 Seinfeld warned us: no double-dipping (with your PPP money)! Or, on second 
thought, maybe you can! Notice 2020-32, 2020-21 I.R.B. 1 (5/1/20). Section 1102 of the CARES 
Act, in tandem with § 7(a)(36) of the Small Business Act (15 U.S.C. § 636(a)(36)), establishes the 
much-touted Paycheck Protection Program (“PPP”). The PPP was created to combat the devastating 
economic impact of the coronavirus pandemic. Generally speaking, the PPP facilitates bank-originated, 
federally-backed loans (“covered loans”) to fund payroll and certain other trade or business expenses 
(“covered expenses”) paid by taxpayers during an eight-week period following the loan’s origination 
date. Moreover, § 1106(b) of the CARES Act allows taxpayers to apply for debt forgiveness with 
respect to all or a portion of a covered loan used to pay covered expenses. Section 1106(i) of the 
CARES Act further provides that any such forgiven debt meeting specified requirements may be 
excluded from gross income by taxpayer-borrowers. 

Background. The CARES Act does not address whether covered expenses funded by a forgiven 
covered loan are deductible for federal income tax purposes. Normally, of course, covered expenses 
would be deductible by a taxpayer under either Code § 162, § 163, or similar provisions; however, a 
long-standing provision of the Code, § 265(a)(1), disallows deductions for expenses allocable to one 
or more classes of income “wholly exempt” from federal income tax. Put differently, § 265(a)(1) 
generally prohibits taxpayers from double-dipping: taking deductions for expenses attributable to tax-
exempt income. Section 265 most often has been applied to disallow deductions for expenses paid to 
seek or obtain tax-exempt income. (For example, a taxpayer claiming nontaxable social security 
disability benefits pays legal fees to pursue the claim. The legal fees are not deductible under Code 
§ 265(a)(1). See Rev. Rul. 87-102, 1987-2 C.B. 78.) Covered expenses, on the other hand, presumably 
would have been incurred by taxpayers (at least in part) regardless of the PPP. The question arises, 
therefore, whether covered expense deductions are disallowed by Code § 265 when all or a portion of 
a PPP covered loan subsequently is forgiven. 

Notice 2020-32. The notice sets forth the IRS’s position that covered expenses funded by the 
portion of a PPP covered loan subsequently forgiven are not deductible pursuant to § 265. The IRS 
reasons that regulations under § 265 define the term “class of exempt income” as any class of income 
(whether or not any amount of income of such class is received or accrued) that is either wholly 
excluded from gross income for federal income tax purposes or wholly exempt from federal income 
taxes. See Reg. § 1.265-1(b)(1). Thus, because the forgiven portion of a covered loan is nontaxable 
(i.e., “wholly exempt”) and is tied to the taxpayer’s expenditure of the loan proceeds for covered 
expenses, § 265 disallows a deduction for those expenses. The IRS also cites several cases in support 
of its position. See Manocchio v. Commissioner, 78 T.C. 989 (1982) (taxpayer-pilot’s flight-training 
expenses funded with a nontaxable Veteran’s Administration allowance not deductible pursuant to 
§ 265(a)(1)), aff’d on other grounds, 710 F.2d 1400 (9th Cir. 1983); Banks v. Commissioner, 17 T.C. 
1386 (1952) (deduction for business-related educational expenses disallowed under § 265(a)(1) when 
paid by the Veterans’ Administration and not taxable to taxpayer); Heffelfinger v. Commissioner, 5 
T.C. 985 (1945) (Canadian income taxes on income exempt from U.S. tax are not deductible in 
computing U.S. taxable income pursuant to § 265(a)(1)’s statutory predecessor). As if to convince 
itself, though, the IRS also cites as support—but without analysis—several arguably inapposite cases 
that do not rely upon § 265(a)(1). Instead, these cases hold that expenditures reimbursed from or 
directly tied to nontaxable funds are not deductible. See, e.g., Burnett v. Commissioner, 356 F.2d 755, 
759-60 (5th Cir. 1966) (living expenses advanced by personal injury attorney to clients pending 
outcome of lawsuit not deductible because the expenses will be reimbursed from the lawsuit proceeds); 
Wolfers v. Commissioner, 69 T.C. 975 (1978) (taxpayer cannot deduct relocation costs funded with 
nontaxable proceeds from Federal Reserve Bank); Charles Baloian Co. v. Commissioner, 68 T.C. 620 
(1977) (similar). 
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A possible legislative solution? The authors doubt that Notice 2020-32 is the last word on the tax 
treatment of PPP covered loans and covered expenses. Apparently, many practitioners and at least a 
few members of Congress believe that the IRS’s position in Notice 2020-32 contravenes congressional 
intent. See Chamseddine and Yauch, Neal Plans PPP Fix to Provide Expenses Deduction, 2020 TNTF 
86-5 (5/4/20). Treasury Secretary Mnuchin, though, has defended the IRS’s position. See 
Chamseddine, “Tax 101”: Mnuchin Defends Nondeductibility of PPP Expenses, 2020 TNTF 87-2 
(5/5/20). Furthermore, what happens to capitalized covered expenses? Are taxpayers forced to reduce 
basis when a portion of a covered loan is forgiven? What about outside basis adjustments for S 
corporations and partnerships that have paid covered expenses with the proceeds of a subsequently 
forgiven covered loan? Remember Gitlitz v. Commissioner, 531 U.S. 206 (2001) (excludable 
cancellation of indebtedness increases S corporation shareholder’s outside basis allowing use of 
previously suspended losses) followed by enactment of § 108(d)(7)(A) (legislatively overruling 
Gitlitz)? 

A broader perspective. Perhaps the unstated but no less unsettling aspect of Notice 2020-32 is that 
the Notice fails to address adequately the inconsistent application of § 265 by the IRS and Treasury. It 
is well established that § 265(a)(1) disallows so-called “forward looking” deductions allocable to 
“wholly exempt” income (i.e., expenses paid to earn or obtain exempt income). For instance, as 
mentioned above § 265(a)(1) disallows a deduction for legal fees paid to pursue a nontaxable social 
security disability award. See Rev. Rul. 87-102, 1987-2 C.B. 78. Less established, however, is whether 
§ 265 disallows so-called “backward looking” deductions (i.e., expenses funded with tax-exempt 
income but not paid to obtain such tax-exempt income). Cf. Rev. Rul. 75-232, 1975-1 C.B. 94 (taxpayer 
can exclude from income under § 104(a)(2) a settlement, including the portion allocated to future 
medical expenses, but cannot deduct that portion of the future medical expenses when incurred). For 
example, a taxpayer might receive an excludable bequest of artwork but nonetheless is allowed a 
charitable contribution deduction upon donating the artwork to a tax-exempt museum. For a thorough 
analysis, see Dodge, Disallowing Deductions Paid with Excluded Income, 32 Va. Tax Review 749 
(2013). 

 Depreciation & Amortization 
 Goodbye, basis; hello 100 percent § 168(k) bonus first-year depreciation! The 

2017 Tax Cuts and Jobs Act, § 13201, amended Code § 168(k)(1) and 168(k)(6) to permit taxpayers 
to deduct 100 percent of the cost of qualified property for the year in which the property is placed in 
service. This change applies to property acquired and placed in service after September 27, 2017, and 
before 2023. The percentage of the property’s adjusted basis that can be deducted is reduced from 100 
percent to 80 percent in 2023, 60 percent in 2024, 40 percent in 2025, and 20 percent in 2026. (These 
periods are extended by one year for certain aircraft and certain property with longer production 
periods). Property acquired on or before September 27, 2017 and placed in service after that date is 
eligible for bonus depreciation of 50 percent if placed in service before 2018, 40 percent if placed in 
service in 2018, 30 percent if placed in service in 2019, and is ineligible for bonus depreciation if 
placed in service after 2019. 

Used property eligible for bonus depreciation. The legislation also amended Code § 168(k)(2)(A) 
and (E) to make used property eligible for bonus depreciation under § 168(k). Prior to this change, 
property was eligible for bonus depreciation only if the original use of the property commenced with 
the taxpayer. This rule applies to property acquired and placed in service after September 27, 2017. 
Note, however, that used property is eligible for bonus depreciation only if it is acquired “by purchase” 
as defined in § 179(d)(2). This means that used property is not eligible for bonus depreciation if the 
property (1) is acquired from certain related parties (within the meaning of §§ 267 or 707(b)), (2) is 
acquired by one component member of a controlled group from another component member of the 
same controlled group, (3) is property the basis of which is determined by reference to the basis of the 
same property in the hands of the person from whom it was acquired (such as a gift), or (4) is 
determined under § 1014 (relating to property acquired from a decedent). In addition, property acquired 
in a like-kind exchange is not eligible for bonus depreciation. 
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Qualified property. The definition of “qualified property” eligible for bonus depreciation continues 
to include certain trees, vines, and plants that bear fruits or nuts (deductible at a 100 percent level for 
items planted or grafted after September 27, 2017, and before 2023, and at reduced percentages for 
items planted or grafted after 2022 and before 2027). The definition also includes a qualified film or 
television production. Excluded from the definition is any property used in a trade or business that has 
had floor plan financing indebtedness (unless the business is exempted from the § 163(j) interest 
limitation because its average annual gross receipts over a three-year period do not exceed $25 million). 

Section 280F $8,000 increase in first-year depreciation. For passenger automobiles that qualify, 
§ 168(k)(2)(F) increases by $8,000 in the first year the § 280F limitation on the amount of depreciation 
deductions allowed. The legislation continues this $8,000 increase for passenger automobiles acquired 
and placed in service after 2017 and before 2023. For passenger automobiles acquired on or before 
September 27, 2017, and placed in service after that date, the previously scheduled phase-down of the 
$8,000 increase applies as follows: $6,400 if placed in service in 2018, $4,800 if placed in service in 
2019, and $0 after 2019. 

Three categories consolidated into one. The legislation replaced the categories of “qualified 
leasehold improvement property,” “qualified restaurant property,” and “qualified retail improvement 
property” with a single category, “qualified improvement property.” Code § 168(e)(6) defines qualified 
improvement property (subject to certain exceptions) as “any improvement to an interior portion of a 
building which is nonresidential real property if such improvement is placed in service after the date 
such building was first placed in service.” Qualified improvement property is depreciable over 15 years 
using the straight-line method and is subject to the half-year convention. This change applies to 
property placed in service after 2017. Note: the Conference Agreement indicates that the normal 
recovery period for qualified improvement property is 15 years, but § 168 as amended does not reflect 
this change. This should be addressed in technical corrections. 

 The IRS has issued final regulations that provide guidance on § 168(k) 
first-year depreciation. T.D. 9874, Additional First Year Depreciation Deduction, 84 F.R. 50108 
(9/24/19). The Treasury Department and the IRS have finalized, with some changes, proposed 
regulations issued under § 168(k) in 2018. See REG-104397-18, Additional First Year Depreciation 
Deduction, 83 F.R. 39292 (8/8/18). These regulations provide guidance regarding the additional first-
year depreciation deduction (so-called “bonus depreciation”) under § 168(k) as amended by the 2017 
Tax Cuts and Jobs Act. They affect taxpayers who deduct depreciation for qualified property acquired 
and placed in service after September 27, 2017. Generally, the regulations provide detailed guidance 
on the requirements that must be met, including specific requirements that apply to used property, for 
depreciable property to qualify for the additional first-year depreciation deduction provided by 
§ 168(k). The preamble to the final regulations notes that some comments submitted on the proposed 
regulations had requested that the final regulations provide that “qualified improvement property” 
(discussed above) placed in service after 2017 is eligible for additional first-year depreciation under 
§ 168(k). The Treasury Department and the IRS declined to adopt this suggested change because the 
relevant statutory provisions do not permit it. Although the Conference Agreement that accompanied 
the 2017 Tax Cuts and Jobs Act states that qualified improvement property is depreciable over 15 
years, § 168 as amended by the 2017 Tax Cuts and Jobs Act does not reflect this change. Accordingly, 
the recovery period for qualified improvement property is 39 years. Because property that qualifies for 
the additional first-year depreciation deduction generally must have a revocery period of 20 years or 
less, qualified improvement property placed in servce after 2017 is not eligible for bonus depreciation. 
The final regulations are effective on September 24, 2019, but taxpayers can choose to apply them in 
their entirely to qualified property acquired and placed in service (or planted or grafted) after 
September 27, 2017, during taxable years ending on or after September 28, 2017. For qualified property 
acquired and placed in service (or planted or grafted) after September 27, 2017, during taxable years 
ending after that date and before September 24, 2019, taxpayers can rely on the proposed regulations. 

 Congress finally CARES about first-year bonus depreciation. The CARES 
Act, § 2307, amended Code § 168(e)(3)(E) by adding clause (viii), which adds qualified improvement 
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property to the category of 15-year property. The effect of this change is to make qualified 
improvemenproperty eligible for 100 percent first-year, bonus depreciation. This change is effective 
retroactively, i.e., as if the change had been made by the 2017 Tax Cuts and Jobs Act. 

 The IRS has provided guidance for taxpayers to change their depreciation 
of qualified improvement property for taxable years ending in 2018, 2019, and 2020. Rev. Proc. 
2020-25, 2020-19 I.R.B. 785 (04/17/20). This notice provides guidance allowing a taxpayer to change 
its depreciation under § 168 for qualified improvement property placed in service by the taxpayer after 
December 31, 2017, in its taxable year ending in 2018 (2018 taxable year), 2019 (2019 taxable year), 
or 2020 (2020 taxable year). The notice also allows a taxpayer to make a late election, or to revoke or 
withdraw an election, under § 168(g)(7), (k)(5), (k)(7), or (k)(10) for the taxpayer's 2018 taxable year, 
2019 taxable year, or 2020 taxable year. 

 We suppose it makes sense that racehorses have a swift recovery period. A 
provision of the Taxpayer Certainty and Disaster Tax Relief Act of 2019, Division Q, Title I, § 114 of 
the 2020 Further Consolidated Appropriations Act, retroactively extended the § 168(e)(3)(A)(i) 
classification of racehorses as 3-year MACRS property so that the classification applies to racehorses 
placed in service before January 1, 2021. A racehorse placed in service after December 31, 2020, 
qualifies for the 3-year recovery period only if it is more than two years old when placed in service. 
This provision allowing classification of all racehorses as 3-year property regardless of age had expired 
for racehorses placed in service after December 31, 2017. 

 Good news for those who placed motorsports entertainment complexes in 
service during 2018 and 2019 or who will do so in 2020. A provision of the Taxpayer Certainty and 
Disaster Tax Relief Act of 2019, Division Q, Title I, § 115 of the 2020 Further Consolidated 
Appropriations Act, retroactively extended the § 168(e)(3)(C)(ii) classification of motorsports 
entertainment complexes as 7-year property to include property placed in service through December 
31, 2020. See § 168(i)(15)(D). Such property is depreciable over a 7-year recovery period using the 
straight-line method. This provision had expired for property placed in service after December 31, 
2017. 

 Credits 
 A three-year credit for small employers that implement automatic 

contribution arrangements. A provision of the SECURE Act, Division O, Title I, § 105 of the 2020 
Further Consolidated Appropriations Act, added new Code § 45T, which provides a $500 credit to 
certain small employers that implement an eligible automatic contribution arrangement (as defined in 
§ 414(w)(3)) in a qualified employer plan (as defined in § 4972(d)). Generally, an automatic 
contribution arrangement allows an employer automatically to deduct elective deferrals from an 
employee’s wages unless the employee makes an election not to contribute or to contribute a different 
amount. The credit is available for each of three years to an “eligible employer,” which is defined in 
§ 408(p)(2)(C)(i) as an employer that has 100 or fewer employees who received at least $5,000 of 
compensation from the employer for the preceding year. An eligible employer can include the credit 
among the credits that are components of the general business credit under § 38(b). New § 45T applies 
to taxable years beginning after December 31, 2019. 

 Congress gives a “thumbs up” to new energy efficient homes. A provision of 
the Taxpayer Certainty and Disaster Tax Relief Act of 2019, Division Q, Title I, § 129 of the 2020 
Further Consolidated Appropriations Act, retroactively extended the § 45L credit of $2,000 or $1,000 
(depending on the projected level of fuel consumption) an eligible contractor can claim for each 
qualified new energy efficient home constructed by the contractor and acquired by a person from the 
contractor for use as a residence during the tax year. As extended, the credit is available for homes 
acquired before January 1, 2021. This provision had expired for homes acquired after December 31, 
2017. 

 Congress has extended through 2020 the credit for employers that pay wages 
to certain employees during periods of family and medical leave. A provision of the Taxpayer 
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Certainty and Disaster Tax Relief Act of 2019, Division Q, Title I, § 142 of the 2020 Further 
Consolidated Appropriations Act, extended through December 31, 2020, Code § 45S, which was 
enacted by the 2017 Tax Cuts and Jobs Act. Section 45S provides that an “eligible employer” can 
include the “paid family and medical leave credit” among the credits that are components of the general 
business credit under § 38(b). The credit is equal to a percentage of the amount of wages paid to 
“qualifying employees” during periods in which the employees are on family and medical leave. The 
credit is available against both the regular tax and the alternative minimum tax. 
 Amount of the credit. To be eligible for the credit, the employer must pay during the period of leave 
at a rate that is at least 50 percent of the wages normally paid to the employee. The credit is 12.5 percent 
of the wages paid, increased by 0.25 percentage points for each percentage point by which the rate of 
payment exceeds 50 percent. The maximum credit is 25 percent of wages. Thus, if an employer pays 
an employee at a rate that is 60 percent of the employee’s normal wages, the credit is 15 percent of 
wages paid (12.5 percent plus 2.5 percentage points). The credit reaches 25 percent when the employer 
pays at a rate that is 100 percent of employee’s normal wages. The credit cannot exceed the amount 
derived from multiplying the employee’s normal hourly rate by the number of hours for which the 
employee takes leave. The compensation of salaried employees is to be prorated to an hourly wage 
under regulations to be issued by the Treasury Department. The maximum amount of leave for any 
employee that can be taken into account for purposes of the credit is twelve weeks per taxable year. 
 Eligible employer. An eligible employer is defined as one who has in place a written policy that 
(1) allows all full-time “qualifying employees” not less than two weeks of annual paid family and 
medical leave, and that allows all part-time qualifying employees a commensurate amount of leave on 
a pro rata basis, and (2) requires that the rate of payment under the program is not less than 50 percent 
of the wages normally paid to the employee. 
 Eligible employee. An eligible employee is defined as any employee as defined in section 3(e) of 
the Fair Labor Standards Act of 1938 who has been employed by the employer for one year or more 
and who, for the preceding year, had compensation not in excess of 60 percent of the compensation 
threshold for highly compensated employees. For 2019, the threshold for highly compensated 
employees (see § 414(q)(1)(B)) was $125,000. Thus, for purposes of determining the credit in 2020, 
an employee is an eligible employee only if his or her compensation for 2019 did not exceed $75,000 
($125,000 * 60 percent). 
 Family and medical leave. The term “family and medical leave” is defined as leave described under 
sections 102(a)(1)(a)-(e) or 102(a)(3) of the Family and Medical Leave Act of 1993. (Generally, these 
provisions describe leave provided because of the birth or adoption of a child, because of a serious 
health condition of the employee or certain family members, or because of the need to care for a service 
member with a serious injury or illness.) If an employer provides paid leave as vacation leave, personal 
leave, or other medical or sick leave, this paid leave is not considered to be family and medical leave. 
 No double benefit. Pursuant to Code § 280C(a), no deduction is allowed for the portion of wages 
paid to an employee for which this new credit is taken. Thus, if an employer pays $10,000 to an 
employee and takes a credit for 25 percent, or $2,500, the employer could deduct as a business expense 
only $7,500 of the wages. 
 Effective date. The credit is available for wages paid in taxable years beginning after December 
31, 2017, and before January 1, 2021. 

 Employers who retained employees despite becoming inoperable in areas 
affected by qualfied disasters are eligible for a 40 percent employee retention credit. A provision 
of the Taxpayer Certainty and Disaster Tax Relief Act of 2019, Division Q, Title II, § 203 of the 2020 
Further Consolidated Appropriations Act, provides that an “eligible employer” can include “the 2018 
through 2019 qualified disaster employee retention credit” among the credits that are components of 
the general business credit under § 38(b). The credit is equal to 40 percent of “qualified wages” for 
each “eligible employee.” The cap on the amount of qualified wages of an employee that can be taken 
into account is $6,000 (reduced by the amount of qualified wages with respect to the employee that 
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may be taken into account for any prior taxable year). Thus, the maximum credit per employee is 
$2,400. An eligible employer is an employer that conducted an active trade or business in a qualified 
disaster zone at any time during the incident period of the relevant qualified disaster, if the trade or 
business became inoperable at any time during the period beginning on the first day of the incident 
period of the qualified disaster and ending on December 20, 2019 (the date of enactment) as a result of 
damage sustained by reason of such qualified disaster. The term eligible employee is defined as an 
employee whose principal place of employment with an eligible employer, determined immediately 
before the relevant qualified disaster, was in the disaster zone of that qualified disaster. The term 
qualified wages means wages (as defined in § 51(c)(1), but without regard to § 3306(b)(2)(B)) paid or 
incurred by an eligible employer with respect to an eligible employee during the period beginning on 
the date the trade or business first became inoperable at the employee’s principal place of employment 
and ending on the earlier of (1) the date on which the trade or business resumed significant operations 
at the principal place of employment, or (2) the date that is 150 days after the last day of the incident 
period of the relevant qualified disaster. Wages can be qualified wages regardless of whether the 
employee performed no services, performed services at a different location, or performed services at 
the employee’s principal place of employment before significant operations resumed. An employee is 
not considered an eligible employee if the employer is allowed a credit with respect to the employee 
under § 51(a), i.e., an eligible employer cannot claim the 40 percent credit with respect to an employee 
for any period if the employer is allowed a Work Opportunity Tax Credit with respect to the employee 
under § 51 for that period. 
Several key terms are defined in Division Q, Title II, § 201 of the 2020 Further Consolidated 
Appropriations Act. These are as follows: 

1. The term “incident period” with respect to any qualified disaster is the period specified by 
FEMA as the period during which the disaster occurred, except that the period cannot be treated 
as beginning before January 1, 2018, or ending after January 19, 2020 (the date that is 30 days 
after the date of enactment of the legislation). 

2. The term “qualified disaster zone” is the portion of the qualified disaster area determined by 
the President to warrant individual or individual and public assistance from the federal 
government under the Robert T. Stafford Disaster Relief and Emergency Assistance Act by 
reason of the qualified disaster with respect to the qualified disaster area. 

3. The term “qualified disaster area” is an area with respect to which the President declared a 
major disaster from January 1, 2018, through February 18, 2020 (the date that is 60 days the 
date of enactment of the legislation), under section 401 of the Stafford Act if the incident period 
of the disaster began on or before December 20, 2019 (the date of enactment). To avoid 
providing double benefits, the legislation excludes the California wildfire disaster area, for 
which similar relief was provided by the Bipartisan Budget Act of 2018. 

4. “The term ‘qualified disaster’ means, with respect to any qualified disaster area, the disaster 
by reason of which a major disaster was declared with respect to such area.” 

 Take some COVID-19 sick leave (or maybe some family leave) on the 
Treasury! The Families First Coronavirus Response Act provides refundable tax credits that 
reimburse (smaller?) employers for providing paid sick and family leave wages to their 
employees. The Families First Coronavirus Response Act (FFCRA), signed into law on March 18, 
2020, authorizes refundable tax credits to eligible employers to offset the cost of paid sick and family 
leave provided to employees for COVID-19 related leave.  Under the FFCRA, eligible employers must 
offer paid leave to their employees under two separate sets of temporary, emergency provisions. First, 
the Emergency Paid Sick Leave Act (EPSLA), which is Division E of the FFRCA, entitles workers to 
as much as 80 hours of paid sick leave (“qualified sick leave wages”) under specific circumstances 
related to COVID-19. Second, the Emergency Family and Medical Leave Expansion Act (“Expanded 
FMLA”), which is Division C of the FFRCA, entitles workers to paid family and medical leave 
(“qualified family leave wages”) again under specified circumstances related to COVID-19. Eligible 
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employers who are required to pay employees for leave under these emergency provisions are allowed 
a tax credit to fully refund the cost of the leave that is required under these emergency provisions. The 
amount of these tax credits generally is increased by any qualified health plan expenses allocable to 
and the eligible employer’s share of Medicare tax on the qualified leave wages. 

Eligible Employers. An eligible employer (referred to in the legislation as a “covered employer”) 
is generally defined in § 5110(2)(B) of the FFRCA as a private business, including a tax-exempt 
organization, that employs fewer than 500 employees. In general, a business has fewer than 500 
employees if, at the time the relevant leave is taken, the business employs less than 500 full and part 
time employees. Federal employees generally are covered by Title II of the Family and Medical Leave 
Act (FMLA). While the FMLA generally was not amended by the FFCRA, federal employees covered 
by Title II of the FMLA are covered by the FFRCA’s paid sick leave provision. Small businesses 
employing fewer than 50 employees may qualify for exemption from the FFCRA’s requirement to 
provide paid leave to employees required to take leave due to a school closure or when child care 
becomes unavailable. 

Paid Sick Leave. Under the EPSLA (§ 5102(a) of the FFRCA), an employer is required to provide 
paid sick leave to an employee if the employee is unable to work (or telework) because the employee 
needed leave for any one of the following circumstances: 

(1) The employee is subject to a federal, state, or local quarantine or isolation order 
related to COVID-19. 

(2) The employee has been advised by a health care provider to self-quarantine due to 
concerns related to COVID-19. 

(3) The employee is experiencing symptoms of COVID-19 and seeking a medical 
diagnosis. 

(4) The employee is caring for an individual who is subject to an order as described in 
subparagraph (1) or has been advised as described in paragraph (2). 

(5) The employee is caring for a son or daughter if the school or place of care of the 
son or daughter has been closed, or the child care provider of such son or daughter 
is unavailable, due to COVID-19 precautions. 

(6) The employee is experiencing any other substantially similar condition specified 
by the Secretary of Health and Human Services. 

The first three circumstances listed above generally are situations in which an employee’s own health 
needs are in question. The following two circumstances are situations in which the employee is unable 
to work because he or she must care for another person, such as a child or dependent of the employee. 
Under § 5102(b)(2)(A) of the FFCRA, full-time employees who qualify under any of the circumstances 
above are entitled to receive up to 80 hours or 10 days of paid sick time. According to § 5102(b)(2)(B) 
of the FFRCA, a part-time employee is entitled to receive sick time equal to the average number of 
hours the employee worked over a two-week period. Section 3012 of the FFRCA, which amends the 
FMLA for this purpose, an “eligible employee” is an employee who has been employed for at least 30 
calendar days. Paid sick time for all employees, according to FFCRA § 5110(b)(5), generally is 
compensated at an amount equal to the employee’s regular rate of pay. The rate of pay for sick leave, 
however, is limited to a maximum amount depending on whether the employee qualifies under the first 
three or last three circumstances set out above. If the employee qualifies under one of the first three 
circumstances (applying to his or her own health needs), the rate of compensation for sick leave caps 
out at $511 per day and $5,110 total. The amount of compensation is lower if the employee qualifies 
under circumstances (4)-(6) above. In those circumstances, the rate of pay is 2/3 of the employee’s 
regular rate of pay or, if higher, the federal or state applicable minimum wage up to $200 per day and 
$2,000 in the aggregate. Thus, total sick leave wages in circumstances (4)-(6) caps out at $200 per day 
or $2,000. 

https://
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Paid Family Leave Credit. The FFRCA provides a tax credit for employers who pay qualified 
family leave wages to employees who cannot report to work or work remotely in order to care for a 
son or daughter if the school or place of care of the child has been closed, or if the child care provider 
is unavailable, due to COVID-19 precautions. These reasons match circumstance (5) listed above 
which is the only relevant and qualifying circumstance for family leave wages. In general, according 
to FFCRA § 7003(c), “qualified family leave wages” means wages that an eligible employer must pay 
to an eligible employee under the Expanded FMLA provisions of the FFRCA. Employees taking 
family leave are paid at 2/3 of their regular rate or 2/3 of the applicable minimum wage, whichever is 
higher. The amount of “qualified family leave wages” that are taken into account for purposes of the 
credit, however, are limited to $200 per day per employee. There is also a $10,000 per employee 
maximum aggregate allowed of qualified family leave wages that may be taken into account for 
purposes of the credit. Under this math, as much as ten weeks of family leave wages can be received 
by an employee. Note, however, that the first ten days of leave taken may be without pay. The reason 
for this rule is that it is anticipated that in the first ten-day period, the employee may receive qualified 
sick leave wages under the EPSLA as described above. Alternatively, an employee may choose to 
receive paid leave under the eligible employer’s regular sick leave, vacation leave, or other policies 
allowing for paid time off. Thus, after ten days, the eligible employer must provide the employee with 
qualified family leave wages for up to ten weeks. In summary, employees taking family leave are paid 
at 2/3 their regular rate or 2/3 the applicable minimum wage, whichever is higher, up to $200 per day 
and $12,000 in the aggregate (over a twelve-week period—two weeks of paid sick leave followed by 
up to ten weeks of paid expanded family and medical leave). 

Sick Leave and Family Leave Credit for Employers. An eligible employer who is required to pay 
qualified sick leave wages or qualified family leave wages under the FFCRA is entitled to a fully 
refundable tax credit. The amount of the credit is equal to the amount of qualified sick leave wages 
and qualified family leave wages paid to employees from April 1, 2020, through December 31, 2020. 
The credit is increased dollar-for-dollar by the employer’s payment of qualified health plan expenses 
that relate to the employee’s sick leave or family leave payments and the employer’s share of the 
Medicare tax imposed on those payments. 
Employers that pay qualified sick leave wages or qualified family leave wages are allowed to forego 
payment of federal employment taxes in an amount that is equal to the wages and qualified health plan 
expenses. In other words, when an employer pays its employees, the employer generally withholds and 
deposits federal income taxes on the employee’s wages and the employee’s share of Social Security 
and Medicare taxes. The employer also deposits the employer’s share of Social Security and Medicare 
taxes. In depositing these employment taxes on a quarterly basis, employers must file employment tax 
returns (Form(s) 941, 943, 944, or CT-1) with the IRS. Eligible employers who pay qualified sick leave 
wages or qualified family leave wages that are eligible for the credit may retain (e.g., not remit) an 
amount of the employment taxes equal to the amount of qualified sick leave wages and qualified family 
leave wages paid during that quarter (plus certain related health plan expenses and the employer’s share 
of the Medicare taxes on the qualified leave wages) rather than deposit these amounts with the IRS. If 
retention of these employment taxes is not sufficient to compensate the employer for the qualified leave 
wages, qualified health plan expenses, and the employer’s share of Medicare taxes due, employers may 
additionally file for advance payments from the IRS. Stated otherwise, if quarterly employment taxes 
due in a particular quarter are less than the amount of the credit for which the employer is eligible, the 
employer may receive the remaining credit in advance by filing Form 7200. As discussed below, the 
FFCRA also provides similar credits for qualified self-employed taxpayers in similar circumstances. 
However, self-employed individuals are not eligible for advance payments. 

Substantiation. To claim the tax credit for qualified sick leave wages or qualified family leave 
wages, an employer must maintain documentation supporting the amounts paid to each employee. 
Employers must retain all Forms 941, Employer’s Quarterly Federal Tax Return, and Forms 7200, 
Advance Of Employer Credits Due to Covid-19, and any other relevant tax filings with the IRS that 
relate to the credit. 
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Self-Employed Individuals. The FFCRA makes also provides a tax credit for eligible self-employed 
individuals. Under § 1402 of the FFRCA, an “eligible self-employed individual” is defined as an 
individual who regularly carries on any trade or business who would otherwise be entitled to receive 
qualified sick leave wages or qualified family leave wages if the individual were an employee of an 
eligible employer as described above. Like an eligible employer, an eligible self-employed individual 
is allowed a credit to offset their federal self-employment tax in an amount equal to their “qualified 
sick leave equivalent amount” or “qualified family leave equivalent amount.” There are specific and 
different methods to calculate these two amounts. 
With respect to calculating the “qualified sick leave equivalent amount,” § 7002(c)(1) of the FFRCA 
provides that an eligible self-employed individual who is unable to work or telework under 
circumstances (1)-(3) listed above in relation to employee sick leave wages qualifies for an amount of 
sick leave equal to the number of days during the taxable year that the individual cannot perform 
services in the applicable trade or business multiplied by the lesser of $511 or 100 percent of the 
“average daily self-employment income” of the individual for the taxable year. Average daily self-
employment income is equal to net earnings from self-employment for the year divided by 260. Net 
earnings from self-employment are based on gross income less ordinary and necessary trade or 
business expenses of the self-employed individual’s trade or business. Similar to the method described 
above for employee sick leave, if the self-employed individual is unable to work or telework because 
of one of circumstances (4)-(6) above, the qualified sick leave equivalent amount is equal to the number 
of days during the taxable year that the individual cannot perform services in the applicable trade or 
business for one of the three above reasons, multiplied by the lesser of $200 or 2/3 of the “average 
daily self-employment income” of the individual for the taxable year. Regardless of the manner in 
which a person qualifies, the maximum number of days a self-employed individual may take into 
account in determining the qualified sick leave equivalent amount is ten days. 
The “qualified family leave equivalent amount” is defined as an amount equal to the number of days 
(up to 50) during the taxable year that the self-employed individual cannot perform services (similar 
to the above described family leave), multiplied by the lesser of: (1) $200, or (2) 2/3 of the average 
daily self-employment income of the individual for the taxable year. 
A self-employed individual may receive both qualified sick leave wages and qualified family leave 
wages. However, if a self-employed individual is both self-employed and also works as an employee 
of another, there cannot be a double benefit. If a self-employed individual receives sick leave wages 
from a separate employer, such individual’s qualified sick leave equivalent amount must be offset or 
reduced by the sick leave wages received from his or her employer. Thus, a self-employed individual’s 
qualified sick leave equivalent must be reduced (but not below zero) by up to $5,110 if circumstances 
(1) through (3) apply or $2,000 in the case of circumstances (4)-(6). Similarly, a self-employed 
individual must reduce any qualified family leave equivalent amount by the amount by which the sum 
of the qualified family leave equivalent amount and the qualified family leave wages received by the 
exceed $10,000. The IRS has provided guidance on its website in the form of frequently asked 
questions entitled COVID-19-Related Tax Credits: Special Issues for Employees and Additional 
Questions FAQs. Q&A 64 provides an example that illustrates this calculation: 

Assume that an eligible self-employed individual’s qualified family leave equivalent 
amount is $5,000, but the individual also works for an Eligible Employer and received 
qualified family leave wages of $9,000 to care for the individual’s child while school 
was closed due to COVID-19. The individual’s qualified family leave equivalent 
amount would be reduced by $4,000 [i.e., ($5,000 + $9,000) - $10,000], resulting in a 
credit for the qualified family leave equivalent of $1,000 [i.e., $5,000 - $4,000]. 

Self-employed individuals generally make quarterly estimated tax payments. Accordingly, a self-
employed individual may not recover leave amounts by not remitting employment tax. Self-employed 
individuals instead must claim the credit on their 2020 federal income tax returns. It is also possible 
for a self-employed individual to estimate and properly adjust their quarterly estimated tax payments 
downward to solve or improve cash flow. 
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 Natural Resources Deductions & Credits 
 Loss Transactions, Bad Debts, and NOLs 

 Those NOLs are not worth what they used to be (at least until 2026). The 2017 
Tax Cuts and Jobs Act, § 11012, amended § 461 by adding § 461(l), which disallows “excess business 
losses” for noncorporate taxpayers for taxable years beginning in 2018. Such “excess business losses” 
are determined after application of the passive loss rules of § 469. Essentially, as the authors read the 
statute, losses disallowed for a taxable year under § 461(l) are carried over to the next taxable year and 
become NOL carryforwards subject to revised § 172(a) (discussed below). Thus, the practical effect 
of § 461(l) appears to be a one-year deferral of “excess business losses.” An “excess business loss” is 
defined as the amount by which a noncorporate taxpayer’s aggregate trade or business deductions 
exceed aggregate gross income from those trades or businesses, plus $250,000 ($500,000 for joint 
filers). The term “aggregate trade or business deductions” apparently does not include § 172 
carryforwards, so NOLs carried forward from 2017 and prior taxable years are not limited by new 
§ 461(l). Such carryforwards are, however, limited by the changes made to § 172(a) (as discussed 
below). For partnerships and S corporations, new § 461(l) applies at the partner or shareholder level, 
and for farmers, the prior limitation on “excess farm losses” under § 461(j) is suspended so that only 
§ 461(l) applies to limit such losses. After 2018, the cap on “excess business losses” is adjusted 
annually for inflation. Mercifully, new § 461(l) sunsets for taxable years beginning on or after January 
1, 2026. 

 Surely you jest . . . there’s even more bad news for NOLs? The 2017 Tax 
Cuts and Jobs Act, § 13302(a), amended § 172(b)(1) such that, for taxable years beginning in 2018, 
NOLs (except “farming losses” and NOLs of non-life insurance companies) no longer may be carried 
back two years, and any carried forward NOLs are capped at 80 percent of taxable income (computed 
without regard to NOLs). This change to § 172(a) is permanent. 

 The good news: NOLs now are like BFFs; they stick with you until you 
die! The 2017 Tax Cuts and Jobs Act, § 13302(b), amended § 172(b)(1)(A)(ii) so that NOLs may be 
carried forward indefinitely (except by non-life insurance companies) rather than being limited to 20 
years as under pre-TCJA law. This change to § 172(b) is permanent. 

 Wait for it . . . wait for it . . . IR-2018-254 (12/18/18). Treasury and the IRS 
have yet to release any official administrative guidance concerning the above changes to the rules for 
NOLs. The only new information we have regarding the above-described changes is the foregoing 
news release. 

 And . . . as the late, great “Emily Litella” (a/k/a Gilda Radner on SNL) 
once said . . . NEVERMIND! The CARES Act has allowed carrybacks of NOLs and suspended 
the limitation on excess business losses The CARES Act modifies several of the rules for NOLs that 
were introduced into the Code by the 2017 Tax Cuts and Jobs Act. Section 2303(b) of the CARES Act 
amends Code § 172(b)(1) by adding a new subparagraph (D) to allow NOL carrybacks previously 
barred by the 2017 Tax Cuts and Jobs Act. Under new § 172(b)(1)(D), NOLs arising in taxable years 
beginning after December 31, 2017, but before January 1, 2021 (generally, 2018, 2019, and 2020), 
may be carried back to each of the five preceding taxable years. Special rules and limitations apply to 
REITs, life insurance companies, and taxpayers subject to § 965 (controlled foreign corporations). 
Further, the CARES Act, § 2303(a), amends Code § 172(a) such that, for taxable years beginning 
before January 1, 2021 (generally, 2019 and 2020), the 80 percent taxable income limitation on NOL 
carryforwards enacted by the 2017 Tax Cuts and Jobs Act does not apply. Last but not least, the 
CARES Act, § 2304, amends Code § 461(l) to repeal temporarily the rule, added by the 2017 Tax Cuts 
and Jobs Act, that disallows and carries forward “excess business losses” of noncorporate taxpayers 
attributable to taxable years beginning in 2018 and subsequent years. The temporary repeal applies to 
taxable years beginning before January 1, 2021. Thus, noncorporate taxpayers (including partners and 
subchapter S shareholders) whose 2018 and 2019 “excess business losses” were limited and carried 
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forward by the prior version of § 461(l) will need to file amended returns to claim “excess business 
losses” that were disallowed and carried forward from those years. 

 The IRS has extended to June 30, 2020, the deadline to file Form 1139 or 
Form 1045 to carry back 2018 NOLs. Notice 2020-26, 2020-18 I.R.B. 744 (4/10/20). To carry back 
a net operating loss, a taxpayer can either file an amended return or file for a quick quick refund using 
Form 1139 (Corporations) or Form 1045 (taxpayers other than corporations). The CARES Act did not 
change the due date of Forms 1139 or 1045. Normally, under § 6411, an application on Form 1139 or 
1045 must be filed within 12 months of the close of the taxable year in which the NOL arose. As a 
result of the CARES Act, NOLs arising in 2018, 2019, and 2020 can now be carried back five yeears. 
For 2018 NOLs, Forms 1139 or 1045 would  have been due December 31, 2019. Under § 6081, the 
Treasury Secretary can grant a reasonable extension of up to six months for filing any return 
declaration, or statement. This notice extends to June 30, 2020, the time to file Forms 1139 or 1045 for 
taxpayers with NOLs that arose in a taxable year that began during calendar year 2018 and that ended 
on or before June 30, 2019. The notice directs taxpayers to include the following language at the top 
of form: “Notice 2020-26, Extension of Time to File Application for Tentative Carryback Adjustment.” 

 The IRS has issued guidance in the form of FAQs on its websiteregarding 
filing Forms 1139 or 1045. The IRS has issued guidance on its website on filing Forms 1139 and 1045 
in the form of frequently asked questions (FAQs). The FAQs are available at https://perma.cc/5EXD-
S2XN. According to the website, starting on April 17, 2020, and until further notice, the IRS will 
accept eligible refund claims on Form 1139 submitted via fax to 844-249-6236 and eligible refund 
claims on Form 1045 submitted via fax to 844-249-6237. The FAQs provide that it is not possible to 
file an amended return by faxing it to these numbers. Only Forms 1139 or 1045 may be faxed. One 
problem that practitioners may encounter is that it may be necessary to amend the return for a year 
prior to filing Form 1139 or 1045, but the amended return, which likely will be filed by mail, might 
not be processed by June 30, the deadline for filing Forms 1139 or 1045 for 2018. In such a case, the 
quick refund claim will not reflect figures on the return as it exists in the IRS system. The FAQs address 
this problem in Q&A 15, which provides: 

If you need to amend a previously filed return prior to filing Form 1139 or Form 1045, 
follow normal filing procedures by timely filing hard copy Forms 1120-X/1139 and 
hard copy Forms 1040-X/1045 as applicable, in order to adhere to any filing deadlines 
particular to your situation. 

 At-Risk and Passive Activity Losses 
III. INVESTMENT GAIN AND INCOME 

 Gains and Losses 
 “Bitcoin is not a currency.” “No surprise” says Professor Omri Marian.1 

Notice 2014-21, 2014-16 I.R.B. 938 (3/25/14). This Notice “describes how existing general tax 
principles apply to transactions using virtual currency.” The notice has two main components: (1) a 
substantive part (i.e., how Bitcoin transactions should be taxed), and (2) an information reporting part 
(i.e., how income on Bitcoin transactions should be reported and how tax can be collected). 

 
1 This discussion of Notice 2014-21 is adapted, with permission, from a TaxProf Blog op-ed by 

Profesor Omri Y. Marian, who at the time was a member of the faculty of the University of Florida Levin 
College of Law (and now is a member of the faculty at the University of California Irvine School of Law), 
on March 26, 2014, available at http://taxprof.typepad.com/taxprof_blog/2014/03/marian-bitcoin.html. We 
thank Prof. Marian for granting us permission to include his work in this outline. See also Omri Y. Marian, 
Are Cryptocurrencies ‘Super’ Tax Havens?, 112 MICHIGAN LAW REVIEW FIRST IMPRESSIONS 38 (2013). 
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Substance. The substantive part of the Notice provides very few surprises. The most important 
conclusions are as follows. 

(1) Bitcoin is not a currency for tax purposes; it is property. As such, gain and 
losses on the disposition of Bitcoins can never be “exchange gain or loss.” This may come as a 
disappointment to taxpayers who lost money in Bitcoin investments and may have hoped to have the 
losses classified as exchange-losses, and, as such, as ordinary losses. On the other hand, taxpayers who 
have disposed of appreciated investment positions in Bitcoins may enjoy capital gains treatment. 
Taxpayers who hold Bitcoin as inventory will be subject to ordinary gains and losses upon disposition. 

(2) The receipt of Bitcoin in exchange for goods and services is taxable at the 
time of receipt. The amount realized is the U.S. dollar value of the Bitcoins received. The disposition 
of Bitcoin in exchange for goods and services is a realization and recognition event to the extent the 
value of Bitcoin has changed since the time it was acquired. Thus, if a taxpayer bought 1 Bitcoin for 
$500, and later used 1 Bitcoin to purchase a TV when Bitcoin was trading at $600, the taxpayer has a 
taxable gain of $100. 

 This part of the Notice has attracted some criticism from several 
commentators. A New York Times article summarized this critique, noting that characterizing Bitcoin as 
property “could discourage the use of Bitcoin as a payment method. If a user buys a product or service 
with Bitcoin, for example, the IRS will expect the individual to calculate the change in value from the date 
the user acquired the Bitcoin to the date it was spent. That would give the person a basis to calculate the 
gains—or losses—on what the IRS is now calling property.” This criticism is partially justified, although 
the result would have generally been the same had the IRS decided to classify Bitcoin as a foreign 
currency. Under current law, U.S. taxpayers whose functional currency is the U.S. dollar (practically all 
U.S. taxpayers), must track their basis in any foreign currency they hold, and recognize exchange gain or 
loss as soon as they dispose of the currency, but only to the extent their exchange gain or loss exceeds 
$200. Thus, the criticism might have some merit, as capital gains or losses are taxed from the first dollar, 
while exchange gain or losses are subject to the $200 threshold. This could be corrected if a de-minimis 
threshold would be made applicable to Bitcoin transactions as well, but it is not clear that there is any legal 
basis for the IRS to do so. The only way to completely avoid taxation upon disposition of Bitcoin is to 
characterize it as a functional currency, which could only conceivably happen if the U.S. adopts Bitcoin 
as a legal tender. This is much to ask for, and certainly not within the power of the IRS to decide. 

(3) Since taxes are paid in U.S. dollars and not in Bitcoin, the Bitcoin value 
must be converted to U.S. dollars for purposes of determining gains and losses. Fair market value is 
determined by reference to the BTC/USD price quoted in an online exchange if “the exchange rate is 
established by market supply and demand.” The problem with this determination is that there are 
multiple such exchanges, and the BTC/USD spot price may vary significantly among such exchanges. 
In March, 2013, the price difference between various exchanges varied by as much as $100, for an 
average trading price across exchanges of about $575. Taxpayers could cherry-pick their BTC/USD 
exchange rate and reduce tax gains or increase tax losses. The Notice prescribes that BTC to USD 
conversion must be made “in a reasonable manner that is consistently applied.” It is not clear what 
“consistency” means in this context and more guidance on this issue is needed. 

(4) Mined Bitcoins are includable in gross income, and thus taxed, upon 
receipt. Bitcoins come into existence by a mining process. “Miners” use their computing resources to 
validate Bitcoin transactions, and in return are compensated with newly created Bitcoin. 
Unsurprisingly, the IRS concluded that such income is taxable upon receipt. 

 The IRS did not explicitly rule on the character of mining income, but it is 
most likely ordinary, under several possible theories: (a) It is income from services – Miners are paid in 
newly generated Bitcoin for handling the bookkeeping of the Bitcoin public ledger. The IRS describes 
mining income as income received from using “computer resources to validate Bitcoin transactions and 
maintain the public Bitcoin transaction ledger.” This may imply that the IRS views mining income as 
income from the provision of services. (b) It is wagering income – from a technical point of view mining 
is guessing the correct answer to a complex cryptographing problem. (c) Mining pools – most miners mine 
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through mining pools, where multiple individual miners pool together their computing resources in order 
to generate Bitcoins. Mining pools might be classified as partnerships for tax purposes. If the mining pool 
is a partnership – the mining pool itself is clearly in the business of mining Bitcoins. Any income from a 
trade or business of the partnership (the pool) passes through as ordinary income to the partners (the 
miners). If the mining pool is not a partnership – miners essentially rent out their computing capacity to 
the mining pool’s operator. Rental income is ordinary income. 

Information reporting and backup withholding. The Notice, as expected, also concludes that 
payments in Bitcoins are subject to information reporting and backup withholding. Thus, a person who 
in the course of trade or business makes Bitcoin payments in excess of $600 to a non-exempt U.S. 
person, must report such payments to the IRS and to the recipient on the applicable Form 1099. The 
payments are also subject to backup withholding to the extent the payor is unable to solicit the requisite 
tax information from the payee. 

 This interpretation is perfectly reasonable, but its practical significance is left 
to be seen. The U.S. information reporting system is built, among others, on the assumption that parties to 
a taxable transaction know each other (or can reasonably obtain information about one another and send 
information to each other). As such, for example, taxpayers can send Forms 1099 to each other. The 
operation of Bitcoin defeats this assumption. Bitcoin is specifically designed to allow for exchange of 
value without having the parties to a transaction ever know each other. In fact, a Bitcoin payor is not 
always in a position to know whether payments he or she makes are made to the same person, or to 
different people. Payors may have a hard time even deciding whether the $600 threshold is met. The 
default is backup withholding. It is not clear, however, how the IRS can enforce reporting and withholding 
requirements when both parties to a transaction are anonymous both to the IRS and to each other. The 
ramifications may be significant. Consider for example mining pools. In order to be in compliance, U.S. 
based mining pools would have to identify their participants by name (rather than by anonymous address), 
a result that the Bitcoin community is all but certain to dislike. The alternative – backup withholding by 
the pool operator in respect of the Bitcoin mined – would probably drive Bitcoin miners to mining pools 
operated by non-U.S. taxpayers. It will be interesting to see how these requirements pan out. 

Unaddressed issues. The IRS is well aware of the limited breadth of the Notice and it has 
solicited comments from taxpayers. Some specific issues not addressed by the Notice that may be of 
significance are as follows: (1) Whether Bitcoin and Bitcoin-wallets are financial assets and financial 
accounts, respectively, for purposes of FATCA and FBAR reporting requirements. This may not be of 
immediate relevance to most taxpayers due to the dollar amount thresholds applicable in such contexts, 
but as Bitcoin grows in popularity, such issues may become relevant. (2) Whether Bitcoin service 
providers (such as wallet service providers, Bitcoin exchanges, Bitcoin mining pools and so on) are 
financial institutions for reporting, withholding, and FATCA purposes. (3) Whether Bitcoin mining 
pools are entities for tax purposes. Some Bitcoin mining pools may conceivably be classified as entities 
separate from their owners for tax purposes, and as such may qualify as partnerships. This may carry 
with it significant tax consequences to Bitcoin miners. (4) Can Bitcoin be classified as a commodity 
for purposes of section 475(e), allowing dealers to elect mark-to-market accounting? 

Summary. The IRS guidance is clear, concise, and correct on the law. While some obscurities 
remain, most major interpretative issues are addressed. The Notice does an excellent job explaining 
how transactions involving Bitcoin are taxed. It got all of the substantive issues right. In the context of 
information reporting, however, the Notice exposes the limitations of current tax law when it comes to 
collecting tax on Bitcoin transactions. While the IRS got the information reporting part right as well, 
the practical ability of the IRS to enforce such requirements may be limited in certain contexts. The 
main challenge remains in the area of collection. Time will tell whether the arsenal at the disposal of 
the IRS is enough to deal with tax evasion through Bitcoin, or whether Congress will have to supply 
the IRS with additional ammo. 

 Are virtual currency accounts reportable on the FBAR? In an IRS webinar 
broadcast on June 4, 2014, an IRS program analyst in the Small Business/Self Employed Division 
stated that the IRS and the Treasury Department’s Financial Crimes Enforcement Network (FinCen) 
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have “been closely monitoring developments around virtual currencies” such as Bitcoin. However, 
“for right now, FinCen has said that virtual currency is not going to be reportable on the FBAR, at least 
for this filing season. That could change in the future, as we monitor what’s happening with virtual 
currencies … .” See Virtual Currency May Be Reportable on FBAR in Future, 2014 TNT 108-2 
(6/5/14). More recently, according to the Journal of Accountancy, the AICPA Virtual Currency Task 
Force reached out to FinCEN regarding this issue, and 

FinCEN responded that regulations (31 C.F.R. § 1010.350(c)) do not define virtual 
currency held in an offshore account as a type of reportable account. Therefore, virtual 
currency is not reportable on the FBAR, at least for now. 

Kirk Phillips, Virtual currency not FBAR reportable (at least for now), J. Accountancy (6/19/19). 
 The IRS has announced a virtual currency compliance campaign. On July 

2, 2018, the IRS announced on its website as one of five large business and international compliance 
campaigns a virtual currency campaign. The website describes the campaign as follows: 

The Virtual Currency Compliance campaign will address noncompliance related to the 
use of virtual currency through multiple treatment streams including outreach and 
examinations. The compliance activities will follow the general tax principles 
applicable to all transactions in property, as outlined in Notice 2014-21. The IRS will 
continue to consider and solicit taxpayer and practitioner feedback in education efforts, 
future guidance, and development of Practice Units. Taxpayers with unreported virtual 
currency transactions are urged to correct their returns as soon as practical. The IRS is 
not contemplating a voluntary disclosure program specifically to address tax non-
compliance involving virtual currency. 

 The IRS has begun sending letters to taxpayers with virtual currency 
transactions who potentially failed to report their transactions properly. IR-2019-132 (7/26/19). 
The IRS announced that it has begun sending letters to taxpayers with virtual currency transactions 
who potentitally failed to report income or otherwise report the transactions properly. The IRS expected 
tht more than 10,000 taxpayers would recive the letters by the end of August 2019. The IRS urged 
those receiving the letters to take them very seriously and to take corrective action by amending returns 
and paying any tax and penalties due. The announcement stated that the “[t]he names of these taxpayers 
were obtained through various ongoing IRS compliance efforts.” 

 If you are dealing with hard forks or airdrops of virtual currency you will 
want to read this revenue ruling. Rev. Rul. 2019-24, 2019-44 I.R.B. 1004 (10/9/19). This revenue 
ruling addresses whether a taxpayer has gross income as a result of either: (1) a hard fork of a 
cryptocurrency the taxpayer owns if the taxpayer does not receive units of a new cryptocurrency, or 
(2) an airdrop of a new cryptocurrency following a hard fork if the taxpayer receives units of new 
cryptocurrency. The ruling provides definitions of a hard fork and an airdrop, which are very technical 
and require a detailed undertanding of the mechanisms through which virtual currency transactions are 
carried out. The ruling concludes that a taxpayer does not have gross income in the first situation but 
does have gross income in the second. 

 The draft Schedule 1 for the 2019 Form 1040 asks about virtual currency 
transactions. On October 10, 2019, the IRS released a draft of Schedule 1 (Additional Income and 
Adjustments to Income) for the 2019 individual income tax return on Form 1040. The revised Schedule 
1 asks the following question at the top of the form: “At any time during 2019, did you receive, sell, 
send, exchange, or otherwise acquire any financial interest in any virtual currency?” 

 Interest, Dividends, and Other Current Income 
 Taxpayer restores money-pit mansion to its former glory, but due to 

taxpayer’s failure to rent or hold out for rental, gets “hammered” by capital loss. Keefe v. 
Commissioner, T.C. Memo 2018-28 (3/15/18). These married taxpayers, neither of whom was an 
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architect or contractor, acquired and restored Wrentham House, a historic mansion in Newport, Rhode 
Island. From May of 2000 until May of 2008 the taxpayers spent approximately $10 million repairing 
and restoring the mansion with the goal of turning it into a luxury vacation rental property. 
Notwithstanding taxpayers’ $10 million investment in the mansion, structural and other problems 
prevented the property from being marketable as a rental property until June of 2008. At that time, of 
course, the “Great Recession” was in full swing, and there was virtually no market and no prospect for 
luxury rentals. Consequently, the mansion was never rented or even seriously marketed for rental, and 
in August of 2009, the mansion was sold in a short sale for approximately $6 million. The taxpayers 
claimed that the mansion was § 1231 property used in a trade or business thereby entitling them to 
ordinary loss treatment. The Service contended that the mansion was not used in a trade or business 
but instead was a capital asset, so the loss on the short sale was a capital loss subject to the $3,000 per 
year limitation of § 1211(b). The Tax Court (Chief Judge Marvel) held for the Service. Citing Gilford 
v. Commissioner, 201 F.2d 735 (2d Cir. 1953) because the case would be appealable to the Second 
Circuit Court of Appeals, Judge Marvel explained that the taxpayers failed to show that their alleged 
rental activities were “sufficient, continuous, and substantial enough to constitute a trade or business 
with respect to rental of the property” (emphasis added). Instead, Judge Marvel ruled that the mansion 
was property “held for the production of income, but not used in a trade or business of the taxpayer.” 
Reg. § 1.1221-1(b). Accordingly, § 1231 did not apply to the mansion, so the mansion was a capital 
asset subject to the capital loss limitation of § 1211(b). The court also upheld the Service’s imposition 
of accuracy-related penalties. 

 And the Second Circuit agrees. Keefe v. Commissioner, 966 F.3d 107 (2d 
Cir. 7/17/20), aff’g T.C. Memo 2018-28 (3/15/18). In a relatively brief opinion, the Second Circuit 
affirmed the decision of the Tax Court. Writing for the Second Circuit, Judge Walker agreed with 
Judge Marvel that the taxpayer’s activities with respect to the mansion did not rise to the level of a 
trade or business. Therefore, the mansion was a capital asset, not a § 1231 asset, and the taxpayers thus 
suffered a capital loss, not an ordinary loss, upon the short sale of the mansion. Nevertheless, Judge 
Walker quibbled a bit with Judge Marvel’s analysis. Specifically, Judge Walker wrote that the standard 
applied by Judge Marvel was more stringent than required by prior Second Circuit decisions. 
Specifically, to determine trade or business status with respect to real estate rental activities, Judge 
Marvel of the Tax Court examined whether the taxpayers’ activities concerning the mansion were 
sufficiently “continuous, regular, and substantial.” Judge Marvel’s opinion stated, “The Court of 
Appeals for the Second Circuit requires that taxpayers be engaged in continuous, regular, and 
substantial activity in relation to the management of the property to support a conclusion that the 
property was used in a trade or business and was not a capital asset.” See T.C. Memo 2018-28 at 16-
17. In Judge Walker’s view, however, Second Circuit precedent only requires a taxpayer’s real estate 
rental activities to be “regular and continuous” to support a trade or business finding. Judge Walker 
explained that the Second Circuit has never expressly added the word “substantial” to the “continuous 
and regular” standard for testing trade or business status with respect to real estate rental activities. See 
2020 WL 4032469 at footnote 22. Regardless, Judge Walker affirmed Judge Marvel’s holding because 
the taxpayers’ activities with respect to the mansion were not “regular and continuous” enough to 
justify a trade or business finding. Judge Walker also upheld Judge Marvel’s decision to impose 
accuracy-related penalties. 

 Profit-Seeking Individual Deductions  
 Say it isn’t so! Miscellaneous itemized deductions are no longer deductible 

beginning in 2018. The 2017 Tax Cuts and Jobs Act, § 11045, amended Code § 67 by adding § 67(g), 
which disallows as deductions all miscellaneous itemized deductions for taxable years beginning after 
2017 and before 2026. Miscellaneous itemized deductions are defined in § 67(b) and, prior to the Tax 
Cuts and Jobs Act, were deductible to the extent that, in the aggregate, they exceeded 2 percent of the 
taxpayer’s adjusted gross income. The largest categories of miscellaneous itemized deductions are: 
(1) investment-related expenses such as fees paid for investment advice or for a safe deposit box used 
to store investment-related items, (2) unreimbursed employee business expenses, and (3) tax 
preparation fees. 
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 But estates and non-grantor trusts can breathe a sigh of relief. Notice 2018-
61, 2018-31 I.R.B. 278 (07/13/18). Under § 67(e), the adjusted gross income of an estate or trust 
generally is computed in the same manner as that of an individual. Furthermore, prior to the Tax Cut 
and Jobs Act, estates and non-grantor trusts were subject to the 2 percent floor on miscellaneous 
itemized deductions like individuals unless a cost paid or incurred by the estate or non-grantor trust 
“would not have been incurred if the property were not held in such estate or trust.” Put differently, 
estates and non-grantor trusts avoided the 2 percent floor on miscellaneous itemized deductions if they 
paid or incurred a cost that “commonly or customarily” would not have been paid or incurred by a 
hypothetical individual holding the same property as the estate or non-grantor trust. For example, Reg. 
§ 1.67-4(b)(3) provides as follows: 

Tax preparation fees. Costs relating to all estate and generation-skipping transfer tax 
returns, fiduciary income tax returns, and the decedent’s final individual income tax 
returns are not subject to the 2-percent floor. The costs of preparing all other tax returns 
(for example, gift tax returns) are costs commonly and customarily incurred by 
individuals and thus are subject to the 2-percent floor. 

If a fee (such as a tax preparation fee) paid or incurred by an estate or non-grantor trust was bundled 
so that it included costs that were both subject to the 2 percent floor (e.g., gift tax return) and not subject 
to the 2 percent floor (e.g., fiduciary income tax return), then the estate or non-grantor trust must 
allocate the bundled fee appropriately. 
The enactment of new § 67(g), which states that “no miscellaneous itemized deduction” is allowed 
until 2026, left many estates and trusts wondering whether their investment-related and tax-related 
expenses (e.g., return preparation fees, trustee fees, financial advisor fees, etc.) peculiar to the 
administration of an estate or trust remain deductible either in whole or in part. Notice 2018-61 
announces that Treasury and the IRS do not read new § 67(g) to disallow all investment- and tax-
related expenses of estates and non-grantor trusts. Thus, the Treasury Department and the IRS intend 
to issue regulations clarifying that estates and non-grantor trusts may continue to deduct investment- 
and tax-related expenses just as they could prior to the enactment of new § 67(g). Notice 2018-61 also 
announces that Treasury and the IRS are aware of concerns surrounding whether new § 67(g) impacts 
a beneficiary’s ability to deduct investment- and tax-related expenses pursuant to § 642(h) (unused loss 
carryovers and excess deductions) upon termination of an estate or non-grantor trust. Treasury and the 
IRS intend to issue regulations addressing these concerns as well. 

 IRS issues proposed regulations clarifying that certain deductions allowed 
to an estate or non-grantor trust are not miscellaneous itemized deductions. REG-113295-18, 
Effect of Section 67(g) on Trusts and Estates, 85 F.R. 27693 (5/11/20). Based upon comments received 
pursuant to Notice 2018-61, the IRS has issued proposed regulations clarifying that deductions 
described in § 67(e)(1) and (2) are not miscellaneous itemized deductions. The proposed regulations 
would amend Reg. § 1.67-4 to clarify that § 67(g) does not deny deductions described under § 67(e)(1) 
and (2) for estates and nongrantor trusts. These deductions generally include administration expenses 
of the estate or trust which would not have been incurred if the property were not held in such trust or 
estate and the personal exemption deduction of an estate or non-grantor trust. Such deductions are 
allowable in arriving at adjusted gross income (AGI) and are not considered miscellaneous itemized 
deductions under § 67(b). The proposed regulations specifically do not address whether such 
deductions will continue to be deductible for purposes of the alternative minimum tax. 
The proposed regulations also provide guidance under § 642(h) in relation to net operating loss and 
capital loss carryovers under subsection (h)(1) and the excess deduction under (h)(2). They implement 
a more specific method aimed at preserving the tax character of three categories of expenses. Thus, 
fiduciaries are required to separate deductions into at least the following three categories: 
(1) deductions allowed in arriving at adjusted gross income, (2) non-miscellaneous itemized 
deductions, and (3) miscellaneous itemized deductions. Under this regime, each deduction comprising 
the § 642(h)(2) excess deduction retains its separate character which passes through to beneficiaries 
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on termination of the estate or trust. Separately stating these categories of expenses facilitates proper 
reporting by beneficiaries. 
The proposed regulations adopt the principles used under Reg. § 1.652(b)-3 in allocating items of 
deduction among the classes of income in the final year of a trust or estate for purposes of determining 
the character and amount of the excess deductions under section 642(h)(2). In general, Reg. § 1.652(b)-
3 provides that deductions attributable to a particular class of income retain their character. Any 
remaining deductions that are not directly attributable to a specific class of income are allocated to any 
item of income (including capital gains) with a portion allocated to any tax-exempt income. See Reg. 
§ 1.652(b)-3(b), (d). The character and amount of each deduction remaining represents the excess 
deductions available to the beneficiaries. The proposed regulations provide a useful example for 
determining the character of excess deductions. 

 The IRS gets hoisted by its own petard, and in the process, we get an unusual 
lesson in “following the money” for purposes of the interest expense deduction limits under IRC 
§ 163. Lipnick v. Commissioner, 153 T.C. No. 1 (8/28/19). Although the facts are a bit convoluted, 
this Tax Court opinion by Judge Lauber reaffirms the “follow the money” principles for determining 
deductible interest expense under IRC § 163, including for debt-financed partnership distributions and 
the aftermath thereof. The taxpayer’s father held membership interests in several limited liability 
companies (“LLCs”) classified as partnerships for federal income tax purposes. The LLCs owned and 
managed very profitable residential rental properties in the Washington, D.C., area. In 2009—
really??? . . . during the great recession??? . . . wow!—the LLCs made nonrecourse debt-financed 
distributions to the taxpayer’s father totaling approximately $80 million. The taxpayer’s father used 
the proceeds of these debt-financed distributions to purchase investment assets that he held personally. 
Similarly, in 2012, the taxpayer’s father received, directly and indirectly, yet another debt-financed 
distribution of approximately $1.7 million from a residential rental property limited partnership (“LP”) 
in which he and his family limited partnership (“FLP”) were partners. The taxpayer’s father also used 
the proceeds of this debt-financed distribution to purchase investment assets that he held personally. 
For the years 2009-2012, pursuant to Notice 89-35, 1989-1 C.B. 675, and Temp. Reg. § 1.163-
8T(a)(4)(i)(C), the taxpayer’s father reported his allocable share of the LLCs’ and the LP’s interest 
expense (including the LP’s interest expense passed through his FLP) as investment interest for 
purposes of the IRC § 163(d)(1) limitation on the deductibility of investment interest. (Incidentally, it 
appears that the taxpayer’s father was able to deduct his entire allocable share of the LLCs’ and LP’s 
interest expense during the years 2009-2012 because the taxpayer’s father had ample investment 
income during those years.) Midway through 2011, the taxpayer’s father gave a portion of his 
membership interests in the LLCs to his taxpayer-son. Then, in October of 2012, the taxpayer’s father 
died bequeathing his partnership interests in the LP and FLP to his taxpayer-son. The foregoing 
transfers from the father to the taxpayer-son were treated as part-gift/part-sale transactions because the 
father’s allocable share of the LLCs’ and LP’s debt (including debt allocated via the FLP) was treated 
as an amount realized by the father, and an amount paid by the taxpayer-son, under Reg. § 1.752-1(h) 
and § 1.1001-2(a)(4)(v). In fact, the taxpayer’s father had reported taxable capital gains of 
approximately $23 million from his “gift” of the LLC interests to his taxpayer-son in 2011. 
(Presumably, no capital gains were realized or recognized upon the taxpayer father’s bequest of the LP 
and FLP interests to his taxpayer-son in 2012 due to the estate’s stepped-up basis.) After receiving the 
foregoing LLC, LP, and FLP interests, the taxpayer-son did not continue to report his allocable share 
of the LLCs’ and LP’s interest expense as investment interest. Rather, the taxpayer-son reported his 
allocable share of the LLCs’ and LP’s interest expense for the years 2012 and 2013 as properly 
allocable to the underlying real estate assets and rental income of the LLCs and the LP. Accordingly, 
the taxpayer-son deducted his allocable shares of the interest expense against his allocable shares of 
the rental income. The IRS, noticing the change in treatment of the interest, audited the taxpayer-son 
(because the LLCs and the LP were not subject to TEFRA-partnership audit rules), disallowed the 
deduction of the interest expense against the rental income of the LLCs and the LP, and proposed 
deficiencies for 2012 and 2013 totaling approximately $500,000. (Presumably, unlike his father, the 
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taxpayer-son did not have sufficient investment income to be able to fully deduct his allocable share 
of the interest expense from the LLCs and LP.) 

In support of his position that the interest expense was properly allocable to and deductible 
against the rental income of the LLCs and the LP (including debt allocated via the FLP), the taxpayer-
son relied upon Reg. § 1.752-1(h) and § 1.1001-2(a)(4)(v) cited above as well as the regulations under 
§ 163. Specifically, Temp. Reg. § 1.163-8T(c)(3)(ii)(C) provides that if a taxpayer “takes property 
subject to debt,” and no debt proceeds are disbursed to the taxpayer, the debt is treated as being used 
to acquire the property. Accordingly, the associated interest expense is allocated to the acquired 
property for purposes of the deduction limitations of § 163. The taxpayer-son contended that even 
though his LLC interests were received via “gift,” and the LP interest was received via a bequest, the 
taxpayer-son was allocated a share of LLCs’ and  the LP’s debt, and he thus acquired his interests 
“subject to debt.” Further, the taxpayer-son relied upon Notice 89-35, 1989-1 C.B. 675, which provides 
in relevant part that “in the case of debt proceeds allocated under [Reg. 1.163-8T] to the purchase of 
an interest in a passthrough entity (other than by way of a contribution to the capital of the entity), the 
debt proceeds and the associated interest expense shall be allocated among all of the assets of the entity 
using any reasonable method.” The IRS argued that taxpayer-son was bound by the father’s treatment 
of the interest as an investment expense because a “once investment interest, always investment 
interest” rule should apply. Moreover, the IRS argued that Temp. Reg. § 1.163-8T(c)(3)(ii)(C) was not 
relevant because the taxpayer-son did not actually “take [his LLC and LP interests] subject to a debt” 
as contemplated by the regulations and Notice 89-35; but rather, the rules of Reg. § 1.752-1(h) and 
§ 1.1001-2(a)(4)(v) use such an approach for purposes of subchapter K, not § 163. The Tax Court 
(Judge Lauber) disagreed with the IRS, citing Temp. Reg. § 1.163-8T(c)(3)(ii)(C) and Notice 89-35, 
1989-1 C.B. 675, as noted above. Judge Lauber determined that the IRS’s position had no authoritative 
support and that the taxpayer-son’s position was correct. Judge Lauber wrote, “In short, whereas [the 
taxpayer’s father] received a debt-financed distribution, the [taxpayer-son] is treated as having made a 
debt-financed acquisition of the partnership interests he acquired from [his father].” Therefore, 
reasoned Judge Lauber, the IRS’s own Notice 89-35, 1989-1 C.B. 675, expressly allows the interest 
expense to be allocated to the real estate assets and income generated by the LLCs and LP (as was 
done by the taxpayer-son). 

 Section 121 
 Section 1031 
 Section 1033 
 Section 1035 
 Miscellaneous 

 No depositors, no regulation, no “bank,” no bad debt deduction for worthless 
asset-backed securities. An otherwise profitable victim of the financial meltdown can't deduct 
any of over $500,000,000 of losses on asset-back securities. This one ain't funny. MoneyGram 
International, Inc. v. Commissioner, 144 T.C. 1 (1/7/15). MoneyGram’s core business is to provide 
consumers and financial institutions with payment services that involve the movement of money 
through three main channels: money transfers, money orders, and payment processing services. 
MoneyGram derives its revenue from the transaction fees paid by its customers and from management 
of currency exchange spreads on international money transfers. When a customer purchases a money 
order by giving cash to a MoneyGram agent, the agent must remit these funds to MoneyGram 
immediately. However, MoneyGram typically enters into agreements with its agents allowing them to 
retain and use these funds for an agreed-upon period. MoneyGram also derives revenue from the 
temporary investment of funds remitted from its financial institution customers until such time as the 
official checks and money orders clear. MoneyGram is not subject to regulation as a bank and it has 
never been regulated as a bank by any Federal banking regulator. On its 2007 and 2008 Forms 1120, 
MoneyGram classified its business as “nondepository credit intermediation.” During 2007 and 2008, 
MoneyGram undertook a recapitalization that included writing down or writing off a substantial 
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volume of partially or wholly worthless securities. MoneyGram claimed ordinary § 166(a) bad debt 
deductions with respect to the partial or complete worthlessness of hundreds of millions of dollars of 
non-REMIC asset-backed securities in which it had invested. (Treating these losses as capital losses 
would have generated no current tax benefit for MoneyGram because it had no capital gain net income 
during 2007 and 2008 against which capital losses could be offset.) The IRS determined that these 
securities were “debts evidenced by a security” under § 165(g)(2)(C) and that MoneyGram was entitled 
to ordinary bad debt deductions (via § 582(a)), as opposed to capital losses, only if it were a “bank” 
within the meaning of § 581 and that MoneyGram was not a “bank;” thus the IRS disallowed the bad 
debt deductions. The Tax Court (Judge Lauber) upheld the deficiency. To qualify as a “bank” under 
§ 581, a taxpayer must meet three distinct requirements. First, it must be “a bank or trust company 
incorporated and doing business” under federal or state law. Second, “a substantial part” of its business 
must “consist[] of receiving deposits and making loans and discounts.” Third, it must be “subject by 
law to supervision and examination” by federal or state authorities having supervision over banking 
institutions. Under this test, during 2007 and 2008 MoneyGram did not qualify as a “bank” because it 
did not display the essential characteristics of a bank as that term is commonly understood and because 
a substantial part of its business did not consist of receiving bank deposits or making bank loans. 
Because MoneyGram was not a “bank” within the meaning of § 581, it was ineligible to claim ordinary 
loss deductions on account of the worthlessness of its securities under § 582. The losses were capital 
losses. 

 Maybe MoneyGram is a bank. The Fifth Circuit has reversed and 
remanded for consideration of whether MoneyGram was receiving “deposits” and whether it 
was making “loans and discounts.” MoneyGram International, Inc. v. Commissioner, 664 F. App’x 
386 (5th Cir. 11/15/16), rev’g and remanding 144 T.C. 1 (1/7/15). In a per curiam oinion, the U.S. 
Court of Appeals for the Fifth Circuit has reversed the Tax Court and remanded for further proceedings. 
One requirement to qualify as a “bank” under § 581 is that “a substantial part” of the taxpayer’s 
business must “consist[] of receiving deposits and making loans and discounts.” Section 581 does not 
define the terms “deposits” or “loans.” The Tax Court held that the term “deposits” as used in § 581 
means “funds that customers place in a bank for the purpose of safekeeping,” that are “repayable to the 
depositor on demand or at a fixed time,” and which are held “for extended periods of time.” The Tax 
Court concluded that the funds received by MoneyGram in exchange for issuing money orders and the 
funds received from its financial institution customers were not “deposits” because MoneyGram did 
not hold these funds for safekeeping or for an extended period of time. The Tax Court also held that a 
“loan” as that term is used in § 581 “is memorialized by a loan instrument, is repayable with interest, 
and generally has a fixed (and often lengthy) repayment period.” The Tax Court concluded that the 
funds MoneyGram permitted its agents to keep temporarily, which were reflected on MoneyGram’s 
books as accounts receivable, were not loans but merely accounts receivable typical of any business 
that provides goods or services. The Fifth Circuit disagreed with the definitions the Tax Court assigned 
to the terms “deposits” and “loans.” With respect to the term “deposits,” the Fifth Circuit held that the 
Tax Court had erred by interpreting it to require that MoneyGram hold funds received “for an extended 
period of time.” With respect to the term “loans,” the Fifth Circuit disagreed entirely with the definition 
used by the Tax Court. According to the Fifth Circuit, the “central inquiry” for determining if a 
transaction is a loan for tax purposes is whether the parties intend that the money advanced be repaid. 
The Fifth Circuit noted that is has adopted a non-exhaustive, seven-factor test to determine whether 
the parties to a transaction intended an arrangement to be a loan. Finally, the Fifth Circuit observed 
that § 581 requires as a condition of “bank” status that the taxpayer make loans and discounts. The Tax 
Court had not addressed whether MoneyGram nade discounts. Because the Tax Court had applied 
incorrect definisitions of the terms “deposits” and “loans” and had not addressed whether MoneyGram 
made “discounts,” the Fifth Circuit reversed the Tax Court and remanded for reconsideration. 

 We got it right the first time, says the Tax Court. MoneyGram is not a 
bank. MoneyGram International, Inc. v. Commissioner, 153 T.C. No. 9 (12/3/19). On remand, in a 
lengthy opinion by Judge Lauber, the Tax Court concluded that MoneyGram neither received deposits 
nor made loans. The court also concluded that MoneyGram did not make discounts. Therefore, the 
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court held, MoneyGram was not a “bank” within the meaning of § 581 and its losses were capital rather 
than ordinary losses. With respect to the issue whether MoneyGram received deposits, the Tax Court 
held that MoneyGram did not receive funds “for the purpose of safekeeping.” Although it received 
funds from its agents who issued money orders and received funds from its financial institution 
customers (such as banks) in connection with processing checks, in neither case, the court held, did 
MoneyGram receive the funds for the purpose of safekeeping. The Tax Court also concluded that 
MoneyGram did not make “loans” when it allowed its agents that issued money orders to keep the 
funds for short periods of time before remitting them to MoneyGram. The court was influenced in part 
by the fact that MoneyGram had argued in several cases involving bankruptcy of its agents that “the 
agent’s obligation to it arises by operation of law upon the agent’s defalcation as Trustee, not from a 
debtor-creditor relationship of the sort created by an ordinary secured loan.” Finally, the Tax Court 
held that MoneyGram did not make discounts. The court described the term “making discounts” in 
§ 581, which provides a definition of “bank” that dates from 1936, as “somewhat old-fashioned 
terminology.” The term describes a practice more common at that time of a bank customer who held a 
bill or promissory note who would ask the bank to “discount” the note by paying the customer a lesser 
amount, say 90 cents on the dollar. The court analyzed MoneyGram’s investments in asset-backed 
securities and its purchase of commerical paper and concluded that neither activity constituted making 
discounts within the meaning of § 581. 

IV. COMPENSATION ISSUES 
 Fringe Benefits 

 Costs for over-the-counter medicine and other products may now be 
reimbursed by FSAs and HSAs! Under Code § 223(d), organizations may create a U.S. trust as a 
“health savings account” (HSA) for the exclusive purpose of paying qualified medical expenses on 
behalf of the beneficiary. Qualified medical expenses are generally defined as amounts which are 
expended by the beneficiary for medical care of the beneficiary, his or her spouse, and any dependent 
as defined under § 52. Prior to the CARES Act, the last sentence of § 223(d)(2)(A) provided that 
qualified medical expenses included amounts paid for prescription medicines or drugs. Under the old 
rule, qualified medical expenses did not include so-called over-the-counter medicine or drugs that were 
not prescribed. As such, historically, there was no qualified reimbursement by the HSA for expenses 
associated with costs incurred for medicine or drugs that were not prescribed. The CARES Act, 
§ 3702(a), amends the previous rules that apply to HSAs by removing the last sentence of 
§ 223(d)(2)(A), which has the effect of including over-the-counter medicines and drugs that are not 
prescribed. The Act also replaces the original last sentence of § 223(d)(2)(A) by inserting, “[f]or 
purposes of this subparagraph, amounts paid for menstrual care products [as defined in new 
§ 223(d)(2)(D)] shall be treated as paid for medical care.” In general, the above changes allow all such 
expenses to be treated as qualified reimbursements by an HSA. The same rules also apply to 
reimbursements from flexible spending accounts, or FSAs. These changes apply to distributions from 
HSAs and reimbursements from FSAs after 2019. 

 There are no adverse tax consequences for employees if they forgo their 
vacation, sick, or personal leave in exchange for the employer’s contributions to charitable 
organizations providing disaster relief for those affected by the COVID-19 pandemic. Notice 
2020-46, 2020-27 I.R.B. 7 (6/11/20). In this notice, the IRS has provided guidance on the tax treatment 
of cash payments that employers make pursuant to leave-based donation programs for the relief of 
victims of the COVID-19 pandemic in all 50 states, the District of Columbia, and certain U.S. 
territories (affected geograpic areas). Under leave-based donation programs, employees can elect to 
forgo vacation, sick, or personal leave in exchange for cash payments that the employer makes to 
charitable organizations described in § 170(c). The notices provide that the IRS will not assert that: 
(1) cash payments an employer makes before January 1, 2021, to charitable organizations described in 
§ 170(c) for the relief of victims of the COVID-19 pandemic in affected geograpic areas in exchange 
for vacation, sick, or personal leave that its employees elect to forgo constitute gross income or wages 
of the employees; or (2) the opportunity to make such an election results in constructive receipt of 
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gross income or wages for employees, Employers are permitted to deduct these cash payments either 
under the rules of § 170 as a charitable contribution or under the rules of § 162 as a business expense 
if the employer otherwise meets the requirements of either provision. Employees who make the 
election cannot claim a charitable contribution deduction under § 170 for the value of the forgone 
leave. The employer need not include cash payments made pursuant to the program in Box 1, 3 (if 
applicable), or 5 of the employee’s Form W-2. 

 Qualified Deferred Compensation Plans 
 Some inflation-adjusted numbers for 2020. Notice 2019-59, 2019-47 I.R.B. 

1091 (11/8/19). 
 Elective deferrals in §§ 401(k), 403(b), and 457 plans are increased from 

$19,000 to $19,500 with a catch-up provision for employees aged 50 or older that is increased from $6,000 
to $6,500. 

 The limit on contributions to an IRA remains unchanged at $6,000. The AGI 
phase-out range for contributions to a traditional IRA by employees covered by a workplace retirement 
plan is increased to $65,000 to $75,000 (from $64,000-$74,000) for single filers and heads of household, 
increased to $104,000-$124,000 (from $103,000-$123,000) for married couples filing jointly in which the 
spouse who makes the IRA contribution is covered by a workplace retirement plan, and increased to 
$189,000-$199,000 (from $193,000-$203,000) for an IRA contributor who is not covered by a workplace 
retirement plan and is married to someone who is covered. The phase-out range for contributions to a Roth 
IRA is increased to $196,000-$206,000 (from $193,000-$203,000) for married couples filing jointly, and 
increased to $124,000-$139,000 (from $122,000-$137,000) for singles and heads of household. 

 The annual benefit from a defined benefit plan under § 415 is increased to 
$230,000 (from $225,000). 

 The limit for defined contribution plans is increased to $57,000 (from 
$56,000). 

 The amount of compensation that may be taken into account for various plans 
is increased to $285,000 (from $280,000), and is increased to $425,000 (from $415,000) for government 
plans. 

 The AGI limit for the retirement savings contribution credit for low- and 
moderate-income workers is increased to $65,000 (from $64,000) for married couples filing jointly, 
increased to $48,750 (from $48,000) for heads of household, and increased to $32,500 (from $32,000) for 
singles and married individuals filing separately. 

 Proposed regulations provide guidance under § 401 relating to new life 
expectancy and distribution period tables used to calculate minimum distributions from 
qualified plans, IRAs, and annuities. REG-132210-18, Updated Life Expectancy and Distribution 
Period Tables Used for Purposes of Determining Minimum Required Distributions, 84 F.R. 60812 
(11/8/19). The Treasury Department and the IRS have issued proposed regulations that provide 
guidance on the use of updated life expectancy and distribution period tables under Reg. § 401(a)(9)-
9. In general, the proposed regulations seek to update the existing tables using current mortality data 
based on mortality rates for 2021. The new tables allow for longer life expectancies than the current 
tables under the existing regulations and generally result in a reduction of required minimum 
distributions. In turn, this allows for retention of larger amounts in retirement accounts in 
contemplation of participants having slightly longer lives. The updated life expectancy and distribution 
period tables arer proposed to apply to distributions on or after January 1, 2021. Thus, for an individual 
who attains the age at which required minimum distributions must begin in 2020, the proposed 
regulations would not apply to the distribution for the 2020 calendar year (which is due by April 1, 
2021). The proposed regulations would apply to the required minimum distribution for the individual’s 
2021 calendar year, which is due by December 31, 2021. As an aside, while the proposed regulations 
indicate age 70-½ as the age at which required mimumum distributions must begin, the authors note 
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that a provision of the SECURE Act, Division O, Title I, § 114 of the 2020 Further Consolidated 
Appropriations Act, amended Code § 401(a)(9)(C)(i)(I) to increase the age at which requried minimum 
distributions must begin to 72. Presumably, these proposed regulations will be amended to reflect this 
change. The proposed regulations also include a transition rule that applies under certain circumstances 
if an employee dies prior to January 1, 2021. The transition rule applies in three situations: (1) the 
employee died before the required beginning date with a non-spousal designated beneficiary; (2) the 
employee died after the required beginning date without a designated beneficiary; and (3) the 
employee, who is younger than the designated beneficiary, died after the required beginning date. 
Under these circumstances, a set of specific rules applies in relation to the distribution period for 
calendar years following the calendar year of the employee’s death. 

 The cap on elective deferrals to § 401(k) plans pursuant to automatic 
contribution arrangements is now 15 percent. A provision of the SECURE Act, Division O, Title 
1, § 102 of the 2020 Further Consolidated Appropriations Act, amended Code § 401(k)(13)(C)(iii) to 
increase from 10 percent to 15 percent the cap on elective deferrals to a § 401(k) plan under an 
automatic contribution arrangement. An automatic contribution arrangement allows an employer 
automatically to deduct elective deferrals from an employee’s wages unless the employee makes an 
election not to contribute or to contribute a different amount. This change applies to plan years 
beginning after December 31, 2019. 

 Congress has increased the age at which RMDs must begin to 72. A provision 
of the SECURE Act, Division O, Title I, § 114 of the 2020 Further Consolidated Appropriations Act, 
amended Code § 401(a)(9)(C)(i)(I) to increase the age at which required minimum distributions 
(RMDs) from a qualified plan (including IRAs) must begin from 70-½ to 72. Pursuant to this 
amendment, RMDs must begin by April 1 of the calendar year following the later of the calendar year 
in which the employee attains age 72 or, in the case of an employer plan, the calendar year in which 
the employee retires. This latter portion of the rule allowing deferral of RMDs from employer plans 
until retirement does not apply to a 5-percent owner (as defined in § 416). The increase in the age at 
which RMDs must begin until age 72 applies to distributions required to be made after December 31, 
2019, with respect to individuals who attain age 70-½ after such date. 

 No more stretching out RMDs from non-spousal inherited qualified 
retirement accounts. A provision of the SECURE Act, Division O, Title IV, § 401 of the 2020 Further 
Consolidated Appropriations Act amended Code § 401(a)(9)(E) to modify the required minimum 
distribution (RMD) rules for inherited retirement accounts (defined contribution plans and IRAs). The 
amendments require all funds to be distributed by the end of the 10th calendar year following the year 
of death. There is no requirement to withdraw any minimum amount before that date. The current rules, 
which permit taking RMDs over many years, continue to apply to a designated beneficiary who is (1) a 
surviving spouse, (2) a child of the participant who has not reached the age of majority, (3) disabled 
within the meaning of § 72(m)(7), (4) a chronically ill individual within the meaning of § 7702B(c)(2) 
with some modifications, or (5) an individual not in any of the preceding categories who is not more 
than 10 years younger than the deceased individual These changes generally apply to distributions with 
respect to those who who die after December 31, 2019. 

 Penalty-free withdrawals for birth or adoption. A provision of the SECURE 
Act, Division O, Title I, § 113 of the 2020 Further Consolidated Appropriations Act, amended Code 
§ 72(t)(2) to add new § 72(t)(2)(H), which provides for penalty-free withdrawals from “applicable 
eligible retirement plans” for a “qualified birth or adoption distribution.” A “qualified birth or adoption 
distribution” is defined as “any distribution from an applicable eligible retirement plan to an individual 
if made during the 1-year period beginning on the date on which a child of the individual is born or on 
which the legal adoption by the individual of an eligible adoptee is finalized.” A distribution can be 
treated as qualifying only if the taxpayer includes the name, age, and taxpayer identification number 
of the child on the taxpayer’s tax return for the taxable year. The maximum penalty-free distribution is 
$5,000 per individual per birth or adoption. This change applies to distributions made after Dec. 31, 
2019. 
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 “Difficulty of care” payments that are excluded from gross income are now 
treated as compensation for purposes of contributing to defined contribution plans and IRAs. A 
provision of the SECURE Act, Division O, Title I, § 116 of the 2020 Further Consolidated 
Appropriations Act, amended Code § 408(o) to add new § 408(o)(5) and amended Code § 415(c) to 
add new § 415(c)(8). These provisions allow taxpayers receiving “difficulty of care payments” that are 
excludable from gross income under § 131 to treat such payments as compensation for purposes of the 
limits on contributing to a defined contribution plan or IRA. Generally, difficulty of care payments are 
defined in § 131(c)(1) as compensation for providing additional care to a qualified foster individual 
that is required by reason of the individual’s physical, mental, or emotional handicap and that is 
provided in the home of the foster care provider. This change applies to contributions to IRAs after 
December 20, 2019, the date of enactment, and applies to defined contribution plans for plan years 
beginning after December 31, 2015. 

 In Feigh v. Commissioner, 152 T.C. No. 15 (5/15/19), the Tax Court held 
that, although Notice 2014-7, 2014-4 I.R.B. 445, treats Medicaid waiver payments as difficulty of care 
payments that are excludable from gross income under § 131, such payments are earned income for 
purposes of the earned income credit and the child tax credit. Generally, Medicaid waiver payments are 
payments are made by a state that has obtained a Medicaid waiver that allows the state to include in the 
state’s Medicaid program the cost of home or community-based services (other than room and board) 
provided to individuals who otherwise would require care in a hospital, nursing facility, or intermediate 
care facility. The legislative changes made by the 2020 Further Consolidated Appropriations Act do not 
alter the result in Feigh. 

 Loans from qualified employer plans are treated as taxable distributions if 
they are made through the use of credit cards or similar arrangangements. A provision of the 
SECURE Act, Division O, Title 1, § 108 of the 2020 Further Consolidated Appropriations Act, 
amended Code § 72(p)(2) to redesignate § 72(p)(2)(D) as § 72(p)(2)(E) and to add new § 72(p)(2)(D), 
which provides an additional requirement for a loan from a qualified employer plan to avoid being 
treated as a taxable distribution. Under § 72(p)(1), a loan from a qualified employer plan is treated as 
a distribution unless it meets certain requirements se forth in § 72(p)(2). One requirement (provided in 
§ 72(p)(2)(A)) is that the loan must not exceed the lesser of (1) $50,000 or (2) the greater of one-half 
of the present value of the employee’s nonforfeitable accrued benefit or $10,000. A second requirement 
(provided in § 72(p)(2)(B)) is that the loan must be repaid within five years. A third requirement 
(provided in § 72(p)(2)(C) is that substantially level amortization of the loan (with payments not less 
frequently than quarterly) must take place over the term of the loan. New § 72(p)(2)(D) provides a 
fourth requirement, which is that the loan must not be “made through the use of any credit card or any 
other similar arrangement.” This requirmement applies to loans made after December 20, 2019, the 
date of enactment. 

 Congress has made access to retirement plan funds easier for survivors of 
certain natural disasters. A provision of the Taxpayer Certainty and Disaster Tax Relief Act of 2019, 
Division Q, Title II, § 202 of the 2020 Further Consolidated Appropriations Act, provides special rules 
that apply to distributions from qualified employer plans and IRAs and to loans from qualified 
employer plans for survivors of certain natural disasters. 
 Qualified Disaster Distributions. Section 202(a) of the legislation provides four special rules for 
“qualified disaster distributions.” First, the legislation provides that qualified disaster distributions up 
to an aggregate amount of $100,000 for each qualified disaster are not subject to the normal 10-percent 
additional tax of § 72(t) that applies to distributions to a taxpayer who has not reached age 59-1/2. 
Second, the legislation provides that, unless the taxpayer elects otherwise, any income resulting from 
a qualified disaster distribution is reported ratably over the three-year period beginning with the year 
of the distribution. Third, the legislation permits the recipient of a qualified disaster distribution to 
contribute up to the amount of the distribution to a qualified employer plan or IRA that would be 
eligible to receive a rollover contribution of the distribution. The contribution need not be made to the 
same plan from which the distribution was received, and must be made during the three-year period 
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beginning on the day after the date on which the distribution was received. If contributed within the 
required three-year period, the distribution and contribution are treated as made in a direct trustee-to-
trustee transfer within 60 days of the distribution. The apparent intent of this rule is to permit the 
taxpayer to exclude the distribution from gross income to the extent it is recontributed within the 
required period. Because the recontribution might take place in a later tax year than the distribution, 
presumably a taxpayer would include the distribution in gross income in the year received and then 
file an amended return for the distribution year upon making the recontribution. Fourth, qualified 
disaster distributions are not treated as eligible rollover distributions for purposes of the withholding 
rules, and therefore are not subject to the normal 20 percent withholding that applies to eligible rollover 
distributions under § 3405(c). A qualified disaster distribution is defined as any distribution from an 
eligible retirement plan as defined in § 402(c)(8)(B) (which includes qualified employer plans and 
IRAs) that was made: (1) before June 17, 2020 (the date that is 180 days after December 20, 2019, the 
date of enactment of the legislation), (2) on or after the first day of the incident period of a qualified 
disaster, and (3) to an individual whose principal place of abode at any time during the incident period 
of the qualified disaster was located in the qualified disaster area of that qualified disaster and who 
sustained an economic loss by reason of that qualified disaster. 
 Recontributions of Withdrawals Made for Home Purchases. Section 202(b) of the legislation 
permits an individual who received a “qualified distribution” to contribute up to the amount of the 
distribution to a qualified employer plan or IRA that would be eligible to receive a rollover contribution 
of the distribution. A qualified distribution is a hardship distribution that an individual received from 
a qualified employer plan or IRA during the period that is 180 days before the first day of the incident 
period of the relevant qualified disaster and ending on the date that is 30 days after the last day of the 
incident period that was to be used to purchase or construct a principal residence in a qualified disaster 
area that was not purchased or constructed on account of the qualified disaster. The contribution need 
not be made to the same plan from which the distribution was received, and must be made during the 
“applicable period,” which is the period beginning on the first day of the incident period of the qualified 
disaster and ending on the date that is 30 days after the last day of the incident period. The distribution 
and contribution are treated as made in a direct trustee-to-trustee transfer within 60 days of the 
distribution. The apparent intent of this rule is to permit the taxpayer to exclude the distribution from 
gross income to the extent it is recontributed within the required period. 
 Loans. For qualified individuals, section 202(c) of the legislation increases the limit on loans from 
qualified employer plans and permits repayment over a longer period of time. Normally, under § 72(p), 
a loan from a qualified employer plan is treated as a distribution unless it meets certain requirements. 
One requirement is that the loan must not exceed the lesser of (1) $50,000 or (2) the greater of one-
half of the present value of the employee’s nonforfeitable accrued benefit or $10,000. A second 
requirement is that the loan must be repaid within five years. In the case of a loan made to a “qualified 
individual” during the period from December 20, 2019 (the date of enactment) through June 16, 2020 
(the 180-day period beginning on the date of enactment), the legislation increases the limit on loans to 
the lesser of (1) $100,000 or (2) the greater of all of the present value of the employee’s nonforfeitable 
accrued benefit or $10,000. The legislation also provides that, if a qualified individual has an 
outstanding plan loan on the first day of the incident period of a qualified disaster with a due date for 
any repayment occurring during the period beginning on the first day of the incident period and ending 
on the date which is 180 days after the last day of the incident period, then the due date is delayed for 
one year. If an individual takes advantage of this delay, then any subsequent repayments are adjusted 
to reflect the delay in payment and interest accruing during the delay. This appears to require 
reamortization of the loan. A qualified individual is defined as an individual whose principal place of 
abode at any time during the incident period of a qualified disaster is located in the qualified disaster 
area with respect to that qualified disaster and who sustained an economic loss by reason of the 
qualified disaster. 

Defined Terms. Several key terms are defined in Division Q, Title II, § 201 of the 2020 Further 
Consolidated Appropriations Act. These are as follows: 
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1. The term “incident period” with respect to any qualified disaster is the period specified by 
FEMA as the period during which the disaster occurred, except that the period cannot be treated 
as beginning before January 1, 2018, or ending after January 19, 2020 (the date that is 30 days 
after the date of enactment of the legislation). 

2. The term “qualified disaster zone” is the portion of the qualified disaster area determined by 
the President to warrant individual or individual and public assistance from the federal 
government under the Robert T. Stafford Disaster Relief and Emergency Assistance Act by 
reason of the qualified disaster with respect to the qualified disaster area. 

3. The term “qualified disaster area” is an area with respect to which the President declared a 
major disaster from January 1, 2018, through February 18, 2020 (the date that is 60 days the 
date of enactment of the legislation), under section 401 of the Stafford Act if the incident period 
of the disaster began on or before December 20, 2019 (the date of enactment). To avoid 
providing double benefits, the legislation excludes the California wildfire disaster area, for 
which similar relief was provided by the Bipartisan Budget Act of 2018. 

4. “The term ‘qualified disaster’ means, with respect to any qualified disaster area, the disaster 
by reason of which a major disaster was declared with respect to such area.” 

 Congress has made access to retirement plan funds easier for those affected 
by COVID-19. The CARES Act, § 2202, provides special rules that apply to distributions from 
qualified employer plans and IRAs and to loans from qualified employer plans for those affected by 
the Coronavirus. 
 Coronavirus-related distributions. Section 2202(a) of the legislation provides four special rules for 
“coronavirus-related distributions.” First, the legislation provides that coronavirus-related 
distributions up to an aggregate amount of $100,000 for each year are not subject to the normal 10-
percent additional tax of § 72(t) that applies to distributions to a taxpayer who has not reached age 59-
1/2. Second, the legislation provides that, unless the taxpayer elects otherwise, any income resulting 
from a coronavirus-related distribution is reported ratably over the three-year period beginning with 
the year of the distribution. Third, the legislation permits the recipient of a coronavirus-related 
distribution to contribute up to the amount of the distribution to a qualified employer plan or IRA that 
would be eligible to receive a rollover contribution of the distribution. The contribution need not be 
made to the same plan from which the distribution was received, and must be made during the three-
year period beginning on the day after the date on which the distribution was received. If contributed 
within the required three-year period, the distribution and contribution are treated as made in a direct 
trustee-to-trustee transfer within 60 days of the distribution. The apparent intent of this rule is to permit 
the taxpayer to exclude the distribution from gross income to the extent it is recontributed within the 
required period. Because the recontribution might take place in a later tax year than the distribution, 
presumably a taxpayer would include the distribution in gross income in the year received and then 
file an amended return for the distribution year upon making the recontribution. Fourth, coronavirus-
related distributions are not treated as eligible rollover distributions for purposes of the withholding 
rules, and therefore are not subject to the normal 20 percent withholding that applies to eligible rollover 
distributions under § 3405(c). A coronavirus-related distribution is defined as any distribution from an 
eligible retirement plan as defined in § 402(c)(8)(B) (which includes qualified employer plans and 
IRAs) that was made: (1) on or after January 1, 2020, and before December 31, 2020, (2) to an 
individual who is diagnosed (or whose spouse or dependent is diagnosed) with the virus under an 
approved test or 

who experiences adverse financial consequences as a result of being quarantined, being 
furloughed or laid off or having work hours reduced due to such virus or disease, being 
unable to work due to lack of child care due to such virus or disease, closing or reducing 
hours of a business owned or operated by the individual due to such virus or disease, 
or other factors as determined by the Secretary of the Treasury (or the Secretary’s 
delegate). 
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Loans. For qualified individuals, section 2202(b) of the legislation increases the limit on loans from 
qualified employer plans and permits repayment over a longer period of time. Normally, under § 72(p), 
a loan from a qualified employer plan is treated as a distribution unless it meets certain requirements. 
One requirement is that the loan must not exceed the lesser of (1) $50,000 or (2) the greater of one-
half of the present value of the employee’s nonforfeitable accrued benefit or $10,000. A second 
requirement is that the loan must be repaid within five years. In the case of a loan made to a “qualified 
individual” during the period from March 27, 2020 (the date of enactment) through December 31, 
2020), the legislation increases the limit on loans to the lesser of (1) $100,000 or (2) the greater of all 
of the present value of the employee’s nonforfeitable accrued benefit or $10,000. The legislation also 
provides that, if a qualified individual has an outstanding plan loan on or after March 27, 2020 (the 
date of enactment) with a due date for any repayment occurring during the period beginning on March 
27, 2020 (the date of enactment) and ending on December 31, 2020, then the due date is delayed for 
one year. If an individual takes advantage of this delay, then any subsequent repayments are adjusted 
to reflect the delay in payment and interest accruing during the delay. This appears to require 
reamortization of the loan. A qualified individual is defined as an individual who would be eligible for 
the distribution rules described above. 

 The IRS has provided guidance on the CARES Act provisions that 
facilitate access to retirement funds by those affected by COVID-19. Notice 2020-50, 2020-28 
I.R.B. 35 (6/22/20). This notice provides guidance regarding the special rules enacted as part of the 
CARES Act, § 2202, that apply to distributions from qualified employer plans and IRAs and to loans 
from qualified employer plans for those affected by the Coronavirus. 
 Distributions qualifying as coronavirus-related distributions. Section 1 of the notice provides 
guidance in three areas relevant to determining whether a distribution is a “coronavirus-related 
distribution” as defined in § 2202(a)(4)(A) of the CARES Act. First, the notice provides guidance on 
individuals eligible to receive coronavirus-related distributions, whom the notice describes as 
“qualified individuals.” Pursuant to the discretion granted by the statute, the notice expands the 
category of qualified individuals beyond the individuals expressly described in the statute. According 
to the notice, the category of qualified individuals includes those who experience adverse financial 
consequences as a result of the causes listed in the statute (such as being quarantined, furloughed or 
laid off or having work hours reduced due to the virus), and also those who experience adverse financial 
consequences as a result of (1) “the individual having a reduction in pay (or self-employment income) 
due to COVID-19 or having a job offer rescinded or start date for a job delayed due to COVID-19,” 
(2) the individual’s spouse or a member of the individual’s household experiencing any of the same 
statutory or non-statutory situations (i.e., being furloughed, laid off, having a start date for a job delayed 
etc.), and (3) “closing or reducing hours of a business owned or operated by the individual’s spouse or 
a member of the individual’s household due to COVID-19.” For this purpose, a member of the 
individual’s household is someone who shares the individual’s principal residence. Second, the notice 
provides guidance on the distributions that qualify as coronavirus-related distributions. According to 
the notice, there is no requirement that qualified individuals show that distributions were used for 
purposes related to COVID-19 in order to qualify as coronavirus-related distributions. Thus, 
“coronavirus-related distributions are permitted without regard to the qualified individual’s need for 
funds, and the amount of the distribution is not required to correspond to the extent of the adverse 
financial consequences experienced by the qualified individual.” The notice further provides that, with 
only limited exceptions (specified in the notice), a qualified individual can designate any distribution 
as a coronavirus-related distribution up to the statutory maximum of $100,000. The distributions that 
an individual can designate as coronavirus-related distributions therefore include any periodic 
payments, any amounts that would have been required minimum distributions (RMDs) in 2020 were 
it not for the suspension of RMDs by the CARES Act, any distributions received as a beneficiary, and 
any reduction or offset of a qualified individual’s account balance in order to repay a plan loan. If 
designated as coronavirus-related distributions, all of these distributions can be included in income 
ratably over three years. (As described below, however, not all of these distributions are eligible for 
recontribution and treatment as a tax-free rollover.) The notice recognizes that “a qualified individual’s 
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designation of a coronavirus-related distribution may be different from the employer retirement plan’s 
treatment of the distribution” for a variety of reasons, such as a distribution occurring before the 
effective date of a plan amendment providing for coronavirus-related distributions or the existence of 
multiple retirement accounts from which the individual withdraws more than $100,000 in the 
aggregate. Third, the notice provides guidance on which coronavirus-related distributions can be 
recontributed and treated as tax-free rollovers. According to the notice, “only a coronavirus-related 
distribution that is eligible for tax-free rollover treatment under § 402(c), 403(a)(4), 403(b)(8), 
408(d)(3), or 457(e)(16) is permitted to be recontributed to an eligible retirement plan.” Such 
recontributions are treated as having been made in a trustee-to-trustee transfer to the eligible retirement 
plan. A coronavirus-related distribution paid to a qualified individual as a beneficiary of an employee 
or IRA owner (other than the surviving spouse of the employee or IRA owner) cannot be recontributed. 
Although distributions from an employer retirement plan made on account of hardship are not eligible 
for recontribution and treatment of tax-free rollovers, a distribution that meets the definition of a 
coronavirus-related distribution is not treated as made on account of hardship for purposes of the 
notice. 
 Tax treatment of receiving and recontributing coronavirus-related distributions. Section 4 of the 
notice provides guidance on the tax treatment of a qualified individual receiving and recontributing 
coronavirus-related distributions. The notice provides that a qualified individual who designates a 
distribution as a coronavirus-related distribution includes the distribution in income ratably over a 
three-year period beginning in the year in which the distribution occurs unless the individual elects to 
include the entire amount of the taxable portion of the distribution in income in the year of the 
distribution. According to the notice, an individual cannot elect out of the three-year ratable income 
inclusion after having timely filed the individual’s federal income tax return for the year of the 
distribution. Thus, the election out cannot be made on an amended tax return. Further, an individual 
must treat all coronavirus-related distributions consistently by either including all of them in income 
ratably over three years or including all of them in income in the year in which the distributions 
occurred. An individual must report coronavirus-related distributions on the individual’s federal 
income tax return (if required to be filed) and on Form 8915-E, Qualified 2020 Disaster Retirement 
Plan Distributions and Repayments. On Form 8915-E, which is expected to be available before the end 
of 2020, an individual will indicate whether he or she elects out of the three-year ratable income 
inclusion rule. An individual also will report recontributions of coronavirus-related distributions on 
Form 8915-E. The notice provides several examples that illustrate how an individual should report 
recontributions of coronavirus-related distributions when the individual has reported income from the 
distributions both ratably over three years and in a single year (the year of distribution). Generally, if 
an individual includes a coronavirus-related distribution in income entirely in the year of distribution 
and recontributes some or all of the distribution within the three-year period beginning on the day after 
the distribution, the individual will file an amended tax return for the year of distribution to reduce the 
portion of the distribution included in income and also will file a revised Form 8915-E. If an individual 
instead reports the income from a coronavirus-related distribution ratably over three years, then the 
individual will reduce the income reported on the return for the year in which the recontribution is 
made. The notice permits an individual using the three-year ratable inclusion method who recontributes 
more than the amount reportable as income on the return for the year of recontribution to carry the 
excess recontribution back or forward to reduce income from the coronavirus-related distribution in 
other years; carrying such excess recontributions back would require filing an amended return. A 
qualified individual who dies before including the full taxable amount of the coronavirus-related 
distribution in gross income must include the remainder of the distribution in gross income for the 
taxable year that includes the individual’s death. If an individual is receiving substantially equal 
periodic payments from an eligible retirement plan and receives a coronavirus-related distribution, the 
receipt of the coronavirus-related distribution will not be treated as a change in substantially equal 
payments as described in § 72(t)(4). 
 Retirement plans and IRAs making or receiving recontributions of coronavirus-related 
distributions. Section 2 of the notice provides guidance for employer retirement plans making 
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coronavirus-related distributions on topics such as the plan’s option to treat distributions as 
coronavirus-related distributions; the dates by which any plan amendments must be made; the fact that 
the normal requirements of offering a direct rollover, withholding 20 percent of the distribution, and 
providing a § 402(f) notice do not apply to coronavirus-related distributions; and the ability of plan 
administrators to rely on an individual’s certification that the individual is a qualified individual in 
determining whether a distribution is a coronavirus-related distribution unless the administrator has 
actual knowledge to the contrary. Section 3 of the notice provides guidance for employer retirement 
plans and IRAs on the required tax reporting for coronavirus-related distributions and on accepting 
recontributions of such distributions. The notice provides that coronavirus-related distributions should 
be reported on Form 1099-R with either distribution code 2 (early distribution, exception applies) or 
distribution code 1 (early distribution, no known exception) in box 7 of Form 1099-R. 
 Plan loans. Section 5 of the notice provides guidance on the changes made by the CARES Act that 
affect loans from qualified employer plans, i.e., the legislation’s increase in the limit on such loans and 
its extension of the period of repayment for certain outstanding loans. The notice makes clear that 
employer plans may, but are not required to, offer this permissible delay in loan repayment. The notice 
provides a safe harbor that qualified employer plans can use to satisfy the requirements of § 72(p) (i.e., 
to avoid having a plan loan treated as a distribution) and provides an example that illustrates the safe 
harbor and the reamortization of a plan loan for which repayment is delayed. 

 You don’t have to CARE about RMDs during 2020. The CARES Act, § 2203, 
amends Code § 401(a)(9) by adding § 401(a)(9)(I), which waives the requirement to take required 
minimum distributions for 2020. If a taxpayer turned 70-½ in 2019, he or she was required take their 
2019 minimum distribution by April 1, 2020. Such taxpayers, and others who previously had turned 
70-½, also must take their 2020 RMD by December 31, 2020. The CARES Act suspends both RMDs 
that should have been taken by April 1, 2020, and those that normally would be taken by December 
31, 2020. One issue that arises is how to treat RMDs that taxpayers took in 2020 before passage of the 
legislation waiving the requirement to take RMDs. The CARES act does not address this issue. 
Possibile ways to address this situation include depositing the funds in an eligible returement plan 
within 60 days and treating the withdrawal and contribution as a tax-free rollover. Another possibility 
is treating the withdrawal as a coronavirus-related distribution if the applicable requirements are met, 
reporting the income ratably over three years, and redepositing within three years to treat the 
withdrawal and contribution as a tax-free withdrawal.  

 As discussed earlier in this outline, a provision of the SECURE Act, Division 
O, Title I, § 114 of the 2020 Further Consolidated Appropriations Act, amended Code § 401(a)(9)(C)(i)(I) 
to increase the age at which RMDs must begin to 72 for distributions required to be made after December 
31, 2019, with respect to individuals who attain age 70-½ after such date. 

 The IRS has issued guidance regarding the waiver of RMDs in 2020. Notice 
2020-51, 2020-29 I.R.B. 73 (6/23/20). This notice provides guidance relating to the waiver of 2020 
RMDs. The notice permits rollovers of waived RMDs and certain related payments and extends the 
normal 60-day rollover period for certain distributions to August 31, 2020. The notice also answers 
several questions in Q&A format related to the waiver of RMDs in 2020. Finally, the notice provides 
guidance to plan administrators, including a sample plan amendment that, if adopted, would provide 
participants a choice whether to receive waived RMDs and certain related payments. 

 It’s okay to discriminate on the basis of age! The § 72(t) 10 percent penalty for 
those receiving distributions prior to age 59-½ does not violate the Fifth Amendment’s Due 
Process Clause. Conard v. Commissioner, 154 T.C. No. 6 (3/10/20). In general, under § 72(t)(1), a 
taxpayer who receives a distribution from a qualified retirement plan must pay an additional tax equal 
to 10 percent of the total distributions for that year. Pursuant to § 72(t)(2)(A), the 10 percent additional 
tax, commonly referred to as a penalty, does not apply to specified types of distributions, including 
those made to a taxpayer who has attained the age of 59-½ or who is disabled (as defined in § 72(m)(7)) 
at the time of the distribution. The taxpayer in this case, Ms. Conard, was not yet age 59-½ nor was 
she eligible for any other exceptions to the penalty when she received nine distributions totaling 
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$61,777 from her qualified retirement plan in 2008. While Ms. Conard properly reported the total 
amount of the distributions, she neither reported nor paid the additional 10 percent tax. Instead, Ms. 
Conard attached a statement to her Form 1040 taking the position that the additional tax was abitrary 
and capricious. The IRS determined a deficiency of $6,177 attributable to the additional 10 percent tax 
on premature distributions. Representing herself in the Tax Court, Ms. Conard argued that the 
exception for distributions made to taxpayers who are at least age 59-½ violated “the U.S. 
Constitution’s guarantee of equal treatment under the law.”  

Constitutional Analysis. The Due Process Clause of the Fifth Amendment to the United States 
Constitution provides that no person shall be “deprived of life, liberty, or property, without due process 
of law.” The Due Process Clause imposes on the federal government requirements similar to those that 
the Equal Protection Clause of the Fourteenth Amendment imposes on the individual states. See, Regan 
v. Taxation With Representation of Wash., 461 U.S. 540, 542 n.2 (1983). Section 1 of the Fourteenth 
Amendment prohibits states from “deny[ing] to any person within its jurisdiction the equal protection 
of the laws.” In determining whether Ms. Conard’s right to equal protection was violated in this case, 
the Tax Court (Judge Toro) relied on the Seventh Circuit’s framework in Estate of Kunze, 233 F.3d 
948 (7th Cir. 2000), reasoning that where a statute affects economic rights and neither infringes on a 
substantive constitutional right nor discriminates on the basis of a suspect classification such as race, 
the statute is subject to judicial scrutiny only under the lower rational basis test. Estate of Kunze, 233 
F.3d at 954. Under that test “a statute will be sustained if the legislature could have reasonably 
concluded that the challenged classification would promote a legitimate state purpose.” Id. (citing 
Exxon Corp. v. Eagerton, 462 U.S. 176, 195-96 (1983)). According to Estate of Kunze, legislatures 
have broad authority to enact tax statutes that create distinctions and classifications among taxpayers 
and the Constitution does not require either perfect equality or absolute logical consistency as between 
taxpayers. With respect to a tax statute, there is a presumption of constitutionality that may be 
overcome only by demonstrating that a classification “is a hostile and oppressive discrimination against 
particular persons and classes.” Regan, 461 U.S. at 547. 

Court’s Reasoning. Judge Toro applied the framework discussed above in evaluating Ms. Conard’s 
equal protection challenge to the additional tax imposed by § 72(t) and concluded that the proper 
standard of review is the rational-basis test. Under this test, the issue narrowly becomes whether the 
classification bears a reasonable relationship to some legitimate government purpose. See Ruggere v. 
Commissioner, 78 T.C. 979, 987 (1982). The court turned to the legislative history of § 72(t). In 
proposing the enactment of § 72, the Senate Finance Committee reasoned that “[t]he absence of 
withdrawal restrictions in the case of some tax-favored arrangements allows participants in those 
arrangements to treat them as general savings accounts with favorable tax features rather than as 
retirement savings arrangements.” S. Rept. No. 99-313, at 612 (1985), 1986-3 C.B. (Vol. 3) 612 (1985). 
The Committee explained its reasoning as follows: 

Although the committee recognizes the importance of encouraging taxpayers to save 
for retirement, the committee also believes that tax incentives for retirement savings 
are inappropriate unless the savings generally are not diverted to nonretirement uses. 
One way to prevent such diversion is to impose an additional income tax on early 
withdrawals from tax-favored retirement savings arrangements in order to discourage 
withdrawals and to recapture a measure of the tax benefits that have been provided. 
Accordingly, the Committee believes it appropriate to apply an early withdrawal tax to 
all tax-favored retirement arrangements. * * * S. Rept. No. 99-313, supra at 613, 1986-
3 C.B. (Vol. 3) at 613. 

Judge Toro reasoned that this explanation, among other explanations in the legislative history, are 
entirely rational. If taxpayers were allowed to withdraw amounts from qualified retirement plans prior 
to their retirement years, such withdrawals could be “diverted to nonretirement uses,” which would 
frustrate the congressional objective of encouraging taxpayers to save for retirement. Thus, although 
§ 72(t) provides different rules for differently situated taxpayers, it did not violate the taxpayer’s 
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constitutional rights. Because Ms. Conard was not yet age 59-½ and did not qualify for any other 
exception, she was subject to the additional 10 percent tax of § 72(t). 

 Nonqualified Deferred Compensation, Section 83, and Stock Options 
 Individual Retirement Accounts 

 Amounts paid to an individual to aid in the pursuit of graduate or postdoctoral 
study and included in the individual’s gross income are now treated as compensation for 
purposes of contributing to an IRA. A provision of the SECURE Act, Division O, Title 1, § 106 of 
the 2020 Further Consolidated Appropriations Act, amended Code § 219(f)(1) to provide that amounts 
paid to an individual to aid in the pursuit of graduate or postdoctoral study and included in the 
individual’s gross income are now treated as compensation for purposes of the limit on contributing to 
an IRA. Such amounts would include taxable stipends and non-tuition fellowship payments received 
by graduate and postdoctoral students. This change applies to taxable years beginning after December 
31, 2019.  

 ♪♫I don't know, but I've been told, if you [contribute to an IRA] you’ll never 
grow old.♫♪ Congress has eliminated the age restriction for contributions to traditional IRAs. A 
provision of the SECURE Act, Division O, Title I, § 107 of the 2020 Further Consolidated 
Appropriations Act, repealed former Code § 219(d)(1). The effect of this change is to eliminate the age 
restriction (age 70-½) for contributions to traditional IRAs. The legislation also amends 
§ 408(d)(8)(A), which allows taxpayers who are age 70-½ or older to make tax-free distributions to a 
charity from an IRA of up to $100,000 per year, to reduce a taxpayer’s ability to take such tax-free 
distibutions for a charity by the amount of deductible IRA contribtuions made after age 70-½. The 
reduction in the $100,000 annual limit under § 408(d)(8)(A) is the amount by which the taxpayer’s 
aggregate deductible contributions to an IRA made after age 70-½ exceed the aggregate reductions of 
the $100,000 limit in all prior taxable years. These changes apply to contributions and distributions 
made for taxable years beginning after December 31, 2019. 

V. PERSONAL INCOME AND DEDUCTIONS 
 Rates 

 Do we want kids to be entrepreneurial, or don’t we? Congress has repealed 
the 2017 modification of the kiddie tax, which had applied the rates of tax applicable to trusts 
and estates to the unearned income of children. A provision of the SECURE Act, Division O, Title 
V, § 501 of the 2020 Further Consolidated Appropriations Act, has repealed Code § 1(j)(4). Section 
1(j)(4) was added to the Code by § 11001(a) of the 2017 Tax Cuts and Jobs Act. For taxable years 
beginning after 2017 and before 2026, § 1(j)(4) modified the so-called “kiddie tax” by taxing the 
unearned income of children under the rate schedule that applies to trusts and estates. (The earned 
income of children continued to be taxed at the rates that normally apply to a single individual.) This 
changed the approach of prior law, under which the tax on unearned income of children was determined 
by adding it to the income of the child’s parents and calculating a hypothetical increase in tax for the 
parents. Under the approach of former § 1(j)(4), the child’s tax on unearned income was unaffected by 
the parents’ tax situation. The 2017 Tax Cuts and Jobs Act did not change the categories of children 
subject to the kiddie tax. Congress has now repealed § 1(j)(4), which means that the regime in effect 
prior to the 2017 Tax Cuts and Jobs Act, reflected in § 1(g), now is back in effect. Congress also 
amended § 55(d)(4)(A) by adding § 55(d)(4)(A)(iii), which provies that, for purposes of the alternative 
minimum tax, subsection (j) of § 59 shall not apply. The effect of this amendment is to make 
inapplicable the limitation on the AMT exemption amount of a child to whom the kiddie tax applies. 
The repeal of former § 1(j)(4) generally applies to taxable years beginning after December 31, 2019, 
but taxpayers can elect, under procedures to be prescribed, for the repeal to apply also to taxable years 
beginning in 2018 alone, 2019 alone, or both 2018 and 2019. The elimination of the § 59(j) limit on a 
child’s AMT exemption amount applies to taxable years beginning after December 31, 2017. 
Amendment of 2018 returns might be necessary. 
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 The provision repealing § 1(j)(4) was an amendment proposed by 
Congressman Don Beyer of Virginia, a member of the House Ways and Means Committee. A press 
release he issued indicated that the amendment was designed to prevent (1) children who receive benefits 
as survivors of members of the military or first responders from being subject to higher rates of tax on 
their benefits, and (2) low-income college students from being subject to higher rates of tax on taxable 
financial aid they receive. 

 Miscellaneous Income 
 Who would have thought that selling your life insurance policy to a stranger 

was a good idea anyway? Notice 2018-41, 2018-20 I.R.B. 584 (4/26/18) The 2017 Tax Cuts and Jobs 
Act, §§ 13520-13522, has modified the rules concerning the exclusion of life insurance proceeds upon 
the death of the insured as well as the determination of basis in a life insurance contract. The modified 
rules primarily impact the tax treatment of so-called life settlements (where a stranger purchases a life 
insurance policy on a healthy insured) and viatical settlements (where a stranger purchases a life 
insurance policy on a terminally-ill insured). Particularly, as explained in detail below, amended § 101 
now contains a special carve-out to the normal life insurance policy transfer-for-value rules. See 
§ 101(a)(3). This special carve-out applies to “reportable policy sales,” which generally will include 
life settlement and viatical settlement transactions. Furthermore, § 13520 adds new § 6050Y to impose 
unique reporting requirements on the transferor and the insurer with respect to “reportable policy 
sales.” In part, new § 6050Y will require disclosure of “reportable death benefits,” as defined, but 
essentially meaning death benefits paid on an insurance policy that has been transferred in a “reportable 
policy sale.” Finally, § 13521 adds a new subsection “(B)” to § 1016(a)(1) to clarify (and reverse the 
IRS’s position in Rev. Rul. 2009-13, 2009-1 C.B. 1029 (05/01/09)) that basis in an annuity or life 
insurance contract includes premiums and other costs paid without reduction for for mortality expenses 
or other reasonable charges incurred under the contract (also known as ‘‘cost of insurance’’). Notice 
2018-41 states that the IRS will issue proposed regulations providing guidance concerning the new 
rules and that otherwise required reporting under § 6050Y will be delayed until after final regulations 
are published. We commend Notice 2018-41 for careful study by those readers advising clients on life 
settlement and viatical settlement transactions. The changes made by TCJA to § 101 and the addition 
of § 6050Y (which are the focus of the Notice) apply to taxable years beginning after 2017. The 
amendment adding new § 1016(a)(1)(B) applies retroactively to transactions entered into after August 
25, 2009. For additional background, see below. 

Some background. Section 101 generally excludes from gross income the proceeds of a life 
insurance policy payable by reason of the death of the insured. If, however, a life insurance policy is 
transferred for valuable consideration prior to the death of the insured (i.e., “a transfer for value”), then 
death benefit proceeds (to the extent they exceed the transferee-owner’s basis in the policy) are 
includable in gross income by the transferee-owner of the policy upon the insured’s death unless an 
exception applies. These exceptions provide that, notwithstanding a transfer for value, death benefit 
proceeds remain excludable if (i) the transferee-owner’s basis in the policy is determined in whole or 
in part by reference to the transferor’s basis (e.g., a carryover basis transaction) or (ii) the transferee-
owner is the insured, a partner of the insured, a partnership in which the insured is a partner, or a 
corporation of which the insured is a shareholder or officer. If a transfer-for-value exception does not 
apply, then Rev. Rul. 2009-14, 2009-1 C.B. 1031 (5/2/09) sets out the IRS’s position that any death 
benefit payable to the transferee-owner is ordinary income (to the extent it exceeds the transferee-
owner’s basis in the policy) while a subsequent sale of the policy by the transferee-owner before the 
death of the insured can produce capital gain.  

Why new rules? Life settlement and viatical settlement transactions have increased over the 
last several years. The increase in the estate and gift tax exemption has contributed in part to this market 
because some previously purchased life insurance policies are no longer to pay anticipated estate taxes. 
Changes to restrictive state laws concerning so-called “stranger-owned” life insurance also have 
contributed to an increase in these transactions. In a typical life settlement transaction, the policyholder, 
often the individual insured under the life insurance contract, sells his or her life insurance contract to 
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an unrelated person. The consideration paid generally is a lump-sum cash payment that is less than the 
death benefit on the policy, but more than the amount that would be received by the policyholder upon 
surrender of the life insurance contract. The IRS previously announced its position regarding the tax 
treatment of life settlement transactions in Rev. Rul. 2009-13, 2009-1 C.B. 1029 (05/01/09). 
Oversimplifying somewhat, Revenue Ruling 2009-13 provides that the seller of a policy in a life 
settlement transaction recognizes capital gain except with respect to the “inside buildup” in the policy 
(e.g., growth in cash surrender value of whole life insurance) over prior premium payments. This latter 
amount attributable to the inside buildup in the policy is characterized as ordinary income. The IRS 
also took the position in Rev. Rul. 2009-13 that the seller’s basis in a transferred policy must be 
adjusted downward by the cost of insurance separate from the investment in the contract. As discussed 
above, TCJA’s addition of new § 1016(a)(1)(B) reverses the IRS’s position in this regard. A viatical 
settlement, a special type of life settlement transaction, may involve the sale of a life insurance contract 
by the owner, but under § 101(g) may not necessarily be taxed like a life settlement transaction. Under 
a viatical settlement, a policyholder may sell or assign a life insurance contract after the insured has 
become terminally ill or chronically ill. If any portion of the death benefit under a life insurance 
contract on the life of an insured who is terminally ill or chronically ill (within the meaning of § 101(g)) 
is sold (through the sale of the life insurance contract) or assigned in a viatical settlement to a “viatical 
settlement provider” (as defined), the amount paid for the sale or assignment of that portion is treated 
as an amount paid under the life insurance contract by reason of the death of the insured (which may 
be excludable under § 101), rather than gain from the sale or assignment (which generally would not 
be excludable under § 101 unless a transfer-for-value exception applied). A viatical settlement provider 
for purposes of these rules is a person regularly engaged in the trade or business of purchasing, or 
taking assignments of, life insurance contracts insuring the lives of terminally ill or chronically ill 
individuals (provided certain requirements are met). See Rev. Rul. 2002-82, 2002-2 C.B. 978 
(12.23/02). 

So, what’s in the new rules? Under new § 101(a)(3), the longstanding transfer-for-value 
exceptions described above do not apply if the transfer of the life insurance policy is a “reportable 
policy sale.” A reportable policy sale is defined as “the acquisition of an interest in a life insurance 
contract, directly or indirectly, if the acquirer has no substantial family, business, or financial 
relationship with the insured apart from the acquirer’s interest in such life insurance contract.” Pursuant 
to § 101(a)(3)(B), the term “indirectly” as used in this context applies to the acquisition of an interest 
in a life insurance contract via a partnership, trust, or other entity. Beyond the above statutory language, 
however, new § 101(a)(3) provides no further guidance as to specifics, such as the “substantial family, 
business, or financial relationships” (including ownership via partnerships, trusts, or other entities) that 
exempt an otherwise reportable policy sale from the special inclusion rule of new § 101(a)(3). In effect, 
then, Notice 2018-41 is the IRS’s means of telling insurers and those engaged in life settlement and 
viatical settlement transactions that the IRS knows the statutes are unclear and that the necessary 
guidance to comply with the new rules is forthcoming.  

 Final regulations provide guidance on information reporting obligations 
under § 6050Y related to reportable policy sales of life insurance contracts and payments of 
reportable death benefits. T.D. 9879, Information Reporting for Certain Life Insurance Contract 
Transactions and Modifications to the Transfer for Valuable Consideration Rules, 84 F.R. 58460 
(10/31/19). The Treasury Department and the IRS have finalized proposed regulations that provide 
guidance on the information reporting obligations created by § 6050Y related to reportable policy sales 
of life insurance contracts and payments of reportable death benefits. See REG-103083-18, Information 
Reporting for Certain Life Insurance Contract Transactions and Modifications to the Transfer for 
Valuable Consideration Rules, 84 F.R. 11009 (3/25/19). Section 6050Y was enacted as part of the 2017 
Tax Cuts and Jobs Act. The regulations also provide guidance on the amount of death benefits excluded 
from gross income under § 101 following a reportable policy sale. The final regulations generally are 
effective October 31, 2019. The statutory changes made by Congress, however, apply to taxable years 
beginning after 2017. Transition rules apply to reportable policy sales made and reportable death 
benefits paid after December 31, 2018, and on or before October 31, 2019. 
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 Under § 1016, the cost basis of a life insurance contract is not reduced by 
the cost of insurance, regardless of the purpose for purchasing the contract. Rev. Rul. 2020-5, 
2020-9 I.R.B. 454 (2/24/20). This ruling reflects a modification to the determination of a taxpayer’s 
basis in a life insurance contract made by the Tax Cuts and Jobs Act of 2017 (TCJA). Section 13521 
of the TCJA added a new subsection “(B)” to § 1016(a)(1) to clarify (and reverse the IRS’s position in 
Rev. Rul. 2009-13, 2009-1 C.B. 1029 (05/01/09)) that basis in an annuity or life insurance contract 
includes premiums and other costs paid without reduction for mortality expenses or other reasonable 
charges incurred under the contract (also known as ‘‘cost of insurance’’). In general, mortality and 
expense charges are charges by the insurance company that cover the company’s cost of death benefits 
and expenses related to the costs of providing and administering the insurance contract. Mortality and 
expense charges together are referred to as the “cost of insurance.” Prior to the TCJA amendments to 
§ 1016(a)(1), Rev. Rul. 2009-13 and Rev. Rul. 2009-14 set forth the rules for determining a taxpayer’s 
basis as a component of the calculation of gain or loss on the sale of a life insurance contract. In Rev. 
Rul. 2009-13, taxpayer A purchased a life insurance contract for protection against economic loss. A 
later sold the life insurance contract to B, an unrelated third party. In calculating gain, A was required 
to reduce the basis of the contract by the insurance company’s cost of insurance. However, in Rev. 
Rul. 2009-14, the IRS ruled on the same facts except that B, who enjoyed no insurance protection from 
the contract, later sold the insurance contract to C solely with a view toward making a profit. Under 
these circumstances, the IRS ruled that B would not be required to reduce the basis of the insurance 
contract by the cost of insurance. Applying the TCJA amendment to § 1016(a)(1), Rev. Rul. 2020-5 
provides that upon sale of an insurance contract, basis is not reduced by the cost of insurance. This is 
true regardless of whether the insurance contract is held for insurance protection or purely for 
investment. Accordingly, as in the first situation above where A holds an insurance contract for 
protection against loss and sells the contract to B, A is no longer required to reduce the basis in the 
contact by the cost of insurance. The ruling is effective for transactions entered into on or after August 
26, 2009. 

 Congress has extended through 2020 the exclusion for discharge of qualified 
principal residence indebtedness. A provision of the Taxpayer Certainty and Disaster Tax Relief Act 
of 2019, Division Q, Title I, § 101 of the 2020 Further Consolidated Appropriations Act, retroactively 
extended through December 31, 2020 the § 108(a)(1)(E) exclusion for up to $2 million ($1 million for 
married individuals filing separately) of income from the cancellation of qualified principal residence 
indebtedness. Thus, the exclusion applies for calendar years 2018, 2019, and 2020. Amendment of 
2018 returns might be necessary. 

 Volunteer firefighters and emergency medical responders can exclude from 
gross income any reduction or rebate of state or local tax and up to $50 per month of any 
payments they receive for their service, but only for 2020. A provision of the SECURE Act, 
Division O, Title 3, § 301 of the 2020 Further Consolidated Appropriations Act, reinstated Code 
§ 139B. Section 139B allows volunteer firefighters and emergency medical responders to exclude from 
gross income any reduction or rebate of state or local tax they receive for their service as well as up to 
$50 per month of any payment they receive on account of their service. Congress enacted § 139B in 
2007 but the provision had expired for taxable years beginning after 2010. As amended, § 139B now 
applies only to taxable years beginning after December 31, 2019, and before January 1, 2021, i.e., it 
applies only for 2020. 

 Hobby Losses and § 280A Home Office and Vacation Homes 
 Deductions and Credits for Personal Expenses 

 Has the federal deduction for your high property or state income taxes made 
them easier to bear? Brace yourself! The deduction for state and local taxes not paid or accrued 
in carrying on a trade or business or an income-producing activity is limited to $10,000. The 2017 
Tax Cuts and Jobs Act, § 11042, amended Code § 164(b) by adding § 164(b)(6). For individual 
taxpayers, this provision generally (1) eliminates the deduction for foreign real property taxes, and 
(2) limits to $10,000 ($5,000 for married individuals filing separately) a taxpayer’s itemized 
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deductions on Schedule A for the aggregate of state or local property taxes, income taxes, and sales 
taxes deducted in lieu of income taxes. This provision applies to taxable years beginning after 2017 
and before 2026. The provision does not affect the deduction of state or local property taxes or sales 
taxes that are paid or accrued in carrying on a trade or business or an income-producing activity (i.e., 
an activity described in § 212) that are properly deductible on Schedules C, E, or F. For example, 
property taxes imposed on residential rental property will continue to be deductible. With respect to 
income taxes, an individual can deduct only foreign income taxes paid or accrued in carrying on a trade 
or business or an income-producing activity. As under current law, an individual cannot deduct state 
or local income taxes as a business expense even if the individual is engaged in a trade or business as 
a sole proprietor. See Reg. § 1.62-1T(d). 

 The IRS is not going to give blue states a pass on creative workarounds to 
the new $10,000 limitation on the personal deduction for state and local taxes. Notice 2018-54, 
2018-24 I.R.B. 750 (05/23/18). In response to new § 164(b)(6), many states—including Connecticut, 
New Jersey, and New York—have enacted workarounds to the $10,000 limitation. For instance, New 
Jersey reportedly has enacted legislation giving property owners a special tax credit against otherwise 
assessable property taxes if the owner makes a contribution to charitable funds designated by local 
governments. Connecticut reportedly has enacted a new provision that taxes the income of pass-
through entities such as S corporations and partnerships, but allows the shareholders or members a 
corresponding tax credit against certain state and local taxes assessed against them individually. Notice 
2018-54 announces that the IRS and Treasury are aware of these workarounds and that proposed 
regulations will be issued to “make clear that the requirements of the Internal Revenue Code, informed 
by substance-over-form principles, govern the federal income tax treatment of such transfers.” In other 
words, blue states, don’t bank on a charitable contribution or a flow-through income tax substituting 
for otherwise assessable state and local taxes to avoid new § 164(b)(6). The authors predict that this 
will be an interesting subject to watch over the coming months. 

 Speaking of looming trouble spots: The availability of a business expense 
deduction under § 162 for payments to charities is not affected by the recently issued proposed 
regulations, says the IRS. IRS News Release IR-2018-178 (9/5/18). This news release clarifies that 
the availability of a deduction for ordinary and necessary business expenses under § 162 for businesses 
that make payments to charities or government agencies and for which the business receives state tax 
credits is not affected by the proposed regulations issued in August 2018 that generally disallow a 
federal charitable contribution deduction under § 170 for charitable contributions made by an 
individual for which the individual receives a state tax credit. See REG-112176-18, Contributions in 
Exchange for State and Local Tax Credits, 83 F.R. 43563 (8/27/18). Thus, if a payment to a government 
agency or charity qualifies as an ordinary and necessary business expense under § 162(a), it is not 
subject to disallowance in the manner in which deductions under § 170 are subject to disallowance. 
This is true, according to the news release, regardless of whether the taxpayer is doing business as a 
sole proprietor, partnership or corporation. According to a “frequently asked question” posted on the 
IRS website, “a business taxpayer making a payment to a charitable or government entity described in 
§ 170(c) is generally permitted to deduct the entire payment as an ordinary and necessary business 
expense under § 162 if the payment is made with a business purpose.” 

 More about trouble spots: The IRS must be thinking, “Will this ever end?” 
Rev. Proc. 2019-12, 2019-04 I.R.B. 401 (12/29/18). Notwithstanding the above guidance, Treasury 
and the IRS obviously have continued to receive questions regarding the deductibility of business 
expenses that may indirectly bear on the taxpayer’s state and local tax liability. In response, Rev. Proc. 
2019-12 provides certain safe harbors. For C corporations that make payments to or for the use of 
§ 170(c) charitable organizations and that receive or expect to receive corresponding tax credits against 
state or local taxes, the C corporation nevertheless may treat such payment as meeting the requirements 
of an ordinary and necessary business expense for purposes of § 162(a). A similar safe harbor rule 
applies for entities other than C corporations, but only if the entity is a “specified passthrough entity.” 
A specified passthrough entity for this purpose is one that meets four requirements. First, the entity 
must be a business entity other than a C corporation that is regarded for all federal income tax purposes 
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as separate from its owners under Reg. § 301.7701-3 (i.e., it is not single-member LLC). Second, the 
entity must operate a trade or business within the meaning of § 162. Third, the entity must be subject 
to a state or local tax incurred in carrying on its trade or business that is imposed directly on the entity. 
Fourth, in return for a payment to a § 170(c) charitable organization, the entity receives or expects to 
receive a state or local tax credit that the entity applies or expects to apply to offset a state or local tax 
imposed upon the entity. The revenue procedure applies to payments made on or after January 1, 2018. 

C corporation example state and local income tax credit: A, a C corporation engaged in a trade 
or business, makes a payment of $1,000 to a § 170(c) charitable organization. In return for the payment, 
A receives or expects to receive a dollar-for-dollar state tax credit to be applied to A’s state corporate 
income tax liability. Under the revenue procedure, A may treat the $1,000 payment as meeting the 
requirements of an ordinary and necessary business expense under § 162. 

C corporation example state and local property tax credit: B, a C corporation engaged in a 
trade or business, makes a payment of $1,000 to a § 170(c) charitable organization. In return for the 
payment, B receives or expects to receive a tax credit equal to 80 percent of the amount of this payment 
($800) to be applied to B’s local real property tax liability. Under the revenue procedure, B may treat 
$800 as meeting the requirements of an ordinary and necessary business expense under § 162. The 
treatment of the remaining $200 will depend upon the facts and circumstances and is not affected by 
the revenue procedure. (In other words, the $200 could be a charitable contribution deductible under 
§ 170, or the $200 could be a business expense deductible under § 162.) 

Specified passthrough example state and local property tax credit: S is an S corporation 
engaged in a trade or business and is owned by individuals C and D. S makes a payment of $1,000 to 
a § 170(c) charitable organization. In return for the payment, S receives or expects to receive a state 
tax credit equal to 80 percent of the amount of this payment ($800) to be applied to S’s local real 
property tax liability incurred by S in carrying on its trade or business. Under applicable state and local 
law, the real property tax is imposed at the entity level (not the owner level). Under the revenue 
procedure, S may treat $800 of the payment as meeting the requirements of an ordinary and necessary 
business expense under § 162. The treatment of the remaining $200 will depend upon the facts and 
circumstances and is not affected by this revenue procedure. (In other words, the $200 could be a 
charitable contribution deductible under § 170 by the owners of the specified passthrough entity, or the 
$200 could be a business expense deductible at the entity level under § 162.) 

 And like Rameses II in The Ten Commandments, Treasury says, “So let it 
be written; so let it (finally!) be done.” T.D. 9864, Contributions in Exchange for State or Local Tax 
Credits, 84 F.R. 27513 (6/13/19). The Treasury Department and the IRS have finalized, with only 
minor changes, proposed amendments to the regulations under § 170 that purport to close the door on 
any state-enacted workarounds to the $10,000 limitation of § 164(b)(6) on a taxpayer’s itemized 
deductions on Schedule A for the aggregate of state or local property taxes, income taxes, and sales 
taxes deducted in lieu of income taxes. (See REG-112176-18, Contributions in Exchange for State and 
Local Tax Credits, 83 F.R. 43563 (8/27/18).) Reg. § 1.170A-1(h)(3) generally requires taxpayers to 
reduce the amount of any federal income tax charitable contribution deduction by the amount of any 
corresponding state or local tax credit the taxpayer receives or expects to receive. The final regulations 
further provide that a corresponding state or local tax deduction normally will not reduce the taxpayer’s 
federal deduction provided the state and local deduction does not exceed the taxpayer’s federal 
deduction. To the extent the state and local charitable deduction exceeds the taxpayer’s federal 
deduction, the taxpayer’s federal deduction is reduced. Finally, the final regulations provide an 
exception whereby the taxpayer’s federal charitable contribution deduction is not reduced if the 
corresponding state or local credit does not exceed 15 percent of the taxpayer’s federal deduction. 
Pursuant to an amendment to Reg. § 1.642(c)-3(g), these same rules apply in determining the charitable 
contribution deductions of trusts and estates under § 642(c). Three examples illustrate the application 
of these rules: 

Example 1. A, an individual, makes a payment of $1,000 to X, an entity listed in section 170(c). 
In exchange for the payment, A receives or expects to receive a state tax credit of 70% of the amount 
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of A’s payment to X. Under paragraph (h)(3)(i) of this section, A’s charitable contribution deduction 
is reduced by $700 (70% × $1,000). This reduction occurs regardless of whether A may claim the state 
tax credit in that year. Thus, A's charitable contribution deduction for the $1,000 payment to X may 
not exceed $300. 

Example 2. B, an individual, transfers a painting to Y, an entity listed in section 170(c). At the 
time of the transfer, the painting has a fair market value of $100,000. In exchange for the painting, B 
receives or expects to receive a state tax credit equal to 10% of the fair market value of the painting. 
Under paragraph (h)(3)(vi) of this section, B is not required to apply the general rule of paragraph 
(h)(3)(i) of this section because the amount of the tax credit received or expected to be received by B 
does not exceed 15% of the fair market value of the property transferred to Y. Accordingly, the amount 
of B's charitable contribution deduction for the transfer of the painting is not reduced under paragraph 
(h)(3)(i) of this section. 

Example 3. C, an individual, makes a payment of $1,000 to Z, an entity listed in section 170(c). 
In exchange for the payment, under state M law, C is entitled to receive a state tax deduction equal to 
the amount paid by C to Z. Under paragraph (h)(3)(ii)(A) of this section, C is not required to reduce 
its charitable contribution deduction under section 170(a) on account of the state tax deduction. 

Effective date. The final regulations are effective for charitable contributions made after August 
27, 2018. 

And another thing . . . . The final regulations do not discern between abusive “workarounds” 
enacted in response to § 164(b)(6) and legitimate state and local tax credit programs such as the 
Georgia Rural Hospital Tax Credit that preceded the 2017 Tax Cuts and Jobs Act. The Georgia Rural 
Hospital Tax Credit program was enacted in 2017 to combat the closure of many rural hospitals in 
Georgia due to financial difficulties. Under the program, individuals and corporations making 
contributions to designated rural hospitals receive a 90 percent dollar-for-dollar tax credit against their 
Georgia state income tax liability. Is the Georgia Rural Hospital Tax Credit program adversely affected 
by proposed regulations under § 164(b)(6)? In our view, the answer is “yes” and a Georgia taxpayer’s 
federal charitable contribution deduction for a donation to a Georgia rural hospital is reduced by 90 
percent. Treasury and the IRS have adopted this view, which is reflected in the preamble to the final 
regulations: 

The regulations are based on longstanding federal tax law principles that apply equally 
to all taxpayers. To ensure fair and consistent treatment, the final regulations do not 
distinguish between taxpayers who make transfers to state and local tax credit programs 
enacted after the [Tax Cuts and Jobs] Act and those who make transfers to tax credit 
programs existing prior to the enactment of the Act. Neither the intent of the section 
170(c) organization, nor the date of enactment of a particular state tax credit program, 
are relevant to the application of the quid pro quo principle. 
We note, however, that it may be possible under state or local law for a taxpayer to 
waive any corresponding state or local tax credit and thereby claim a full charitable 
contribution for federal income tax purposes. See Rev. Rul. 67-246, 1967-2 C.B. 104. 
In the preamble to the final regulations, Treasury and the IRS noted that taxpayers 
might disclaim a credit by not applying for it if the credit calls for an application (or 
applying for a lesser amount) and requested comments as to how taxpayers may decline 
state or local tax credits in other situations. It is also possible, pursuant to a safe harbor 
established in Notice 2019-12, 2019-27 I.R.B. 57 (see below), for an individual who 
itemizes deductions to treat as a payment of state or local tax on Schedule A a payment 
made to a charitable organization for which the individual receives a state or local tax 
credit. 

 Down the rabbit hole we go. A safe harbor allows individuals who itemize 
to treat as payments of state or local tax any payments to § 170(c) charitable organizations that 
are disallowed as federal charitable contribution deductions because the individual will receive 
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a state or local tax credit for the payment. Notice 2019-12, 2019-27 I.R.B. 57 (6/11/19). This notice 
announces that the Treasury Department and the IRS intend to publish a proposed regulation that will 
amend Reg. § 164-3 to provide a safe harbor for individuals who itemize deductions and make a 
payment to or for the use of an entity described in § 170(c) in return for a state or local tax credit. Until 
the proposed regulations are issued, taxpayers can rely on the safe harbor as set forth in the notice. 
Section 3 of the notice provides as follows: 

Under this safe harbor, an individual who itemizes deductions and who makes a 
payment to a section 170(c) entity in return for a state or local tax credit may treat as a 
payment of state or local tax for purposes of section 164 the portion of such payment 
for which a charitable contribution deduction under section 170 is or will be disallowed 
under final regulations. This treatment as a payment of state or local tax under section 
164 is allowed in the taxable year in which the payment is made to the extent the 
resulting credit is applied, consistent with applicable state or local law, to offset the 
individual’s state or local tax liability for such taxable year or the preceding taxable 
year. … To the extent the resulting credit is not applied to offset the individual’s state 
or local tax liability for the taxable year of the payment or the preceding taxable year, 
any excess credit permitted to be carried forward may be treated as a payment of state 
or local tax under section 164 in the taxable year or years for which the carryover credit 
is applied, consistent with applicable state or local law, to offset the individual’s state 
or local tax liability. 

The safe harbor does not apply to a transfer of property and does not permit a taxpayer to treat the 
amount of any payment as deductible under more than one provision of the Code or regulations. The 
safe harbor applies to payments made after August 27, 2018. Three examples illustrate the application 
of these rules: 

Example 1. In year 1, Taxpayer A makes a payment of $500 to an entity described in section 
170(c). In return for the payment, A receives a dollar-for-dollar state income tax credit. Prior to 
application of the credit, A’s state income tax liability for year 1 was $500 or more; A applies the $500 
credit to A’s year 1 state income tax liability. Under section 3 of this notice, A treats the $500 payment 
as a payment of state income tax in year 1 for purposes of section 164. To determine A’s deduction 
amount, A must apply the provisions of section 164 applicable to payments of state and local taxes, 
including the limitation under section 164(b)(6). 

Example 2. In year 1, Taxpayer B makes a payment of $7,000 to an entity described in section 
170(c). In return for the payment, B receives a dollar-for-dollar state income tax credit, which under 
state law may be carried forward for three taxable years. Prior to application of the credit, B’s state 
income tax liability for year 1 was $5,000; B applies $5,000 of the $7,000 credit to B’s year 1 state 
income tax liability. Under section 3 of this notice, B treats $5,000 of the $7,000 payment as a payment 
of state income tax in year 1 for purposes of section 164. Prior to application of the remaining credit, 
B’s state income tax liability for year 2 exceeds $2,000; B applies the excess credit of $2,000 to B’s 
year 2 state income tax liability. For year 2, B treats the $2,000 as a payment of state income tax for 
purposes of section 164. To determine B’s deduction amounts in years 1 and 2, B must apply the 
provisions of section 164 applicable to payments of state and local taxes, including the limitation under 
section 164(b)(6). 

Example 3. In year 1, Taxpayer C makes a payment of $7,000 to an entity described in section 
170(c). In return for the payment, C receives a local real property tax credit equal to 25 percent of the 
amount of this payment ($1,750). Prior to application of the credit, C’s local real property tax liability 
in year 1 was $3,500; C applies the $1,750 credit to C’s year 1 local real property tax liability. Under 
section 3 of this notice, for year 1, C treats $1,750 as a payment of local real property tax for purposes 
of section 164. To determine C’s deduction amount, C must apply the provisions of section 164 
applicable to payments of state and local taxes, including the limitation under section 164(b)(6). 

 Final regulations reflect previously issued guidance on payments to 
§ 170(c) charitable organizations that result in state or local tax credits and provide additional 
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guidance. TD 9907, Treatment of Payments to Charitable Entities in Return for Consideration, 85 F.R. 
48467 (8/11/20). The Treasury Department and the IRS have finalized proposed regulations (REG-
107431-19, Treatment of Payments to Charitable Entities in Return for Consideration, 84 F.R. 68833 
(12/17/19)) that reflect previously issued guidance, including safe harbors, regarding payments to 
§ 170(c) charitable organizations for business purposes or that result in state or local tax credits. The 
final regulations generally provide the following guidance. 

Amendments to clarify the standard for payments to a charitable organization to qualify as a 
business expense. The final regulations amend Reg. § 1.162-15(a) to provide: 

A payment or transfer to or for the use of an entity described in section 170(c) that 
bears a direct relationship to the taxpayer’s trade or business and that is made with a 
reasonable expectation of financial return commensurate with the amount of the 
payment or transfer may constitute an allowable deduction as a trade or business 
expense rather than a charitable contribution deduction under section 170. 

See also Reg. § 1.170A-2(c)(5). This revision is intended to more clearly reflect current law regarding 
when payments from a business to a charitable organization qualify as a business expense (rather than 
as a charitable contribution). The regulations provide two examples, both of which involve businesses 
making payments to a § 170(c) charitable organization in exchange for advertising (e.g., a half-page 
advertisement in the program for a church concert) or to generate name recognition and goodwill (e.g., 
donating 1 percent of gross sales to charity each year). These amendments apply to amounts paid or 
property transferred after December 17, 2019. Nevertheless, taxpayers can choose to apply the 
amendments to payments or transfers made on or after January 1, 2018. 

Safe harbors for payments by C corporations and specified pass-through entities to § 170(c) 
entities. The final regulations reflect amendments to Reg. § 1.162-15(a) to incorporate the safe harbors 
previously set forth in Rev. Proc. 2019-12, 2019-04 I.R.B. 401 (12/29/18). One safe harbor provides 
that C corporations that make payments to or for the use of § 170(c) charitable organizations and that 
receive or expect to receive corresponding tax credits against state or local taxes may treat such 
payments as meeting the requirements of an ordinary and necessary business expense for purposes of 
§ 162(a). A similar safe harbor rule applies for entities other than C corporations, but only if the entity 
is a “specified passthrough entity.” A specified passthrough entity for this purpose is one that meets 
four requirements. First, the entity must be a business entity other than a C corporation that is regarded 
for all federal income tax purposes as separate from its owners under Reg. § 301.7701-3 (i.e., it is not 
single-member LLC). Second, the entity must operate a trade or business within the meaning of § 162. 
Third, the entity must be subject to a state or local tax incurred in carrying on its trade or business that 
is imposed directly on the entity. Fourth, in return for a payment to a § 170(c) charitable organization, 
the entity receives or expects to receive a state or local tax credit that the entity applies or expects to 
apply to offset a state or local tax imposed upon the entity. The safe harbors for C corporations and 
specified passthrough entities apply only to payments of cash and cash equivalents. See Reg. § 1.162-
15(a)(3)(iii). The safe harbor for specified passthrough entities does not apply if the credit received or 
expected to be received reduces a state or local income tax. See Reg. § 1.162-15(a)(3)(ii)(C). These 
amendments apply to amounts paid or property transferred after December 17, 2019. Nevertheless, 
taxpayers can choose to apply the amendments to payments or transfers made on or after January 1, 
2018. 

 Example—C corporation receiving a state or local tax credit. A, a C 
corporation engaged in a trade or business, makes a payment of $1,000 to a § 170(c) charitable 
organization. In return for the payment, A receives or expects to receive a dollar-for-dollar state tax credit 
to be applied to A’s state corporate income tax liability. Under the revenue procedure, A may treat the 
$1,000 payment as meeting the requirements of an ordinary and necessary business expense under § 162. 
This example appears as example 1 in Reg. § 1.162-15(a)(3)(iv)(A). 

 Example—specified passthrough entity receiving a state or local tax credit. S 
is an S corporation engaged in a trade or business and is owned by individuals C and D. S makes a payment 
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of $1,000 to a § 170(c) charitable organization. In return for the payment, S receives or expects to receive 
a state tax credit equal to 80 percent of the amount of this payment ($800) to be applied to S’s local real 
property tax liability incurred by S in carrying on its trade or business. Under applicable state and local 
law, the real property tax is imposed at the entity level (not the owner level). Under paragraph (a)(3)(ii) of 
[the regulation], S may treat $800 of the payment as meeting the requirements of an ordinary and necessary 
business expense under § 162. The treatment of the remaining $200 will depend upon the facts and 
circumstances and is not affected by paragraph (a)(3)(ii) of [the regulation]. [In other words, the $200 
could be a charitable contribution deductible under § 170 by the owners of the specified passthrough 
entity, or the $200 could be a business expense deductible at the entity level under § 162.] This example 
appears as example 4 in Reg. § 1.162-15(a)(3)(iv)(D). 

A safe harbor for individuals who itemize deductions. The final regulations amend Reg. 
§ 1.164-3(j) to incorporate the safe harbor previously provided in Notice 2019-12, 2019-27 I.R.B. 57 
(6/11/19). Under this safe harbor, an individual who itemizes deductions and who makes a payment to 
a § 170(c) entity in return for a state or local tax credit may treat as a payment of state or local tax for 
purposes of § 164 the portion of the payment for which a charitable contribution deduction under § 170 
is disallowed by Reg. § 1.170A-1(h)(3). This latter regulation generally disallows a taxpayer’s federal 
charitable contribution deduction to the extent the taxpayer receives a state or local tax credit in 
exchange for a payment to a § 170(c) entity. For example, this safe harbor would permit an individual 
who makes a $1,000 payment to a § 170(c) entity and who, in exchange, receives a $700 state or local 
tax credit to treat the $700 that is disallowed as a federal charitable contribution deduction as a payment 
of state or local tax that is deductible on Schedule A, subject to the $10,000 limit of § 164(b)(6). These 
amendments apply to payments made on or after June 11, 2019 (the date the IRS issued Notice 2019-
12), but individuals can choose to apply the amendments to Reg. § 1.164-3(j) to payments made after 
August 27, 2018. 

Amendments to clarify the effect of benefits provided to a donor that are not provided by the 
§ 170(c) entity. The final regulations propose amending Reg. § 1.170A-1(h)(4)(i) to provide: 

A taxpayer receives goods or services in consideration for a taxpayer’s payment or 
transfer to an entity described in section 170(c) if, at the time the taxpayer makes the 
payment to such entity, the taxpayer receives or expects to receive goods or services 
from that entity or any other party in return. 

This amendment is intended to clarify that the quid pro quo principle, under which a taxpayer’s 
charitable contribution deduction is disallowed to the extent the taxpayer receives goods or services in 
return, applies regardless of whether the goods or services are provided by the § 170(c) entity receiving 
the contribution. The preamble to the proposed regulations discussed judicial decisions that have 
adopted this approach, such as Singer v. United States, 449 F.2d 413(Ct. Cl. 1971) and Wendell Falls 
Development, LLC v. Commissioner, T.C. Memo. 2018-45. The IRS reached a similar result in 
example 11 of Rev. Rul. 67-246, 1967-2 C.B. 104, in which a taxpayer who made a $100 payment to 
a specific charity and, in return, received a transistor radio worth $15 from a local store could take a 
charitable contribution deduction of only $85. The final regulations also amend Reg. § 1.170A-
1(h)(4)(ii) to define “goods or services” for this purpose as “cash, property, services, benefits, and 
privileges.” These amendments apply to amounts paid or property transferred after December 17, 2019. 

 As a result, although the payment or transfer to a § 170(c) organization 
accompanied by the receipt of goods or services from a third party may not qualify for the charitable 
contribution deduction (and likewise will not count against the charitable contribution deduction 
percentage limits of § 170(b)(1) or (2)), the payment or transfer may be deductible as an ordinary and 
necessary business expense under § 162. This is welcome news for so-called “social enterprise” businesses 
that “donate” all or a large portion of their profits to charity. 

 Although the IRS treats Medicaid waiver payments as excludable from gross 
income, such payments are earned income for purposes of the earned income credit and the child 
tax credit, says the Tax Court. Feigh v. Commissioner, 152 T.C. No. 15 (5/15/19). Medicaid waiver 
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payments are payments to individual care providers for the care of eligible individuals under a state 
Medicaid Home and Community-Based Services waiver program described in section 1915(c) of the 
Social Security Act. Generally, these payments are made by a state that has obtained a Medicaid waiver 
that allows the state to include in the state’s Medicaid program the cost of home or community-based 
services (other than room and board) provided to individuals who otherwise would require care in a 
hospital, nursing facility, or intermediate care facility. In Notice 2014-7, 2014-4 I.R.B. 445, the IRS 
concluded that Medicaid waiver payments qualify as “difficulty of care payments” within the meaning 
of § 131(c) and therefore can be excluded from the recipient’s gross income under § 131(a), which 
excludes amounts received by a foster care provider as qualified foster care payments. Generally, 
difficulty of care payments are compensation for providing additional care to a qualified foster 
individual that is required by reason of the individual’s physical, mental, or emotional handicap and 
that is provided in the home of the foster care provider. In this case, the taxpayers, a married couple, 
received Medicaid waiver payments in 2015 in the amount of $7,353, which were reflected on Form 
W-2, for the care of their disabled adult children. The taxpayers reported this amount as wages on their 
2015 return but excluded the payments from gross income. They received no other income during 2015 
that would qualify as earned income. The taxpayers claimed an earned income credit of $3,319 and an 
additional child tax credit of $653. The IRS asserted that the Medicaid waiver payment was not earned 
income and therefore disallowed the taxpayers’ earned income credit and child tax credit. The Tax 
Court (Judge Goeke) held that the Medicaid waiver payments in the amount of $7,353 did qualify as 
earned income for purposes of both the earned income credit and the additional child tax credit. For 
this purpose, section 32(c)(2)(A)(i) defines “earned income” as 

wages, salaries, tips, and other employee compensation, but only if such amounts are 
includible in gross income for the taxable year. 

The court reasoned that, even though the taxpayers did not include in gross income the Medicaid waiver 
payments they received, the payments were includible in gross income. The court engaged in a lengthy 
analysis of Notice 2014-7, in which the IRS had concluded that such payments could be excluded from 
gross income under § 131(a) and determined that the notice was entitled to so-called Skidmore 
deference (Skidmore v. Swift & Co., 323 U.S. 134 (1944)), under which a government agency’s 
interpretation is accorded respect befitting “the thoroughness evident in its consideration, the validity 
of its reasoning, its consistency with earlier and later pronouncements, and all those facts which give 
it the power to persuade, if lacking power to control.” The Tax Court concluded that Notice 2014-7 
was “entitled to little, if any, deference.” In other words, the court concluded that the IRS got it wrong 
when it determined that the taxpayers’ Medicaid waiver payments were excludable from gross income. 
Based on its analysis, the court accepted the taxpayers’ argument that the IRS could not reach a result 
contrary to the Code by reclassifying the taxpayers’ earned income as unearned for purposes of 
determining eligibility for the tax credits in question. The IRS argued that no statutory provision 
demonstrated that Congress intended to allow a double benefit, i.e., both an exclusion of the Medicaid 
waiver payment from gross income and eligibility for the earned income credit and child tax credit. 
The court responded: “Respondent’s argument, however, misses that he, not Congress, has provided 
petitioners with a double tax benefit.” 

 The taxpayers were represented by the Low Income Taxpayer Clinic at the 
University of Minnesota Law School. 

 The IRS has acquiesced in the result in Feigh and will not argue that 
Medicaid waiver payments that are excluded from income under Notice 2014-7 but otherwise 
meet the definition of earned income are not earned income for determining eligibility for the 
earned income credit and additional child tax credit. A.O.D. 2020-2, 2020-14 I.R.B. 558 (3/30/20). 
In Feigh v. Commissioner, 152 T.C. 267 (5/15/19), the taxpayers, a married couple, received Medicaid 
waiver payments of $7,353, which were reflected on Form W-2, for care they provided to their disabled 
adult children. The taxpayers excluded the payments from their gross income pursuant to Notice 2014-
7, 2014-4 I.R.B. 445, in which the IRS concluded that Medicaid waiver payments qualify as “difficulty 
of care payments” within the meaning of § 131(c) and therefore can be excluded from the recipient’s 
gross income under § 131(a), which excludes amounts received by a foster care provider as qualified 
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foster care payments. Nevertheless, the taxpayers claimed an earned income credit of $3,319 and an 
additional child tax credit of $653. The Tax Court rejected the IRS’s argument that the payments, 
which were excluded from the taxpayer’s income, did not meet the definition of earned income and 
that the taxpayers therefore were ineligible for the earned income credit and the additional child tax 
credit. The Tax Court reasoned that, even though the taxpayers did not include in gross income the 
Medicaid waiver payments they received, the payments were includible in gross income and therefore 
met the definition of earned income. In other words, the Tax Court disagreed with the IRS’s conclusion 
in Notice 2014-7 that such payments are excluded from gross income. The IRS has acquiesced in the 
result in Feigh: 

Accordingly, in cases in which the Service permits taxpayers, pursuant to [Notice 
2014-7], to treat qualified Medicaid waiver payments as difficulty of care payments 
excludable under § 131, the Service will not argue that payments that otherwise fall 
within the definition of earned income under § 32(c)(3) are not earned income for 
determining eligibility for the EIC and the ACTC merely because they are excludable 
under the Notice. 

 Standard deduction for 2020. Rev. Proc. 2019-44, 2019-47 I.R.B. 1093 
(11/6/19). The standard deduction for 2019 will be $24,800 for joint returns and surviving spouses 
(increased from $24,400), $12,400 for unmarried individuals and married individuals filing separately 
(increased from $12,200), and $18,650 for heads of households (increased from $18,350). For 
individuals who can be clained as dependents, the standard deduction cannot exceed the greater of 
$1,100 or the sum of $350 and the individual’s earned income. The additional standard deduction 
amount for those who are legally blind or who are age 65 or older is $1,650 for those with the filing 
status of single or head of household (and who are not surviving spouses) and is $1,300 for married 
taxpayers ($2,600 on a joint return if both spouses are age 65 or older). 

 Extension of the 7.5 percent threshold for deduction of medical expenses 
through 2020. Prior to the 2017 Tax Cuts and Jobs Act, medical expenses generally were deductible 
only to the extent they exceeded 10 percent of a taxpayer’s adjusted gross income. For taxable years 
beginning after 2012 and ending before 2017, this threshold was reduced to 7.5 percent if the taxpayer 
or the taxpayer’s spouse had attained age 65 by the close of the year. The 2017 Tax Cuts and Jobs Act, 
§ 11027, amended § 213(f) to provide that the 7.5 percent threshold applies to all taxpayers for taxable 
years beginning after 2016 and ending before 2019, i.e., to calendar years 2017 and 2018. Further, the 
legislation provided that this threshold applies for purposed of both the regular tax and the alternative 
minimum tax. A provision of the Taxpayer Certainty and Disaster Tax Relief Act of 2019, Division Q, 
Title I, § 103 of the 2020 Further Consolidated Appropriations Act, retroactively extended this reduced 
threshold to taxable years beginning before January 1, 2021, i.e., to calendar years 2019 and 2020. 

 Mortgage insurance premiums paid through 2020 remain deductible . A 
provision of the Taxpayer Certainty and Disaster Tax Relief Act of 2019, Division Q, Title I, § 102 of 
the 2020 Further Consolidated Appropriations Act, retroactively extended through December 31, 2020, 
the § 163(h)(3)(E) deduction (subject to the pre-existing limitations) for mortgage insurance premiums 
paid or accrued in connection with acquisition indebtedness with respect to a qualified residence of the 
taxpayer. Thus, these premiums are deductible for calendar years 2018, 2019, and 2020. Amendment 
of 2018 returns might be necessary. 

 A retroactive deduction for paying your child’s college tuition. A provision of 
the Taxpayer Certainty and Disaster Tax Relief Act of 2019, Division Q, Title I, § 104 of the 2020 
Further Consolidated Appropriations Act, retroactively extended through December 31, 2020, the 
§ 222 above-the-line deduction for individuals of a limited amount ($0, $2,000, or $4,000, depending 
on the taxpayer’s adjusted gross income) of qualified tuition and related expenses for higher education 
of the taxpayer, the taxpayer’s spouse, or dependents. Thus, this deduction is available for calendar 
years 2018, 2019, and 2020. Amendment of 2018 returns might be necessary. 
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 Deducting casualty losses arising in qualified disaster areas just got easier. A 
provision of the Taxpayer Certainty and Disaster Tax Relief Act of 2019, Division Q, Title II, § 204(b) 
of the 2020 Further Consolidated Appropriations Act provides special rules for disaster losses in 
qualified disaster areas. Normally, a personal casualty loss is deductible only to the extent that it 
exceeds $100 and only to the extent the sum of all personal casualty losses exceeds 10 percent of 
adjusted gross income. The legislation provides that a “net disaster loss” is deductible only to the extent 
it exceeds $500 (rather than $100) and is deductible without regard to the normal 10-percent-of-AGI 
threshold. An individual with a net disaster loss can deduct the sum of any non-disaster personal 
casualty losses, which remain subject to the $100 and 10 percent thresholds, and the net disaster loss. 
For example, if an individual has AGI of $90,000, a non-disaster-related casualty loss of $10,000 from 
the theft of a personal car, and a net disaster loss of $50,000, then the individual can deduct $900 of 
the theft loss ($10,000 reduced by $100 reduced by 10 percent of AGI) and can deduct $49,500 of the 
net disaster loss ($10,000 reduced by $500). The deduction for the net disaster loss is available both to 
those who itemize their deductions and those who do not. For those who do not itemize, the standard 
deduction is increased by the amount of the net disaster loss. The disallowance of the standard 
deduction for purposes of determining alternative minimum taxable income does not apply to this 
increased portion of the standard deduction. 
 A net disaster loss is defined as the amount by which “qualified disaster-related personal casualty 
losses” exceed personal casualty gains. A qualified disaster-related personal casualty loss is a loss 
described in § 165(c)(3) (which generally defines casualty losses) that arises in a qualified disaster area 
on or after the first day of the incident period of the relevant qualified disaster and that is attributable 
to the qualified disaster. 

 Rev. Proc. 2018-8, 2018-2 I.R.B. 286 (12/13/17), provides safe harbor 
methods that individual taxpayers can use in determining the amount of their casualty and theft losses for 
their personal-use residential real property and personal belongings. Additional safe harbor methods are 
available in the case of casualty and theft losses occurring as a result of any federally declared disaster. 
The IRS will not challenge an individual’s determination of the decrease in fair market value of personal-
use residential real property or personal belongings if the individual qualifies for and uses one of the safe 
harbor methods described in the revenue procedure. The revenue procedure is effective December 13, 
2017. 
Several key terms are defined in Division Q, Title II, § 201 of the 2020 Further Consolidated 
Appropriations Act. These are as follows: 

1. The term “incident period” with respect to any qualified disaster is the period specified by 
FEMA as the period during which the disaster occurred, except that the period cannot be treated 
as beginning before January 1, 2018, or ending after January 19, 2020 (the date that is 30 days 
after the date of enactment of the legislation). 

2. The term “qualified disaster zone” is the portion of the qualified disaster area determined by 
the President to warrant individual or individual and public assistance from the federal 
government under the Robert T. Stafford Disaster Relief and Emergency Assistance Act by 
reason of the qualified disaster with respect to the qualified disaster area. 

3. The term “qualified disaster area” is an area with respect to which the President declared a 
major disaster from January 1, 2018, through February 18, 2020 (the date that is 60 days the 
date of enactment of the legislation), under section 401 of the Stafford Act if the incident period 
of the disaster began on or before December 20, 2019 (the date of enactment). To avoid 
providing double benefits, the legislation excludes the California wildfire disaster area, for 
which similar relief was provided by the Bipartisan Budget Act of 2018. 

4. “The term ‘qualified disaster’ means, with respect to any qualified disaster area, the disaster 
by reason of which a major disaster was declared with respect to such area.” 
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 Those affected by qualfied disasters can use prior-year earned income to 
determine their earned income tax credit and child tax credit. A provision of the Taxpayer 
Certainty and Disaster Tax Relief Act of 2019, Division Q, Title II, § 204(c) of the 2020 Further 
Consolidated Appropriations Act provides that a “qualified individual” can elect to use prior-year 
earned income for purposes of determining the individual’s earned income tax credit under § 32 and 
child tax credit under § 24. The election is available for qualified individuals whose earned income for 
the “applicable tax year” is lower than their earned income for the preceding tax year. A qualified 
individual is defined as an individual whose principal place of abode at any time during the incident 
period of any qualified disasterwas located (1) in the qualified disaster zone with respect to the 
qualified disaster, or (2) outside the qualified disaster zone, but within the qualified disaster area with 
rspect to the disaster, if the individual was displaced from his or her principal place of abode by reason 
of the qualified disaster. The term applicable tax year is defined differently for qualified individals in 
these two categories. For those in the second category (those outside a qualified disaster zone who are 
displaced), the applicable tax year is any taxable year that includes any portion of the period during 
which they were displaced. For those in the first category (those within a qualified disaster zone), the 
applicable tax year is any taxable year date that includes any portion of the incident period of the 
qualified disaster. If a qualified individual makes this election, it applies for purpose of both the earned 
income tax credit and the child tax credit. For married couples filing a joint return, the election is 
available if either spouse is a qualified individual, and the earned income for the preceding year is the 
sum of the earned income in the preceding year of both spouses. 

 Maybe Congress really does CARE. Recovery rebates or “credits” for 
individuals. The CARES Act, § 2201, adds new Code § 6428, which provides for what the Treasury 
Department publicly refers to as “economic impact payments” and what the Code describes as an 
advance refund of a credit for which individuals may be eligible for 2020. Nonresident aliens, 
dependent children, and estates and trusts are not eligible for the credit. Treasury and the IRS 
announced on Monday, March 30, 2020, that many U.S. taxpayers will receive a distribution of funds 
pursuant to this statutory provision within the following three weeks. Distribution of the funds is to be 
automatic and, for most taxpayers who have previously filed a 2018 or 2019 tax return, there are no 
steps that need to be taken to receive a payment. The amount of the advance payment to which an 
individual is entitled is to be determined based on the individual’s 2019 federal income tax return or, 
if the 2019 return has not filed, the individual’s 2018 return. If an individual has filed neither a 2018 
nor 2019 return, then the amount of the advance payment may be determined based on social security 
information (Form SSA-1099 or RRB-1099). In general, the advance refunds are to be received in the 
form of a direct deposit into taxpayers’ bank accounts. According to § 6428(f), such payments are, in 
effect, advance refunds of the amount to be allowed as a “recovery rebate” or tax credit on each 
recipient’s 2020 federal income tax return. Generally, a taxpayer who is an eligible taxpayer will be 
treated as having made tax payments equal to the credit to which the taxpayer is entitled. Section 
2201(d) of the CARES Act provides that advance payments of the credit are not subject to the reduction 
or offset set forth in specified provisions. The effect of this rule is to preclude the IRS from applying 
the advance payment of the credit to which a taxpayer is entitled to outstanding tax liabilities from 
other years. 

Amount of the credit. According to Code § 6428(a), a taxpayer who filed an income tax return in 
2018 or 2019 will receive an advance refund of the projected rebate or credit equal to $1,200 ($2,400 
in the case of eligible individuals filing a joint return) plus an additional $500 for each qualifying child 
of the taxpayer if the taxpayer’s adjusted gross income (AGI) is below a certain threshold amount. A 
qualifying child is a child with respect to whom the taxpayer would be entitled to the child tax credit 
provided by § 24. Pursuant to § 24(c), this means that the child must be a qualifying child of the 
taxpayer (as defined in § 152(c)) who has not attained age 17. The amount of the credit is phased out 
based on the taxpayer’s AGI. Under § 6428(c), the amount of the projected credit (and therefore the 
advance refund amount sent to taxpayers) is reduced by 5 percent of the excess of the taxpayer’s AGI 
over:  $150,000 (in the case of a joint return), $112,500 (in the case of a head of household), and 
$75,000 in all other cases. The credit is completely phased out for taxpayers with no children who have 
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AGI of: $198,000 (joint filers), $146,500 (head of household), and $99,000 (all others including single 
filers). According to § 6428(e)(2), with respect to joint returns, 50 percent of the credit is deemed to 
have been allowed to each spouse filing the return. 

Adjusting the credit on the 2020 return. According to § 6428(a), a taxpayer who is eligible for the 
credit will be treated as having made an income tax payment for the 2020 taxable year in an amount 
equal to the amount of the credit to which he or she is entitled. An advance refund of the credit received 
by the taxpayer in 2020 reduces the credit to which he or she is entitled on the 2020 return. Thus, if a 
taxpayer’s 2019 return is filed early enough in 2020 such that the IRS based the advance refund amount 
on the taxpayer’s 2019 reported AGI, then the payment will be refunded (i.e., “advanced”) for the first 
taxable year beginning in 2020 (et voilà, an advance refund electronic deposit is received by the 
taxpayer when most needed). However, because the advance refund amount is based upon the 
taxpayer’s 2019 AGI, the amount of the credit may be adjusted up based upon the taxpayer’s AGI as 
reported on his or her 2020 federal income tax return. Thus, for example, a taxpayer might receive an 
advance refund amount during 2020, based on his or her AGI as reported on a filed 2019 return, but 
the payment might have been partially phased out due to receiving a full year of wage income in 2019. 
Continuing with this example, the same taxpayer’s AGI as reported on his or her 2020 return might be 
much lower due to loss of pay as a result of not being able to work during the pandemic. Such a 
taxpayer may then be entitled to a full (as opposed to a partial) credit based on his or her lower 2020 
AGI. In such a case, when the taxpayer prepares his or her 2020 tax return, the full amount of the credit 
would only be partially offset by the lower advance refund payment (based on 2019 AGI). This, in 
turn, would allow for an additional refund of the difference. If a taxpayer receives an advance refund 
payment in 2020 which is more than the credit calculated on the taxpayer’s 2020 tax return, there is no 
requirement for the taxpayer to pay back the excess advance refund. 

Requirement of a Social Security Number. Section 6428(g) provides that no credit is allowed to 
taxpayers who do not include a “valid identification number” on the tax return for the taxpayer, the 
taxpayer’s spouse, and qualifying children. The term “valid identification number” is defined, by 
reference to § 24(h)(7), as a social security number issued before the due date of the return or an 
adoption taxpayer identification number in the case of a qualifying child who is adopted or placed for 
adoption. Thus, with respect to joint filers, both spouses must include their social security numbers on 
the return. However, a special rule applies to members of the armed forces under which only one 
spouse must include a valid social security number on the joint return. 

 Dependency defined! Treasury releases proposed regulations clarifying the 
definition of a “qualifying relative” REG-118997-19, Dependent Defined; Notice of Proposed 
Rulemaking and Partial Withdrawal of Notice of Proposed Rulemaking, 85 F.R. 35233 (6/9/20). 
Treasury and the IRS have issued newly proposed regulations revising old proposed regulations issued 
in January 2017 to clarify the definition of who is a “qualifying relative” for tax years 2018 through 
2025. In general, taxpayers may claim an exemption deduction for the taxpayer, his or her spouse, and 
for any dependents (“qualifying child” or a “qualifying relative”). §§ 151; 152(a). Importantly, to be a 
qualifying relative, the individual’s gross income must be less than the exemption amount in § 151(d). 
Before the 2017 old proposed regulations and the enactment of the Tax Cuts and Jobs Act (TCJA), 
§ 151(d) provided for an inflation adjusted exemption for 2018 of $4,150. However, the TCJA added 
§ 151(d)(5) providing that, for the years 2018-2025, the exemption amount is zero. Essentially, the 
TCJA, suspended the personal and dependency exemption deductions. However, the reduction of the 
exemption amount to zero should not and does not impact whether a taxpayer is allowed or entitled to 
a deduction for purposes of any other provision of the Code. § 151(d)(5)(B). Specifically, the 
Conference Report that accompanied the TCJA (H.R. Rep. No. 115-466, at 202-204 (2017)) clarifies 
that the reduction of the personal exemption to zero “should not alter the operation of those provisions 
of the Code which refer to a taxpayer allowed a deduction . . . under section 151” including the child 
tax credit in § 24(a). Conference Report at 203 n.16. The TCJA also amended § 24 to allow for a $500 
credit for qualifying relatives as defined in § 152(d). See § 24(h)(4)(A). The $500 credit for qualifying 
relatives also applies for the years 2018 through 2025. Thus, the reduction of the exemption amount to 
zero during these years is not taken into account in determining whether an individual meets the 
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definition of qualifying relative. Notice 2018-70, 2018-38 I.R.B. 441. Newly proposed Reg. § 1.152-
3(c)(3)(i) provides in part: 

For tax year 2018, the exemption amount under section 152 (d)(1)(B) is $4,150. For 
tax years 2019 through 2025, the exemption amount, as adjusted for inflation, is set 
forth in annual guidance published in the Internal Revenue Bulletin. See 
§ 601.601(d)(2) of this chapter… 

As such, Prop. Reg. § 1.152-3(c)(3), defining “qualifying relative,” provides for an inflation adjusted 
exemption amount for 2019-2025. Treasury argues that this language in the newly proposed regulation 
is supported by the wording of § 152(d)(1)(B). To be included in the definition of a “qualifying 
relative” under the wording of § 152(d)(1)(B), an individual must have gross income that is “less than 
the exemption amount.” If the exemption amount were zero, such an individual's gross income would 
have to be less than zero. Such an interpretation would make no sense because, under such 
circumstances, no individual would meet the definition of a qualifying relative. Treasury further 
supports this interpretation by concluding that Congress could not have intended to make such a 
significant change in such an indirect manner. For the same reasons, the newly proposed regulations 
provide for similar amendments to Prop. Reg. § 1.24-1, Partial credit allowed for certain other 
dependents, and subsection (d) of Prop. Reg. 1.152-3(d), relating to alimony and separate maintenance 
payments as well. 

 Divorce Tax Issues 
 Education 

 Amounts can be withdrawn tax-free from § 529 accounts to pay expenses of 
apprenticeship programs and an aggregate amount of $10,000 can be withdrawn tax-free from 
§ 529 accounts to repay qualified education loans of the beneficiary or a sibling. A provision of 
the SECURE Act, Division O, Title 3, § 302 of the 2020 Further Consolidated Appropriations Act, 
amended Code § 529 to add § 529(c)(8), which permits tax-free distributions from § 529 accounts to 
pay “expenses for fees, books, supplies, and equipment required for the participation of a designated 
beneficiary in an apprenticeship program” registered under the National Apprenticeship Act. The 
legislation also added § 529(c)(9), which permits tax-free distributions from § 529 accounts to pay 
“principal or interest on any qualified education loan (as defined in section 221(d)) of the designated 
beneficiary or a sibling of the designated beneficiary.” The limit on distributions for repayment of 
educational loans is an aggregate of $10,000. Amounts withdrawn to pay a sibling’s educational loans 
count against the sibling’s aggregate $10,000 limit, not the limit of the designated beneficiary. To the 
extent that amounts withdrawn tax-free from a § 529 account are used to pay interest on an educational 
loan, the taxpayer’s deduction for student loan interest under § 221 is reduced. These changes apply to 
distributions made after December 31, 2018. 

 Want to get rid of that student loan? Get the boss to pay it tax-free! Generally, 
Code § 127(a) excludes from the gross income of an employee up to $5,250 of employer-provided 
“educational assistance” as defined in § 127(c). The CARES Act, § 2206, amends Code § 127(c)(1) by 
redesignating subparagraph (B) as subparagraph (C) and adding a new subparagraph (B) that 
temporarily expands the definition of “educational assistance.” New Code § 127(c)(1)(B) provides 
that, in the case of payments made before January 1, 2021, the term “educational assistance” within 
the meaning of § 127(c)(1) includes repayments of “qualified education loans” by an employer whether 
paid to the employee or to the lender. New Code § 127(c)(1)(B) is effective for payments made after 
March 27, 2020 (the date of enactment of the CARES Act). 
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 Alternative Minimum Tax 
VI. CORPORATIONS 

 Entity and Formation 
 Distributions and Redemptions 
 Liquidations 
 S Corporations 

 If you’re a cash-method S corp pining to be a C corp, here’s your chance! The 
2017 Tax Cuts and Jobs Act, § 13543, added new § 481(d) and new § 1371(f) to make it easier for 
cash-method S corporations to convert to C corporations (which typically, but not always, especially 
after TCJA’s revisions to § 448, are accrual-method taxpayers). Specifically, new § 481(d) provides 
that any adjustment (such as changing from the cash to the accrual method) otherwise required under 
§ 481(a)(2) with respect to an S to C conversion may be taken into account ratably over six years 
starting with the year of the change (instead of taking into account the adjustment entirely in the year 
of change) if three conditions are met: (i) the converting S corporation existed prior to December 22, 
2017 (the date of TCJA’s enactment); (ii) the conversion from S to C status takes place prior to 
December 22, 2019 (two years from the date of TCJA’s enactment); and (iii) all of the shareholders of 
the S corporation on December 22, 2017, are “in identical proportions” the shareholders of the C 
corporation. New § 1371(f) further provides that “money” distributed by the above-described 
converted S corporations after the “post-termination transition period” (generally one year) is allocable 
to and chargeable against the former S corporation’s accumulated adjustments account (“AAA”) in the 
same ratio as AAA bears to accumulated earnings and profits (“E&P”). Thus, new § 1371(f) is more 
favorable to S corporations converting to C status than the normal rule of § 1371(e), which allows 
distributions of money during the “post-termination transition period,” but not after, to be allocable to 
and chargeable against AAA. As a practical matter, then, S corporations converting to C corporations 
within the confines of new § 481(d) and § 1371(f) may make nontaxable, stock-basis reducing 
distributions of money out of their AAA during the one-year period following the conversion (pursuant 
to § 1371(e)) as well as wholly or partially (depending upon AAA as compared to E&P) nontaxable, 
basis-reducing distributions of money after the normal one-year, post-termination transition period. 
These changes to § 481 and § 1371 are permanent, but of course, will apply only to S to C conversions 
that meet the criteria of § 481(d) (i.e., pre-TCJA existing S corporations that convert to C status before 
December 22, 2019, and that have the same shareholders in the same proportions post-conversion). 

 Guidance concerning the adjustments required under new § 481(d). Rev. 
Proc. 2018-44, 2018-37 I.R.B. 426 (9/10/18) modifies Rev. Proc. 2018-31, 2018-22 I.R.B. 637, to 
provide that an “eligible terminated S corporation,” as defined in § 481(d)(2), required to change from 
the overall cash method of accounting to an overall accrual method of accounting as a result of a 
revocation of its S corporation election, and that makes this change in method of accounting for the C 
corporation’s first taxable year after such revocation, is required to take into account the resulting 
positive or negative adjustment required by § 481(a)(2) ratably during the six-year period beginning 
with the year of change. Rev. Proc. 2018-44 also provides that an eligible terminated S corporation 
permitted to continue to use the cash method after the revocation of its S corporation election, and that 
changes to an overall accrual method for the C corporation’s first taxable year after such revocation, 
may take into account the resulting positive or negative adjustment required by § 481(a)(2) ratably 
during the six-year period beginning with the year of change. 

 Proposed regulations for “ETSCs” issued just under the wire. REG-
131071-18, Proposed Regulations Regarding Eligible Terminated S Corporations, 84 F.R. 60011 
(11/7/19). As noted above, one of the requirements for “eligible terminated S corporation” status is 
conversion to C corporation status before December 22, 2019. For those S corporations that met the 
deadline and otherwise satisfied the above-mentioned requirements of § 481(d)—and who 
consequently have earned the new moniker “ETSCs”—Treasury has issued further guidance in the 
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form of proposed regulations. The proposed regulations were issued on November 7, 2019, beating the 
December 22, 2019, deadline by a little over a month. Whew! Generally, the proposed regulations 
provide rules regarding (i) the definition of an ETSC; (ii) distributions of money by an ETSC after the 
“post-termination transition period” (“PTTP”); and (iii) the allocation of current C corporation current 
earnings and profits to distributions of money and other property to the shareholders of ETSCs. The 
proposed regulations will apply to tax years beginning after the date that final regulations are published; 
however, the proposed regulations include a transition rule allowing corporations to apply certain 
existing regulations (see Reg. §§ 1.316-2, 1.481-5, 1.1371-1, 1.1371-2, and 1.1377-2, to the extent 
applicable) to distributions made after the PTTP but during open tax years (i.e., those tax years within 
the § 6511(a) claim for refund period). We commend these proposed regulations to further study by 
those tax advisors with affected clients. 

 Mergers, Acquisitions and Reorganizations 
 Proposed regulations address the items of income and deduction that are 

included in the calculation of built-in gains and built-in losses under § 382(h). REG-125710-18, 
Regulations Under Section 382(h) Related to Built-In Gain and Loss, 84 F.R. 47455 (9/10/19). In an 
effort to minimize tax-motivated tax-free acquisitions, Congress has enacted various provisions that 
limit an acquiring corporation’s ability to make use of an acquired corporation’s tax attributes, such as 
its net operating losses and tax credits. One such provision, § 382, in very simplified terms, limits an 
acquiring corporation’s ability to use an acquired corporation’s pre-acquisition net operating losses. 
Somewhat more accurately, § 382 limits the ability of a ‘‘loss corporation’’ to offset its taxable income 
in periods subsequent to an ‘‘ownership change’’ with losses attributable to periods prior to that 
ownership change. The § 382 limitation imposed on a loss corporation’s use of pre-change losses for 
each year subsequent to an ownership change generally is equal to the fair market value of the loss 
corporation immediately before the ownership change, multiplied by the applicable long-term tax-
exempt rate as defined in § 382(f). A loss corporation’s built-in gains and built-in losses affect its § 382 
limitation. Section 382(h) provides rules relating to the determination of a loss corporation’s built-in 
gains and losses as of the date of the ownership change. Generally, built-in gains recognized during 
the five-year period beginning on the date of the ownership change allow a loss corporation to increase 
its § 382 limitation, and built-in losses recognized during this same period are subject to the loss 
corporation’s § 382 limitation. These proposed regulations address the items of income and deduction 
that are included in the calculation of built-in gains and losses under § 382 and reflect numerous 
changes made by the 2017 Tax Cuts and Jobs Act, which generated significant uncertainty regarding 
the application of § 382. The preamble to the proposed regulations indicates that Treasury and the IRS 
propose to withdraw the following IRS notices and incorporate their subject matter into the proposed 
regulations: Notice 87-79, Notice 90-27, Notice 2003-65, and Notice 2018-30. The proposed 
withdrawal of the prior IRS notices would be effective on the day after the proposed regulations are 
published as final regulations in the Federal Register. The proposed regulations generally would be 
effective for ownership changes occurring after the date on which they are published as final 
regulations in the Federal Register. However, taxpayers and their related parties (within the meaning 
of §§ 267(b) and 707(b)(1)) may apply the proposed regulations to any ownership change occurring 
during a taxable year with respect to which the period described in § 6511(a) (the limitations period on 
refund claims) has not expired, as long as the taxpayers and all of their related parties consistently 
apply the rules of these proposed regulations to such ownership change and all subsequent ownership 
changes that occur before the effective date of final regulations. 

 In response to taxpayer concerns regarding the effective date of the 
proposed regulations on the calculation of built-in gains and built-in losses under § 382(h), the 
Treasury Department and the IRS have provided a delayed effective date and transition relief 
for eligible taxpayers. REG-125710-18, Revised Applicability Dates for Regulations Under Section 
382(h) Related to Built-in Gain and Loss, 85 F.R. 2061 (1/14/20). The preamble to the proposed 
regulations published in the Federal Register on September 10, 2019 (2019 proposed regulations), 
indicated that Treasury and the IRS proposed to withdraw certain IRS notices, including Notice 2003-
65, 2003-2 C.B. 747, and that the withdrawal would be effective on the day after the proposed 
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regulations are published as final regulations in the Federal Register. The 2019 proposed regulations 
further provided that they generally would be effective for ownership changes occurring after the date 
on which they are published as final regulations in the Federal Register. Section V of Notice 2003-65 
provides that taxpayers may rely on either of two safe harbor approaches for applying § 382(h) to an 
ownership change “prior to the effective date of temporary or final regulations under section 382(h).” 
Taxpayers and practitioners expressed two concerns regarding these effective dates: (1) they would 
impose a significant burden on taxpayers who are evaluating and negotiating business transactions 
because of uncertainty regarding both when the transactions will close and the date on which the final 
regulations will be published, and (2) as stated in the preamble, “transition relief limited to transactions 
for which a binding agreement is in effect on or before the applicability date of final regulations would 
be inadequate, because pending transactions regularly are modified or delayed prior to closing.” In 
response to these concerns, Treasury and the IRS have withdrawn the text of Prop. Reg. §§ 1.382-
2(b)(4) and 1.382-7(g) contained in the 2019 proposed regulations and have proposed revised effective 
dates. Under the revised rules, subject to two exceptions, Prop. Reg. § 1.382-2(b)(4) provides that the 
proposed regulations apply to any ownership change that occurs after the date that is 30 days after the 
date on which on which final regulations are published in the Federal Register. The first exception is 
that, according to the preamble, Treasury and the IRS expect that Prop. Reg. § 1.382-7(d)(5) will be 
made final before other portions of the 2019 proposed regulations as part of the Treasury Decision that 
finalizes proposed regulations issued under § 163(j). Prop. Reg. § 1.382-7(d)(5) provides that certain 
carryforwards of business interest expense disallowed under § 163(j) are not treated as recognized 
built-in losses under § 382(h)(6)(B) if they were allowable as deductions during a specified five-year 
recognition period. The second exception, set forth in Prop. Reg. § 1.382-7(g)(2), is that the final 
regulations would not apply to certain ownership changes that occur after the generally applicable 
effective date (30 days after the date on which on which final regulations are published in the Federal 
Register) if the ownership change occurs in one of five specified circumstances. For transactions to 
which the final regulations do not apply (because of either the 30-day delayed effective date or the 
transition relief for ownership changes occurring after the delayed effective date), Notice 2003-65, 
including its safe harbors, would remain applicable. For ownership changes that occur after the delayed 
effective date and to which the final regulations would not apply pursuant to the transition relief, 
taxpayers can elect instead to apply the final regulations. 

 Corporate Divisions 
1. Proposed regulations provide guidance under § 355(e) regarding 

predecessors, successors, and limitation on gain recognition. T.D. 9888, Guidance Under Section 
355(e) Regarding Predecessors, Successors, and Limitation on Gain Recognition; Guidance Under 
Section 355(f), 84 F.R. 69308 (12/18/19). The IRS has finalized proposed and temporary regulations 
issued in 2016 under § 355(e) providing guidance to taxpayers in determining whether a corporation 
is a predecessor or successor of a distributing or controlled corporation for purposes of the gain 
recognition exception under § 355(e). See T.D. 9805, Guidance Under Section 355(e) Regarding 
Predecessors, Successors, and Limitation on Gain Recognition; Guidance Under Section 355(f), 81 
F.R. 91738 (12/19/16). Generally, under § 355(a), in a spin-off or like transaction no gain or loss is 
recognized by a corporation (“Distributing”) that distributes the stock of a controlled corporation 
(“Controlled”) to Distributing’s shareholders. Similarly, nonrecognition is allowed under § 355(c) if 
certain “qualified property” is distributed from Distributing to its shareholders. Qualified property is 
generally defined § 361(c) to include stock, stock rights, or obligations of either Distributing or 
Controlled.. However, § 355(e) provides an exception to nonrecognition (requiring recognition of gain) 
where stock or securities are distributed by Controlled pursuant to a plan under which one or more 
persons acquires a 50-percent or greater interest (as defined in § 355(d)(4)(A)) in the stock of 
Distributing or Controlled. The general theory applied to transfers subject to § 355(e) is that gain 
recognition is appropriate if a distribution is effectuated to combine a tax-free division of the assets of 
a corporation other than Distributing or Controlled (divided corporation) with a planned acquisition of 
50 percent or more of the divided corporation. Such transactions more closely resemble a corporate-
level disposition of the portion of the business that is acquired. For these purposes, any predecessor or 
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successor entity of either Controlled or Distributing is treated the same as and referred to as Controlled 
or Distributing. The final regulations add a new definition and detailed rules regarding the treatment 
of a predecessor of Distributing. To oversimplify, the final regulations apply if there is a plan in place 
to acquire 50 percent or more of Distributing. Distributing will benefit from a gain limitation rule only 
if a Predecessor of Distributing (POD) exists and the POD does not also undergo a 50 percent 
acquisition pursuant to a plan. If no POD exists, then the gain must generally be recognized. If a POD 
exists but also undergoes a 50 percent acquisition pursuant to a plan, then Distributing must recognize 
gain with respect to acquisition of the POD (subject to certain gain limitation rules). Reg. § 1.355-8 
(e)(1)(ii). The final regulations apply to distributions occurring after December 15, 2019. For 
distributions occurring on or before December 15, 2019, a set of transition rules applies. 

 Affiliated Corporations and Consolidated Returns  
 State law, not federal common law, must determine whether a refund with 

respect to a consolidated return belongs to the group’s common parent or instead to the 
subsidiary member whose loss produced the refund, says the U.S. Supreme Court. Rodriguez v. 
FDIC, 140 S. Ct. 713 (2/24/20). United Western Bancorp, Inc. (“Holding Company”) was the common 
parent of a consolidated group. One member of the consolidated group was a wholly-owned subsidiary, 
United Western Bank (“Bank”). The Holding Company received a refund of $4.8 million that was 
produced by carrying back a 2010 consolidated net operating loss (produced by the Bank’s loss) to 
2008, a year in which the consolidated group had paid tax on income of the Bank. Thus, the refund 
resulted from revenue generated by the Bank in 2008 and a loss incurred by the Bank in 2010. In the 
same year the 2010 consolidated return was filed, the Bank was placed into receivership with the FDIC 
as its receiver. Subsequently, the Holding Company became a debtor in a chapter 7 bankruptcy 
proceeding. The bankruptcy trustee asserted that the refund was an asset of the bankruptcy estate, and 
the FDIC asserted that the refund was an asset of the Bank. 
The Tenth Circuit’s Analysis. The U.S. Court of Appeals for the Tenth Circuit held that the Bank was 
entitled to the refund. The court noted that, in Barnes v. Harris, 783 F.3d 1185 (10th Cir. 2015), the 
Tenth Circuit, relying on In re Bob Richards Chrysler-Plymouth Corp., Inc., 473 F.2d 262 (9th Cir. 
1973), had held as a matter of federal common law that, in the absence of a contrary agreement, “a tax 
refund due from a joint return generally belongs to the company responsible for the losses that form 
the basis of the refund.” In this case, however, the consolidated group members had entered into a tax 
allocation agreement. The Tenth Circuit ultimately framed the issue as whether, under the tax 
allocation agreement, the Holding Company was acting as the agent of the Bank or instead had a 
standard commercial relationship with the Bank. If the former, then the Holding Company was acting 
as a fiduciary of the Bank and the refund would belong to the Bank; if the latter, then the Bank was a 
creditor of the Holding Company and the refund would be an asset of the Holding Company’s 
bankruptcy estate. The court concluded that the tax allocation agreement was ambiguous on this point, 
which triggered a provision in the agreement that required any ambiguity in the agreement to be 
resolved in favor of the Bank. Accordingly, the court concluded, under the tax allocation agreement 
the Holding Company was acting as the agent of the Bank and the agreement therefore did not 
unambiguously depart from the rule of Barnes and Bob Richards, which meant that the refund belonged 
to the Bank, the corporation whose losses had produced the refund. The refund therefore was not part 
of the Holding Company’s bankruptcy estate. 
The U.S. Supreme Court’s Reversal and Remand. In a unanimous opinion by Justice Gorsuch, the U.S. 
Supreme Court reversed and remanded to the Tenth Circuit. The Bob Richards rule for determining 
ownership of a tax refund in the context of a consolidated return is a rule of federal common law. But 
the areas in which federal courts may apply federal common law, the Supreme Court observed, are 
limited and strict conditions must be satisfied before federal courts may do so. One of those conditions, 
according to the Court’s prior decisions, is that, “[i]n the absence of congressional authorization, 
common lawmaking must be “‘necessary to protect uniquely federal interests.’”” That condition, the 
Court held, is not satisfied in this case. The federal government has no unique interest in how a tax 
refund is allocated among consolidated group members. In other words, according to the Court, the 
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rule of Bob Richards is not a legitimate exercise of federal common lawmaking. The Court held that 
the issue of ownership of a tax refund in the context of a consolidated corporate group is governed not 
by federal common law, but by state law, which “is well equipped to handle disputes involving 
corporate property rights.” Because the Tenth Circuit had incorrectly applied federal common law 
rather than state law, the Court remanded to the Tenth Circuit for further consideration. 

 For a discussion of the appropriate analytical framework for allocating 
between a parent and its subsidiary federal tax savings that arise when the two corporations file a 
consolidated tax return, see Bruce A. McGovern, Fiduciary Duties, Consolidated Returns, and Fairness, 
81 Neb. L. Rev. 170 (2002). 

 Miscellaneous Corporate Issues 
VII. PARTNERSHIPS 

 Formation and Taxable Years 
 Allocations of Distributive Share, Partnership Debt, and Outside Basis  

 They were just kidding! Treasury and the Service have removed temporary 
regulations regarding the allocation of partnership liabilities for purposes of the § 707 disguised 
sale rules. T.D. 9876, Removal of Temporary Regulations on a Partner’s Share of a Partnership 
Liability for Disguised Sale Purposes, 84 F.R. 54027 (10/9/19). In 2016, Treasury and the Service 
published temporary regulations (707 Temporary Regulations) regarding the allocation of partnership 
liabilities for purposes of applying the disguised sale rules of § 707. T.D. 9788, Liabilities Recognized 
as Recourse Partnership Liabilities Under Section 752, 81 F.R. 69282 (10/5/16). On April 21, 2017, 
President Trump issued Executive Order 13789 directing the Secretary of the Treasury to review “all 
significant tax regulations” issued on or after January 1, 2016, that “impose an undue financial burden,” 
“add undue complexity,” or “exceed [the Service’s] statutory authority,” and to submit two reports to 
the President. The second report, issued by Treasury Secretary Mnuchin on October 2, 2017, 
recommended certain actions with respect to eight sets of regulations, one of which was the 707 
Temporary Regulations. The second report stated that the novel approach implemented in the 707 
Temporary Regulations should be studied systematically and that the Treasury Department and the 
Service therefore would consider removing the 707 Temporary Regulations and reinstating prior 
regulations. Treasury and the Service proposed removing the 707 Temporary Regulations in 2018 (see 
REG-131186-17, Proposed Removal of Temporary Regulations on a Partner’s Share of a Partnership 
Liability for Disguised Sale Purposes, 83 F.R. 28397 (6/19/18)) and now have done so. 

The 707 Temporary Regulations Issued in 2016. Temp. Reg. § 1.707-5T(a)(2), published in 2016, 
provided that, for purposes of the disguised sale rules, a partner’s share of any partnership liabilities, 
regardless of whether they are recourse or nonrecourse under Reg. § 1.752-1 through 1.752-3, must be 
allocated by applying the same percentage used to determine the partner’s share of “excess nonrecourse 
liabilities” under Reg. § 1.752-3(a)(3), “but such share shall not exceed the partner’s share of the 
partnership liability under section 752 and applicable regulations (as limited in the application of 
§ 1.752-3(a)(3) to this paragraph (a)(2)).” Reg. § 1.752-3(a)(3) (as amended in T.D. 9787, 81 F.R. 
69291 (10/5/16)), provided that, for purposes of the disguised sale rules of Reg. § 1.707-5(a)(2), a 
partner’s share of an excess nonrecourse liability is determined solely in accordance with the partner’s 
interest in partnership profits and that the significant item method, alternative method, and additional 
method do not apply. The combined effect of these rules was that, for purposes of the disguised sale 
rules, and regardless of whether a liability was recourse or nonrecourse, (1) a contributing partner’s 
share of a partnership liability was determined solely by the partner’s share of partnership profits and 
could not be determined either under the other methods normally authorized for allocating excess 
nonrecourse liabilities or with reference to that partner’s economic risk of loss under Reg. § 1.752-2, 
and (2) no portion of any partnership liability for which another partner bore the risk of loss could be 
allocated to the contributing partner under the profit-share method. Treasury and the Service expressed 
the belief that, for purposes of the disguised sale rules, this allocation method reflected the overall 
economic arrangement of the partners. According to the preamble to the 707 Temporary Regulations, 
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“[i]n most cases, a partnership will satisfy its liabilities with partnership profits, the partnership’s assets 
do not become worthless, and the payment obligations of partners or related persons are not called 
upon.” These rules were designed to be the death knell of leveraged partnership disguised sale 
transactions ala Canal Corp. v. Commissioner, 135 T.C. 199 (2010), to which reference is made in the 
2016 preamble. 

The Withdrawal of the 707 Temporary Regulations. The Treasury Department and the Service have 
now removed the 707 Temporary Regulations and reinstated the rules under Reg. § 1.707-5(a)(2) as in 
effect prior to the 707 Temporary Regulations. Under these rules, (1) a partner’s share of a 
partnership’s recourse liability is the partner’s share of the liability under § 752 and the regulations 
thereunder, i.e., recourse liabilities are allocated for purposes of the disguised sale rules under the 
normal rules for allocating recourse liabilities, and (2) nonrecourse liabilities are allocated by applying 
the same percentage used to determine the partner’s share of “excess nonrecourse liabilities” under 
Reg. § 1.752-3(a)(3), which means that a contributing partner’s share of a nonrecourse liability is 
determined for purposes of the disguised sale rules solely by the partner’s share of partnership profits 
and that the significant item method, alternative method, and additional method do not apply. The 
regulations also reinstate the rule in former Reg. § 1.707-5(a)(2)(i) and (ii) for so-called § 1.752-7 
contingent liabilities that a partnership liability is a recourse or nonrecourse liability to the extent that 
the obligation would be a recourse liability under Reg. § 1.752-1(a)(1) or a nonrecourse liability under 
§ 1.752-1(a)(2), respectively, if the liability was treated as a partnership liability for purposes of section 
752. The preamble to the proposed regulations indicated that “[t]he Treasury Department and the 
Service continue to study the issue of the effect of contingent liabilities with respect to section 707, as 
well as other sections of the Code.” Finally, the regulations reinstate Examples 2, 3, 7, and 8 under 
Reg. § 1.752-1-5(f) with a modification to the language in Example 3 to reflect an amendment made 
in 2016 to Reg. § 1.707-5(a)(3) regarding an anticipated reduction in a partner’s share of a liability that 
is not subject to the entrepreneurial risks of partnership operations. 

Effective Date. The 707 Temporary Regulations expire on October 4, 2019. The amendments to 
Reg. § 1.707-5 apply to any transaction with respect to which all transfers occur on or after October 4, 
2019. (These effective dates represent a change from the proposed regulations, which were proposed 
to apply thirty days following the date the proposed regulations were published as final regulations.) 
Nevertheless, taxpayers can apply these regulations instead of the 707 Temporary Regulations to any 
transaction with respect to which all transfers occur on or after January 3, 2017. 

 Final regulations address deficit restoration obligations, when partnership 
liabilities are treated as recourse liabilities, and bottom dollar guarantees. T.D. 9877, Liabilities 
Recognized as Recourse Partnership Liabilities Under Section 752, 84 F.R. 54014 (10/9/19). The 
Treasury Department and the IRS have finalized proposed and temporary regulations that address when 
certain obligations to restore a deficit balance in a partner’s capital account are disregarded under 
§ 704, when partnership liabilities are treated as recourse liabilities under § 752, and the treatment of 
so-called bottom dollar guarantees. The proposed and temporary regulations were issued in 2016. See 
T.D. 9788, Liabilities Recognized as Recourse Partnership Liabilities Under Section 752, 81 F.R. 
69282 (10/5/16); REG-122855-15, Liabilities Recognized as Recourse Partnership Liabilities Under 
Section 752, 81 F.R. 69301 (10/5/16) (2016 proposed regulations). 

Background—Under Reg. § 1.752-1(a)(1), a partnership liability is recourse to the extent that 
any partner or related person bears the economic risk of loss (EROL) for the liability under Reg. 
§ 1.752-2. Under Reg. § 1.752-2, a partner or related person bears the EROL to the extent the partner 
or related person would have a payment obligation if the partnership liquidated in a worst-case scenario 
in which all partnership liabilities are due and all partnership assets generally are worthless. For 
purposes of determining the extent to which a partner or related person has an obligation to make a 
payment, an obligation to restore a deficit capital account upon liquidation of the partnership under the 
§ 704(b) regulations is taken into account. Further, for this purpose, Reg. § 1.752-2(b)(6) presumes 
that partners and related persons who have payment obligations actually perform those obligations, 
irrespective of their net worth, unless the facts and circumstances indicate a plan to circumvent or avoid 
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the obligation. Prior to these regulations, this presumption was subject to an anti-abuse rule in § 1.752-
2(j) pursuant to which a payment obligation of a partner or related person could be disregarded or 
treated as an obligation of another person if facts and circumstances indicated that a principal purpose 
of the arrangement was to eliminate the partner’s EROL with respect to that obligation or create the 
appearance of the partner or related person bearing the EROL when the substance was otherwise. This 
presumption was also subject to a disregarded entity net value requirement under Reg. § 1.752-2(k) 
pursuant to which, for purposes of determining the extent to which a partner bears the EROL for a 
partnership liability, a payment obligation of a disregarded entity was taken into account only to the 
extent of the net value of the disregarded entity as of the allocation date. 

2014 Proposed Regulations Under § 752—In 2014, Treasury and the Service issued proposed 
amendments to Reg. § 1.752-2 (2014 proposed amendments) providing that obligations to make a 
payment with respect to a partnership liability (excluding those imposed by state law) would not be 
recognized for purposes of § 752 unless certain recognition factors were present. These factors were 
intended to ensure that the terms of a payment obligation were not designed solely to obtain tax 
benefits. For example, one factor required a partner or related person to either maintain a commercially 
reasonable net worth during the term of the payment obligation or be subject to commercially 
reasonable restrictions on asset transfers for inadequate consideration. The 2014 proposed amendments 
to Reg. § 1.752-2 also provided generally that a payment obligation would be recognized only to the 
extent of the net value of a partner or related person as of the allocation date. 

2016 Proposed Regulations Under § 752—The 2016 proposed regulations partially withdrew 
the 2014 proposed regulations and adopted an approach that is now reflected, with some modifications, 
in the final regulations. 

Final Regulations Under § 752—In response to comments expressing concern about the “all 
or nothing” approach of the 2014 proposed regulations, the final regulations move the list of 
recognition factors to an anti-abuse rule in Reg. § 1.752-2(j)(3) (other than the recognition factors 
concerning bottom dollar guarantees and indemnities, which are addressed in concurrently issued final 
regulations under § 752). Under the anti-abuse rule, the factors are weighed to determine whether a 
payment obligation (other than an obligation to restore a deficit capital account upon liquidation) 
should be respected. The list of factors in the anti-abuse rule is nonexclusive, and the weight to be 
given to any particular factor depends on the particular case. The final regulations state that the 
presence or absence of any particular factor, in itself, is not necessarily indicative of whether or not a 
payment obligation is recognized under Reg. § 1.752-2(b). The final regulations modify the recognition 
factors in various ways in response to comments on the 2014 and 2016 proposed regulations. The 2016 
proposed regulations also proposed to remove Reg. § 1.752-2(k), which provided that a payment 
obligation of a disregarded entity is taken into account only to the extent of the net value of the 
disregarded entity as of the allocation date, and proposed to create a new presumption under the anti-
abuse rule in Reg. § 1.752-2(j). In contrast, the final regulations retain Reg. § 1.752-2(k) but modify it 
to provide that an obligation of a partner or related person to make a payment is not recognized if the 
facts and circumstances indicate that there is not a reasonable expectation that the payment obligor will 
have the ability to make the required payments if the payment obligation becomes due and payable. 
For purposes of this rule, a payment obligor includes disregarded entities (including grantor trusts). 
The final regulations contain two examples to illustrate the application of Reg. § 1.752-2(k). 

Bottom Dollar Guarantees—Reg. § 1.752-2(b)(3) continues to provide that “[t]he 
determination of the extent to which a partner or related person has an obligation to make a payment 
under [Reg.] § 1.752-2(b)(1) is based on the facts and circumstances at the time of the determination,” 
and that “[a]ll statutory and contractual obligations relating to the partnership liability are taken into 
account.” However, the regulation now carves out an exception under which “bottom dollar” 
guarantees and indemnities (or their equivalent, termed “bottom dollar payment obligations”) will not 
be recognized. Reg. § 1.752-2(b)(3)(ii)(A). According to Reg. § 1.752-2(b)(3)(ii)(C)(1), a bottom 
dollar payment obligation is a payment obligation that is the same or similar to one described in Reg. 
§ 1.752-2(b)(3)(ii)(C)(1) as follows: 
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1. “With respect to a guarantee or similar arrangement, any payment obligation other than one in 
which the partner or related person is or would be liable up to the full amount of such partner’s 
or related person’s payment obligation if, and to the extent that any amount of the partnership 
liability is not otherwise satisfied.” 

2. “With respect to an indemnity or similar arrangement, any payment obligation other than one 
in which the partner or related person is or would be liable up to the full amount of such 
partner’s or related person’s payment obligation, if, and to the extent that, any amount of the 
indemnitee’s or benefited party’s payment obligation that is recognized under this paragraph 
(b)(3) is satisfied.” 

3. “With respect to an obligation to make a capital contribution or to restore a deficit capital 
account upon liquidation of the partnership as described in § 1.704-1(b)(2)(ii)(b)(3) …, any 
payment obligation other than one in which the partner is or would be required to make the full 
amount of the partner’s capital contribution or to restore the full amount of the partner’s deficit 
capital account.” 

4. “An arrangement with respect to a partnership liability that uses tiered partnerships, 
intermediaries, senior and subordinate liabilities, or similar arrangements to convert what 
would otherwise be a single liability into multiple liabilities if, based on the facts and 
circumstances, the liabilities were incurred pursuant to a common plan, as part of a single 
transaction or arrangement, or as part of a series of related transactions or arrangements, and 
with a principal purpose of avoiding having at least one of such liabilities or payment 
obligations with respect to such liabilities being treated as a bottom dollar payment obligation.” 

As long as a partner or related person has a payment obligation that would be recognized but for the 
effect of an indemnity, reimbursement agreement, or similar arrangement, the payment obligation will 
be recognized under Reg. § 1.752-2(b)(3) if, taking into account the indemnity, reimbursement 
agreement, or similar arrangement, that partner or related person is liable for at least 90 percent of the 
initial payment obligation. Reg. § 1.752-2(b)(3)(ii)(B). Also, a payment obligation is not a bottom 
dollar payment obligation merely because a maximum amount is placed on the partner’s or related 
person’s payment obligation, a partner’s or related person’s payment obligation is stated as a fixed 
percentage of every dollar of the partnership liability to which such obligation relates, or there is a right 
of proportionate contribution running between partners or related persons who are co-obligors with 
respect to a payment obligation for which each of them is jointly and severally liable. Reg. § 1.752-
2(b)(3)(ii)(C)(2). Guarantees of a vertical slice of a partnership liability will be recognized. 

Disclosure requirement—Reg. § 1.752-2(b)(3)(ii)(D) requires the partnership to disclose to the 
IRS all bottom dollar payment obligations with respect to a partnership liability on a completed Form 
8275, Disclosure Statement, attached to the partnership return for the taxable year in which the bottom 
dollar payment obligation is undertaken or modified. 

Final Regulations Under § 704—Prior to these amendments, the regulations under § 704 
provided that a partner’s deficit restoration obligation was not respected if the facts and circumstances 
indicated a plan to circumvent or avoid the partner’s deficit restoration obligation. The final regulations 
retain this rule in Reg. § 1.704-1(b)(2)(ii)(c)(4) and provide that a partner’s deficit restoration 
obligation also will not be respected if it is a bottom dollar payment obligation that is not recognized 
under Reg. § 1.752–2(b)(3). The final regulations also add a nonexclusive list of factors to Reg. 
§ 1.704-1(b)(2)(ii)(c)(4)(B) that are similar to the factors in the anti-abuse rule of Reg. § 1.752–2(j)(3). 
However, these factors are specific to deficit restoration obligations and are intended to indicate when 
a plan to circumvent or avoid a deficit restoration obligation exists. The weight to be given to any 
particular factor depends on the particular case and the presence or absence of any particular factor is 
not, in itself, necessarily indicative of whether or not the obligation is respected. The factors are: (1) the 
partner is not subject to commercially reasonable provisions for enforcement and collection of the 
obligation; (2) the partner is not required to provide (either at the time the obligation is made or 
periodically) commercially reasonable documentation regarding the partner’s financial condition to the 
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partnership; (3) the obligation ends or could, by its terms, be terminated before the liquidation of the 
partner’s interest in the partnership or when the partner’s capital account as provided in § 1.704-
1(b)(2)(iv) is negative other than when a transferee partner assumes the obligation; and (4) the terms 
of the obligation are not provided to all the partners in the partnership in a timely manner. 

Effective Date—Subject to some exceptions, the final regulations generally apply to liabilities 
incurred or assumed by a partnership and to payment obligations imposed or undertaken with respect 
to a partnership liability on or after October 9, 2019, other than liabilities incurred or assumed by a 
partnership and payment obligations imposed or undertaken pursuant to a written binding contract in 
effect prior to that date.  
 

 Distributions and Transactions Between the Partnership and Partners 
 Sales of Partnership Interests, Liquidations and Mergers 
 Inside Basis Adjustments  
 Partnership Audit Rules 
 Miscellaneous 

 Relief for not reporting negative tax capital accounts. Notice 2019-20, 2019-14 
I.R.B. 927 (3/7/19). The updated 2018 Instructions for Form 1065 and accompanying Schedule K-1 
now require a partnership that does not report tax basis capital accounts to its partners to report, on line 
20 of Schedule K-1 (Form 1065) using code AH, the amount of a partner’s tax basis capital both at the 
beginning of the year and at the end of the year if either amount is negative. Aware that some taxpayers 
and their advisors may not have been prepared to comply with this new requirement for 2018 returns, 
the IRS, in Notice 2019-20, has provided limited relief. Specifically, the IRS will waive penalties 
(1) under § 6722 for failure to furnish a partner a Schedule K-1 (Form 1065) and under § 6698 for 
failure to file a Schedule K-1 (Form 1065) with a partnership return, (2) under § 6038 for failure to 
furnish a Schedule K-1 (Form 8865), and (3) under any other section of the Code for failure to file or 
furnish a Schedule K-1 or any other form or statement, for any penalty that arises solely as a result of 
failing to include negative tax basis capital account information provided the following conditions are 
met: 

1. The Schedule K-1 or other applicable form or statement is timely filed, including extensions, 
with the IRS; is timely furnished to the appropriate partner, if applicable; and contains all other 
required information. 

2. The person or partnership required to file the Schedule K-1 or other applicable form or 
statement files with the IRS, no later than one year after the original, unextended due date of 
the form to which the Schedule K-1 or other applicable form or statement must be attached, a 
schedule setting forth, for each partner for which negative tax basis capital account information 
is required: (a) the partnership’s name and Employer Identification Number, if any, and 
Reference ID Number, if any; (b) the partner’s name, address, and taxpayer identification 
number; and (c) the amount of the partner’s tax basis capital account at the beginning and end 
of the tax year at issue. 

The above-described supplemental schedule should be captioned “Filed Under Notice 2019-20” in 
accordance with instructions and additional guidance posted by the IRS on www.IRS.gov. The due 
date for this supplemental schedule is determined without consideration of any extensions, automatic 
or otherwise, that may apply to the due date for the form itself. Furthermore, the schedule should be 
sent to the address listed in the Notice, and the penalty relief applies only for taxable years beginning 
after December 31, 2017, but before January 1, 2019. 

 The IRS has issued FAQ guidance on negative tax basis capital account 
reporting. The IRS has issued guidance on the requirement to report negative tax basis capital account 
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information in the form of frequently asked questions (FAQs) on its website. The FAQs are available 
at https://www.irs.gov/businesses/partnerships/form-1065-frequently-asked-questions. 

Definition and calculation of tax basis capital accounts. In the FAQs, the IRS explains that 
“[a] partner’s tax basis capital account (sometimes referred to simply as ‘tax capital’) represents its 
equity as calculated using tax principles, not based on GAAP, § 704(b), or other principles.” The FAQs 
provide guidance on the calculation of a partner’s tax basis capital account. A partner’s tax basis capital 
account is increased by the amount of money and the adjusted basis of any property contributed by the 
partner to the partnership (less any liabilities assumed by the partnership or to which the property is 
subject) and is decreased by the amount of money and the adjusted basis of any property distributed 
by the partnership to the partner (less any liabilities assumed by the partner or to which the property 
is subject). The partner’s tax basis capital account is increased by certain items, such as the partner’s 
distributive share of partnership income and gain, and is decreased by certain items, such as the 
partner’s distributive share of partnership losses and deductions. The FAQs make clear that a partner’s 
tax basis capital account is not the same as a partner’s basis in the partnership interest (outside basis) 
because outside basis includes the partner’s share of partnership liabilities, whereas a partner’s tax 
basis capital account does not. 

Effect of § 754 Elections and Revaluations of Partnership Property. If a partnership has a § 754 
election in effect, then it increases or decreases the adjusted basis of partnership property pursuant to 
§ 743(b) when there is a transfer of a partnership interest or pursuant to § 734(b) when there is a 
distribution by the partnership. These adjustments can also be triggered when the partnership does not 
have a § 754 election in effect but has a substantial built-in loss and a transfer of a partnership interest 
occurs (§ 743(b) basis adjustment) or experiences a substantial basis reduction in connection with a 
distribution (§ 734(b) basis adjustment). The FAQs clarify that a partner’s tax basis capital account is 
increased or decreased by a partner’s share of basis adjustments under § 743(b) and § 734(b). In 
contrast, according to the FAQs, revaluations of partnership property pursuant to § 704 (such as upon 
the entry of a new partner) do not affect the tax basis of partnership property or a partner’s tax basis 
capital account. 

Examples. The FAQs provide the following examples of the calculation of a partner’s tax basis 
capital account: 

Example 1: A contributes $100 in cash and B contributes unencumbered, 
nondepreciable property with a fair market value (FMV) of $100 and an adjusted tax 
basis of $30 to newly formed Partnership AB. A’s initial tax basis capital account is 
$100 and B’s initial tax basis capital account is $30. 
Example 2: The facts are the same as in Example 1, except B contributes 
nondepreciable property with a FMV of $100, an adjusted tax basis of $30, and subject 
to a liability of $20. B’s initial tax basis capital account is $10 ($30 adjusted tax basis 
of property contributed, less the $20 liability to which the property was subject). 
Example 3: The facts are the same as in Example 1, except in Year 1, the partnership 
earns $100 of taxable income and $50 of tax-exempt income. A and B are each 
allocated $50 of the taxable income and $25 of the tax-exempt income by the 
partnership. At the end of Year 1, A’s tax basis capital account is increased by $75, to 
$175, and B’s tax basis capital account is increased by $75, to $105. 
Example 4: The facts are the same as in Example 3. Additionally, in Year 2, the 
partnership has $30 of taxable loss and $20 of expenditures which are not deductible 
in computing partnership taxable income and which are not capital expenditures. A and 
B are each allocated $15 of the taxable loss and $10 of the expenditures which are not 
deductible in computing partnership taxable income and which are not capital 
expenditures. At the end of Year 2, A’s tax basis capital account is decreased by $25, 
to $150, and B’s tax basis capital account is decreased by $25, to $80. 
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Example 5: On January 1, 2019, A and B each contribute $100 in cash to a newly 
formed partnership. On the same day, the partnership borrows $800 and purchases 
Asset X, qualified property for purposes of §168(k), for $1,000. Assume that the 
partnership properly allocates the $800 liability equally to A and B under §752. 
Immediately after the partnership acquires Asset X, both A and B have tax basis capital 
accounts of $100 and outside bases of $500 ($100 cash contributed, plus $400 share of 
partnership liabilities under §752). In 2019, the partnership recognizes $1,000 of tax 
depreciation under §168(k) with respect to Asset X; the partnership allocates $500 of 
the tax depreciation to A and $500 of the tax depreciation to B. On December 31, 2019, 
A and B both have tax basis capital accounts of negative $400 ($100 cash contributed, 
less $500 share of tax depreciation) and outside bases of zero ($100 cash contributed, 
plus $400 share of partnership liabilities under § 752, and less $500 of share tax 
depreciation). 
Tax Basis Capital Account of a Partner Who Acquires the Partnership Interest from Another 

Partner. A partner who acquires a partnership interest from another partner, such as by purchase or in 
a non-recognition transaction, has a tax basis capital account immediately after the transfer equal to 
the transferring partner’s tax basis capital account immediately before the transfer with respect to the 
portion of the interest transferred. However, any § 743(b) basis adjustment the transferring partner may 
have is not transferred to the acquiring partner. Instead, if the partnership has a §754 election in effect, 
the tax basis capital account of the acquiring partner is increased or decreased by the positive or 
negative adjustment to the tax basis of partnership property under §743(b) as a result of the transfer. 

Safe Harbor Method for Determining a Partner’s Tax Basis Capital Account. The FAQs 
provide a safe harbor method for determining a partner’s tax basis capital account. Under this method, 
“[p]artnerships may calculate a partner’s tax basis capital account by subtracting the partner’s share of 
partnership liabilities under § 752 from the partner’s outside basis (safe harbor approach). If a 
partnership elects to use the safe harbor approach, the partnership must report the negative tax basis 
capital account information as equal to the excess, if any, of the partner’s share of partnership liabilities 
under § 752 over the partner’s outside basis.” 

Certain partnerships are exempt from reporting negative tax basis capital accounts. 
Partnerships that satisfy four conditions (those provided in question 4 on Schedule B to Form 1065) 
do not have to comply with the requirement to report negative tax basis capital account information. 
This is because a partnership that satisfies these conditions is not required to complete item L on 
Schedule K-1. The four conditions are: (1) the partnership’s total receipts for the tax year were less 
than $250,000; (2) the partnership’s total assets at the end of the tax year were less than $1 million; 
(3) Schedules K-1 are filed with the return and furnished to the partners on or before the due date 
(including extensions) for the partnership return; and (4) the partnership is not filing and is not required 
to file Schedule M-3. 

 The IRS has issued a draft of revised Form 1065 and Schedule K-1 for 
2019. IR-2019-160 (9/30/19). The IRS has issued a draft of the partnership tax return, Form 1065, and 
accompanying Schedule K-1 for 2019. The IRS has also released draft instructions for the 2019 Form 
1065 and draft instructions for the 2019 Schedule K-1. Compared to the 2018 versions, the 2019 
versions reflect several significant changes that likely will require a substantial amount of time in many 
cases on the part of those preparing the return to ensure compliance. Among the significant changes 
are the following: 

 Reporting of tax basis capital accounts for each partner on Schedule K-1. Previous versions 
of Schedule K-1 gave partnerships the option to report a partner’s capital accounts on a tax 
basis, in accordance with GAAP, as § 704(b) book capital accounts, or on some “other” basis. 
Tax basis capital accounts were required beginning in 2018 only if a partner’s tax capital 
account at the beginning or end of the year was negative. The 2019 draft Schedule K-1 requires 
partnerships to report each partner’s capital account on a tax basis regardless of whether the 
account is negative. For partnerships that have not historically reported tax basis capital 

https://perma.cc/U987-WQWG
https://perma.cc/K98Z-NDWG
https://perma.cc/XMM5-926B


Chapter 9—Recent Developments in Federal Income Taxation

 9–7520th Annual Oregon Tax Institute

accounts, this requirement would appear to involve recalculating tax capital accounts in prior 
years and rolling them forward. 

 Reporting a partner’s share of net unrecognized § 704(c) gain or loss on Schedule K-1. 
Previous versions of Schedule K-1 required reporting whether a partner had contributed 
property with a built-in gain or built-in loss in the year of contribution. The 2019 draft Schedule 
K-1 still requires partnerships to report whether a partner contributed property with a built-in 
gain or loss, but adds new item N in Part II, which requires reporting the “Partner’s Share of 
Net Unrecognized Section 704(c) Gain or (Loss).” This means that a partnership must report 
on an annual basis any unrecognized gain or loss that would be allocated to the partner under 
§ 704(c) (if the partnership were to sell its assets) as a result of either the partner contributing 
property with a fair market value that differs from its adjusted basis or the revaluation of 
partnership property (such as a revaluation occurring upon the admission of a new partner). 

 Separation of guaranteed payments for capital and services. Previous versions of Schedule K-
1 required reporting a single category of guaranteed payments to a partner. The 2019 draft 
Schedule K-1 refines this category in item 4 of Part III and requires separate reporting of 
guaranteed payments for services, guaranteed payments for capital, and the total of these two 
categories. 

 Reporting on Schedule K-1 more than one activity for purposes of the at risk and passive 
activity loss rules. Items 21 and 22 have been added to Part III of Schedule K-1 to require the 
partnership to check a box if the partnership has more than one activity for purposes of the at-
risk or passive activity loss rules. The 2019 draft instructions for Form 1065 indicate that the 
partnership also must provide an attached statement for each activity with detailed information 
for each activity to allow the partner to apply correctly the at-risk and passive activity loss 
rules. 

 Section 199A deduction moved to supplemental statement. The 2018 version of Schedule K-1 
required reporting information relevant to the partner’s § 199A deduction in item 20 of Part III 
with specific codes. The draft 2019 instructions for Form 1065 provide that, for partners 
receiving information relevant to their § 199A deduction, only code Z should be used in box 
20 along with an asterisk and STMT to indicate that the information appears on an attached 
statement. According to the instructions, among other items, the statement must include the 
partner’s distributive share of: (1) qualified items of income, gain, deduction, and loss; (2) W-
2 wages; (3) unadjusted basis immediately after acquisition of qualified property; (4) qualified 
publicly traded partnership items; and (5) § 199A dividends (qualified REIT dividends). The 
statement also must report whether any of the partnership’s trades or businesses are specified 
service trades or businesses and identify any trades or businesses that are aggregated. 

 Disregarded entity as a new category of partner on Schedule K-1. Previous versions of 
Schedule K-1 required the partnership to indicate whether the partner was domestic or foreign. 
The 2019 draft Schedule K-1 adds a new category in item H of Part II in which the partnership 
must indicate whether the partner is a disregarded entity and, if so, the partner’s taxpayer 
identification number and type of entity. 

 The IRS has postponed the requirements to use tax basis capital accounts 
for Schedule K-1 and to report detailed information for purposes of the at-risk rules and has 
clarified certain other reporting requirements. Notice 2019-66, 2019-52 I.R.B. 1509 (12/9/19). In 
response to comments expressing concern that those required to file Form 1065 and Schedule K-1 
might be unable to comply in a timely manner with the requirement to report capital accounts on a tax 
basis for 2019, the Treasury Department and the IRS have deferred this requirement, which will now 
apply to partnership tax years beginning on and after January 1, 2020. According to the notice: 

This means that partnerships and other persons may continue to report partner capital 
accounts on Forms 1065, Schedule K-1, Item L, or 8865, Schedule K-1, Item F, using 
any method available in 2018 (tax basis, Section 704(b), GAAP, or any other method) 
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for 2019. These partnerships and other persons must include a statement identifying 
the method upon which a partner’s capital account is reported. 

The requirement to report capital accounts for 2019 using any method available in 2018 includes the 
requirement that partnerships that do not report tax basis capital accounts to partners must report, on 
line 20 of Schedule K-1 (Form 1065) using code AH, the amount of a partner’s tax basis capital both 
at the beginning of the year and at the end of the year if either amount is negative. 
The draft 2019 Schedule K-1 included Items 21 and 22 in Part III to require the partnership to check a 
box if the partnership has more than one activity for purposes of the at-risk or passive activity loss 
rules. The 2019 draft instructions for Form 1065 also required a partnership to provide an attached 
statement for each activity with detailed information for each activity to allow the partner to apply 
correctly the at-risk and passive activity loss rules. In response to comments expressing concern that 
those required to file Form 1065 and Schedule K-1 might be unable to comply in a timely manner with 
the requirement to provide this detailed information in an attached statement, the notice defers this 
requirement. This requirement now will apply to partnership tax years beginning on and after January 
1, 2020. The notice leaves in place for 2019 the requirement that a box be checked in Items 21 and 22 
in Part III of Schedule K-1 if the partnership has more than one activity for purposes of the at-risk or 
passive activity loss rules. 
The notice leaves in place for 2019 the requirement that a partnership must report on an annual basis a 
partner’s share of “net unrecognized Section 704(c) gain or loss.” The draft 2019 instructions for 
Schedule K-1, however, had not defined the term “net unrecognized Section 704(c) gain or loss.” The 
notice defines this term as “the partner’s share of the net (net means aggregate or sum) of all 
unrecognized gains or losses under section 704(c) of the Code (Section 704(c)) in partnership property, 
including Section 704(c) gains and losses arising from revaluations of partnership property.” This 
definition applies solely for purposes of completing 2019 forms. The notice clarifies that publicly 
traded partnerships need not report net unrecognized § 704(c) gain for 2019 and future years until 
further notice. The notice also indicates that commenters had requested additional guidance on § 704(c) 
computations, especially on issues such as those addressed in Notice 2009-70, 2009-34 I.R.B. 255, 
which solicited comments on the rules relating to the creation and maintenance of multiple layers of 
forward and reverse section § 704(c) gain and loss to partnerships and tiered partnerships. Notice 2019-
66 provides that, “[f]or purposes of reporting for 2019, partnerships and other persons should generally 
resolve these issues in a reasonable manner, consistent with prior years’ practice for purposes of 
applying Section 704(c) to partners.” 
The notice provides that taxpayers who follow the provisions of the notice will not be subject to any 
penalty for reporting in accordance with the guidance it provides. 

 The Service has proposed two exclusive methods for satisfying the 
requirement to report tax basis capital accounts for partnership taxable years ending on or after 
December 31, 2020, and has asked for comments. Notice 2020-43, 2020-27 I.R.B. 1 (6/5/20). In this 
notice, the IRS has proposed a requirement that partnerships use only one of two exclusive methods 
for reporting a partner’s tax capital account that would apply to partnership taxable years that end on 
or after December 31, 2020. Pursuant to the proposed requirement, partnerships would no longer be 
permitted to report partner capital accounts using any other method, including reporting capital 
accounts in accordance with GAAP or as § 704(b) book capital accounts. The notice indicates that 
comments received in response to the notice “will help inform the development of the instructions to 
be included in Form 1065 ... for taxable year 2020.”  

Background. According to the notice, commenters have indicated that they determine tax basis 
capital accounts using what the notice refers to as a “Transactional Approach.” It appears that this 
approach is analogous to the method for determining a partner’s book capital account prescribed in the 
regulations regarding the substantial economic effect requirement of § 704(b), except that the adjusted 
basis of property is used instead of the property’s fair market value. Under this Transactional 
Appproach, a partner’s tax capital account is (1) increased by the amount of money and the adjusted 
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basis of property contributed by a partner (less any liabilities assumed by the partnership or to which 
the property is subject) and by allocations to the partner of partnership income or gain, and 
(2) decreased by the amount of money and the adjusted basis of property distributed to the partner (less 
any liabilities assumed by the partner or to which the distributed property is subject) and by allocations 
to the partner of partnership loss or deduction. The notice indicates that Treasury and the IRS 
understand that partnerships using the Transactional Approach may not have been adjusting partner 
tax capital accounts in the same way under similar fact patterns. Further, issuing detailed guidance to 
promote consistent application of the Transactional Approach, according to some commenters, would 
be a major project that would consume significant IRS resources. Accordingly, the notice rejects a 
Transactional Approach to determining tax capital accounts and indicates that tax capital accounts 
determined in this manner will not satisfy the requirement to report partner tax capital accounts. 
Instead, the notice prescribes two alternative proposed methods for determining a partner’s tax capital 
account: (1) the “Modified Outside Basis Method,” and (2) the “Modified Previously Taxed Capital 
Method.” These methods are discussed below. 

Modified Outside Basis Method. The notice indicates that a partnership using this method to 
determine a partner’s tax capital account must determine, or be provided by the partner, the partner’s 
adjusted basis in the partnership interest (determined under the principles and provisions of subchapter 
K, including §§ 705, 722, 733, and 742) and subtract from it the partner’s share of partnership liabilities 
under § 752. (This method was described as a safe harbor approach in the FAQs discussed above, 
which appear on the IRS website.) If the partnership is using this method, a partner must notify the 
partnership in writing of changes to the partner’s basis in the partnership during the year other than 
those attributable to contributions by the partner, distributions to the partner, and allocations to the 
partner of income, gain, loss or deduction that are reflected on the partnership’s Schedule K-1. An 
example of a situation in which notification to the partnership would be required is if a person 
purchases a partnership interest. A partnership using the Modified Outside Basis Method is entitled to 
rely on information provided by partners regarding their basis in partnership interests unless the 
partnership has knowledge of facts indicating that the information is clearly erroneous.  

Modified Previously Taxed Capital Method. This method is a modified version of the method 
prescribed in Reg. § 1.743-1(d). The method prescribed in this regulation is used in determining the 
adjustments to the basis of partnership property under § 743(b) when a person purchases a partnership 
interest and the partnership has in effect a § 754 election. One adjustment is to increase the adjusted 
basis of partnership property by the excess of the purchasing partner’s basis in the partnership interest 
over the partner’s proportionate share of the adjusted basis of partnership property. A partner’s 
proportionate share of the adjusted basis of partnership property is the purchasing partner’s interest as 
a partner in the partnership’s previously taxed capital, plus his or her share of partnership liabilities. 
In essence, the method prescribed in Reg. § 1.743-1(d) determines the partner’s interest in the 
partnership’s previously taxed capital (i.e., tax capital account) by first determining the partner’s share 
of total capital and then backing out the portion that has not yet been taxed. Specifically, Reg. § 1.743-
1(d) provides that a partner’s share of previously taxed capital is determined by performing a 
hypothetical disposition by the partnership of all of its assets in a fully taxable transaction for cash 
equal to the fair market value of the assets and ascertaining: 

1. The amount of cash the partner would receive on a liquidation following the hypothetical 
disposition of assets, increased by 

2. The amount of tax loss that would be allocated to the partner from the hypothetical 
disposition of assets, and decreased by 

3. The amount of tax gain that would be allocated to the partner from the hypothetical 
disposition of assets.  

The notice modifies this method in two ways. First, it modifies the hypothetical disposition of assets 
to permit partnerships to use the fair market of assets if the fair market value is readily available or, 
alternatively, the bases of assets determined under § 704(b) (i.e., § 704(b) book basis), GAAP, “or the 
basis set forth in the partnership agreement for purposes of determining what each partner would 
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receive if the partnership were to liquidate, as determined by partnership management.” Second, for 
purposes of the second and third parts of the method set forth (allocation of tax loss and gain), the 
notice provides that all partnership liabilities are treated as nonrecourse “to avoid the burden of having 
to characterize the underlying debt and to simplify the computation.” Partnerships that use the 
Modified Previously Taxed Capital Method will be required, for each year that the method is used, to 
attach to the partnership tax return a statement indicating that the Modified Previously Taxed Capital 
Method is used and the method used to determine the partnership’s net liquidity value (such as fair 
market value, § 704(b) book basis, or GAAP). 

Consistency and Change of Methods. The notice indicates that, whichever of the two methods 
the partnership uses, it must use the same method with respect to all partners. The first year for which 
the requirement to use one of these two methods to determine tax capital accounts will apply is 2020. 
For taxable years after 2020, the partnership can change methods by attaching a disclosure to each 
Schedule K-1 that describes the change (if any) to the amount attributable to each partner’s beginning 
and end-of-year balances and the reason for the change. 

Request for Comments. The IRS has requested comments, due by August 4, 2020, on the 
following five topics: 

1. Whether the two proposed exclusive methods described above for determining tax capital 
accounts should be modified or adopted; 

2. Whether, in connection with the hypothetical disposition of assets required as part of the 
Modified Previously Taxed Capital Method, an ordering rule should apply to the value 
used in the hypothetical disposition, e.g., use of fair market value might be required if 
readily available, and if it is not readily available, then § 704(b) book basis might be 
required unless the partnership does not maintain book capital accounts in accordance with 
§ 704(b), in which case GAAP would be required; 

3. How, if at all, the requirement to report tax capital accounts should be modified to apply 
to publicly traded partnerships; 

4. Whether a Transactional Approach to determining tax capital accounts should be permitted 
and what additional guidance would be necessary to permit this approach; and 

5. Whether (and in what circumstances) limitations should be imposed on partnerships to 
change from one method of determining tax capital accounts to another, including how 
partnerships would comply with such limitations in the case of the merger of partnerships 
using different methods. 

VIII. TAX SHELTERS 
 Tax Shelter Cases and Rulings 
 Identified “tax avoidance transactions” 
 Disclosure and Settlement  
 Tax Shelter Penalties 

IX. EXEMPT ORGANIZATIONS AND CHARITABLE GIVING 
 Exempt Organizations 

 Oh goody! Changes to the UBTI rules! The 2017 Tax Cuts and Jobs Act, 
§§ 13702 and 13703, also made certain changes to the determination of unrelated business taxable 
income (“UBTI”) with respect to tax-exempt organizations. Most tax-exempt organizations are subject 
to federal income tax at regular rates (corporate rates for exempt corporations and trust rates for exempt 
trusts) on net income (i.e., after permissible deductions) from a trade or business, regularly carried on, 
that is unrelated to the organization’s exempt purpose (other than its need for revenue). Exceptions 
exist for most types of passive, investment income as well as for narrow categories of other types of 
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income (e.g., thrift store sales). See §§ 511-514. The rationale behind the changes to the UBIT rules 
was to put tax-exempt organizations on par with taxable organizations with respect to certain types of 
compensation and fringe benefits. Because, however, disallowing deductions for fringe benefits such 
as parking and transportation expenses (which is what the 2017 Tax Cuts and Jobs Act, § 13304(c), 
did by adding § 274(a)(4)) does not work for exempt organizations which do not normally pay tax, 
Congress did something weird. Specifically, Congress decided to arbitrarily increase an exempt 
organization’s unrelated business income (even if such income was otherwise zero) by the value of the 
fringe benefits the organization provides to employees. Sounds like a simple solution, right? Wrong! 
See below. 

Stop using good UBI money to chase bad UBI money! Under pre-TCJA law, if an exempt 
organization had unrelated business income (“UBI”) from one activity, but unrelated losses from 
another activity, then the income and losses could offset, meaning that the organization would report 
zero or even negative UBI. Congress apparently doesn’t like this result, so under new § 512(a)(6) 
income and losses from separate unrelated businesses no longer may be aggregated. This new UBI 
provision is effective for taxable years beginning after 2017, thus giving fiscal year nonprofits some 
time to plan. Moreover, under a special transition rule, unrelated business income net operating losses 
arising in a taxable year beginning before January 1, 2018, that are carried forward to a taxable year 
beginning on or after such date, are not subject to § 512(a)(6). 

Congress doesn’t like using UBI to help fund fringe benefits, so when your organization’s 
highly-compensated employees are pumping iron at the charity’s free gym, you can pump up your UBI 
too. Under new § 512(a)(7), an organization’s unrelated business taxable income is increased by the 
amount of any expenses paid or incurred by the organization that are not deductible because of the 
limitations of § 274 for (i) qualified transportation fringe benefits (as defined in § 132(f)); (ii) a parking 
facility used in connection with qualified parking (as defined in § 132(f)(5)(C)); or (iii) any on-
premises athletic facility (as defined in § 132(j)(4)(B)). New § 512(a)(7) is effective for amounts paid 
or incurred after 2017, so affected tax-exempt organizations need to deal with this change immediately. 
The IRS has granted some relief, though, in the form of Notice 2018-100, 2018-52 I.R.B. 1074 
(12/10/18), discussed further below. Moreover, Notice 2018-100 clarifies that with respect to on-
premises athletic facilities UBI is increased under § 512(a)(7) only if the benefits provided discriminate 
in favor of highly-compensated employees.  

Perhaps worth noting here: Because the TCJA reduced the top federal income tax rate on C 
corporations to 21 percent, it likewise reduced to 21 percent the top rate on UBI of tax-exempt 
organizations formed as nonprofit corporations, which are the vast majority. So, the news for tax-
exempts is not all bad. 

 A tax law oxymoron: nonprofit trades or businesses. Huh? Notice 2018-67, 
2018-36 I.R.B. 409 (8/21/18). Organizations described in §§ 401(a) (pension and retirement plans) and 
501(c) (charitable and certain other entities) generally are exempt from federal income taxation. 
Nevertheless, §§ 511 through 514 impose federal income tax upon the “unrelated business taxable 
income” (“UBTI”) of such organizations including for this purpose state colleges and universities. The 
principal sources of UBTI are §§ 512 and 513 “unrelated trade or business” gross income (minus 
deductions properly attributable thereto) and § 514 “unrelated debt-financed income” (minus 
deductions), including a partner’s allocable share of income from a partnership generating UBTI. Prior 
to TCJA, exempt organizations could aggregate income and losses from unrelated trades or businesses 
before determining annual UBTI potentially subject to tax. Excess losses (if any) after aggregating all 
UBTI-related items of an exempt organization created a net operating loss subject to the rules of § 172. 
[See Reg. § 1.512(a)-1(a) prior to enactment of TCJA. After TCJA, § 172 permits only carryforwards.] 
Effective for taxable years beginning after 2017, however, TCJA added new § 512(a)(6) to 
disaggregate unrelated trades or businesses of exempt organizations for purposes of determining UBTI. 
Specifically, new § 512(a)(6) provides that for any exempt organization with more than one unrelated 
trade or business: (1) UBTI must be computed separately (including for purposes of determining any 
net operating loss deduction) for each such unrelated “trade or business;” and (2) total annual UBTI is 
equal to (i) the sum of positive UBTI from each such separate “trade or business” minus (ii) the specific 
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$1,000 deduction allowed by § 512(b)(12). Under a special transition rule, unrelated business income 
net operating losses arising in a taxable year beginning before January 1, 2018 and carried forward to 
a taxable year beginning on or after such date, are not subject to new § 512(a)(6). 

Now we get to the crux of the matter. The logical result of new § 512(a)(6) is that every exempt 
organization must segregate its unrelated trade or business income and losses for purposes of 
determining its annual UBTI. Yet, Treasury and IRS have never defined separate “trades or businesses” 
for this purpose or, frankly, for any other federal income tax purpose. Further complicating matters, 
TCJA also enacted a related subsection, new § 512(a)(7), that increases an exempt organization’s UBTI 
by expenses for which a deduction is disallowed under certain provisions of §§ 274 and 132 (specified 
transportation, parking, and athletic facility fringe benefits) unless the expense is “directly connected 
with an unrelated trade or business which is regularly carried on by the organization.” Thus, new 
§ 512(a)(7) also requires identification of each unrelated “trade or business” of an exempt organization, 
but § 512(a)(7) has the further deleterious effect of potentially creating UBTI for an exempt 
organization that otherwise has no unrelated trade or business. In Notice 2018-67, Treasury and IRS 
take the first step toward providing guidance with respect to both § 512(a)(6) and (7) and delineating 
separate trades or businesses for UBIT purposes. 

What’s in the Notice? Aside from requesting comments, Notice 2018-67 is lengthy (36 pages) 
and contains thirteen different “SECTIONS,” ten of which address substantive, technical aspects of 
new § 512(a)(6) and (7). The high points are summarized below, but Notice 2018-67 is a must-read for 
tax advisors to § 501(c) organizations, state colleges and universities, and § 401(a) pension and 
retirement plans, especially where those entities have UBTI from partnership interests they hold as 
investments. To summarize: 

(1) General Rule. Until proposed regulations are published, all exempt 
organizations affected by the changes to § 512(a)(6) and (7) may rely upon a “reasonable, good-faith 
interpretation” of §§ 511 through 514, considering all relevant facts and circumstances, for purposes 
of determining whether the organization has more than one unrelated trade or business. Because of the 
way § 512(a)(6) operates, exempt organizations will be inclined to conclude that they have only one 
unrelated trade or business, but that is not easy to do given the so-called “fragmentation” principle of 
§ 513(c) and Reg. § 1.513-1(b). For example, advertising income earned by an exempt organization 
(e.g., National Geographic) from ads placed in the organization’s periodical is UBTI even if 
subscription income is not UBTI. For an exempt organization this general rule includes using a 
reasonable, good-faith interpretation when determining: (a) whether to separate debt-financed income 
described in §§ 512(b)(4) and 514; (b) whether to separate income from a controlled entity described 
in § 512(b)(13); and (c) whether to separate insurance income earned through a controlled foreign 
corporation as described in § 512(b)(17). The use of the 6-digit code North American Industry 
Classification System (“NAICS”) for segregating trades or businesses will be considered a reasonable, 
good-faith interpretation until regulations are proposed. 

(2) Partnership Interests. In general, partnership activities are attributable to 
partners such that holding a partnership interest can result in multiple lines of UBTI being considered 
allocable to an exempt organization partner. Until proposed regulations are issued, however, exempt 
organizations (other than § 501(c)(7) social clubs) may rely upon either of two rules for aggregating 
multiple lines of UBTI from a partnership, including UBTI attributable to lower-tier partnerships and 
unrelated debt-financed income: 

 The “interim rule” that permits the aggregation of multiple lines of UBTI 
from an exempt organization’s interest in a single partnership if the partnership meets either a “de 
minimis test” or a “control test.” The de minimis test generally is met if the exempt organization partner 
holds a 2 percent or less capital and profits interest in a partnership. The control test generally is met 
if the exempt organization partner holds a 20 percent or less capital interest in a partnership and does 
not have “control or influence” over the partnership. Control or influence over a partnership is 
determined based upon all relevant facts and circumstances. For purposes of determining an exempt 
organization’s percentage interest in a partnership under the interim rule, partnership interests held by 
disqualified persons (as defined in § 4958), supporting organizations (as defined in § 509(a)(3)), and 
controlled entities (as defined in § 512(b)(13)(D)) must be considered. 
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 The “transition rule” that permits the aggregation of multiple lines of UBTI 
from an exempt organization’s interest in a single partnership if the interest was acquired prior to 
August 21, 2018. For example, if an organization has a 35 percent interest in a partnership [acquired] 
prior to August 21, 2018, it can treat the partnership as being in a single unrelated trade or business 
even if the partnership’s investments generated UBTI from various lower-tier partnerships that were 
engaged in multiple types of trades or businesses (or, presumably, from debt-financed income). 

(3) IRC § 512(a)(7). Income under § 512(a)(7) [i.e., the UBIT increase for 
expenses not directly connected with an unrelated trade or business regularly carried on by the 
organization and for which a deduction is disallowed under certain provisions of §§ 274 and 132 
(specified transportation, parking, and athletic facility fringe benefits)] is not income from a trade or 
business for purposes of § 512(a)(6). Thus, such UBIT appears to be entirely separate from § 512(a)(6) 
income and therefore not offset by any deductions or losses. 

(4) GILTI. An exempt organization’s inclusion of global intangible low-taxed 
income (“GILTI”) under § 951A is treated as a dividend which is not UBTI (pursuant to § 512(b)(1)) 
unless it is debt-financed (and thus included in UBIT under § 512(b)(4)). 

 Guidance on determining the increase to UBTI for employer-provided 
parking. Notice 2018-99, 2018-52 I.R.B. 1067 (12/10/18). In this notice, the IRS announced that 
Treasury and the IRS will issue proposed regulations under §§ 274 and 512 that will include guidance 
on determining the calculation of increased unrelated business taxable income (UBTI) of tax-exempt 
organizations that provide qualified transportation fringes (and also the nondeductible parking 
expenses and other expenses for qualified transportation fringes provided by non-tax-exempt 
employers). Until further guidance is issued, employers that own or lease parking facilities where their 
employees park can rely on interim guidance provided in the notice to determine the increase in the 
amount of UBTI under § 512(a)(7) attributable to nondeductible parking expenses. The guidance in 
the notice for determining the increase in UBTI mirrors the guidance for determining the nondeductible 
parking expenses of non-tax-exempt employers summarized earlier in this outline. The notice explains 
that an increase to UBTI is not required “to the extent the amount paid or incurred is directly connected 
with an unrelated trade or business that is regularly carried on by the organization” because, in such a 
case, the expenses for qualified transportation fringes are disallowed by § 274(a)(4) as a deduction in 
calculating the UBTI of the unrelated trade or business. The notice confirms that the effect of the 
increase in UBTI can be to require a tax-exempt organization to file Form 990-T, Exempt Organization 
Business Income Tax Return, if the organization’s gross income included in computing UBTI is $1,000 
or more. The rules for determining the increase in UBTI are illustrated by examples 9 and 10 in the 
notice. 

 Never had UBTI or paid estimated taxes thereon? Not to worry, says the 
IRS. Notice 2018-100, 2018-52 I.R.B. 1074 (12/10/18). Prior to the enactment of § 512(a)(7), many if 
not most § 501(c)(3) organizations had never reported UBTI or paid any unrelated business income 
tax (“UBIT”) thereon. Organizations that owe UBIT are required to pay estimated taxes or suffer 
penalties. See IRC § 6655(c) and (d)(1)(A). Furthermore, because these organizations have never paid 
UBIT, they would not be eligible for the safe harbor exclusion for estimated taxes under § 6655(d)(1) 
(estimated payments equal to prior year’s UBIT). Accordingly, with new § 512(a)(7) catching most 
tax-exempt organizations off guard, the IRS has decided “in the interest of sound tax administration” 
(in other words, to prevent another Boston Tea Party) to waive the penalty for failure to make estimated 
UBIT payments for such exempt organizations. Note, however, the penalty waiver is limited to “tax-
exempt organizations that provide qualified transportation fringes (as defined in § 132(f)) and any 
parking facility used in connection with qualified parking (as defined in  §132(f)(5)(C)) to an employee 
to the extent that the underpayment of estimated income tax results from enactment of [§§ 13304(c) 
and 13703 of the 2017 Tax Cuts and Jobs Act].” Furthermore, the relief is available only to a tax-
exempt organization that was not required to file a Form 990-T (the UBIT form) for the taxable year 
immediately preceding the organization’s first taxable year ending after December 31, 2017. Notice 
2018-100 does not address the possibility of estimated UBIT payments attributable to discriminatory 
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on-premises athletic facilities. To avail themselves of the relief granted by the Notice, exempt 
organizations must write “Notice 2018-100” on the top of the organization’s Form 990-T. 

 Much Ado About Nothing. Congress has repealed with retroactive effect 
the increase to UBTI for nondeductible fringe benefits provided by tax-exempt organizations. A 
provision of the Taxpayer Certainty and Disaster Tax Relief Act of 2019, Division Q, Title III, § 302 
of the 2020 Further Consolidated Appropriations Act, repealed Code § 512(a)(7). Under former 
§ 512(a)(7), a tax-exempt organization’s unrelated business taxable income was increased by the 
amount of any expenses paid or incurred by the organization that were not deductible because of the 
limitations of § 274 for (i) qualified transportation fringe benefits (as defined in § 132(f)); (ii) a parking 
facility used in connection with qualified parking (as defined in § 132(f)(5)(C)); or (iii) any on-
premises athletic facility (as defined in § 132(j)(4)(B)). The repeal is effective retroactively as if the 
repeal had been part of the 2017 TCJA. In other words, § 512(a)(7) never took effect. Tax-exempt 
organizations should be entitled to a refund of any UBIT paid pursuant to former § 512(a)(7). 

 Has so-called “dark money” become virtually invisible (except to the IRS, of 
course)? Rev. Proc. 2018-38, 2018-31 I.R.B. 280 (07/16/18). Oversimplifying a bit for the sake of 
convenience, since 1969 § 6033(b)(5) has required § 501(c)(3) organizations to disclose on their 
annual information returns (Forms 990) certain contributions as well as “the names and addresses of 
[the organization’s] substantial contributors” for the year. Section 507(d)(2) defines a “substantial 
contributor” as any person contributing $5,000 or more to an organization if such amount is greater 
than 2 percent of the total contributions to the organization during the taxable year. Section 1.6033-2 
of the regulations extended this disclosure requirement to other types of organizations exempt under 
§ 501(a), including § 501(c)(4) “social welfare” organizations and § 501(c)(6) “trade associations.” In 
particular, some § 501(c)(4) social welfare organizations have been created and funded to engage in 
lobbying and political campaign activity that is prohibited to § 501(c)(3) organizations. This use of 
§ 501(c)(4) organizations has been termed “dark money” by some and is controversial. Although the 
names and addresses of “dark money” contributors were supposed to be redacted on the organization’s 
Form 990 made publicly available by the IRS pursuant to § 6104(b), some inadvertent disclosures have 
occurred. Reportedly, a few of the largest organizations impacted have been entities affiliated with the 
National Rifle Association, the U.S. Chamber of Commerce, and Americans for Prosperity, the latter 
being tied to billionaires Charles and David Koch. See R. Rubin, “U.S. Treasury Restricts Donor 
Disclosure Requirement for Some Nonprofit Groups,” Wall St. J. (July 16, 2018). After Rev. Proc. 
2018-38, though, substantial contributors’ names and addresses are no longer required to be disclosed 
on a non-(c)(3) organization’s annual Form 990. As stated in the revenue procedure, “The IRS does 
not need personally identifiable information of [such] donors to be reported . . . in order for it to carry 
out its responsibilities. The requirement to report such information increases compliance costs for some 
private parties, consumes IRS resources in connection with the redaction of such information, and 
poses a risk of inadvertent disclosure of information that is not open to public inspection.” The 
reporting changes announced by Rev. Proc. 2018-38 are effective for taxable years ending on or after 
December 31 2018. Notwithstanding this relief from disclosure granted to § 501(a) organizations other 
than (c)(3)s, Rev. Proc. 2018-38 states that the affected organizations must maintain donor information 
in the organization’s books and records in case such information is requested by the IRS. 

 ♫♪This little light of mine, I’m gonna let it shine . . .”♪♫ Bullock v. Internal 
Revenue Service, 401 F.Supp.3d 1144 (D. Mont. 7/30/19). In a suit brought by Governor Stephen 
Bullock (also a former Democratic candidate for President in 2020), the U.S. District Court for the 
District of Montana (Judge Morris) set aside Rev. Proc. 2018-38 for failure to comply with the 
Administrative Procedure Act (“APA”). Governor Bullock had argued that, although the 
Commissioner has discretion to determine whether the names and addresses of substantial contributors 
must be disclosed on annual information returns filed by exempt organizations other than (c)(3)s, the 
change announced in Rev. Rul. 2018-38 was a new “legislative rule.” As such, Treasury and the IRS 
had to comply with the notice and comment procedures of the APA (which they did not do) before 
issuing Rev. Proc. 2018-38. Treasury and the IRS maintained that Rev Proc. 2018-38 was merely a 
“procedural rule,” not a “legislative rule,” so the APA’s notice and comment requirements did not 
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apply. Judge Morris disagreed and sided with Governor Bullock to hold that Treasury and the IRS 
should have complied with the APA before issuing Rev. Proc. 2018-38.  

 OK, you win for now. We’ll go over to the “Darkside” soon. REG-102508-
16, Guidance Under Section 6033 Regarding the Reporting Requirements of Exempt Organizations, 
84 F.R. 47447 (9/10/19). Apparently believing that Governor Bullock had a valid point, Treasury and 
the IRS have issued proposed regulations under § 6033 that ultimately will implement the guidance set 
forth in Rev. Proc. 2018-38: generally, only § 501(c)(3) organizations must disclose the names and 
addresses of substantial contributors on their annual Form 990 information returns. Although 
§ 501(c)(4) and certain other non-(c)(3) exempt organizations no longer will be required to disclose 
names and addresses of substantial contributors on their annual information returns once the 
regulations become final, such organizations nevertheless are required to keep records (which can be 
requested by the IRS) containing such information. Note: Code § 527 political organizations must 
continue to report the names and addresses of substantial contributors.  

 Charitable Giving 
 ♫♪“Workin’ in the coal mine . . . Oops, about to slip down”♪♫ on the 

extinguishment clause requirement of Reg. § 1.170A-14(g)(6)(ii). Coal Property Holdings, LLC v. 
Commissioner, 153 T.C. No. 7 (10/28/19). The IRS seems to have found a silver (coal?) bullet to kill 
a number of the conservation easement cases in the form of Reg. § 1.170A-14(g)(6)(ii), which provides 
that a deduction is allowed for the donation of a conservation easement only if the donor agrees that 
the donee will receive a portion of any proceeds from the subsequent extinguishment of the easement 
at least equal to the proportionate value of the perpetual conservation restriction (sometimes referred 
to as the “extinguishment clause” requirement). The extinguishment clause requirement forms part of 
the rule set forth in § 170(h)(5)(A), which provides that a contribution shall not be treated as 
exclusively for conservation purposes unless the conservation purpose is protected in perpetuity. We 
previously have reported on a number of similar conservation easement cases decided against 
taxpayers. See, e.g., Pine Mountain Preserve, LLLP v. Commissioner, 151 T.C. No. 14 (12/27/18); 
Pine Mountain Preserve, LLLP v. Commissioner, T.C. Memo. 2018-214 (12/27/18); PBBM Rose Hill, 
Ltd. v. Commissioner, 900 F.3d 193 (5th Cir. 9/14/18); Belk v. Commissioner, 140 T.C. 1 (2013), aff’d, 
774 F.3d 221 (4th Cir. 2014). In this latest case, the Tax Court (Judge Lauber) largely followed the 
reasoning adopted in the prior cases to disallow the taxpayer’s claimed $155.5 million charitable 
contribution deduction. For the details, see below. 

Facts. The taxpayer, Coal Property Holdings, LLC, acquired 3,713 acres of property in 
September 2013. The property had been used in the past for the surface mining of coal. Three weeks 
later an “entity owned by an investor”—we’re guessing an LLC formed to facilitate the intended 
conservation easement charitable deduction—acquired a 99 percent interest in the taxpayer for $32.5 
million. Three days later, the taxpayer donated a conservation easement over the property to a 
Tennessee land trust. The conservation easement deed prohibited any future surface mining on the 
property (as required by Code § 170(h)(5)); however, as discussed further below, the deed reserved to 
the taxpayer certain other rights with respect to the property. The taxpayer subsequently claimed a 
$155.5 million charitable contribution deduction on its 2013 federal income tax return. Upon audit, the 
IRS completely disallowed the taxpayer’s $155.5 million deduction. The taxpayer timely petitioned 
the Tax Court, and the IRS moved for partial summary judgment on the basis that the “extinguishment 
clause” in the conservation easement deed failed to satisfy the strict requirements of Reg. § 1.170A-
14(g)(6)(ii). The “extinguishment clause” in issue (apparently one that is commonly used by taxpayers 
and charitable grantees) provided in relevant part that in the event of judicial termination of the 
conservation easement “the proceeds to which the Grantee shall be entitled, after the satisfaction of 
prior claims, . . . shall be the stipulated fair market value of this Easement” (emphasis added). Further, 
the easement deed provided that the “stipulated fair market value” of the easement at the time of any 
such sale would be determined as follows: 

This Easement constitutes a real property interest immediately vested in Grantee, 
which * * * the parties stipulate to have a fair market value determined by multiplying 
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(a) the fair market value of the Property unencumbered by this Easement (minus any 
increase in value after the date of this grant attributable to improvements) by (b) a 
fraction, the numerator of which is the value of this Easement at the time of the grant 
and the denominator of which is the value of the Property without deduction of the 
value of this Easement at the time of this grant. * * * For purposes [hereof], the ratio 
of the value of this Easement to the value of the Property unencumbered by this 
Easement shall remain constant.[] It is intended that this Section 9.2 be interpreted to 
adhere to and be consistent with * * * [section] 1.170A- 14(g)(6)(ii)[, Income Tax 
Regs]. (Emphasis added.) 

When the easement was granted, the improvements to the property included 20 natural gas wells, two 
cell phone towers, various roads, and various electrical installations. Further, other sections of the 
easement deed reserved to the taxpayer the right to preserve and maintain existing utility structures on 
the property, the right to provide underground utilities to any future permitted structures, and the right 
to install and maintain roads to existing structures or future improvements. The easement deed also 
permitted the taxpayer to access the property via an adjacent tract of land for the purpose of engaging 
in subsurface coal mining unless in the reasonable discretion of the grantee such activity would impair 
or interfere with the conservation purposes of the easement. The appraisal relating to the conservation 
easement determined that the highest and best use of the property would be an “owner operated coal 
mining operation.” Assuming such a mining operation, the value of the property without the 
conservation easement was appraised at $160.5 million while the value of the property subject to the 
conservation easement was determined to be $5 million. The difference, $155.5 million, was the 
amount of the taxpayer’s claimed charitable contribution deduction. Of note, a technical report 
appended to the appraisal concluded that subsurface mining for coal on the property using a “room-
and-pillar” technique would have “minimal” surface effects on the property. Without expressly so 
stating, Judge Lauber’s opinion implies that the taxpayer intended to mine coal from the property via 
subsurface methods notwithstanding the conservation easement. 

The IRS’s Position. The IRS argued that the above-quoted language in the conservation 
easement deed failed the “extinguishment clause” requirement of Reg. § 1.170A-14(g)(6)(ii) and thus 
failed the “protected in perpetuity” rule of § 170(h)(5)(A). According to the IRS, Reg. § 1.170A-
14(g)(6)(ii) would require in this case that the grantee of the property receive 96.885% 
($155.5M/$160.5M) of any sales proceeds from the property if the easement was judicially 
extinguished. The language in the easement deed at issue, however, reduces the sales proceeds due to 
the grantor by “prior claims” and by “any increase in value after the date of the grant attributable to 
improvements.” Hence, the IRS argued, the grantee would not receive 96.885% of any theoretical sales 
proceeds (but instead something less than 96.885%), and thus the $155.5 million charitable 
contribution deduction must be disallowed. 

The Taxpayer’s Position. The taxpayer argued that despite any technical deficiency in the 
“extinguishment clause” advanced by the IRS, the savings clause in the easement deed, which provided 
that “Section 9.2 be interpreted to adhere to and be consistent with * * * [section] 1.170A- 14(g)(6)(ii),” 
prevented any such technical deficiency from being fatal to the taxpayer’s charitable contribution 
deduction. 

The Tax Court. Citing the cases mentioned above, Judge Lauber essentially agreed with the 
IRS’s position, rejecting the taxpayer’s contention that the “savings clause” remedied any technical 
deficiency with the extinguishment clause in the taxpayer’s easement deed. In particular, Judge Lauber 
ruled that the taxpayer’s savings clause argument was inapposite for two reasons: First, the savings 
clause language only operates to the extent that the language of the easement deed itself is ambiguous, 
and in this case, Judge Lauber held that the language was unambiguous. Second, and perhaps more 
importantly, Judge Lauber explained that courts have routinely held such “savings clause” language to 
be ineffectual. Courts have declined to respect such tax-related “savings clauses” because they impose 
a condition subsequent—a condition that can only arise subsequent to the act (here, the conveyance) 
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that determines the proper tax consequences of the transaction. Put differently, a savings clause cannot 
undo something that, from a tax standpoint, already has been done. 

The upshot. As we have seen from the decided cases, the IRS takes a very dim view of 
conservation easements where the claimed charitable contribution deduction is far in excess of a recent 
acquisition price for the subject property. Even if the IRS had lost its partial summary judgment motion 
in this case, Judge Lauber’s opinion notes that the IRS would have asserted other reasons (e.g., 
valuation, Form 8283 deficiencies, etc.) for disallowing the $155.5 million charitable contribution 
deduction. Taxpayers presumably would do themselves a favor by crafting an “extinguishment clause” 
that forfeits to the grantee all proceeds from a judicial sale of the property. In this case, for example, it 
seems unlikely that the taxpayer really intended to preserve to itself 3.115% (100% - 96.885%) of the 
sales proceeds received in a judicial extinguishment of the conservation easement granted to the donee. 

 Taxpayers have a greater ability to deduct charitable contributions for relief 
efforts in areas affected by qualified disasters. A provision of the Taxpayer Certainty and Disaster 
Tax Relief Act of 2019, Division Q, Title II, § 204(a) of the 2020 Further Consolidated Appropriations 
Act, provides special rules for charitable contributions for relief efforts in qualified disaster areas. 
Normally, the limit that applies to the deduction for most charitable contributions by individuals is 50 
percent of the taxpayer’s contribution base, which, generally speaking, is adjusted gross income. Lower 
limits can apply depending on the type of recipient and the type of property contributed. The limit that 
applies to the deduction for most charitable contributions by corporations generally is 10 percent of 
taxable income. Contributions that exceed these limits generally can be carried forward five years. The 
legislation provides that “qualified contributions” by an individual are not subject to the normal limits, 
and instead are allowed up to the amount by which the taxpayer’s contribution base (AGI) exceeds the 
other charitable contributions the taxpayer makes, i.e., those subject to the normal limit. In effect, this 
permits individual taxpayers to deduct qualified contributions up to 100 percent of the taxpayer’s 
contribution base (AGI) after taking into account other charitable contributions. For corporations, the 
limit on qualified contributions is the amount by which the corporation’s taxable income exceeds the 
corporation’s other charitable contributions, i.e., the corporation can deduct qualified contributions up 
to 100 percent of taxable income after taking into account other charitable contributions. Qualified 
contributions by an individual or a corporation that that exceed the relevant limit can be carried forward 
five years. A qualified contribution is defined as a charitable contribution (as defined in § 170(c)) that 
meets three requirements: (1) the contribution must be paid in cash to an organization described in 
§ 170(b)(1)(A) during the period beginning on January 1, 2018, and ending on February 18, 2020 (60 
days after the date of enactment), for relief efforts in a qualified disaster area, (2) the taxpayer must 
obtain from the organization a contemporaneous written acknowledgment that the contribution was 
used (or will be used) for such relief efforts, and (3) the taxpayer must elect the application of this 
special rule. For partnerships or S corporations, the election is made separately by each partner or 
shareholder. The legislation does not specify the manner of making the election. Presumably, taking 
the deduction on the return will constitute an election. 
Several key terms are defined in Division Q, Title II, § 201 of the 2020 Further Consolidated 
Appropriations Act. These are as follows: 

1. The term “incident period” with respect to any qualified disaster is the period specified by 
FEMA as the period during which the disaster occurred, except that the period cannot be treated 
as beginning before January 1, 2018, or ending after January 19, 2020 (the date that is 30 days 
after the date of enactment of the legislation). 

2. The term “qualified disaster zone” is the portion of the qualified disaster area determined by 
the President to warrant individual or individual and public assistance from the federal 
government under the Robert T. Stafford Disaster Relief and Emergency Assistance Act by 
reason of the qualified disaster with respect to the qualified disaster area. 

3. The term “qualified disaster area” is an area with respect to which the President declared a 
major disaster from January 1, 2018, through February 18, 2020 (the date that is 60 days the 
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date of enactment of the legislation), under section 401 of the Stafford Act if the incident period 
of the disaster began on or before December 20, 2019 (the date of enactment). To avoid 
providing double benefits, the legislation excludes the California wildfire disaster area, for 
which similar relief was provided by the Bipartisan Budget Act of 2018. 

4. “The term ‘qualified disaster’ means, with respect to any qualified disaster area, the disaster 
by reason of which a major disaster was declared with respect to such area.” 

 Provisions of the CARES Act that affect charitable contributions. 
 “CARE” for a charitable panacea (at least in part) for a pandemic? A 

limited above-the-line deduction in 2020 for contributions to public charities. It took a pandemic, 
but Congress has reversed itself, at least partially, with respect to non-itemizers and charitable 
contributions. To wit, the CARES Act, § 2204, added new Code § 62(a)(22), which allows individual 
taxpayers who claim the standard deduction (i.e., non-itemizers) to deduct up to $300 in above-the-
line “qualified charitable contributions.” The legislation also adds new Code § 62(f), which defines 
“qualified charitable contributions” as donations of cash to organizations described in Code 
§ 170(b)(1)(A)—primarily, so-called “public charities” such as churches, schools, hospitals, and 
publicly-supported nonprofits, but not non-operating private foundations, donor-advised funds, and 
Type III supporting organizations. New Code §§ 62(a)(22) and 62(f) are effective for taxable years 
beginning after 2019. Curiously, however, new § 62(a)(22) applies only to “taxable years beginning in 
2020.” Thus, the $300 above-the-line charitable contribution deduction for donations of cash by non-
itemizers is a one-year benefit that will vanish for taxable years beginning after 2020. 

 This change for non-itemizers partially reverses a significant effect of the 
2017 Tax Cuts and Jobs Act. Specifically, the 2017 Tax Cuts and Jobs Act substantially increased the 
standard deduction such that many taxpayers no longer needed to itemize deductions starting in 2018. In 
2020, for instance, the standard deduction is $24,800 for joint returns and surviving spouses, $12,400 for 
unmarried individuals and married individuals filing separately, and $18,650 for heads of households. See 
Rev. Proc. 2019-44, 2019-47 I.R.B. 1093 (11/6/19). Many charities predicted that the increased standard 
deduction would lead to decreased charitable giving, and a study by Giving USA found this to be true for 
2018. See Eisenberg, Charitable Giving Took a Hit Due to Tax Reform, Forbes (6/18/19) (available online 
here). 

 Also new for 2020: You can elect to “CARE” less about charitable 
contribution limits on 2020 donations of cash to public charities. The CARES Act, § 2205, an 
uncodified provision, temporarily suspends for 2020 the charitable contribution limits of Code § 170(b) 
for electing individual and corporate taxpayers. The legislation provides that “qualified contributions” 
by an individual are not subject to the normal limits, and instead are allowed, if the individual so elects, 
up to the amount by which the taxpayer’s contribution base (generally, adjusted gross income) exceeds 
the other charitable contributions the taxpayer makes, i.e., those subject to the normal limits. In effect, 
this permits individual taxpayers to elect to deduct qualified contributions up to 100 percent of the 
taxpayer’s contribution base (AGI) after taking into account other charitable contributions. A 
corporation may elect to deduct qualified contributions up to the amount by which 25 percent of its 
taxable income exceeds the corporation’s other charitable contributions, i.e., the corporation can deduct 
qualified contributions up to 25 percent of taxable income after taking into account other charitable 
contributions. Qualified contributions by an individual or a corporation that exceed the relevant limit 
can be carried forward five years. A qualified contribution is defined as a contribution paid in cash 
during 2020 to an organization described in § 170(b)(1)(A) with respect to which the taxpayer elects 
to have the increased limits apply. As noted above, Code § 170(b)(1)(A) organizations primarily 
consist of so-called “public charities” such as churches, schools, hospitals, and publicly-supported 
nonprofits, but not non-operating private foundations, donor-advised funds, and Type III supporting 
organizations. Section 2205 of the CARES Act does not specify precisely how individuals and 
corporations elect into the temporary charitable contribution limits for donations of cash made in 2020. 
The legislation also temporarily increases from 15 percent to 25 percent the § 170(e)(3)(C) limit on 
contributions of food inventory made in 2020. 
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 The individual limit already had been increased slightly. Prior to the CARES 
Act, Congress, in the 2017 Tax Cuts and Jobs Act, had increased the limit on deducting charitable 
contributions for individual donations from its historical norm without requiring an election into the new 
rules. Under Code §§ 170(b)(1)(G) and (H), as amended by § 11023 of the 2017 Tax Cuts and Jobs Act, 
individuals can take a charitable contribution deduction of up to 60 percent of their contribution base for 
cash donations made to Code § 170(b)(1)(A) organizations in taxable years beginning after 2017 but 
before 2026. Beginning in 2026 and thereafter, the charitable contribution limit for individuals reverts to 
its historical norm of 50 percent of an individual’s contribution base. 

 This is not a revolutionary idea. Increasing charitable contribution deduction 
limits on an elective basis during times of crisis is not a new idea. For instance, Section 504(a) of the 2017 
Disaster Relief Act increased the charitable contribution limits for donations that benefitted those affected 
by Hurricanes Harvey, Irma, or Maria for eligible and electing taxpayers. Similarly, the Bipartisan Budget 
Act of 2018, § 20104(a) of Division B, increased the limit on deductions for charitable contributions 
towards relief efforts in areas affected by the California wildfires for eligible and electing taxpayers. Most 
recently, a provision of the Taxpayer Certainty and Disaster Tax Relief Act of 2019, Division Q, Title II, 
§ 204(a) of the 2020 Further Consolidated Appropriations Act, provided special rules for charitable 
contributions for relief efforts in qualified disaster areas. 

 A crack in the IRS’s armor with respect to syndicated conservation 
easements? Or, a death knell for taxpayers? You be the judge. It is well known that the IRS is 
battling syndicated conservation easements. Moreover, after recent victories, the IRS has announced a 
time-limited settlement offer to certain taxpayers with pending Tax Court cases involving syndicated 
conservation easements. See IR 2020-130 (6/25/20). Other than challenging valuations, the IRS’s most 
successful strategy in combating syndicated conservation easements generally has centered around the 
“protected in perpetuity” requirement of § 170(h)(2)(C) and (h)(5)(A). The IRS has argued 
successfully in the Tax Court that the “protected in perpetuity” requirement is not met where the 
taxpayer’s easement deed fails to meet the strict requirements of the “extinguishment regulation.” See 
Reg. § 1.170A-14(g)(6)(ii). The extinguishment regulation ensures that conservation easement 
property is protected in perpetuity because, upon destruction or condemnation of the property and 
collection of any proceeds therefrom, the charitable donee must proportionately benefit. According to 
the IRS’s and Tax Court’s reading of the extinguishment regulation, the charitable donee’s 
proportionate benefit must be determined by a fraction determined at the time of the gift as follows: 
the value of the conservation easement as compared to the total value of the property subject to the 
conservation easement (hereinafter the “proportionate benefit fraction”). See Coal Property Holdings, 
LLC v. Commissioner, 153 T.C. 126 (10/28/19). Thus, upon extinguishment of a conservation 
easement due to an unforeseen event such as condemnation, the charitable donee must be entitled to 
receive an amount equal to the product of the proportionate benefit fraction multiplied by the proceeds 
realized from the disposition of the property. As part of its litigation strategy against syndicated 
conservation easements, the IRS pounces upon any technical flaws in the deed’s extinguishment 
clause/proportionate benefit fraction language. In fact, the IRS recently has been successful in 
challenging extinguishment clause/proportionate benefit fraction language that either (i) would allow 
the donor to reclaim from the charitable donee property subject to a conservation easement by 
conveying to the donee substitute property in exchange therefor or (ii) would reduce the charitable 
donee’s benefit upon extinguishment of the conservation easement by the fair market value of post-
contribution improvements made to the subject property after the date of the taxpayer-donor’s 
deductible gift. See, e.g., Pine Mountain Preserve, LLLP v. Commissioner, 151 T.C. No. 247 
(12/27/18), including its companion case, Pine Mountain Preserve, LLLP v. Commissioner, T.C. 
Memo. 2018-214 (12/27/18) (deed allowed substituted property); and PBBM Rose Hill, Ltd. v. 
Commissioner, 900 F.3d 193 (5th Cir. 9/14/18) (deed reduced charitable donee’s benefit for subsequent 
improvements made by taxpayer donor). The latter argument by the IRS—that a properly-drafted 
extinguishment clause/proportionate benefit fraction cannot give the donor credit for post-contribution 
improvements to the conservation easement property—is particularly potent. This argument by the IRS 
is the subject of the two Tax Court companion opinions rendered in Oakbrook Land Holdings, LLC v. 
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Commissioner, as discussed below. Reportedly, many conservation easement deeds have such 
language, especially syndicated conservation easement deeds originating in the southeastern U.S. 
Hence, the Tax Court’s opinions in Oakbrook Land Holdings, LLC v. Commissioner are very important 
to the conservation easement industry. For a discussion of other IRS and Tax Court developments 
relating to conservation easements, see the Agricultural Law and Taxation Blog post of July 8, 2020, 
avaialble here. 

 Crack in the armor or death knell? Oakbrook Land Holdings LLC v. 
Commissioner, 154 T.C. No. 10 (5/12/20), including the companion memorandum opinion Oakbrook 
Land Holdings LLC v. Commissioner, T.C. Memo 2020-54 (5/12/20). In these companion opinions 
totaling 172 pages, the Tax Court disallowed a taxpayer-donor’s charitable contribution deduction 
because the language in the conservation easement deed was found to be defective under either of two 
theories argued by the IRS and supported by the Tax Court’s reading of Reg. § 1.170A-14(g)(6)(ii). 
See below for further discussion. The taxpayer-donor’s counter arguments, that the conservation 
easement deed’s language was correct and that Reg. § 1.170A-14(g)(6)(ii) is invalid, failed to persuade 
the Tax Court. Just to keep us on our toes, perhaps, the Tax Court’s decision resulted in two lengthy 
opinions. Judge Lauber wrote the majority opinion for the Tax Court’s reviewed decision regarding 
one theory of the case, while Judge Holmes wrote a memorandum decision based upon another theory 
of the case. Interestingly, Oakbrook Land Holdings did not arise out of a syndicated conservation 
easement; however, it is very informative as to the IRS’s litigation strategy with respect to syndicated 
conservation easements as well as the Tax Court’s view of the law applicable to conservation 
easements generally. 

Facts. The facts of Oakbrook Land Holdings are typical of recent conservation easement cases 
litigated in the Tax Court. The taxpayer-donor, Oakbrook Holdings LLC, acquired a 143-acre parcel 
of property near Chattanooga, Tennessee in 2007 for $1.7 million. The plan was to develop the property 
for “higher-end, single family residences.” In late 2008 Oakbrook Holdings LLC transferred 
approximately 37 acres of the property to related entities to allow a portion of the property to be 
developed without restrictions relating to the remainder of the property. The remaining 106 acres of 
the property then was subjected to a conservation easement in favor of Southeast Regional Land 
Conservancy (the “Conservancy”), a § 501(c)(3) organization. The taxpayer-donor, Oakbrook 
Holdings LLC, claimed a charitable contribution deduction of over $9.5 million for the donated 
conservation easement even though the contribution occurred only a little over a year after Oakbrook 
Holdings LLC had acquired the property for $1.7 million. 
Oakbrook Holdings LLC, the taxpayer-donor, largely relied upon the charitable donee, the 
Conservancy, and its attorneys to draft the conservation easement deed. The Conservancy in turn relied 
upon language found in similar conservation easement deeds that have been executed and approved by 
numerous taxpayers and their attorneys. The deed provided as follows in relevant part: 

This Conservation Easement gives rise to a real property right and interest immediately 
vested in [the Conservancy].  For purposes of this Conservation Easement, the fair 
market value of [the Conservancy]’s right and interest shall be equal to the difference 
between (a) the fair market value of the Conservation Area as if not burdened by this 
Conservation Easement and (b) the fair market value of the Conservation Area 
burdened by this Conservation Easement, as such values are determined as of the date 
of this Conservation Easement, (c) less amounts for improvements made by 
O[akbrook] in the Conservation Area subsequent to the date of this Conservation 
Easement, the amount of which will be determined by the value specified for these 
improvements in a condemnation award in the event all or part of the Conservation 
Area is taken in exercise of eminent domain as further described in this Article VI, 
Section B(3) below. If a change in conditions makes impossible or impractical any 
continued protection of the Conservation Area for conservation purposes, the 
restrictions contained herein may only be extinguished by judicial proceeding. Upon 
such proceeding, [the Conservancy], upon a subsequent sale, exchange or involuntary 
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conversion of the Conservation Area, shall be entitled to a portion of the proceeds equal 
to the fair market value of the Conservation Easement as provided above. [The 
Conservancy] shall use its share of the proceeds in a manner consistent with the 
conservation purposes set forth in the Recitals herein. 

Article VI, Section B(3) of the deed further stated: 
Whenever all or part of the Conservation Area is taken in exercise of eminent domain 
* * * so as to abrogate the restrictions imposed by this Conservation Easement, * * * 
[the] proceeds shall be divided in accordance with the proportionate value of [the 
Conservancy]’s and O[akbrook]’s interests as specified above; all expenses including 
attorneys fees incurred by O[akbrook] and [the Conservancy] in this action shall be 
paid out of the recovered proceeds to the extent not paid by the condemning authority. 
First argument of the IRS and taxpayer’s response. The IRS’s first argument to disallow the 

taxpayer-donor’s charitable contribution deduction was that the above-quoted language of the 
conservation easement deed only entitled the charitable donee, the Conservancy, to a fixed (not 
proportionate) benefit (i.e., historical value of the conservation easement at the time of the gift) upon 
the destruction or condemnation of the subject property. According to the IRS, Reg. § 1.170A-
14(g)(6)(ii) requires that the charitable donee be entitled to a proportionate (i.e., fractional) benefit 
upon extinguishment of a conservation easement. Further, the IRS’s position is that the amount of the 
benefit must be determined by applying the proportionate benefit fraction against the fair market value 
of the subject property at the time of the extinguishment. Put differently, the IRS contends that Reg. 
§ 1.170A-14(g)(6)(ii) does not merely establish a baseline amount equal to the value of the 
conservation easement as the amount of the benefit to be received by the charitable donee upon 
extinguishment of a conservation easement. Rather, upon extinguishment of the easement, if the 
subject property has appreciated in value the charitable donee must be entitled to receive more than the 
claimed charitable contribution value of the conservation easement. (It is not entirely clear what the 
IRS’s position would be under Reg. § 1.170A-14(g)(6)(ii) if upon extinguishment of the easement the 
subject property has decreased in value after the taxpayer-donor’s gift, although consistency would 
argue that the charitable donee should receive less than the claimed charitable contribution value.) 
On the other hand, the taxpayer-donor argued, of course, that the above-quoted language in the deed 
complied with Reg. § 1.170A-14(g)(6)(ii) because the regulation should be read to require only a fixed 
(not fractional) amount that must be received by the charitable-donee upon extinguishment of a 
conservation easement. In other words, the taxpayer-donor believed that Reg. § 1.170A-14(g)(6)(ii) 
was meant to protect the chartable donee’s downside risk: i.e., that the event extinguishing the 
conservation easement would result in proceeds much less than the taxpayer-donor’s claimed 
charitable contribution deduction. The taxpayer-donor’s reading of Reg. § 1.170A-14(g)(6)(ii) was that 
the extinguishment clause in a conservation easement deed must entitle the charitable donee to an 
amount equal to the previously claimed charitable contribution deduction (or, if less, all of the proceeds 
from the disposition of the property). 

Memorandum Opinion of Judge Holmes. In Oakbrook Land Holdings LLC v. Commissioner, 
T.C. Memo 2020-54 (5/12/20), Judge Holmes, citing the Tax Court’s prior decision in Coal Property 
Holdings, LLC v. Commissioner, 153 T.C. 126 (10/28/19), agreed with the IRS’s position regarding 
Reg. § 1.170A-14(g)(6)(ii) and the conservation easement language at issue, thereby disallowing the 
taxpayer-donor’s more than $9.7 million charitable contribution deduction. Judge Holmes reasoned 
that the language in the deed did not grant a fractional proportionate benefit to the Conservancy. It 
granted only a minimum benefit equal to the amount of the taxpayer-donor’s claimed charitable 
contribution deduction. Judge Holmes agreed with the IRS that Reg. § 1.170A-14(g)(6)(ii) requires a 
fractional benefit, not a fixed amount. Other cases also have interpreted Reg. § 1.170A-14(g)(6) to 
require a fractional, not fixed, benefit in favor of the charitable donee. See, e.g., PBBM Rose Hill, Ltd. 
v. Commissioner, 900 F.3d 193 (5th Cir. 9/14/18). This aspect of the Tax Court’s decision in Oakbrook 
Land Holdings is not novel, and presumably this lack of novelty is the reason for this memorandum 
decision written separately from the Tax Court’s reviewed opinion written by Judge Lauber. 
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Second argument of the IRS and taxpayer’s response. Alternatively, the IRS argued that the 
above-quoted language in the conservation easement deed was flawed in another respect. Specifically, 
the IRS contended that the deed’s extinguishment language, which required that the charitable-donee’s 
benefit upon destruction or condemnation of the property be reduced by the value of improvements to 
the property made by the taxpayer-donor after the contribution, was not allowed by the strict 
requirements of Reg. § 1.170A-14(g)(6)(ii). This position of the IRS is not explicitly supported by Reg. 
§ 1.170A-14(g)(6)(ii) and is a novel argument by the IRS. The taxpayer-donor responded that to the 
extent Reg. § 1.170A-14(g)(6)(ii) is read to disallow such a reduction in the charitable-donee’s benefit 
upon extinguishment of a conservation easement, the extinguishment regulation violates either the 
procedural or substantive requirements of the Administrative Procedures Act (“APA”) and is invalid. 
This alternative argument by the IRS, and the taxpayer-donor’s response, was the subject of the Tax 
Court’s reviewed opinion by Judge Lauber, discussed below. 

Reviewed opinion of Judge Lauber. In Oakbrook Land Holdings LLC v. Commissioner, 154 
T.C. No. 10 (5/12/20), a reviewed opinion (12-4-1) by Judge Lauber, the Tax Court agreed with the 
IRS’s position concerning Reg. § 1.170A-14(g)(6)(ii) and post-contribution improvements to 
conservation easement property by a taxpayer-donor. We will spare the reader pages and pages of 
arguments and counter-arguments regarding the requirements of the APA. Suffice it to say that a 
majority of the Tax Court held that Reg. § 1.170A-14(g)(6)(ii) reflects a reasonable interpretation of 
the “protected in perpetuity” requirement of § 170(h)(2)(C) and (h)(5)(A). The majority also agreed 
with the IRS’s position that Reg. § 1.170A-14(g)(6)(ii) does not permit the extinguishment clause of a 
conservation easement deed to reduce the charitable donee’s proportionate benefit by the fair market 
value of post-contribution improvements to the subject property made by the donor. Hence, the 
majority disallowed the taxpayer-donor’s claimed $9.7 million plus charitable contribution deduction 
based upon the IRS’s alternative argument (in addition to the grounds expressed in Judge Holmes’s 
separate memorandum opinion). 

Concurring opinion of Judge Toro. In a concurring opinion, Judge Toro, joined by Judge Urda 
and in part by Judges Gustafson and Jones, wrote that, although the majority reached the correct result 
for the reasons expressed in Judge Holmes’s memorandum decision, the majority was mistaken 
concerning whether Reg. § 1.170A-14(g)(6)(ii) violates the APA and whether the IRS’s interpretation 
of the extinguishment regulation (regarding post-contribution improvements made by a taxpayer-
donor) was permissible. 

Dissenting opinion of Judge Holmes. In an interesting twist, Judge Holmes (who held in favor 
of the IRS in his memorandum opinion) dissented from the Tax Court’s reviewed opinion. Judge 
Holmes wrote: “Our decision today will likely deny any charitable deduction to hundreds or thousands 
of taxpayers who donated the conservation easements that protect perhaps millions of acres.” And 
Judge Holmes made his views clear regarding the IRS’s interpretation of Reg. § 1.170A-14(g)(6)(ii) 
to prohibit reduction of a charitable donee’s extinguishment benefit for the value of improvements 
made by a taxpayer-donor and Treasury’s compliance with the APA: “[I]f the majority is right, the 
Treasury Department can get by with the administrative-state equivalent of a quiet shrug, a knowing 
wink, and a silent fleeting glance from across a crowded room.” 

X. TAX PROCEDURE 
 Interest, Penalties, and Prosecutions 

 Sending one frivolous amended Form 1040X and later sending six photocopies 
of the same amended Form 1040X results in only one $5,000 frivolous return penalty, not six 
more. Kestin v. Commissioner, 153 T.C. No. 2 (8/29/19). After correctly reporting her wages as 
includible in gross income on her initial federal income tax return on Form 1040, the taxpayer 
submitted a frivolous amended return on Form 1040X in which she reported no tax due on her wage 
income. The IRS responded with Letter 3176C inviting the taxpayer to correct the Form 1040X to 
avoid a $5,000 frivolous filing penalty under § 6702(a). In response, the taxpayer sent six separate 
letters to varying branches of the IRS each contaning a photocopy of her initial Form 1040X. This 
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resulted in the IRS imposing six additonal $5,000 frivolous filing penalties. Upon her request, the IRS 
granted the taxpayer a collection due process (CDP) hearing, following which the IRS issued a notice 
of determination (NOD) sustaining the imposition of all seven penalties. Dissatisfied with her outcome, 
the taxpayer petitioned the Tax Court pro se challenging the income tax and the six additional $5,000 
penalties imposed based on the photocopies of the amended return that she had sent to the IRS. Judge 
Gustafson quickly rejected as frivolous the taxpayer’s claim that her wages were not includible in 
income and focused on whether the six additional frivolous filing penalties under § 6702(a) were 
warranted. The court quoted from its recent decision in Gregory v. Commissioner, 152 T.C. No. 7 
(3/13/19), in which the court had explained: 

Under what is commonly called the Beard test, for example, a return must meet the 
following criteria: “First, there must be sufficient data to calculate tax liability; second, 
the document must purport to be a return; third, there must be an honest and reasonable 
attempt to satisfy the requirements of the tax law; and fourth, the taxpayer must execute 
the return under penalties of perjury.” [quoting Beard v. Commissioner, 82 T.C. 766, 
777 (1984), aff’d, 793 F.2d 139 (6th Cir. 1986).] 

If a document does not constitute a “return” under the Beard test, the document might fail to trigger 
various results that follow from the filing of a return. For example, a document that is not a return does 
not start the running of the limitations period on assessment of tax. The court held that the taxpayer’s 
originally filed Form 1040X was not a return under the Beard test because it was not an “honest and 
reasonable attempt to satisfy the requirements of the tax law” under the third element of Beard. 
Nevertheless, according to the court, the frivolous filing penalty of § 6702(a) is imposed when a person 
files “what purports to be a return,” and because the taxpayer’s original Form 1040X purported to be 
a return and met the other conditions set forth in § 6702(a), the IRS had correctly imposed the frivolous 
filing penalty with respect to this document. The court then addressed whether any of the six 
photocopies of the original Form 1040X “purported to be a return” within the meaning of § 6702(a). 
The court concluded that none of the copies purported to be a return. The court distinguished its holding 
in Whitaker v. Commissioner, T.C. Memo. 2017-192, which upheld two § 6702(a) frivolous filing 
penalties when the taxpayer submitted two sequential Forms 1040. Each of the two Forms 1040 in 
Whitaker bore the taxpayer’s original signature and each had different attachments. Unlike the returns 
submitted in Whitaker, the taxpayer in this case had submitted only photocopies of her returns, none 
of which contained an original signature and all of which were plainly marked or referenced as copies. 
These distinctions were sufficient for the court to hold that the photocopies did not “purport[] to be a 
return” and therefore were not subject to penalties under § 6702(a). The opinion does include a notable 
caveat indicating that not all copies of returns are immune from a § 6702(a) penalty. The court 
suggested that it could not rule out the possibility that a frivolous filing penalty would be upheld if, in 
response to an IRS notice that no return is on file, a taxpayer were to submit a photocopy of a return 
that the taxpayer alleges to have filed previously. The court also rejected the taxpayer’s arguments that 
the IRS was precluded from imposing the penalties by § 6751(b). Section 6751(b) requires that the 
initial determination of the assessment of a penalty be “personally approved (in writing) by the 
immediate supervisor of the individual making such determination.” Specifically, the court held that 
the Letters 3176C sent by the IRS inviting the taxpayer to correct her Form 1040X were not unapproved 
initial determinations of the penalties. The court also rejected the taxpayer’s challenges to the validity 
of the notice of federal tax lien and the CDP notice sent by the IRS. 

 Filing an income tax return more than sixty days late just got more expensive. 
A provision of the SECURE Act, Division O, Title IV, § 402 of the 2020 Further Consolidated 
Appropriations Act, amended Code § 6651(a) to increase the penalty for filing an income tax return 
late. Prior to amendment, § 6651(a) provided that, in the case of an income tax return, if a taxpayer 
filed the return more than sixty days late, the minimum late-filing penalty was the lesser of $330 or 
100 percent of the amount required to be shown as tax on the return. This legislative change increases 
the $330 figure to $435. Pursuant to § 6651(j)(1), the $435 figure is adjusted for inflation for returns 
required to be filed in a calendar year after 2020. The increased late-filing penalty applies to returns 
the due date for which (including extensions) is after December 31, 2019. 
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 Filing certain retirement plan registration statements and returns late and for 
providing certain notices late is now ten times more expensive. A provision of the SECURE Act, 
Division O, Title IV, § 403 of the 2020 Further Consolidated Appropriations Act, amended Code 
§ 6652(d), 6652(e) and 6652(h) to increase the penalties for filing certain retirement plan registration 
statements and returns late and for providing certain notices late. Prior to amendment, § 6652(d)(1) 
provided that the penalty for filing a statement required under § 6057(a) for annual registration of 
certain plans was $1 per participant per day with a maximum penalty of $5,000. The legislation 
increased these figures to $10 and $50,000, respectively. Similarly, prior to amendment, § 6652(d)(2) 
provided that the penalty for filing a notification required under § 6057(b) regarding a change of status 
was $1 per day with a maximum penalty of $1,000. The legislation increased these figures to $10 and 
$10,000, respectively. Prior to amendment, § 6652(e) provided that the penalty for filing specified 
retirement plan returns late was $25 per day with a maximum penalty of $15,000. The legislation 
increased these figures to $250 and $150,000, respectively. Prior to amendment, § 6652(h) provided 
that the penalty for failure to provide notices required by § 3405(e)(10)(B) relating to elections 
regarding withholding from distributions was $10 for each failure with a maximum penalty of $5,000. 
The legislation increased these figures to $100 and $50,000, respectively. These changes apply to 
returns, statements, and notifications required to be filed, and notices required to be provided, after 
December 31, 2019. 

 Former IRS revenue agent who prepared tax returns for decades gets the Tax 
Court to clarify the burden of production with respect to the requirement of § 6751(b) that the 
individual initially determining accuracy-related penalties obtain written supervisory approval. 
Frost v. Commissioner, 154 T.C. No. 2 (1/7/20). Mr. Frost’s poor efforts in substantiating his 
deductions for 2010-2012 resulted in the IRS imposing accuracy-related panealties under § 6672 for 
each year. The Tax Court (Judge Pugh) held that Mr. Frost, who was an IRS revenue agent for 15 years 
and who prepared tax returns as an enrolled agent for 25 years, failed to substantiate his deductions on 
his Schedule C, Profit or Loss from Business, and failed to establish his basis in a partnership interest 
to deduct his share of partnership losses, on his Schedule E, distributive share of partnership losses. 
However, the court held that the IRS had failed to meet its burden of production with respect to 
accuracy-related penalties for 2010 and 2011 and therefore declined to uphold the penalties. 

Facts. As a result of the disallowance of Mr. Frost’s deductions, the IRS determined penalties 
under § 6662(a), (b)(1), and (2) for both negligence and substantial understatements of income for the 
years 2010, 2011, and 2012. The examining agent prepared a Civil Penalty Approval Form (Form) on 
April 22, 2014. The Form included an electronic signature dated May 20, 2014, approving the 
substantial understatement penalty but pertained only to Mr. Frost’s 2012 return. The examining agent 
did not similarly prepare or obtain approval for any penalties in relation to Mr. Frost’s 2010 or 2011 
returns. It has long been settled the IRS has the initial burden of production with respect to a taxpayer’s 
liability for any penalty to come forward with sufficient evidence indicating the imposition of penalties 
is appropriate. See I.R.C. § 7491(c); Higbee v. Commissioner, 116 T.C. 438 (2001). As part of that 
burden, the Service must produce evidence that it complied with § 6751(b)(1), which requires that the 
initial determination of the assessment of a penalty be personally approved in writing by the immediate 
supervisor of the person making the determination. See Graev v. Commissioner, 149 T.C. 485 (2017). 
However, this case presents an issue of first impression for the Tax Court, which has not addressed the 
point in time when the burden shifts to the taxpayer to show otherwise. 

Analysis of 2010-2012. The IRS failed to offer evidence that it had complied with the supervisory 
approval requirement of § 6751(b)(1) with respect to the penalties asserted for 2010 and 2011. Because 
the IRS had failed to meet its burden of production, the court held, the IRS was precluded from 
imposing those penalties. In contrast, the IRS introduced a signed penalty approval form in relation to 
Mr. Frost’s 2012 return. The issue then became whether the form supported a finding that a supervisor 
approved Mr. Frost’s penalty prior to formally communicating it to Mr. Frost in the notice of deficiency 
and whether the form was sufficient to satisfy the IRS’s initial burden of production. If it was, the 
burden would shift to Mr. Frost to come forward with evidence to the contrary, e.g., that the penalty 
had been communicated to him before the supervisor’s approval was obtained. The court held that the 
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penalty approval form reflected approval of the 2012 substantial underpayment penalty prior to formal 
communication of it to the taxpayer. Therefore, the form was held sufficient to carry the IRS’s initial 
burden of production under § 7491(c), including the supervisory approval requirement of § 6751(b)(1). 
With respect to the 2012 negligence penalty, however, the IRS was not able to provide similar 
evidence, and therefore the IRS failed to satisfy its burden of production as to supervisory approval of 
the negligence penalty. Because the IRS had met its burden of production with respect to the 2012 
substantial understatement penalty, the court held, the burden shifted to Mr. Frost to offer evidence 
that the IRS’s approval of the substantial understatement penalty was untimely. If he had done so, the 
court would have been left to weigh the evidence to determine whether the IRS had satisfied the 
supervisory approval requirement of § 6751(b)(1) prior to formally communicating the substantial 
understatement penalty to the taxpayer. Mr. Frost, however, did not claim and the court found no 
evidence indicating that the IRS communicated any penalty determination to Mr. Frost before the 
penalty approval form was signed. Accordingly, the court held that the IRS had complied with the 
requirements of § 6751(b)(1) and Mr. Frost was subject to the substantial understatement penalty 
determined by the IRS. 

Policy. The court’s holding protects the requirement that the IRS come forward initially with 
evidence of written penalty approval as required by § 6751(b)(1). Shifting the burden to the taxpayer 
after the IRS makes the initial showing avoids requiring the IRS to prove a negative, i.e., that no formal 
communication of the penalty took place before supervisory approval of the penalty was obtained. 
Thereafter, if the taxpayer introduces evidence to contradict the IRS’s initial showing, then the IRS 
can respond with additional evidence leaving the court to weigh the evidence. Note further that any 
evidence of prior formal communication should have been received by the taxpayer. The taxpayer 
could introduce it to prove the untimeliness of the supervisory approval of the penalty. 

 Taxpayer again escapes penalties where supervisory approval to impose 
penalties is not obtained until after imposition of the penalties. Kroner v. Commissioner, T.C. 
Memo. 2020-73 (6/1/20). The taxpayer, Mr. Kroner, had an incredibly successful relationship with a 
benefactor, Mr. Haring, with whom he had worked for years. Notwithstanding that Mr. Kroner 
submitted into evidence a letter purportedly from Mr. Haring indicating that more than $24 million in 
transfers over several years to Mr. Kroner were gifts, the transfers were held not to qualify as 
excludable from gross income under § 102(a) as gifts. Instead, the Tax Court (Judge Marvel) applied 
the U.S. Supreme Court’s analysis in Commissioner v. Duberstein, 363 U.S. 278 (1960), and held that 
the transfers were included in Mr. Kroner’s income because he had failed to prove that the transfers 
were made with detached, disinterested generosity. In short, despite the court’s strong recommendation 
during trial, Mr. Kroner failed to offer any testimony from Mr. Haring that he had anything more than 
a business relationship with Mr. Haring. The court found the taxpayer’s story concerning the transfers 
and the testimony of the taxpayer, his attorney, and a third witness not to be credible. 

Accuracy-Related Penalties Under § 6662. The more significant aspect of this decision relates 
to Judge Marvel’s denial of the IRS’s imposition of accuracy-related penalties under § 6662 based on 
substantial understatement of income. The issue before the court was whether the IRS had complied 
with the requirement of § 6751(b)(1) that the initial determination of the assessment of a penalty be 
“personally approved (in writing) by the immediate supervisor of the individual making such 
determination.” In Graev v. Commissioner, 149 T.C. 485 (2017), the Tax Court held that compliance 
with § 6751(b)(1) is properly a part of the IRS’s burden of production under I.R.C. § 7491(c). Further, 
in Chai v. Commissioner, 851 F.3d 190 (2d Cir. 2017), the U.S. Court of Appeals for the Second Circuit 
held that “the written approval requirement of § 6751(b)(1) is appropriately viewed as an element of a 
penalty claim, and therefore part of the IRS’s prima facie case.” The Tax Court has held the initial 
determination of a penalty occurs in the document through which the IRS Examination Division 
notifies the taxpayer in writing that the examination is complete and it has made a decision to assert 
penalties. See Belair Woods, LLC v. Commissioner, 154 T.C. No. 1 (1/6/20). Here, the IRS supervisor 
approved the agent’s penalty determination on a Civil Penalty Approval Form dated October 31, 2012. 
The IRS had sent the taxpayer two letters. The first, dated August 6, 2012, was Letter 915 accompanied 
by Form 4549 (Income Tax Examination Changes), which proposed the penalties and provided 
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petitioner with an opportunity to protest the proposed adjustments with the IRS Appeals Office. The 
second, dated October 31, 2012, was Letter 950 accompanied by Form 4549-A (Income Tax 
Discrepancy Adjustments), which also offered the taxpayer an opportunity to file a protest with the 
IRS Appeals Office. According to the court, if Letter 915 was the initial determination to assert 
accuracy-related penalties, then the IRS could not meet its burden to show the required supervisory 
approval because Letter 915 predated the date on which the Civil Penalty Approval Form was signed. 
The IRS argued that Letter 915 was not the initial determination of the penalties because Letter 915 
was not the so-called “30-day letter” giving the taxpayer 30 days within which to file a protest with 
IRS Appeals and instead was meant only to invite the taxpayer to submit additional information “at a 
time when it was understood that petitioner would not yet pursue an administrative appeal.” The court 
rejected this argument. The court reasoned that, in Clay v. Commissioner, 152 T.C. 223 (2019), the 
court had held that a letter offering the taxpayer a right to pursue an administrative appeal and enclosing 
a revenue agent’s report that proposed a § 6662 penalty was the initial determination within the 
meaning of § 6751(b), and Letter 915 in this case did just that. The court made clear that the content 
of the document sent to the taxpayer is the relevant inquiry and not the IRS’s subjective intent in 
mailing the document. The court concluded that the IRS made its initial determination of the 
assessment of penalties no later than August 6, 2012, when Letter 915 was delivered to the taxpayer. 
Because the initial determination to assert penalties occurred before the Civil Penalty Approval Form 
was signed on October 31, 2012, the IRS had failed to satisfy its burden of production under § 6751(b) 
and the taxpayer, therefore, was not liable for the § 6662(a) accuracy related penalties.  

 Discovery: Summonses and FOIA 
 Litigation Costs  
 Statutory Notice of Deficiency  

 ♪♫Should I stay or should I go?♫♪ A divided Tax Court has held that a notice 
of deficiency mailed to a corporate taxpayer, the intitial pages of which identified the taxpayer 
but the latter pages of which identified a related entity, was not a valid notice of deficiency and 
therefore did not confer jurisdiction on the Tax Court. U.S. Auto Sales, Inc. v. Commissioner, 153 
T.C. No. 5 (10/28/19). The Service mailed to the taxpayer a notice of deficiency dated May 15, 2012. 
This notice of deficiency determined deficiencies of approximately $24,000 and $31,000 for the 
taxable years ending June 30, 2003 and 2007, respectively. The notice of deficiency was an eleven-
page document, the first four pages of which identified the taxpayer and the remaining seven pages of 
which identified a related entity as the taxpayer. The Service mailed to the taxpayer a second notice of 
deficiency dated August 2, 2012. This notice of deficiency identified only the taxpayer and determined 
deficiencies for the taxable years ending June 30, 2007 and 2008 of approximately $3.4 million and $3 
million, respectively. The taxpayer filed timely petitions in the Tax Court in response to both notices 
of deficiency. This proceeding arises from the petition filed in response to the first (May 15) notice of 
deficiency. The Service moved to dismiss on the ground that the May notice of deficiency failed to 
identify a specific taxpayer and therefore was not a valid notice of deficiency that could confer 
jurisdiction on the Tax Court. The taxpayer argued that the May notice of deficiency was valid. In a 
reviewed opinion (9-0-6) by Judge Marvel, the Tax Court held that the May notice of deficincy was 
invalid and granted the Services’s motion to dismiss. For guidance on the validity of a notice of 
deficiancy, the court relied on its prior opinion in Dees v. Commissioner, 148 T.C. 1 (2017). In Dees, 
the court reviewed its prior decisions regarding the validity of notices of deficiency and framed the 
analysis as follows: 

In the holdings of these cases we see a two-pronged approach to the question of the 
validity of the notice of deficiency. First, we look to see whether the notice objectively 
put a reasonable taxpayer on notice that the Commissioner determined a deficiency in 
tax for a particular year and amount. If the notice, viewed objectively, sets forth this 
information, then it is a valid notice. ... Accordingly, if the notice is sufficient to inform 
a reasonable taxpayer that the Commissioner has determined a deficiency, our inquiry 
ends there; the notice is valid. But what if, as here, the notice is ambiguous? Then our 
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caselaw requires the party seeking to establish jurisdiction to establish that the 
Commissioner made a determination and that the taxpayer was not misled by the 
ambiguous notice. 

The court in this case concluded that the May notice of deficiency was ambiguous under the first step 
of the two-step analysis required by Dees. The cover letter and the Form 4089 (Notice of Deficiency-
Waiver) identified the taxpayer but the Form 5278 statement of changes and the Form 886-A 
explanation of changes identified a related entity, U.S. Auto Finance. The court characterized the notice 
as “fatally inconsistent as to the identity of the taxpayer against whom the deficiencies are determined” 
and therefore ambiguous. In the second step of the Dees two-step analysis, the taxpayer, as the party 
seeking to establish jurisdiction, bore the burden of proving that the May notice reflected a 
determination with respect to the taxpayer. According to the court, the taxpayer had failed to meet this 
burden. The court indicated that, in step two of the Dees analysis, it “may consider evidence from 
outside the four corners of the notice to establish whether the Commissioner made a taxpayer-specific 
determination.” The Service relied on the taxpayer’s tax returns, which were introduced in support of 
the government’s motion to dismiss, to support its argument that the May notice could not have related 
to the taxpayer. The taxpayer admitted that the May notice reflected determinations with respect to its 
related entity, U.S. Auto Finance, and the court concluded that it was “clear that petitioner has not been 
prejudiced by the erroneous notice.” In concluding that the taxpayer had failed to meet its burden in 
this second step, the court rejected the taxpayer’s argument that Benzvi v. Commissioner, 787 F.2d 
1541 (11th Cir. 1986), a decision of the U.S. Court of Appeals for the Eleventh Circuit, to which this 
case is appealable, does not require a notice of deficiency to identify a specific taxpayer in order to be 
valid. 

Concurring opinion of Judges Marvel and Lauber. Judges Marvel and Lauber wrote a 
concurring opinion joined by Judges Thornton, Buch and Copeland. The opinion responds to a harshly 
worded dissenting opinion of Chief Judge Foley and Judge Urda, which suggests that the court’s 
opinion “bends over backward to clean up the IRS’s mess.” The concurring opinion emphasizes that 
the controlling precedent is Dees and not, as the dissent contends, the court’s opinion in Scar v. 
Commissioner, 81 T.C. 855 (1983), rev’d, 814 F.2d 1363 (9th Cir. 1987). In Scar, the Tax Court had 
upheld the validity of a notice of deficiency, but the Ninth Circuit reversed and held that the notice was 
invalid for lack of a “determination” because it was based on a tax shelter partnership in which the 
taxpayers were not partners and calculated tax at the highest marginal rate rather than the actual rates 
applicable to the taxpayers. Judges Marvel and Lauber characterized the notice of deficiency in Scar 
as one that “did not involve an ambiguity regarding the identity of the taxpayer against whom the 
deficiency was determined,” but rather as one that “did not involve a determination at all, at least 
according to the U.S. Court of Appeals for the Ninth Circuit ….”  

Concurring opinion of Judge Buch. Judge Buch wrote a concurring opinion joined by Judges 
Marvel, Paris, Lauber, Nega, and Copeland. Judge Buch also emphasized that Scar is “inapposite.” He 
expressed the view that Scar might be considered controlling if this case, which is appealable to the 
Eleventh Circuit, were instead appealable to the Ninth Circuit. But the notice of deficiency in this case, 
unlike the notice of deficiency in Scar, he emphasized, “is ambiguous as to perhaps the most critical 
element of such a notice: the identity of the taxpayer about whom the Commissioner determined a 
deficiency.” The court’s decision in Dees, he stated, sets forth the framework for deciding whether the 
notice of deficiency is valid. 

Dissenting opinion of Chief Judge Foley and Judge Urda. Chief Judge Foley and Judge Urda 
wrote a dissenting opinion joined by Judges Gale, Gustafson, Pugh, and Ashford. The opinion argues 
that the notice of deficiency in this case satisfied the “minimal jurisdictional hurdles,” which are that 
“[t]he notice must advise a taxpayer that the IRS has determined a deficiency for a specific year and in 
a particular amount.” The dissenting opinion also argues that the Tax Court’s opinion in Scar (referred 
to as Scar I) is the controlling precedent and that the situation in Dees, in which the notice of deficiency 
stated that the deficiency that had been determined was zero, “does not resemble this case.” The 
dissenting opinion rejects as unconvincing the position set forth in the concurring opinions that this 
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case is distinguishable from Scar because it involves an ambiguity as to the identity of the taxpayer. 
Judges Foley and Urda also expressed concern that the approach set forth in the court’s opinion 
“contemplates an examination of extrinsic evidence in order to decide our jurisdiction.” Under the 
court’s approach, they stated, “[u]nless the notice indubitably demonstrates that a deficiency 
determination has been made, we are to rifle through extrinsic evidence to sniff out what really 
happened.” Such an approach, they argued, is neither warranted by precedent nor prudent. They argued 
that the court’s approach should be much simpler:  

In other words, once the IRS sends a taxpayer a slip of paper informing the taxpayer 
that the IRS has determined a deficiency against it for a particular year, that taxpayer 
can come to this Court to challenge the determination. 

The dissenting opinion also argues that the concurring opinions had failed to address fully the court’s 
opinion in Campbell v. Commissioner, 90 T.C. 110 (1998): 

[I]n attempting to dodge Scar I, the concurrences fail to fully take into account 
Campbell. In that case, the IRS sent a deficiency notice in which the first two pages 
related to the Campbells and the attachments related to a person named Dan Daigle. … 
We did not treat the notice as ambiguous. Rather, we concluded that the notice did not 
reveal on its face that the IRS had failed to make a determination and exercised 
jurisdiction. 

The better approach, the dissent argued, would be to hold that the notice of deficiency was valid, freely 
allow the Service to amend its answer, and for the court to resolve the issues. 

Dissenting opinion of Judge Ashford. Judge Ashford wrote a dissenting opinion in which she 
argued, as she did in her concurring opinion in Dees, that the relevant statutory provisions, §§ 6212, 
6213 and 6214, do not support the two-step analysis of Dees. Judge Ashford distinguished between the 
IRS’s determination of a deficiency and its issuance of the notice of deficiency. In her view, it is the 
IRS’s determination of a deficiency that confers jurisdiction on the Tax Court. 

[W]e have jurisdiction over a deficiency determination, as a substantive matter, 
regardless of whether the notice of deficiency understandably reflects it or not, as long 
as a notice of deficiency was in fact issued, as a procedural matter. 

Judge Ashford expressed the view that the appropriate remedy for a notice of deficiency with 
inadequate information is not to decline jurisdiction over the case, but to shift to the IRS the burden of 
proof on any matter not reflected in the notice or stated incorrectly in the notice. 

 Statute of Limitations 
 A U.S. District Court has declined to dismiss a taxpayer’s refund action as 

untimely despite the taxpayer’s failure to submit the specific documentation required by Rev. 
Proc. 99-21. Stauffer v. IRS, 120 A.F.T.R.2d 2017-6119 (D. Mass. 9/29/17). The taxpayer did not file 
federal icome tax returns for the years 2006 through 2012. Upon the taxpayer’s death at the age of 90 
in 2012, his son was appointed as adminstrator of the estate. As administrator, the son filed the missing 
returns and sought a refund of tax for the year 2006 of more than $137,000. The IRS denied the claim 
as untimely under § 6511. Section 6511(a) provides that a claim for refund must be filed within the 
later of two years from the time tax was paid or three years from the time the return was filed. The 
taxpayer’s claims for refund were filed within three years of the time the returns were filed (and 
therefore were timely under § 6511(a)) because they were submitted simultaneously with the returns. 
However, § 6511(b)(2)(A) provides that, when a claim for refund is timely under the three-years-from-
filing period of § 6511(a), the taxpayer can recover only the portion of the tax paid within the three-
year period ending on the date the claim for refund was filed (plus the period of any extension the 
taxpayer obtained). In this case, § 6511(b)(2)(A) barred the taxpayer from obtaining the 2006 refund 
because the taxpayer had paid all of the tax more than three years before the claims for refund were 
filed. The taxpayer, through his son as administrator, asserted that, notwithstanding the normal 
limitations periods, he was entitled to relief under § 6511(h), which suspends the running of the periods 
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in § 6511(a), (b), and (c) during any period that the taxpayer is “financially disabled.” The term 
“financially disabled” is defined as being “unable to manage … financial affairs by reason of a 
medically determinable phyiscal or mental impairment of the individual which can be expected to 
result in death or which has lasted or can be expected to last for a continuous period of not less than 
12 months.” The son filed an administrative appeal and asserted that the limitations periods of § 6511 
had been tolled because his father had been financially disabled within the meaning of § 6511(h). With 
the administrative appeal, the son submitted a statement from the taxpayer’s psychologist attesting that 
the taxpayer had suffered from a variety of ailments that had affected his mental capacity and had 
prevented him from managing his financial affairs from at least 2006 until his death in 2012. The IRS’s 
guidance on § 6511(h) is set forth in Rev. Proc. 99-21, 1999-1 C.B. 960. The revenue procedure 
requires, among other things, that the taxpayer submit (1) a physician’s statement attesting to the 
specific time period during which the physical or mental impairment prevented the taxpayer from 
managing his or her financial affairs, and (2) a statement that no person was authorized to act on the 
taxpayer’s behalf in financial matters during the specified period of disability. The IRS concluded that 
the taxpayer had not complied with the requirement of Rev. Proc. 99-21 that the taxpayer submit the 
statement of a “physician” and denied the claim as untimely. The revenue procedure provides that the 
term “physician” has the same meaning as in § 1861(r)(1) of the Social Security Act, 42 U.S.C. 
§ 1395x(r), which sets forth five categories of professionals considered to be physicians, none of which 
includes psychologists. The District Court (Judge Wolf) held that the IRS had failed to establish that 
its adoption of the Social Security Act’s definiton of a physician in Rev. Proc. 99-21 was the product 
of reasoned decision making as required by Administrative Procedure Act § 706(2)(A) and Motor 
Vehicle Manufacturers Association of the United States v. State Farm Mutual Automobile Insurance 
Co., 463 U.S. 29 (1983): 

The government … has not submitted any evidence of the IRS’s rationale in adopting 
the definition in 42 U.S.C. § 1395x(r). … The IRS, therefore, has not provided any 
explanation for its decision, let alone a “rational connection between the facts found 
and the choice made.” State Farm, 463 U.S. at 43. The IRS may conceivably view 
doctors without medical degrees to be generally unqualified to make the determination 
required under section 6511, and may have determined that, in view of the “need to 
fairly and efficiently process a potentially large number of [refund] claims,” Abston, 
691 F.3d at 996, a case-by-case determination of whether a given psychologist is 
nevertheless qualified is unwarranted. However, as explained earlier, at least where the 
IRS’s reasoning is not obvious, the court may not supply an explanation for the IRS’s 
choice that the agency itself has not given. See State Farm, 463 U.S. at 43. 

The court also rejected the government’s argument that the taxpayer was not entitled to relief under 
§ 6511(h) because the taxpayer had submitted the psychologist’s statement in the course of the 
administrative appeal, rather than with the claim for refund as required by Rev. Proc. 99-21. When 
refund claims are technically deficient, the court noted, courts generally accept the missing information 
at a later stage. Accordingly, the court denied the government’s motion to dismiss without prejudice. 

 But the same District Court has dismissed the taxpayer’s refund action as 
untimely on the basis that his son was authorized to act for him for a period of time and therefore 
he was not “financially disabled” within the meaning of § 6511(h) during that period. Stauffer v. 
Internal Revenue Service, 122 A.F.T.R.2d 2018-6129 (D. Mass. 9/29/18). The government again 
moved to dismiss as untimely the taxpayer’s complaint seeking a tax refund for the year 2006. The 
government argued that the running of the limitations period on seeking a tax refund for that year was 
not tolled on the basis of the taxpayer being “financially disabled” within the meaning of § 6511(h). 
Under §6511(h)(2)(B), “[a]n individual shall not be treated as financially disabled during any period 
that such individual’s spouse or any other person is authorized to act on behalf of such individual in 
financial matters.” (This same requirement is reflected in Rev. Proc. 99-21, 1999-1 C.B. 960, which 
provides that, to obtain relief under § 6511(h), the taxpayer must submit a statement that no person 
was authorized to act on the taxpayer’s behalf in financial matters during the specified period of 
disability.) The District Court (Judge Wolf) found that the taxpayer’s son had authority pursuant to a 
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durable power of attorney to act on his father’s behalf in financial matters from October 2005 until his 
father’s death in October 2012. Although the son had had a falling out with his father and had told his 
father “that he would no longer be exercising any rights granted to him under the [Durable] POA,” he 
later reconciled with this father and exercised powers under the power of attorney. The court concluded 
that the son had never effectively renounced the power of attorney. The court rejected the taxayer’s 
argument that a person should be considered “authorized” to act on the taxpayer’s behalf within the 
meaning of §6511(h)(2)(B) only when that person has a duty to act on the taxpayer’s behalf and 
knowledge that action is necessary, i.e., a duty to file tax returns claiming refunds and knowledge that 
such returns have not been filed. Accordingly, the court concluded, the limitations period on seeking a 
tax refund was not tolled, the taxpayer’s refund claim was untimely, and the government’s motion to 
dismiss was granted. 

 The result in this case is consistent with that in Estate of Kirsch v. United 
States, 265 F. Supp. 3d 315 (W.D.N.Y. 7/13/17), in which the court held that the period of limitations on 
seeking a tax refund was not tolled due to the taxpayer’s financial disability under § 6511(h) because the 
taxpayer’s son held a durable power of attorney authorizing him to act on behalf of the taxpayer, his 
mother. 

 The First Circuit has affirmed and concluded that the limitations period 
on seeking a tax refund was not tolled by reason of the taxpayer’s financial disability. Stauffer v 
Internal Revenue Service, 939 F.3d 1 (1st Cir. 9/16/19), aff’g 122 A.F.T.R.2d 2018-6129 (D. Mass. 
9/29/18). In an opinion by Judge Torruella, the U.S. Court of Appeals for the First Circuit has affirmed 
the District Court’s dismissal of the taxpayer’s refund action. Like the District Court, the First Circuit 
concluded that the taxpayer’s son was authorized to act for the taxpayer in financial matters within the 
meaning of § 6511(h)(2)(B) and that the taxpayer therefore was not financially disabled. The court also 
concluded that the father had never revoked the power of attorney and that the son had never renounced 
it. The taxpayer argued that a person should be treated as authorized to act on the taxpayer’s behalf in 
financial matters within the meaning of § 6511(h)(2)(B) “only if he or she has: (1) authority to file the 
financially disabled taxpayer’s tax returns; (2) a duty to file the financially disabled taxpayer’s tax 
returns; and (3) actual or constructive knowledge that the tax returns for a particular year have to be 
filed on behalf of the disabled taxpayer.” The court concluded that it did not need to decide whether 
the first proposed requirement must be met because, even if it is required, the power of attorney in this 
case explicitly gave the son authority to file his father’s tax returns. The court rejected the latter two 
proposed requirements on the ground that they “find[] no support in § 6511(h)(2)(B)’s plain language 
or its statutory context.” Because the taxpayer was not finacially disabled within the meaning of 
§ 6511(h), the taxpayer’s refund claim was untimely and the court affirmed the District Court’s grant 
of the government’s motion to dismiss for lack of subject matter jurisdiction 

 A mandatory 60-day extension of certain deadlines for those affected by 
federally delcared disasters. A provision of the Taxpayer Certainty and Disaster Tax Relief Act of 
2019, Division Q, Title II, § 205 of the 2020 Further Consolidated Appropriations Act, provides a 
mandatory 60-day extention of certain deadlines for those affected by federally declared natural 
disasters. Prior to the legislation, § 7508A(a) authorized the Secretary of the Treasury to specify a 
period of time of up to one year that is disregarded in determining an affected taxpayer’s compliance 
with deadlines such as those for filing returns and paying tax, an affected taxpayer’s liability for interest 
and penalties, and an affected taxpayer’s entitlement to a credit or refund. The legislation adds new 
§ 7508A(d), which provides a mandatory 60-day extension for qualified taxpayers. A qualified 
taxpayer is defined to include those whose principal residence or principal place of business (other 
than performing services as an employee) is located in a disaster area, relief workers working for 
recongnized government or philanthropic organizations to assist in a disaster area, those whose records 
are are located in a disaster area, and those visiting a disaster area who are killed or injured as a result 
of the disaster. For this purpose, the term “disaster area” is defined in § 165(i)(5), which generally 
defines a disaster area as any area determined to warrant assistance by reason of any disaster 
determined by the President to warrant assistance by the federal government under the Robert T. 
Stafford Disaster Relief and Emergency Assistance Act. 
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 Based upon a credible declaration from petitioner’s attorney, the Tax Court 
has held that a petition sent in an envelope that had no postmark was timely filed even though it 
arrived after the 90-day period for filing. Seely v. Commissioner, T.C. Memo. 2020-6 (1/13/20). In 
general, under § 6213(a). a taxpayer must petition the Tax Court within 90 days after the date the notice 
of deficiency is mailed. There is, however, a “timely mailed timely filed” rule which provides that if a 
document is delivered by U.S. mail, it is deemed to be timely mailed (and, therefore, timely filed) if 
the envelope is properly addressed, postage is prepaid, and the postmark date on the envelope falls on 
or before the end of the 90 day period for mailing the petition. See § 7502(a). If all of these conditions 
are met, then the date of the postmark is deemed to be the date of delivery and date of filing. In this 
case, the Seelys’ attorney prepared a petition and mailed it to the Tax Court. The Seelys and the IRS 
agreed that all the conditions were met except there was no postmark on the envelope containing the 
petition. The Seelys’ 90-day period for filing the petition expired on June 26, 2017 (a weekday), but 
the Tax Court received the petition on July 17, 2017, a number of days after the expiration of the 90 
day period. The IRS filed a motion to dismiss for lack of jurisdiction on the ground that the petition 
was not timely filed. The Seelys argued that their petition was timely filed because their attorney mailed 
the petition to the Tax Court on June 22, 2017, before the 90 day period expired. In support of their 
argument, the Seelys supplied a declaration from their attorney under penalty of perjury indicating that 
on June 22, 2017, he deposited the petition into a U.S. mailbox. While Treasury regulations prescribe 
specific rules for postmarks, they provide no rules regarding the situation where the envelope has no 
postmark whatsoever. In holding in favor of the Seelys, the Tax Court followed its prior precedents 
indicating that where the postmark is illegible, extrinsic evidence is allowed to ascertain the mailing 
date. See Sylvan v. Commissioner, 65 T.C. 548, 553-555 (1975); see also Mason v. Commissioner, 68 
T.C. 354, 356 (1977). The issue, therefore, narrowly turned on whether the Seelys presented 
convincing evidence establishing that they timely mailed their petition. The IRS argued that it takes 
only 8 to 15 days for the United States Postal Service to deliver an item of mail to Washington D.C. 
Further, because the petition arrived at the Tax Court (16 as opposed to 15 days) later than expected, 
the IRS argued, the lawyer’s declaration was not credible. Judge Vasquez disagreed that the attorney’s 
declaration was not convincing evidence due in part to thefact that the Fourth of July holiday fell 
between the date of the alleged mailing and the delivery date. On the basis of the attoenry’s sworn 
declaration and of the court’s judicial notice of the Fourth of July holiday, the court concluded that, 
more likely than not, the petition was mailed on June 22, 2017, before the 90 day-period had expired. 
Accordingly, the IRS’s motion to dismiss for lack of jurisdiction was denied. 

 Liens and Collections 
 The taxpayers’ attempt to pay their federal tax liability went awry when the 

IRS levied on the bank account on which their check was drawn and applied the proceeds to 
other tax years. Following a CDP hearing, the appropriate standard of review is for abuse of 
discretion, says the Tax Court. Melasky v. Commissioner, 151 T.C. No. 8 (10/10/18). The taxpayers 
hand-delivered to the IRS at the IRS’s office in Houston a check for $18,000 and requested that the 
check be applied against their 2009 federal income tax liability. The IRS accepted the check and 
initially applied it as the taxpayers had requested. A few days later, however, the IRS levied against 
the bank account on which the check had been drawn and applied the proceeds of the levy to an earlier 
tax year. The effect of the levy was that the taxpayers’ check bounced. The IRS therefore reversed the 
payment against the 2009 liability and charged a $360 penalty for writing a bad check. On the same 
day as the levy, the IRS issued to the taxpayers a final notice of intent to levy with respect to certain 
years, including 2009. In response, the taxpayers requested a CDP hearing. The IRS’s settlement 
officer issued a notice of determination concluding that the proceeds of the levy constituted an 
involuntary payment, rather than a voluntary payment, and that the IRS therefore was free to apply the 
payment as it wished. In response to the notice of determination, the taxpayers filed a petition in the 
Tax Court. The Tax Court (Judge Holmes) held that the appropriate standard of review in the Tax 
Court was for abuse of discretion. In its earlier decision in Goza v. Commissioner, 114 T.C. 176 (2000), 
the court had established that the standard of review in a CDP case is normally for abuse of discretion, 
but that the standard of review is de novo when the underlying tax liability is appropriately before the 
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court. The parties agreed that the standard of review for the 2009 tax year was de novo because the 
taxpayers contended that they had no tax liability for that year. Nevertheless, the court held that the 
standard of review was for abuse of discretion because the taxpayers were not challenging the 
underlying tax liability, but rather were challenging whether the IRS properly applied a payment: 

The question for the Melaskys’ 2009 tax year is about whether the IRS properly applied 
a check. A question about whether the IRS properly credited a payment is not a 
challenge to a tax liability; i.e., the amount of tax imposed by the Code for a particular 
year. It is instead a question of whether the liability remains unpaid. Section 
6330(c)(2)(A) allows a taxpayer to raise at a CDP hearing “any relevant issue relating 
to the unpaid tax,” whereas section 6330(c)(2)(B) says a taxpayer may challenge “the 
existence or amount of the underlying tax liability” (emphasis added) only if he didn’t 
receive a notice of deficiency or otherwise have an opportunity to do so. See 
Kovacevich v. Commissioner, T.C. Memo. 2009-160, 2009 WL 1916351, at *6. We 
therefore hold here that the Melaskys aren’t challenging their underlying liability for 
2009. See also Chief Counsel Notice CC-2014-002 (May 5, 2014) (announcing similar 
IRS position). 

 A dishonored check is not a voluntary payment of tax and therefore the 
IRS need not apply the tendered check as directed by the taxpayer, even when the check is 
dishonored because an IRS levy depleted the funds in the bank account. Melasky v. 
Commissioner, 151 T.C. No. 9 (10/10/18). In this separate, reviewed opinion (9-2-2) by Judge 
Thornton involving the same facts as Melasky v. Commissioner, 151 T.C. No. 8 (10/10/18), the Tax 
Court considered whether it was an abuse of discretion for the IRS to decide: (1) not to apply against 
the taxpayers’ 2009 income tax liability the proceeds of the levy on their bank account, and (2) to reject 
the taxpayers’ proposed installment agreement. With respect to application of the levy proceeds, the 
court noted that the IRS’s policy is to apply voluntary payments as directed by the taxpayer, but that 
involuntary payments generally may be applied against whatever unpaid tax liabilities the IRS chooses. 
The court rejected the taxpayers’ argument that the check for $18,000 they hand-delivered to the IRS’s 
office in Houston should be treated as a voluntary payment and therefore applied to 2009 as the 
taxpayers had directed. A payment by check, the court reasoned, is a conditional payment and is subject 
to the condition subsequent that the check be paid when presented to the drawee (the bank). If the 
condition subsequent is fulfilled, the court explained, “the payment generally becomes absolute and is 
deemed to relate back to the time when the check was provided.” According to the court, acceptance 
of a check is not an absolute payment in the absence of an agreement that the check will be treated as 
an absolute payment. In this case, because the check was not honored, and there was no agreement that 
acceptance of the check would be treated as an absolute payment, the check was not a voluntary 
payment. The court rejected the taxpayers’ argument that, because the IRS’s levy on the bank account 
led to the check being dishonored, a different result was warranted. It was not unreasonable or 
inappropriate, the court stated, for the IRS to levy after approximately fifteen years of collection 
activity. The proceeds of the levy were an involuntary payment that the IRS could apply as it chose. 
With respect to the second issue, the court held that it was not an abuse of discretion for the IRS to 
reject the taxpayers’ proposed partial-pay installment agreement. 

 A concurring opinion by Judge Lauber (joined by Judges Thornton, 
Marvel, Gustafson, Kerrigan, Buch, Nega, Pugh, and Ashford) is highly critical of and responds to 
certain arguments in the dissenting opinion by Judge Holmes. Generally, the concurring opinion takes 
the position that the taxpayers did not raise in the CDP hearing the argument that the $18,000 check, 
although dishonored, should be treated as a voluntary payment, and therefore “[t]he SO did not commit 
legal error by failing to address an argument petitioners did not make.” 

 A concurring opinion by Judges Buch and Pugh (joined by Judges 
Gustafson and Paris) notes that Rev. Proc. 2002-26 requires the IRS to apply a voluntary payment as 
directed by the taxpayer, and that the court’s opinion does not “foreclose finding an abuse of discretion 
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if evidence were to show that, through negligence or malfeasance, the Commissioner circumvented his 
own revenue procedure for designating payments.” 

 Judge Holmes wrote a lengthy dissenting opinion that was joined by Judge 
Morrison. Judge Holmes agreed that the settlement officer did not abuse his discretion in rejecting the 
taxpayers’ proposed installment agreement, although for different reasons than those set forth in the 
court’s opinion. Judge Holmes dissented with respect to the treatment of the $18,000 dishonored check. 
According to the dissenting opinion, the check was a voluntary payment that the IRS should have 
applied as directed by the taxpayers. 

 Agreeing with the Tax Court, the Fifth Circuit reiterates that if other 
taxpayers do not want to run the same bounced-check risk as the Melaskys, they should use a 
certified check or money order when making designated, voluntary payments for past years’ tax 
liabilities. Melasky v. Commissioner, 125 A.F.T.R.2d 2020-746 (5th Cir. 2/3/20), aff’g 151 T.C. No. 
9 (10/10/18). The Fifth Circuit, in an opinion by Judge Owen, agreed with the Tax Court’s prior 
decision that the taxpayer’s payment was “involuntary” and that the IRS did not abuse its discretion. 
The Fifth Circuit declined to adopt an “equitable exception to the normal rules” regarding voluntary 
and involuntary tax payments. According to the Fifth Circuit, the Melaskys had notice of the IRS’s 
intent to levy issued to them in 2001, long before the IRS’s actual levy in 2009. Therefore, quoting 
language from the concurring opinion of Judges Buch and Pugh, the Fifth Circuit reasoned that “[b]y 
choosing . . . a personal check rather than a certified check or money order, the Melaskys ran [the] 
risk” that the IRS would levy on their bank accounts before the check representing their voluntary 
payment was presented to the bank by the IRS. 

 Congress has codified the waiver of fees for low-income taxpayers submitting 
an offer-in-compromise. Generally, under § 7122(c)(1)(A), a taxpayer making a lump-sum offer-in-
compromise must submit with the offer a payment of 20 percent of the amount offered. A taxpayer 
also must pay a user fee (currently $186) for processing the offer-in-compromise. Through 
administrative guidance, the up-front partial payment and the user fee are waived for low-income 
taxpayers. The Taxpayer First Act, Pub. L. No. 116-25, § 1102, amends § 7122(c) by adding new 
§ 7122(c)(3), which codifies these waivers. Section 7122(c)(3) provids that the up-front partial 
payment and user fee do not apply to an offer-in-compromise submitted by a taxpayer whose adjusted 
gross income, for the most recent taxable year for which adjusted gross income is available, does not 
exceed 250 percent of the applicable poverty level. This change applies to offers-in-compromise 
submitted after July 1, 2019, the date of enactment. 

 Final regulations increase the user fee for processing an offer in 
compromise by 10 percent. T.D. 9894, User Fees for Offers in Compromise, 85 F.R. 14567 (3/13/20). 
The Treasury Department and the IRS have finalized, with some changes, proposed regulations that 
set the user fees for processing an offer in compromise. See REG-108934-16, User Fees for Offers in 
Compromise, 81 F.R. 70654 (10/13/16). Prior to these regulations, the general user fee for an offer in 
compromise was $186. However, no fee was charged for an offer in compromise based solely on doubt 
as to liability, or if the taxpayer was a low income taxpayer (defined as a taxpayer who has income at 
or below 250 percent of the federal poverty guidelines). The proposed regulations would have 
increased the general fee for an offer in compromise to $300, but did not propose a change for offers 
in compromise based on doubt as to liability or those submitted by low income taxpayers. Since the 
proposed regulations were issued, Congress codified the waiver of the user fee for low-income 
taxpayers through amendments to § 7122(c)(3) that apply to offers-in-compromise submitted after July 
1, 2019. The final regulations increase the general user fee for processing an offer in compromise to 
$205, which is a 10-percent increase. This fee applies to offers in compromise submitted on or after 
April 27, 2020. The final regulations continue to waive the user fee for offers in compromise based 
solely on doubt as to liability. They also provide a waiver of the user fee for low income taxpayers that 
is consistent with amended § 7122(c)(3). The preamble to the final regulations provides a great amount 
of detail on how the increased user fee was determined, including the cost of the services provided. 
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 The government may enforce a tax lien in federal court and sell a taxpayer’s 
property notwithstanding the taxpayer’s right to redemption under state law. Arlin Geophysical 
Co. v. United States, 946 F.3d 1234 (10th Cir. 1/14/20). Utah state law allows the owner of real 
property to redeem or purchase back foreclosed property that has a mortgage debt associated with it. 
See Utah Code Ann. § 78B-6-906(1). At common law, the property owner’s equitable right of 
redemption ended upon foreclosure. In contrast, Utah law provides a statutory right to redeem after 
foreclosure. See Layton v. Thane, 133 F.2d 287 (10th Cir. 1943). The general policy behind redemption 
is to protect the property holder’s right to redeem the property to insure against a foreclosure sale that 
is well below fair market value. Carving out a federal exception to this rule, the Tenth Circuit has held 
that the Utah right of redemption does not apply to properties that are sold to satisfy a taxpayer’s federal 
tax lien. In general, under § 6321, when a taxpayer fails to pay a tax liability after receiving a notice 
and demand for payment, a stautory federal tax lien arises automatically by operation of law and 
attaches to all of the taxpayer’s property. After proper notification, the government can enforce such 
tax liens in a federal district court. Pursuant to § 7403, the federal district court in a tax lien foreclosure 
action may determine the merits of all claims on the property and decree a sale of the property. 
According to 28 U.S.C. § 2001(a), the sale must be transacted “upon such terms and conditions as the 
court directs.” In this case, the taxpayer, Mr. John Worthen, owed the United States more than eighteen 
million dollars. In connection with this liability, the IRS filed a notice of federal tax lien that 
encumbered fifteen properties owned by, among others, Arlin Geophysical Company (Arlin). Arlin 
was owned by Mr. Worthen and his wife. Arlin brought an action to quiet title to these properties. The 
federal district court held that Worthen was liable for the eighteen million dollars plus interest and held 
in favor of the government in relation to 13 of the 15 properties. Properties 14 and 15 remained at issue 
with the U.S. government, Fujilyte (a company owned by Worthen), and several others claiming rights 
to these two properties. Initially concluding that Worthen’s nominee, Arlin, held title to properties 14 
and 15, the federal district court in this case granted summary judgment to the government and ordered 
that the two properties be sold. On appeal to the Tenth Circuit, Mr. Worthen argued that neither § 7403 
nor 28 U.S.C. § 2001 expressly address Mr. Worthen’s redemption rights under Utah law and, 
therefore, he had a right of redemption in the properties. He further argued that this statutory silence 
supports the conclusion that Congress did not intend to usurp his state-created right of redemption and 
he should be able, therefore, to redeem the properties. Stated otherwise, he argued that the statutory 
silence indicates congressional intent that his state right of redemption should operate as the rule of 
decision governing the federal court. The Tenth Circuit declined to adopt Mr. Worthen’s argument and 
instead affirmed the lower court’s denial of Mr. Worthen’s right to redeem the property. The Tenth 
Circuit held that state created rights are not the rules of decision to be applied by a federal court where 
the government seeks to enforce a federal tax lien. Rather, the question of whether a state-law right 
constitutes “property” or “rights to property” is a matter of federal law. See Drye v. U.S., 528 U.S. 49, 
58 (1999). According to the court, congressional silence in §§ 7403 and 2001 should be distinguished 
from other sections of the Internal Revenue Code and federal procedural rules that specifically provide 
for redemption. For example, certain statutes provide that redemption is specifically authorized within 
a period of time after the sale of property subject to a lien or on which the government has levied. See 
§ 6337(b); 28 U.S.C. 2410(c); see also United States v. Heasley, 283 F.2d 422, 427 (8th Cir. 1960) 
(distinguishing sale of property under levy and distraint proceeding, in which redemption is specifically 
authorized, from property sold pursuant to judicial decree, for which Congress did not provide for a 
right of redemption). Thus, when Congress intends to provide redemption rights, it does so explicitly 
and not by silence. In the current case, the court observed, redemption is not appropriate when 
taxpayers have had procedural protections such as the right to an administrative appeal of a lien under 
§ 6326 and the right to a collection due process hearing upon filing of the lien under § 6320. Statutes 
such as § 6331 provide redemption rights when a taxpayer is entitled to only summary administrative 
proceedings. In the area of federal tax liens, the court reasoned, procedures providing for the 
“punctilious” protection of the rights of the parties in interest—such as the requirement that interested 
third parties receive notice and be made parties to the action—adequately protect the interests of 
delinquent taxpayers. The court therefore was not persuaded that Congress’s silence regarding 
redemption rights in § 7403 should allow delinquent taxpayers to reclaim their properties through state-
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provided redemption rights. Accordingly, the court held, Mr. Worthen had no right to redeem property 
sold pursuant to § 7403 by a federal district court. 

 The Tax Court has held that audit reconsideration followed by a conference 
with IRS Appeals was a prior opportunity to challenge the taxpayers’ underlying tax liability 
and therefore they were barred by § 6330(c)(2)(B) from challenging the liability in a CDP 
hearing. Lander v. Commissioner, 154 T.C. No. 11 (3/12/20). While this factually complex case has 
a lengthy set of dates, communications and meetings between the IRS and the taxpayer, the salient 
elements revolve around two copies of the notice of deficiency (NOD) that were mailed by the IRS to 
the taxpayers (a married couple) at their last known address and also to the address of the federal prison 
in which the husband, Mr. Lander, was incarcerated. The dispute began in April 2009, when the 
Landers filed a late initial 2005 income tax return and, shortly thereafter, an amended return. In July 
of 2011, the IRS sent the Landers a letter notifying them of two adjustments that substantially increased 
their 2005 tax liability. Several weeks later, in August 2011, the Landers formally protested the 
adjustments and requested that the IRS send any future questions or information to the address of the 
federal correctional institution where Mr. Lander was incarcerated. The IRS later informed the Landers 
that the large adjustments resulted in additions to tax and an accuracy-related penalty. The IRS then 
sent the two copies of the NOD mentioned previously to the Landers’ home and the prison. However, 
in sending the NOD to each place, the IRS examiner recorded the two certified mail numbers 
improperly. He recorded the number for each parcel on the documentation in the IRS file for the other 
parcel. Regardless, each parcel was recorded by the U.S. Postal Service as having reached its 
destination.  However, because Mr. Lander had been moved to another correctional facility and because 
Mrs. Lander had moved out of their home, the Landers did not receive either NOD. In July 2012, the 
IRS sent a notice and demand for payment. The taxpayers asked for reexamination of their tax liability. 
The Examination Division reaffirmed the adjustments to their tax liability, following which the 
taxpayers requested and received a conference with the IRS Appeals Office, which abated a substantial 
amount of the originally assessed tax but continued to demand a portion of the originally assessed 
amounts. In January 2015 the IRS sent the taxpayers a Notice of Federal Tax Lien Filing (NFTLF). 
The taxpayers timely requested a collection due process (CDP) hearing and maintained their assertion 
that the IRS’s underlying assessment of tax was invalid because they did not receive either copy of the 
original NOD. Following the CDP hearing, the IRS Appeals Office concluded that the NOD had been 
properly mailed to the last known address of the taxpayers and sustained the NFTLF. 

Tax Court’s Analysis. The Tax Court addressed whether the IRS Appeals Office erred in 
determining that the Landers were barred from challenging the assessed tax liability in the CDP 
hearing. The Tax Court narrowed the question to whether the NOD was properly mailed to the 
taxpayers at their last known address. Section 6330(c)(2)(B) permits a taxpayer to challenge the 
existence or amount of the taxpayer’s underlying tax liability in a CDP hearing only “if the person did 
not receive any statutory notice of deficiency for such tax liability or did not otherwise have an 
opportunity to dispute such tax liability.” Accepting the testimony of the IRS’s witness, the court 
agreed with the IRS that it had properly mailed the NOD to the taxpayers’ last known address in 2011. 
The court did not accept the Landers’ argument that the discrepancies in the recording of the certified 
mail numbers of each parcel was not sufficient to undermine the evidence otherwise indicating that the 
NOD was properly mailed. The court also declined to accept the Landers’ argument that they were not 
given an opportunity to dispute their tax liability. In reaching this conclusion, the Tax Court relied on 
its decision in Lewis v. Commissioner, in which the court reasoned: 

While it is possible to interpret section 6330(c)(2)(B) to mean that every taxpayer is 
entitled to one opportunity for a precollection judicial review of an underlying liability, 
we find it unlikely that this was Congress’s intent. As we see it, if Congress had 
intended to preclude only those taxpayers who previously enjoyed the opportunity for 
judicial review of the underlying liability from raising the underlying liability again in 
a collection review proceeding, the statute would have been drafted to clearly so 
provide. The fact that Congress chose not to use such explicit language leads us to 
believe that Congress also intended to preclude taxpayers who were previously 
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afforded a conference with the Appeals Office from raising the underlying liabilities 
again in a collection review hearing and before this Court. See Lewis v. Commissioner, 
128 T.C. at 60-61. 

Consistent with this reasoning, the Tax Court turned to whether the Landers were afforded a conference 
with the IRS Appeals Office and whether they had an opportunity to dispute their tax liability. The 
court found that the Landers had received a post-assessment conference in the form of the audit 
reconsideration process. The reconsideration process provided for an independent review of the 
Landers’ underlying tax liability by the IRS Appeals Office, which resulted in significantly reducing 
their tax liability. Under these circumstances, the court held that the Landers had a prior opportunity 
to dispute their tax liability within the meaning of § 6330(c)(2)(B) and that they were therefore barred 
from challenging the amount of their underlying liability. 

 Following a CDP hearing, the Tax Court held that it had jurisdiction to 
consider the taxpayer’s underlying tax liabilities because the taxpayer did not have a prior 
opportunity to contest them. Amanda Iris Gluck Irrevocable Trust v. Commissioner, 154 T.C. No. 
11 (5/6/20). The taxpayer, the Amanda Iris Gluck Trust (the Trust), was a direct and indirect partner 
in partnerships subject to the TEFRA audit procedures. The taxpayer allegedly omitted from its income 
$48.6 million of its distributive share of partnership income on its 2012 federal income tax return. 
Because this income allegedly was reflected on the Schedule K-1 received by the taxpayer and the 
taxpayer did not notify the IRS of its inconsistent reporting of income by filing Form 8082 (Notice of 
Inconsistent Treatment or Administrative Audit Request), the IRS was permitted to make a 
“computational adjustment” to the Trust’s 2012 income tax return to include the omitted income 
without issuing a notice of deficiency. The adjustment had the effect of eliminating the net operating 
loss (NOL) the Trust had reported for 2012, which also eliminatined the NOL carryforwards the Trust 
had claimed in 2013-2015. The IRS sent letters (Letter 4735) to the Trust indicating that it would have 
to pay the resulting liabilities and file for a refund. Upon the Trust’s failure to pay, the IRS assessed 
liabilities for 2013-2015 and issued a notice of intent to levy. The Trust timely requested a collection 
due process (CDP) hearing for 2012-2015, even though the notice of levy related only to 2013-2015. 
In the hearing, the IRS Settlement Officer (SO) confirmed that the 2013-2015 tax liabilities had been 
properly assessed but that the 2012 liability was not a subject of the levy notice. The SO therefore 
concluded he had no jurisdiction over the Trust’s 2012 year. The SO did not address the Trust’s 
underlying challenge of the liabilities imposed in relation to 2013-2015 in the hearing. Following the 
CDP hearing, the IRS issued a notice of determination sustaining the levy. The notice explained that, 
because the taxpayer could have paid the underlying tax liabilities and filed a claim for refund, it had 
neglected to take advantage of a prior opportunity to dispute its 2013-2015 liabilities and therefore was 
precluded from contesting the underlying liabilities in the CDP hearing. In response to the notice of 
determination, the taxpayer filed a petition in the Tax Court. The IRS moved to dismiss as to 2012 and 
2013 on the basis that 2012 was not properly before the court and the 2013 liability had been fully 
satisfied by tax credits applied from other years. The Tax Court (Judge Lauber) initially held that it 
lacked jurisdiction to consider any challenge for 2012 because the IRS had not issued a notice of 
determination in relation to that year. Further, because the Trust conceded that the 2013 tax liability 
was satisfied and there no longer existed any liability upon which collection action could be based for 
2013, the court concluded that any proceeding in relation to 2013 was moot. Accordingly, the court 
granted the IRS’s motion to dismiss as to 2012 for lack of jurisdiction and as to 2013 on grounds of 
mootness. The remaining two years, 2014 and 2015, remained at issue for the court to decide whether 
the IRS’s motion for summary judgement should be granted. Section 6330(c)(2)(B) permits a taxpayer 
to challenge the existence or amount of the taxpayer’s underlying tax liability in a CDP hearing only 
“if the person did not receive any statutory notice of deficiency for such tax liability or did not 
otherwise have an opportunity to dispute such tax liability.” The SO concluded that the taxpayer had 
such a prior opportunity because it could have paid the underlying tax liabilities and filed a claim for 
refund. The IRS conceded that the SO’s reason for not considering the Trust’s underlying tax liabilities 
for 2014 and 2015 was erroneous. Because the Trust did not have a prior opportunity to dispute its 
2014 and 2015 liabilities, the court held that it had jurisdiction to review the liabilities for those years. 
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The court noted that, although it generally lacks jurisdiction to review computational adjustments in 
deficiency cases, it does not have a similar lack of jurisdiction in CDP cases. The court referrred to 
prior decisions in which it similarly had concluded that it had jurisdiction to review liabilities in CDP 
cases despite the fact that it would have no jurisdiction to review them in deficiency proceedings. See, 
e.g., McNeill v. Commissioner, 148 T.C. 481 (2017) (concluding that Tax Court has jurisdiction to 
review underlying liabilities arising from adjustments to partnership items of TEFRA partnerships even 
though it could not review such liabilities in deficiency cases). The court concluded that the Trust had 
properly raised its underlying tax liabilities for 2014-2015 during the CDP hearing and that these 
liabilities were properly before the court. The taxpayer raised several arguments as to why it was 
entitled to the NOL carryforward deductions for 2014 and 2015. Because these arguments and the 
IRS’s reponses raised genuine issue of material fact, the court denied the IRS’s motion for summary 
judgement. 

 Innocent Spouse 
 Miscellaneous 

 The Tenth Circuit stirs the previously muddied water on whether a late-filed 
return is a “return” that will permit tax debt to be discharged in bankruptcy proceedings. In re 
Mallo, 774 F.3d 1313 (10th Cir. 12/29/14), cert denied, 135 S. Ct. 2889 (6/29/15). In an opinion by 
Judge McHugh, the Tenth Circuit held, with respect to taxpayers in two consolidated appeals, that a 
late return filed after the IRS had assessed tax for the year in question was not a “return” within the 
meaning of 11 U.S.C. § 523(a) and, consequently, the taxpayers’ federal tax liabilities were not 
dischargeable in bankruptcy. The facts in each appeal were substantially the same. The taxpayers failed 
to file returns for the years 2000 and 2001. The IRS issued notices of deficiency, which the taxpayers 
did not challenge, and assessed tax for those years. The taxpayers subsequently filed returns, based on 
which the IRS partially abated the tax liabilities. The taxpayers then received general discharge orders 
in chapter 7 bankruptcy proceedings and filed adversary proceedings against the IRS seeking a 
determination that their income tax liabilities for 2000 and 2001 had been discharged. Section 
523(a)(1) of the Bankruptcy Code excludes from discharge any debt for a tax or customs duty: 

(B) with respect to which a return, or equivalent report or notice, if required— 
(i) was not filed or given; or 
(ii) was filed or given after the date on which such return, report, or 
notice was last due, under applicable law or under any extension, and 
after two years before the date of filing of the petition; 

An unnumbered paragraph at the end of Bankruptcy Code § 523(a), added by the Bankruptcy Abuse 
Prevention and Consumer Protection Act of 2005, provides that, for purposes of § 523(a): 

the term ‘return’ means a return that satisfies the requirements of applicable 
nonbankruptcy law (including applicable filing requirements). Such term includes a 
return prepared under section 6020(a) of the Internal Revenue Code … but does not 
include a return made pursuant to section 6020(b) of the Internal Revenue Code …. 

The court examined a line of conflicting cases in which the courts had applied a four-factor test, 
commonly known as the Beard test (Beard v. Commissioner, 793 F.2d 139 (6th Cir. 1986)), to 
determine whether a late-filed return constitutes a “return” for purposes of 11 U.S.C. § 523(a) and 
concluded that it did not need to resolve that issue. Instead, the court concluded that, unless it is 
prepared by the IRS with the assistance of the taxpayer under § 6020(a), a late return is not a “return” 
because it does not satisfy “the requirements of applicable nonbankruptcy law (including applicable 
filing requirements)” within the meaning of the language added to the statute in 2005. 

 In reaching its conclusion, the Tenth Circuit agreed with the analysis of the 
Fifth Circuit in In re McCoy, 666 F.3d 924 (5th Cir. 2012), in which the Fifth Circuit concluded that a 
late-filed Mississippi state tax return was not a “return” within the meaning of 11 U.S.C. § 523(a). 
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 The Tenth Circuit’s interpretation of 11 U.S.C. § 523(a) is contrary to the 
IRS’s interpretation, which the IRS made clear to the court during the appeal. The IRS’s interpretation, 
reflected in Chief Counsel Notice CC-2010-016 (9/2/10), is that “section 523(a) does not provide that 
every tax for which a return was filed late is nondischargeable.” However, according to the Chief Counsel 
Notice, a debt for tax assessed before the late return is filed (as in the situations before the Tenth Circuit 
in In re Mallo) “is not dischargeable because a debt assessed prior to the filing of a Form 1040 is a debt 
for which is return was not ‘filed’ within the meaning of section 523(a)(1)(B)(i).” 

 The First Circuit aligns itself with the Fifth and Tenth Circuits and applies 
the same analysis to a late-filed Massachusetts state income tax return. In re Fahey, 779 F.3d 1 
(1st Cir. 2/18/15). In an opinion by Judge Kayatta, the First Circuit aligned itself with the Fifth and 
Tenth Circuits and concluded that a late-filed Massachusetts state income tax return was not a “return” 
within the meaning of 11 U.S.C. § 523(a). In a lengthy dissenting opinion, Judge Thompson argued 
that the majority’s conclusion was inconsistent with both the language of and policy underlying the 
statute: “The majority, ignoring blatant textual ambiguities and judicial precedent, instead opts to 
create a per se restriction that is contrary to the goal of our bankruptcy system to provide, as the former 
President put it in 2005, ‘fairness and compassion’ to ‘those who need it most.’” 

 A Bankruptcy Appellate Panel in the Ninth Circuit disagrees with the 
First, Fifth, and Tenth Circuits. The Ninth Circuit now might have an opportunity to weigh in. 
In re Martin, 542 B.R. 479 (B.A.P. 9th Cir. 12/17/15). In an opinion by Judge Kurtz, a Bankruptcy 
Appellate Panel in the Ninth Circuit disagreed with what it called the “literal construction” by the First, 
Fifth and Ninth Circuits of the definition of the term “return” in Bankruptcy Code § 523(a). The court 
emphasized that the meaning of the language in the unnumbered paragraph at the end of Bankruptcy 
Code § 523(a), added by the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005, 
which provides that “the term ‘return’ means a return that satisfies the requirements of applicable 
nonbankruptcy law (including applicable filing requirements),” must be determined by taking into 
account the context of the surrounding words and also the context of the larger statutory scheme. 
Taking this context into account, the court reasoned, leads to the conclusion that the statutory language 
does not dictate that a late-filed return automatically renders the taxpayer’s income tax liability non-
dischargeable. “Why Congress would want to treat a taxpayer who files a tax return a month or a week 
or even a day late—possibly for reasons beyond his or her control—so much more harshly than a 
taxpayer who never files a tax return on his or her own behalf [and instead relies on the IRS to prepare 
it pursuant to § 6020(a)] is a mystery that literal construction adherents never adequately explain.” The 
court also rejected the IRS’s interpretation, reflected in Chief Counsel Notice CC-2010-016 (9/2/10) 
that, although not every tax for which a return is filed late is nondischargeable, a debt for tax assessed 
before the late return is filed (as in the situation before the court) is not dischargeable because the tax 
debt is established by the assessment and therefore arises before the return was filed. Instead, the court 
concluded that binding Ninth Circuit authority predating the 2005 amendments to Bankruptcy Code 
§ 523(a) requires applying the four-factor Beard test (Beard v. Commissioner, 82 T.C. 766 (1984), 
aff’d, 793 F.2d 139 (6th Cir. 1986)) to determine whether a late-filed return constitutes a “return” for 
purposes of 11 U.S.C. § 523(a). The court concluded that the Bankruptcy Court, which had held that 
the taxpayers’ late-filed returns were “returns” within the meaning of the statute, had relied on a version 
of the Beard test that did not reflect the correct legal standard. Accordingly, the court remanded to the 
Bankruptcy Court for further consideration. 

 The Eleventh Circuit declines to decide whether a late-filed return always 
renders a tax debt nondischargeable in bankruptcy. In re Justice, 817 F.3d 738 (11th Cir. 3/30/16). 
In an opinion by Judge Anderson, the Eleventh Circuit declined to adopt what it called the “one-day-
late” rule embraced by the First, Fifth and Tenth Circuits because it concluded that doing so was 
unnecessary to reach the conclusion that the taxpayer’s federal income tax liability was 
nondischargeable in bankruptcy. The taxpayer filed his federal income tax returns for four tax years 
after the IRS had assessed tax for those years and between three and six years late. The court concluded 
that it need not adopt the approach of the First, Fifth and Tenth Circuits because, even if a late-filed 
return can sometimes qualify as a return for purposes of Bankruptcy Code § 523(a), a return must 
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satisfy the four-factor Beard test (Beard v. Commissioner, 82 T.C. 766 (1984), aff’d, 793 F.2d 139 (6th 
Cir. 1986)) in order to constitute a return for this purpose, and the taxpayer’s returns failed to satisfy 
this test. One of the four factors of the Beard test is that there must be an honest and reasonable attempt 
to satisfy the requirements of the tax law. The Eleventh Circuit joined the majority of the other circuits 
in concluding that delinquency in filing a tax return is relevant to whether the taxpayer made such an 
honest and reasonable attempt. “Failure to file a timely return, at least without a legitimate excuse or 
explanation, evinces the lack of a reasonable effort to comply with the law.” The taxpayer in this case, 
the court stated, filed his returns many years late, did so only after the IRS had issued notices of 
deficiency and assessed his tax liability, and offered no justification for his late filing. Accordingly, 
the court held, he had not filed a “return” for purposes of Bankruptcy Code § 523(a) and his tax debt 
was therefore nondischargeable. 

 The Ninth Circuit holds that a taxpayer’s tax debt cannot be discharged 
in bankruptcy without weighing in on the issue whether a late-filed return always renders a tax 
debt nondischargeable. In re Smith, 828 F.3d 1094 (9th Cir. 7/13/16). In an opinion by Judge 
Christen, the Ninth Circuit held that the tax liability of the taxpayer, who filed his federal income tax 
return seven years after it was due and three years after the IRS had assessed the tax, was not 
dischargeable in bankruptcy. The government did not assert the “one-day-late” rule embraced by the 
First, Fifth and Tenth Circuits. Accordingly, the Ninth Circuit looked to its prior decision in In re 
Hatton, 220 F.3d 1057 (9th Cir. 2000), issued prior to the 2005 amendments to the Bankruptcy Code 
on which the First, Fifth and Tenth Circuits relied. In In re Hatton, the Ninth Circuit had adopted the 
four-factor Beard test (Beard v. Commissioner, 82 T.C. 766 (1984), aff’d, 793 F.2d 139 (6th Cir. 1986)) 
to determine whether the taxpayer had filed a “return” for purposes of Bankruptcy Code § 523(a). The 
fourth factor of the Beard test is that there must be an honest and reasonable attempt to satisfy the 
requirements of the tax law. The Ninth Circuit concluded that the taxpayer had not made such an 
attempt: 

Here, Smith failed to make a tax filing until seven years after his return was due and 
three years after the IRS went to the trouble of calculating a deficiency and issuing an 
assessment. Under these circumstances, Smith’s “belated acceptance of responsibility” 
was not a reasonable attempt to comply with the tax code. 

The court noted that other circuits similarly had held that post-assessment filings of returns were not 
honest and reasonable attempts to satisfy the requirements of the tax law, but refrained from deciding 
whether any post-assessment filing could be treated as such an honest and reasonable attempt. 

 The Third Circuit also declines to consider whether a late-filed return 
always renders a tax debt nondischargeable and instead applies the Beard test. Giacchi v. United 
States, 856 F.3d 244 (3d Cir. 5/5/17). In an opinion by Judge Roth, the Third Circuit held that the tax 
liability of the taxpayer, who filed his federal income tax returns for 2000, 2001, and 2002 after the 
IRS had assessed tax for those years, was not dischargeable in bankruptcy. The court declined to 
consider whether the “one-day-late” rule embraced by the First, Fifth and Tenth Circuits is correct. 
Instead, the court applied the four-factor Beard test (Beard v. Commissioner, 82 T.C. 766 (1984), aff’d, 
793 F.2d 139 (6th Cir. 1986)) to determine whether the taxpayer had filed a “return” for purposes of 
Bankruptcy Code § 523(a). The fourth factor of the Beard test is that there must be an honest and 
reasonable attempt to satisfy the requirements of the tax law. The court stated: 

Forms filed after their due dates and after an IRS assessment rarely, if ever, qualify as 
an honest or reasonable attempt to satisfy the tax law. This is because the purpose of a 
tax return is for the taxpayer to provide information to the government regarding the 
amount of tax due. … Once the IRS assesses the taxpayer’s liability, a subsequent filing 
can no longer serve the tax return’s purpose, and thus could not be an honest and 
reasonable attempt to comply with the tax law. 

 The Eleventh Circuit has rejected the one-day late approach to 
determining whether a late-filed return renders a tax debt nondischargeable in bankruptcy. In 
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re Shek, 947 F.3d 770 (11th Cir. 1/23/20). In a very thorough opinion by Judge Anderson, the Eleventh 
Circuit has held that a tax debt reflected on a late-filed Massachusetts tax return was discharged in 
bankruptcy. In reaching this conclusion, the court rejected the “one-day-late” rule embraced by the 
First, Fifth and Tenth Circuits. The taxpayer filed his 2008 Massachusetts income tax return seven 
months late. The return reflected a tax liability of $11,489. Six years later, he filed for chapter 7 
bankruptcy in Florida and received an order of discharge in January 2016. When the Massachusetts 
Department of Revenue subsequently sought to collect the tax debt, the taxpayer filed a motion to 
reopen his bankruptcy case to determine whether his tax debt debt had been discharged. The 
Bankruptcy Court held that his tax debt had been discharged. In affirming this conclusion, the Eleventh 
Circuit focused on the definition of the term “return” in § 523(a) of the Bankruptcy Code, added by 
the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005, which provides that, for 
purposes of § 523(a): 

the term ‘return’ means a return that satisfies the requirements of applicable 
nonbankruptcy law (including applicable filing requirements). Such term includes a 
return prepared under section 6020(a) of the Internal Revenue Code … but does not 
include a return made pursuant to section 6020(b) of the Internal Revenue Code …. 

The court emphasized that canons of statutory construction dictate the need to give effect to every word 
of a statute when possible and that the term “applicable filing requirements” must mean something 
different than all filing requirements. Further, the court reasoned, adopting the “one-day-late” approach 
and holding that the tax liability reflected on every late-filed return is not dischargeable would render 
a near nullity the language of § 523(a)(1)(B)(ii) of the Bankruptcy Code, which contemplates that the 
tax liability on a late-filed return can be discharged as long as the late return is not filed within the two-
year period preceding the filing of the bankruptcy petition. The court also rejected the Department of 
Revenue’s argument that the taxpayer’s return did not constitute a return under Massachusetts law 
(which the court viewed as included among “the requirements of applicable nonbankruptcy law”). 
After rejecting the one-day late approach, the court held that the taxpayer’s return was a “return” 
whether the relevant test is the four-factor Beard test (Beard v. Commissioner, 82 T.C. 766 (1984), 
aff’d, 793 F.2d 139 (6th Cir. 1986)) or instead the definition of a return under Massachusetts law. 
Accordingly, the court held, the taxpayer’s tax liability had been discharged. 

 Micro-captive insurance transactions are “transactions of interest” that might 
be on their way to being listed. Notice 2016-66, 2016-47 I.R.B. 745 (11/1/16). This notice identifies 
certain captive insurance arrangements, referred to as “micro-captive transactions,” as transactions of 
interest for purposes of Reg. § 1.6011-4(b)(6) and §§ 6111 and 6112 of the Code. Generally, these 
arrangements involve a person who owns an insured business and that same person or a related person 
also owns an interest in the insurance company providing coverage. The insured business deducts the 
premiums paid to the insurance company, and the insurance company, by making the election under 
§ 831(b) to be taxed only on taxable investment income, excludes the premiums from gross income. 
An insurance company making the § 831(b) election can receive up to $2.2 million in premiums 
annually (adjusted for inflation after 2015). The notice describes the coverage under these 
arrangements as having one or more of the following characteristics: 

(1) the coverage involves an implausible risk; (2) the coverage does not match a 
business need or risk of Insured; (3) the description of the scope of the coverage in the 
Contract is vague, ambiguous, or illusory; or (4) the coverage duplicates coverage 
provided to Insured by an unrelated, commercial insurance company, and the policy 
with the commercial insurer often has a far smaller premium. 
The Treasury Department and the IRS believe these transactions have a potential for tax 

avoidance or evasion but lack enough information to determine whether the transactions should be 
identified specifically as a tax avoidance transaction. Transactions that are the same as, or substantially 
similar to, the transaction described in § 2.01 of the notice are identified as “transactions of interest” 
for purposes of Reg. § 1.6011-4(b)(6) and §§ 6111 and 6112 effective November 1, 2016. Persons 
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entering into these transactions after November 1, 2006, must disclose the transaction as described in 
Reg. § 1.6011-4. 

The Treasury Department and the IRS believe these transactions have a potential for tax 
avoidance or evasion but lack enough information to determine whether the transactions should be 
identified specifically as a tax avoidance transaction. Transactions that are the same as, or substantially 
similar to, the transaction described in § 2.01 of the notice are identified as “transactions of interest” 
for purposes of Reg. § 1.6011-4(b)(6) and §§ 6111 and 6112 effective November 1, 2016. Persons 
entering into these transactions after November 1, 2006, must disclose the transaction as described in 
Reg. § 1.6011-4. 

 Participants in micro-captive insurance transactions have until May 1, 
2017, to disclose their participation in years for which returns were filed before November 1, 
2016. Notice 2017-8, 2017-3 I.R.B. 423 (12/29/16). This notice extends the due date for participants 
to disclose their participation in the micro-captive insurance transactions described in Notice 2016-66, 
2016-47 I.R.B. 745 (11/1/16). Generally, under Reg. § 1.6011-4(e)(2)(i), if a transaction becomes a 
transaction of interest or a listed transaction after a taxpayer has filed a return reflecting the taxpayer’s 
participation in the transaction, then the taxpayer must disclose the transaction for any year for which 
the limitations period on assessment was open on the date the transaction was identified as a listed 
transaction or transaction of interest within 90 calendar days after the date on which the transaction 
was identified. This meant that, for open years for which returns already had been filed on November 
1, 2016 (the date on which Notice 2016-66 was issued), disclosures were due on January 30, 2017. In 
this notice, the IRS has extended the due date from January 30 to May 1, 2017. 

 Sixth Circuit sides with the IRS against micro-captive advisor’s attack on 
Notice 2016-66 and “reportable transactions.” CIC Services, LLC v. Internal Revenue Service, 925 
F.3d 247 (6th Cir. 5/22/19). In a 2-1 decision reflected in an opinion by Judge Clay, the U.S. Court of 
Appeals for the Sixth Circuit affirmed the U.S. District Court’s dismissal of a lawsuit against the IRS 
challenging the IRS’s categorization of certain micro-captive insurance arrangements as “reportable 
transactions” in Notice 2016-66, 2016-47 I.R.B. 745. The plaintiff, CIC Services, LLC, advises 
taxpayers with respect to micro-captive insurance arrangements. Generally, these arrangements 
involve a taxpayer who owns an insured business while that same taxpayer or a related person also 
owns an interest in an insurance company providing coverage to the business. The insured business 
deducts the premiums paid to the insurance company, and the insurance company, by making the 
election under § 831(b) to be taxed only on taxable investment income, excludes the premiums from 
gross income. In 2019, an insurance company making the § 831(b) election could receive up to $2.3 
million in excludable premiums. Back in 2016, the IRS issued Notice 2016-66, 2016-47 I.R.B. 745, 
which identified certain of these micro-captive insurance arrangements as abusive and thus 
“transactions of interest” for purposes of the “reportable transaction” rules of Code §§ 6111 and 6112 
and Reg. § 1.6011-4(b)(6). Significant penalties can be imposed upon taxpayers and their material 
advisers for failing to comply with the “reportable transaction” rules. The plaintiff took offense at the 
IRS’s position regarding micro-captives and filed suit in the U.S. District Court for the Eastern District 
of Tennessee to enjoin enforcement of Notice 2016-66. The plaintiff alleged that the IRS had 
promulgated Notice 2016-66 in violation of the Administrative Procedure Act, 5 U.S.C. § 500 et seq. 
and the Congressional Review Act, 5 U.S.C. § 801 et seq. The IRS countered that the plaintiff’s 
complaint was barred by the Anti-Injunction Act, 26 U.S.C. §7421(a), and the tax exception to the 
Declaratory Judgment Act, 28 U.S.C. § 2201 (together, the “AIA”). Generally, the AIA bars lawsuits 
filed “for the purpose of restraining the assessment or collection of any tax” by the IRS. Responding 
to the IRS, the plaintiff characterized its suit as one relating to tax reporting requirements, not tax 
assessment and collection. Plaintiff therefore contended that its lawsuit was not barred by the AIA. 
The IRS, on the other hand, argued that the case ultimately was about tax assessment and collection 
because the penalties imposed under the “reportable transaction” regime are treated as taxes for federal 
income tax purposes. The plaintiff cited as support for its argument the U.S. Supreme Court’s decision 
in Direct Marketing Ass’n v. Brohl, 575 U.S. ___, 135 S.Ct. 1124 (2015), which allowed a lawsuit to 
proceed against Colorado state tax authorities despite the Tax Injunction Act (“TIA”). The TIA, which 
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protects state tax assessments and collections, is modeled on the AIA. The IRS, on the other hand, 
argued that the decision of the U.S. Court of Appeals for the District of Columbia Circuit in Florida 
Bankers Ass’n v. U.S. Dep’t of Treasury, 799 F.3d 1065 (Fed. Cir. 2015), which distinguished Direct 
Marketing, reflected the proper analysis. The court in Florida Bankers held that the AIA applied to bar 
a suit seeking to enjoin the IRS’s enforcement of certain penalties. The suit was barred by the AIA, 
according to the court in Florida Marketing, because the penalties at issue in that case were treated as 
federal income taxes for assessment and collection purposes, unlike the action challenged in Direct 
Marketing. Writing for the majority, Judge Clay rejected the plaintiff’s Direct Marketing argument 
and agreed with the IRS’s Florida Bankers Ass’n argument. Judge Clay reasoned that, like the penalties 
at issue in Florida Bankers Ass’n, the “reportable transaction” penalties are located in Chapter 68, 
Subchapter B of the Code and thus are treated as taxes for federal income tax purposes. Therefore, the 
decision of the U.S. Court of Appeals for the District of Columbia Circuit in Florida Bankers Ass’n v. 
U.S. Dep’t of Treasury is directly on point. Judge Clay also ruled that the plaintiff’s lawsuit did not 
fall within any of the exceptions to the AIA. Hence, the AIA barred the plaintiff’s lawsuit because the 
plaintiff, by seeking to enjoin enforcement of Notice 2016-66, is indirectly attempting to thwart the 
IRS’s assessment and collection of a tax. 

 Judge Nalhandian dissented and would have held that the suit was not barred 
by the AIA. He reasoned that the suit involved a challenge to a tax reporting requirement, albeit one with 
a penalty attached for noncompliance, and that the AIA does not bar challenges to tax reporting 
requirements. 

 The IRS is making time-limited settlement offers to those with micro-
captive insurance arrangements. IR-2019-157 (9/16/19). The IRS has announced that it has begun 
sending time-limited settlement offers to certain taxpayers with micro-captive insurance arrangements. 
The IRS has done so following three recent decisions of the U.S. Tax Court that disallowed the tax 
benefits associated with these arrangements. See Syzygy Ins. Co., Inc. v. Commissioner, T.C. Memo. 
2019-34 (4/10/19); Reserve Mechanical Corp. v. Commissioner, T.C. Memo. 2018-86 (6/18/18); 
Avrahami v. Commissioner, 149 T.C. No. 7 (8/21/2017). The terms of the offer , which must be acepted 
within thirty days of the date of the letter making the offer, generally are as follows: (1) the IRS will 
deny 90 percent of any deductions claimed for captive insurance premiums; (2) the captive insurance 
company won’t be required to recognize taxable income for received premiums; (3) the captive must 
already be liquidated, will be required to liquidate, or agree to a deemed liquidation that results in 
dividend income for the shareholders; (4) the captive will not be required to recognize taxable income 
for received premiums; (5) accuracy-related penalties are reduced to a rate of 10 percent and can be 
reduced to 5 percent or 0 percent if certain conditions are met; (6) if none of the parties to the micro-
captive insurance transaction disclosed it as required by Notice 2016-66, a single penalty of $5,000 
will be applied under § 6707A (Penalty for Failure to Include Rreportable Transaction Information 
with Return), and (7) additions to tax for failure to file or pay tax under § 6651 and failure to pay 
estimated income tax under §§ 6654 and 6655 may apply. 

 Approximately 80 percent of taxpayers receiving micro-captive insurance 
settlement offers accepted them. The IRS is establishing 12 new examination teams that are 
expected to open audits related to thousands of taxpayers. IR-2020-26 (1/31/20). The IRS 
previously announced that it had begun sending time-limited settlement offers to certain taxpayers with 
micro-captive insurance arrangements. The IRS has now announced that “[n]early 80% of taxpayers 
who received offer letters elected to accept the settlement terms.” The announcement also informs 
taxpayers that “the IRS is establishing 12 new examination teams that are expected to open audits 
related to thousands of taxpayers in coming months." Finally, the announcement reminds taxpayers 
that Notice 2016-66 requires disclosure of micro-captive insurance transactions with the IRS Office of 
Tax Shelter Analysis and that failure to do so can result in significant penalties. 

 The authors understand that, in March 2020, the IRS issued Letter 6336 to 
thousands of taxpayers seeking information about their participation in micro-captive insurance 
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transactions. The letters initially asked for a response by May 4, 2020, which subsequently was extended 
to June 4, 2020. 

 The U.S. Supreme Court will consider a taxpayer’s challenge to Notice 
2016-66. CIC Services, LLC v. Internal Revenue Service, Docket No. 19-930 (U.S. 5/4/20). The U.S. 
Supreme Court has granted the taxpayer's petition for a writ of certiorari in this case, in which the U.S. 
Court of Appeals for the Sixth Circuit dismissed a lawsuit challenging the IRS’s categorization of 
certain micro-captive insurance arrangements as “reportable transactions” in Notice 2016-66, 2016-47 
I.R.B. 745. According to the Court's grant of the writ, the question presented is:  

Whether the Anti-Injunction Act’s bar on lawsuits for the purpose of restraining the 
assessment or collection of taxes also bars challenges to unlawful regulatory mandates 
issued by administrative agencies that are not taxes. 

 You say “FBAR.” We say “FUBAR.” Although Treasury has failed to update 
relevant FBAR regulations, the penalty for willful violations is not capped at $100,000 per 
account, says the Federal Circuit. Norman v. United States, 942 F.3d 1111 (Fed. Cir. 11/8/19), aff’g 
138 Fed. Cl. 189 (7/31/18). The issue in this case is whether substantial foreign bank account reporting 
(“FBAR”) penalties assessed by the Service were reduced. Under 31 U.S.C. § 5321(a)(5)(A), the 
Secretary of the Treasury “may impose” a penalty for FBAR violations, and pursuant to administrative 
orders, the authority to impose FBAR penalties has been delegated by the Secretary to the Service. 
Further, under the current version of 31 U.S.C. § 5321(a)(5)(B)(i), the normal penalty for an FBAR 
violation is $10,000 per offending account; however, the penalty for a willful FBAR violation “shall 
be increased to the greater of” $100,000 or 50 percent of the balance in the offending account at the 
time of the violation. See 31 U.S.C. § 5321(a)(5)(C). These minimum and maximum penalties for 
willful FBAR violations were changed by the American Jobs Creation Act of 2004 (“AJCA”), Pub. L. 
No. 108-357, § 821, 118 Stat. 1418 (2004). The prior version of 31 U.S.C. § 5321(a)(5) provided that 
the penalty for willful FBAR violations was the greater of $25,000 or the balance of the unreported 
account up to $100,000. Treasury regulations issued under the pre-AJCA version of 31 U.S.C. 
§ 5321(a)(5), reflecting the law at the time, capped the penalty for willful FBAR violations to $100,000 
per account. See 31 C.F.R. § 1010.820(g). In this case, the government assessed a penalty of $803,500 
for failure to file an FBAR in 2007 with respect to a Swiss Bank account. The taxpayer argued that the 
“may impose” language of the relevant statute, 31 U.S.C. § 5321(a)(5), provides the Secretary of the 
Treasury with discretion to determine the amount of assessable FBAR penalties and that, because the 
outdated Treasury regulations had not been amended to reflect the AJCA’s increase in the minimum 
and maximum FBAR penalties, the Service’s authority was limited to the amount prescribed by the 
existing regulations. The court reasoned that the amended statute, which provides that the amount of 
penalties for willful FBAR violations shall be increased to the greater of $100,000 or 50 percent of the 
account value, is mandatory and removed Treasury’s discretion to provide for a smaller penalty by 
regulation. According to the court, the statute gives Treasury discretion whether to impose a penalty 
in particular cases, but not discretion to set a cap on the penalty that is different than the cap set forth 
in the statute. 

 Several federal district courts and the U.S. Court of Federal Claims have 
considered this issue and reached different conclusions. For cases holding that the outdated FBAR 
regulations limit the penalty for willful FBAR violations to $100,000 per account, see United States v. 
Wadhan, 325 F. Supp. 3d 1136 (D. Colo. 7/18/18); United States v. Colliot, 121 A.F.T.R.2d 2018-1834 
(W.D. Tex. 5/16/18). For cases holding that the outdated FBAR regulations do not limit the penalty for 
willful FBAR violations, see United States v. Schoenfeld, 396 F. Supp. 3d 1064 (M.D. Fla. 6/25/19); 
United States v. Park, 389 F. Supp. 3d 561 (N.D. Ill. 5/24/19); United States v. Garrity, 123 A.F.T.R.2d 
2019-941 (D. Conn. 2/28/19); United States v. Horowitz, 361 F. Supp. 3d 511 (D. Md. 1/18/19); Kimble 
v. United States, 141 Fed. Cl. 373 (12/27/18). 

 And another BIG government victory in the FBAR-FUBAR war; 
however, an appeal to the 11th Circuit was filed almost before the ink was dry on the District 
Court’s decision. United States v. Schwarzbaum, 125 A.F.T.R.2d 2020-1323 (S.D. Fl. 3/20/20) (bench 
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trial opinion); United States v. Schwarzbaum, 125 A.F.T.R.2d 2020-2109 (5/18/20) (subsequent 
penalty determination opinion). In this significant FBAR case, the United States District Court for the 
Southern District of Florida (Judge Bloom) upheld the Service’s imposition of almost $13 million in 
penalties for willful FBAR violations across the years 2007-2009, although the court also ruled that no 
penalties should be imposed for 2006. The taxpayer, a German and U.S. citizen, owned multiple 
foreign bank accounts across the years in issue. The largest accounts were given to the taxpayer by his 
German father and were held in Switzerland. The taxpayer also had a smaller account that he had 
established at a bank in Costa Rica. The taxpayer credibly testified that for the years 2006-2009 he had 
been erroneously advised by his tax return preparers that he did not need to report foreign held bank 
accounts provided the accounts had no U.S. connection. For this reason, Judge Bloom found that the 
taxpayer’s alleged FBAR violations for 2006 were not willful. In 2007, however, the taxpayer self-
prepared an FBAR disclosure for his account in Costa Rica. The Costa Rican account had been funded 
with money accumulated by the taxpayer in the U.S. The taxpayer testified that he thus believed the 
Costa Rican account had a “U.S. connection” and, accordingly, was the only account subject to FBAR 
reporting obligations. The Service argued, though, that the 2007 instructions to the FBAR disclosure 
clearly state that all foreign bank accounts of taxpayers should be reported. The instructions do not 
condition a taxpayer’s FBAR disclosure obligation on a “U.S. connection” to the account. Therefore, 
the Service argued, and Judge Bloom agreed, that despite the (erroneous) advice of his tax return 
preparers, the taxpayer’s FBAR violations for the years 2007-2009 were willful. Judge Bloom reasoned 
that after 2006 the taxpayer either had constructive knowledge that his tax return preparer’s advice was 
erroneous, or the taxpayer recklessly disregarded his FBAR obligations. In either case, Judge Bloom 
held that a willfulness finding was appropriate and that the Service’s imposition of roughly $13 million 
(approximately) in FBAR penalties against the taxpayer for the years 2007-2009 was justified. 
Contrary to the cases mentioned above, the taxpayer apparently did not argue that the Service’s 
assessed FBAR penalties conflicted with Treasury’s outdated regulations. Instead, the taxpayer argued 
that even if his FBAR violations for 2007-2009 were found to be willful, the $13 million 
(approximately) penalty assessment violated the Eighth Amendment to the U.S. Constitution. The 
Eighth Amendment provides that “Excessive bail shall not be required, nor excessive fines imposed, 
nor cruel and unusual punishments inflicted.” The taxpayer argued that the FBAR penalties imposed 
upon him by the Service were “fines” and were “excessive.” In response to the taxpayer’s Eighth 
Amendment argument, Judge Bloom ruled that the FBAR penalties, like most tax penalties, are 
remedial, not punitive, in nature. In other words, the FBAR penalties are designed to safeguard the 
revenue of the U.S. and to reimburse the Service and Treasury for the expense of investigating and 
uncovering the taxpayer’s circumvention of U.S. tax laws. Therefore, Judge Bloom held, the FBAR 
penalties imposed upon the taxpayer are not “fines” subject to the Eighth Amendment. Because the 
court held that the FBAR penalties are not “fines,” the court did not rule on whether the approximately 
$13 million in penalties imposed upon the taxpayer were “excessive.” As noted above, the taxpayer 
has filed an appeal with the Eleventh Circuit. 

 The taxpayer filed a notice of appeal to the U.S. Court of Appeals for the 
Eleventh Circuit on June 3, 2020. 

 After the Service summarily rejected a whistleblower’s award claim that 
British Petroleum improperly deducted $12.9 billion in illegal trade or business expenses in 
relation to the Deepwater Horizon Spill, the Tax Court held it has jurisdiction to review the 
Whistleblower Office’s decision to reject and denied the whistleblower’s request for remand to 
the agency. Lacey v. Commissioner, 153 T.C. No. 8 (11/25/19). Mr. Lacey filed two documents with 
the Whistleblower Office (“WBO”) of the IRS. The first was a single page claim alleging that British 
Petroleum (BP) was aware at the time of the Deepwater Horizon incident that the blown well associated 
with the failure of that offshore drilling platform was releasing between 65,000 and 110,000 barrels of 
crude per day into the Gulf of Mexico. At $4,300 per barrel, BP would allegedly face a maximum of 
$47 billion in federal fines. According to Mr. Lacey’s claim, BP engaged in a cover-up by pumping 
chemicals down the wellhead to dissolve or disburse a majority of the spillage into the water column 
allowing only a small fraction (approximately 1,000 barrels per day) of the crude to surface and be 
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subject to a much lesser fine. He claimed that BP incurred $12.89 billion in clean-up expenses, all of 
which amounted to a “cover up” to avoid fines and should be disallowed as a deduction for federal 
income tax purposes. The WBO analyst who reviewed this first claim recommended that it be rejected 
and did not provide the claim to an operating division of the IRS. The WBO rejected Mr. Lacey’s claim 
“because the information provided was speculative and/or did not provide specific or credible 
information regarding tax underpayments or violations of internal revenue laws.” Mr. Lacey thereafter 
resubmitted a 21 page claim giving additional detail supporting his theory as to why the expenses 
should be treated as nondeductible. Specifically, Mr. Lacey relied on § 162(f) and asserted that BP 
should not be allowed a deduction for any funds spent to evade fines or cover up a crime. The WBO 
again summarily rejected the claim and again the claim was not referred to an operating division of the 
IRS for further consideration. 

Majority Opinion. In a reviewed opinion (7-4-4) by Judge Gustafson with which Judges Gale, 
Lauber, Ashford, Urda, Copeland and Jones agreed, the Tax Court initially addressed whether it has 
the authority to review the “rejection” of a claim in the absence of “action” and collection of “proceeds” 
by the IRS. In general, § 7623(b)(1) provides that, if “…the Secretary proceeds with any administrative 
or judicial action…based on information brought to the Secretary’s attention by an individual, such 
individual shall…receive as an award [a percentage] of the proceeds collected as a result of the action.” 
(emphasis added). Thus, an award may be granted only if there is both an IRS “action” and “proceeds” 
are collected. See, e.g., Whistleblower 14106-10W v. Commissioner, 137 T.C. 183, 189 (2011). 
Acknowledging that the court does not have authority to order the IRS to take action in a whistleblower 
case, the court considered whether it has authority to review the IRS’s decision to summarily “reject” 
a claim because, on its face, the claim fails to meet minimum threshold criteria in the regulations. The 
court held that it does have such authority, reasoning that, if the WBO’s determination to “reject” a 
claim could not be reviewed by the Tax Court, then if the WBO were to completely fail to perform its 
congressionally mandated function, such a failure would not be reviewable at all. For example, if the 
WBO simply rejected all whistleblower claims by returning them in the mail, it would be a clear abuse 
of the WBO’s discretion. Yet the WBO could still prevail by contending that no “action” as 
contemplated by § 7623(b) had been commenced and no proceeds had been collected on the basis of 
the whistleblower’s claim. Under such circumstances, the court concluded, the WBO’s rejection of a 
whistleblower’s claim would be arbitrary and an abuse of discretion subject to reversal by the Tax 
Court. See Kasper v. Commissioner, 150 T.C. 8 (2018) (standard of review in a whistleblower case is 
for abuse of discretion). Thus, the Tax Court concluded that it may review the WBO’s rejection of a 
claim for abuse of discretion pursuant to § 7623(b)(4), which provides that the Tax Court has 
jurisdiction to consider an appeal of “[a]ny determination regarding an award under paragraph (1), (2), 
or (3)” of § 7623(b).  
The court then considered whether the WBO’s rejection of Mr. Lacey’s claim reflected an abuse of 
discretion. The court noted that Mr. Lacey conceded that the WBO had properly rejected his first 
submission and focused on Mr. Lacey’s second submission. The court concluded that it could not 
determine whether the WBO gave any consideration at all to Mr. Lacey’s second submission. The 
Service presented no memoranda or other evidence of recommendations like those that preceded 
rejection of the first claim. There simply was no explanation for the WBO’s rejection of Mr. Lacey’s 
second claim. Under these circumstances, the court found that the IRS had failed to show, for summary 
judgment purposes, that there was no genuine dispute as to whether the WBO actually considered even 
the face of the claim. The WBO’s purported rejection letter did not state the grounds for the rejection 
in a manner sufficient to enable the Tax Court to review it. The court concluded that the WBO had 
issued the rejection letter without actual attention to Mr. Lacey’s submission. Therefore, the court 
denied the Service’s motion for summary judgment on the issue of whether, in rejecting Mr. Lacey’s 
claim, the WBO had abused its discretion. 
With respect to Mr. Lacey’s motion for remand to the agency, the court, referring to its prior decision 
in Kasper v. Commissioner, 150 T.C. 8 (2018), noted that, when it reviews a determination of the WBO 
for abuse of discretion, the court must “decide whether the agency’s decision was ‘based on an 
erroneous view of the law or a clearly erroneous assessment of the facts.’” In this case, the court 
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concluded, without a meaningful record of the WBO’s decision to reject Mr. Lacey’s claim, the court 
could not decide whether the WBO’s decision was based on an erroneous view of the law or assessment 
of the facts. Accordingly, the court reasoned, it would be premature to remand the case to the WBO to 
articulate a reviewable decision. The court denied the IRS’s motion for summary judgment and held 
that it would issue an appropriate order to obtain the WBO’s administrative record. In doing so, the 
court also denied Mr. Lacey’s request to remand. 

Concurring opinion by Judge Thornton. Judge Thornton concurred separately to clarify that 
the question of whether the WBO abused its discretion in rejecting the WB’s claim would be resolved 
once the administrative record was reviewed by the Court. Judges Gale, Marvel, Morrison, Kerrigan, 
Lauber, Urda and Copeland agreed with Judge Thornton.  

Concurring opinion by Judge Urda. Judge Urda concurred separately to emphasize that the 
court is not bound to follow the D.C. Circuit’s affirmance of the Tax Court’s decision in Cohen v. 
Commissioner, 139 T.C. 299 (2012), aff’d per curiam, 550 F. App’x 10 (D.C. Cir. 2014). In Cohen, 
the WBO informed the whistleblower that he was not eligible for an award because proceeds were 
never collected. The whistleblower in Cohen argued that the IRS should have acted on his information. 
The Court held that the WBO’s decision not to act on the whistleblower’s claim was not reviewable 
by the Tax Court. Judge Urda distinguished Cohen: “The ‘rejection’ category of determination was not 
instituted until after the D.C. Circuit issued its decision, and that court thus had no occasion to address 
the issue here, i.e., the scope of our review of such a determination.” Judges Gale, Gustafson, Lauber, 
Ashford, Copeland, and Jones (in part) joined this concurrence. 

Dissenting opinion by Judge Buch. Judge Buch dissented in an opinion with which Judges 
Foley, Nega, and Pugh agreed. He disagreed with the majority’s conclusion that the court must deny 
the Service’s motion for summary judgment Judge Urda argued that, because there was no action by 
the Service and there were no proceeds, there could be no award. In his view, .the Service was therefore 
entitled to summary judgment: 

We are authorized by section 7623(b)(4) to review the determination of the amount of 
an award. Nothing in the statute authorizes us to review the decision whether to proceed 
with an action, regardless of whether that decision is made in the Whistleblower Office 
or in an operating division. 

 The IRS has extended many filing and payment deadlines to July 15, 2020. 
Notice 2020-23, 2020-18 I.R.B. 742 (4/9/20). Following the national emergency declared in response 
to the COVID-19 pandemic, the IRS previously had exercised its authority under § 7508A, which 
authorizes the Secretary of the Treasury to postpone the time for performing certain acts in federally 
declared disaster areas, to extend several filing and payment deadlines. See Notice 2020-17, 2020-15 
I.R.B. 590 (3/18/20) (income tax payments due on 4/16/20 instead due on 7/15/20); Notice 2020-18, 
2020-15 I.R.B. 592 (3/23/20) (income tax returns due on 4/15/20 instead due on 7/15/20); Notice 2020-
20, 2020-16 I.R.B. (3/27/20) (Form 709 and payments of federal gift and GST tax due on 4/15/20 
instead due on 7/15/20). In this notice, the IRS has announced that all persons with a federal tax 
payment obligation or form filing obligation due to be performed on or after April 2, 2020 and before 
July 15, 2020 are considered affected by COVID-19 for purposes of § 7508A. The notice extends 
specified filing and payment obligations to July 15, 2020, including the deadline to file Form 1040 
series returns (individuals), 1120 series returns (corporations), Form 1065 (partnerships), 1041 (income 
tax return of trusts and estates), Form 706 (estate and generation-skipping transfer tax return)Form 709 
(gift and generation-skipping transfer tax return), and Form 990-T (unrelated business income of tax-
exempt organizations). It also extends to July 15, 2020, the payment deadline for payments of income 
tax, estate tax, gift tax, GST tax, UBIT, and quarterly estimated tax payments. This includes the 
quarterly estimated tax payment due on June 15, 2020. The notice goes further, however, and extends 
to July 15, 2020, the time for taking specified time-sensitive actions, including filing a claim for refund 
(e.g., 2016 refund claims), bringing suit for a refund, and filing a petition with the U.S. Tax Court. 
Finally, the notice extends the time for the IRS to perform time-sensitive acts by 30 days if the act must 
be performed on or after April 6, 2020 and before July 15, 2020, such as assessment of tax. 

https://perma.cc/HUR9-GMM8
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 Tax Court retains jurisdiction in a § 7345 passport revocation case to review 
IRS’s certification of taxpayer’s “seriously delinquent” tax liability, but finds case is moot. 
Ruesch v. Commissioner, 154 T.C. No. 13 (6/25/20). Section 7345, which addresses the revocation or 
denial of passports for seriously delinquent tax debts, was enacted in 2015 as section 32101(a) of the 
Fixing America’s Surface Transportation Act, Pub. L. 114-94 (Dec. 4, 2015). It provides that, if the 
IRS certifies that an individual has a “seriously delinquent tax debt,” the Secretary of the Treasury 
must notify the Secretary of State “for action with respect to denial, revocation, or limitation of a 
passport.” § 7345(a). In general, a seriously delinquent tax debt is an unpaid tax liability in excess of 
$50,000 for which a lien or levy has been imposed. § 7345(b)(1). A taxpayer who seeks to challenge 
such certification may petition the Tax Court to determine if it was made erroneously. § 7345(e)(1). If 
the Tax Court finds the certification was either made in error or that the IRS has since reversed its 
certification, the court may then notify the State Department that the revocation of the taxpayer’s 
passport should be cancelled. § 7345(c). This is a case of first impression in which the Tax Court 
interprets the requirements of § 7345. The Tax Court (Judge Lauber) held that, while the Tax Court 
had jurisdiction to review Ms. Ruesch’s challenge to the IRS’s certification of her tax liabilities as 
being a “seriously delinquent tax debt,” the controversy was moot because the IRS had reversed its 
certification as being erroneous. Further, the IRS had properly notified the Secretary of State of its 
reversal. The IRS had assessed $160,000 in penalties for failing to file proper information returns for 
a period of years. See § 6038.  Thereafter, the IRS sent a final notice of intent to levy and Ms. Ruesch 
properly appealed the penalty amounts with the IRS’s Collection Appeals Program (CAP). In a series 
of errors, the IRS mistakenly misclassified the CAP appeal as a Collection Due Process (CDP) hearing. 
Committing yet further errors, the IRS failed to properly record Ms. Ruesch’s later request for a CDP 
hearing and never offered Ms. Ruesch her CDP hearing. The IRS then certified Ms. Ruesch’s liability 
to the Secretary of State as a “seriously delinquent tax debt” under § 7345(b). Discovering their many 
errors as well as the oversight of Ms. Ruesch’s timely requested a CDP hearing, the IRS determined 
her tax debt was not “seriously delinquent” and reversed the certification. Because, under § 7345, the 
Tax Court’s jurisdiction in passport revocation cases is limited to reviewing the IRS’s certification of 
the taxpayer’s liabilities as “seriously delinquent,” the only relief the Tax Court may grant is to issue 
an order to the IRS to notify the Secretary of State that the IRS’s certification was in error. Since the 
IRS had already notified the Secretary of State of the error, the Tax Court could not offer any additional 
relief. Judge Lauber, therefore, found the controversy was not ripe to be heard and the issues were 
moot. 

 The IRS has announced that individuals can e-file amended returns on Form 
1040-X for 2019. IR-2020-182 (8/17/20). Individuals who wish to amend a federal income tax return 
by filing Form 1040-X historically have had to mail the form to the IRS. The IRS has announced that 
individuals now can e-file Form 1040-X using available software products to amend Forms 1040 or 
1040-SR for 2019. Whether the ability to e-file amended returns will be expanded to other years is not 
entirely clear. The announcement states that “[a]dditional improvements are planned for the future.” 
Taxpayers still will have the option to mail a paper version of Form 1040-X. 

XI. WITHHOLDING AND EXCISE TAXES 
 Employment Taxes 

 Whether it’s a good idea or not, no penalty will be imposed for failing to 
deposit the employer’s share of Social Security tax. In general, employers must withhold taxes due 
under the Federal Insurance Contributions Act (FICA). FICA taxes are a combination of Social 
Security taxes and Medicare taxes which are deducted or withheld by an employer from an employee’s 
pay. Such withheld funds are remitted by the employer to the IRS on behalf of the employee. 
Correspondingly, an employer is responsible for paying its share of FICA taxes to the IRS including 
Social Security taxes and Medicare taxes. These employer payments generally are due to be remitted 
to the IRS on a semi-weekly or monthly basis by electronic funds transfer. The CARES Act, § 2302, 
provides that remittance of the employer’s share of both the social security portion of FICA tax and of 
the social security portion of Railroad Retirement Act (RRTA) tax incurred in 2020 may be deferred. 
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Thus, FICA payments previously due between March 27, 2020, and before January 1, 2021, may now 
be paid in two equal installments. The first half of the payment may be deferred until December 31, 
2021, and payment of the second half of the liability may be deferred until December 31, 2022. It is 
important to note that this deferral is not available to employers that have had debt forgiven with respect 
to the loans made available through the Small Business Administration pursuant to the CARES Act. 

 Employers whose PPP loans are forgiven can defer depositing the 
employer’s share of Social Security tax. The PPP Flexibility Act of 2020, § 4, amended § 2302 of 
the CARES Act to remove the rule that employers whose loans authorized by the CARES Act and 
made through the Small Business Administration (commonly referred to as PPP loans) are forgiven 
cannot defer depositing the employer’s share of Social Security tax. Therefore, an employer that 
receives a PPP loan can defer the payment and deposit of the employer’s share of Social Security tax, 
even if the loan is forgiven. This rule is effective as if it had been included in the CARES Act. 

 The IRS has issued guidance on deferring the deposit and payment of the 
employer’s share of Social Security tax in the form of FAQs on its website. The IRS has issued 
guidance on deferring the deposit and payment of the employer’s share of Social Security taxes in the 
form of frequently asked questions (FAQs) on its website. Among other guidance, the FAQs clarify 
that self-employed individuals can defer paying 50 percent of the Social Security tax on net earnings 
from self-employment income for the period beginning on March 27, 2020, and ending December 31, 
2020. 

 Self-employment Taxes  
 Excise Taxes 

 Congress has repealed the Cadillac Tax. Division N, Title I, § 503 of the 2020 
Further Consolidated Appropriations Act repealed § 4980I, which imposed a 40 percent excise tax on 
the amount by which the cost of group health coverage provided by an employer (referred to as 
“applicable coverage”) exceeded an applicable dollar limit. This excise tax was commonly referred to 
as the Cadillac Tax. The repeal is effective for taxable years beginning after December 31, 2019. 

 Congress has repealed the medical device tax. Division N, Title I, § 501 of the 
2020 Further Consolidated Appropriations Act repealed the 2.3 percent excise tax on medical devices 
of § 4191 for sales of medical devices after December 31, 2019. 

XII. TAX LEGISLATION 
 Enacted 

 The Further Consolidated Appropriations Act produces a hodgepodge of tax 
provisions. The Further Consolidated Appropriations Act, 2020, Pub. L. No. 116-94, was signed by 
the President on December 20, 2019. This legislation repealed the taxes commonly known as the 
medical device tax and the Cadillac tax, modified the rules for contributions to and distributions from 
certain retirement plans, temporarily extended several expired or expiring provisions, and provided tax 
relief to those in areas affected by certain natural disasters. 

 A Families Second Coronavirus Response Act just wouldn’t do. Congress has 
enacted the Families First Coronavirus Response Act. The Families First Coronavirus Response 
Act, Pub. L. No. 116-127, was signed by the President on March 18, 2020. Among other features, the 
legislation provides businesses with tax credits to cover certain costs of providing employees with 
required paid sick leave and expanded family and medical leave, for reasons related to COVID-19, 
from April 1 through December 31, 2020. 

 The Coronavirus Aid, Relief, and Economic Security Act might just prove that 
Congress really CARES. The Coronavirus Aid, Relief, and Economic Security Act, Pub. L. No. 116-
136 (“CARES Act”), enacted on March 27, 2020, in response to the Coronavirus (COVID-19) 
pandemic, is economic stimulus legislation that provides, among other things, targeted tax relief for 
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individuals and businesses including (i) a one-time rebate to taxpayers; (ii) modification of the tax 
treatment of certain retirement fund withdrawals and charitable contributions; (iii) a delay of employer 
payroll taxes and taxes paid by certain corporations; and (iv) other changes to the tax treatment of 
business income, interest deductions, and net operating losses. Another important aspect of the CARES 
Act is that it reverses or temporarily suspends certain of the more significant changes to the Code 
enacted by the 2017 Tax Cuts and Jobs Act. 

 Congress has enacted the Paycheck Protection Program Flexibility Act of 
2020. The Paycheck Protection Program Flexibility Act of 2020, Pub. L. No. 116-142 (“PPP Flexibility 
Act”), enacted on June 5, 2020, modifies several aspects of the forgivable Paycheck Protection 
Program loans authorized by the CARES Act and made available through the Small Business 
Administration (commonly referred to as PPP loans), including a repeal of the rule that precluded 
employers whose PPP loans are forgiven from deferring deposits of the employer’s share of Social 
Security tax. 
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20% Deduction for Qualified Business Income
2017 TCJA § 11011

Outline: item D.2, page 6
 TCJA § 11011 adds Code § 199A, which generally allows a 20% 

deduction for “qualified business income.”
 Available to individuals, estates, and trusts for taxable years 

beginning after 2017 and before 2026
 Proposed regulations:  83 Fed. Reg. 40884 (8/16/18).
 Final regulations:  issued January 18, 2019 
 Proposed regulations:  issued January 18, 2019

 Provide guidance on treatment of previously suspended losses 
that constitute qualified business income.

 Rev. Proc. 2019-38 (9/24/2019) [Outline page 11, item c]
 Safe harbor under which rental real estate enterprises are 

treated as a trade or business for purposes of § 199A

1
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2

3

§ 199A, Safe Harbor For Rental Real Estate Activity
Rev. Proc. 2019-38, 2019-42 I.R.B. 942 (9/24/19). 

Outline: item D.2.c, page 11
 Issue:  Whether a rental real estate activity constitutes a trade or business 

for federal tax purposes?
 Ruling:  Provides a safe harbor under which a rental real estate enterprise 

will be treated as a trade or business solely for purposes of § 199A.
 Defines a “rental real estate enterprise” (single or multiple properties)

 Those relying on the revenue procedure must :
1. Hold the interest directly or through a disregarded entity, and 
2. Either treat each property held for the production of rents as a separate 

enterprise or treat all similar properties held for the production of rents (with 
certain exceptions) as a single enterprise. 

 Taxpayer must maintain contemporaneous records
1. Hours of all services performed; 
2. Description of all services performed; 
3. Dates on which such services were performed; and 
4. Who performed the services.

4

§ 199A, Final Regulations on Suspended Losses
T.D. 9899, 85 Fed. Reg. 38060 (6/25/20).

Outline: item D.2.d, page 12
 Final regulations provide guidance on:

 Treatment of previously suspended losses included in qualified business 
income, and

 Determining the § 199A deduction for taxpayers that hold interests in 
regulated investment companies, split-interest trusts, and charitable 
remainder trusts. 

 Previously suspended losses:
 If a loss or deduction that would otherwise be included in QBI is 

disallowed or suspended under any provision of the Code, the loss or 
deduction is generally taken into account for purposes of computing QBI 
in the year it is taken into account in determining taxable income. 

 The  determination of whether a suspended or disallowed loss or 
deduction attributable to a specified service trade or business is QBI:
 Determination is made in the year the loss or deduction is incurred.
 In the later year when the loss or deduction is taken into account, it 

will be fully allowed, partially allowed, or disallowed, depending on 
the taxpayer’s taxable income in the year the loss or deduction was 
incurred.
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5

Qualified Transportation Fringes Disallowed
2017 TCJA § 13304

Outline: item D.2, page 13

 No deduction for qualified transportation fringes (employee 
parking, transit passes, transportation in commuter highway 
vehicle)
 Applies to amounts paid or incurred after 2017
 Ability of employees to exclude transportation fringes not

affected
 Exception: qualified bicycle commuting reimbursements before 

2026 are:
 Deductible by employer
 Included in income of the employee

 Interim guidance: Notice 2018-99, 2018-52 I.R.B. 1067 (12/10/18).

6

Proposed Regs.-Qualified Transportation Fringes
85 F.R. 37599 (6/23/20)

Outline: item D.2.b, page 14

 Prop. Reg. § 1.274-13 implements the § 274(a)(4) 
disallowance of deductions for qualified transportation 
fringes.

 Refines and expands the guidance in Notice 2018-99.
 Will apply to taxable years that begin on or after the 

date on which the final regulations are published in the 
Federal Register.
 Until final regulations are issued, taxpayers can rely 

on the proposed regulations or, alternatively, can rely 
on the guidance in Notice 2018-99.
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7

Proposed Regs.-Qualified Transportation Fringes
85 F.R. 37599 (6/23/20)

Outline: item D.2.b, page 14
 Taxpayer who pays third parties for employee parking:

 Section 274(a) does not disallow amounts an employer pays to third parties 
for employee parking in excess of the § 132(f)(2) monthly limitation on 
exclusion ($265 for 2019 and $270 for 2020), and employer must treat excess 
amount as compensation and wages to the employee.

 If a taxpayer owns or leases parking facilities where employees 
park, the nondeductible portion of the cost of providing parking 
can be calculated using:
 General rule (based on a reasonable interpretation of section 274(a)(4)) 
 Qualified parking limit methodology

 § 132(f)(2) monthly limitation on the employee’s exclusion * number of 
spaces used by employees during peak demand period * number of 
months in tax year (e.g., 10 employees * $270 *12 = $32,400 disallowed

 Primary use methodology (4-step method in Notice 2018-99)
 Cost per space methodology

8

Costs of Entertainment
2017 TCJA § 13304

Outline: item D.3, page 16
 TCJA § 13304 amends Code § 274(a) to disallow business deductions 

for:
1. Costs “[w]ith respect to an activity which is of a type generally 

considered to constitute entertainment, amusement, or 
recreation.”

2. Membership dues with respect to any club organized for business, 
pleasure, recreation or other social purposes.

 Applies to taxable years beginning after 2017.
 Notice 2018-76, 2018-42 I.R.B. 599 (10/3/18).

 Treasury and IRS will issue proposed regulations.
 Meals are still deductible (subject to 50% limit) if, among other 

requirements, taxpayer (or employee) is present and meal is 
provided to current or potential business customer, client, 
consultant, or similar business contact.

7
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9

Proposed Regulations
85 F.R. 11020 (2/26/20)

Outline: item D.3.b, page 18

 Provide guidance on:
 Entertainment expenses
 Business meal expenses (consistent with Notice 2018-76)
 Other matters, such as travel meal expenses, meals provided 

at employer-operated eating facilities, and exceptions to the 
normal 50 percent limitation, such as food or beverages 
treated as employee compensation. 

10

Prop. Reg. § 1.274-11(b)(1)(ii)
85 F.R. 11020 (2/26/20)

Outline: item D.3.b, page 18
 “Entertainment” does not include food or beverages unless the 

food or beverages are provided during or at an entertainment 
activity.

 If food or beverages are provided during or at an entertainment 
activity, the food or beverages are not considered entertainment 
if:
 the food or beverages are purchased separately from the 

entertainment, or
 the cost of the food or beverages is stated separately from the 

cost of the entertainment on one or more bills, invoices, or 
receipts. 

9
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11

Prop. Reg. § 1.274-12(a)(1)
85 F.R. 11020 (2/26/20)

Outline: item D.3.b, page 18
 Taxpayers may deduct 50 percent of an otherwise allowable 

business meal expense if:
1. The expense is not lavish or extravagant under the 

circumstances;
2. The taxpayer, or an employee of the taxpayer, is present at 

the furnishing of the food or beverages; and
3. The food and beverages are provided to a “business 

associate.”
 “Business associate” means “a person with whom the taxpayer could 

reasonably expect to engage or deal in the active conduct of the 
taxpayer’s trade or business.”

 Includes  “a customer, client, supplier, employee, agent, partner, or 
professional adviser, whether established or prospective.”

12

Prop. Reg. § 1.274-11(d)
85 F.R. 11020 (2/26/20)

Outline: item D.3.b, page 18

 Examples 1 and 2.
1. Taxpayer A invites B, a business contact, to a baseball game. A 

purchases tickets for A and B to attend the game. While at the 
game, A buys hot dogs and drinks for A and B.

2. The baseball game is entertainment as defined in Prop. Reg. §
1.274-11(b)(1)) and, thus, the cost of the game tickets is an 
entertainment expense and is not deductible by A. The cost of the 
hot dogs and drinks, which are purchased separately from the game 
tickets, is not an entertainment expense and is not subject to the §
274(a)(1) disallowance. Therefore, A may deduct 50 percent of the 
expenses associated with the hot dogs and drinks purchased at the 
game.

11
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13

Prop. Reg. § 1.274-11(d)
85 F.R. 11020 (2/26/20)

Outline: item D.3.b, page 18
 Example 3.

1. Taxpayer C invites D, a business contact, to a basketball game. C 
purchases tickets for C and D to attend the game in a suite, where 
they have access to food and beverages. The cost of the basketball 
game tickets, as stated on the invoice, includes the food and 
beverages.

2. The basketball game is entertainment as defined in § 1.274-11(b)(1) 
and, thus, the cost of the game tickets is an entertainment expense 
and is not deductible by C. The cost of the food and beverages, 
which are not purchased separately from the game tickets, is not 
stated separately on the invoice. Thus, the cost of the food and 
beverages also is an entertainment expense that is subject to the §
274(a)(1) disallowance. Therefore, C may not deduct any of the 
expenses associated with the basketball game.

14

Prop. Reg. § 1.274-11(d)
85 F.R. 11020 (2/26/20)

Outline: item D.3.b, page 18
 Example 4.

1. Assume the same facts as in Example 3, except that the invoice for 
the basketball game tickets separately states the cost of the food 
and beverages.

2. As in Example 2, the basketball game is entertainment as defined in           
§ 1.274-11(b)(1) and, thus, the cost of the game tickets, other than 
the cost of the food and beverages, is an entertainment expense 
and is not deductible by C. However, the cost of the food and 
beverages, which is stated separately on the invoice for the game 
tickets, is not an entertainment expense and is not subject to the §
274(a)(1) disallowance. Therefore, C may deduct 50 percent of the 
expenses associated with the food and beverages provided at the 
game. 
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15

Northern California Bus. Assist. Inc. v. Commissioner,
153 T.C. No. 41 (10/23/19)
Outline: item D.6, page 19

 Section 280E disallows any deduction or credit otherwise allowable if:
 such amount is paid or incurred in connection with a trade or business 

“if such trade or business (or the activities which comprise such trade or 
business) consists of trafficking in controlled substances ….”

 The taxpayer, a corporation, operated a medical marijuana 
dispensary.

 Issues:
1. Does § 280E impose a gross receipts tax as a penalty in violation of the 

Eighth Amendment to the U.S. Constitution?
2. Does § 280E disallow only ordinary and necessary business expenses 

otherwise deductible under § 162, and not disallow items deductible 
under other Code provisions?

 Held:  (1) No. Section 280E is not a penalty provision. (2) No. Section 
280E disallows other items such as taxes and depreciation.

16

CARES Act Changes to the § 163(j) Limit on
Deducting Business Interest
Outline: item D.7, page 21

 The 2017 TCJA amended Code § 163(j) to limit the deduction of 
business interest expense – a/k/a “thin cap rules.”

 Limit is business interest income plus 30% of “adjusted taxable 
income” plus floor plan financing
 ATI generally is earnings before interest, tax, depreciation and 

amortization (EBITDA) for 2018-2021, then earnings before 
interest and taxes (EBIT).

 Businesses with average annual gross receipts of $25 million or 
less (over 3 years) are exempted

 Real estate businesses can elect out, but become subject to 
alternative depreciation system.

15
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17

CARES Act Changes to the § 163(j) Limit on
Deducting Business Interest
Outline: item D.7, page 21

 New Code § 163(j)(10):
 Increases to 50 percent (instead of 30 percent) the “adjusted 

taxable income” component of the § 163(j) limitation for taxable 
years beginning in 2019 and 2020.
 Taxpayers are permitted to elect out of the increased 

percentage pursuant to procedures to be prescribed by the 
IRS.

 Permits eligible taxpayers to elect to substitute their 2019 
“adjusted taxable income” for 2020 “adjusted taxable income” 
when determining the § 163(j) limitation for taxable years 
beginning in 2020. 

 Provides special rules for partnerships and partners for their 2019 
and 2020 tax years and for short taxable years.

18

Notice 2020-32, 2020-21 I.R.B. 837 (5/1/20)
Outline: item D.8, page 22

 Federally-backed loans made to businesses under the Paycheck 
Protection Program (PPP) must be used to fund payroll and certain 
other expenses.

 Businesses that use the loans in this manner can apply to have the 
loans forgiven.

 CARES Act § 1106(i) provides that any income arising from having 
PPP loans forgiven is excluded from gross income.

 Issue: can a business that has a PPP loan forgiven deduct expenses 
funded with the loan proceeds?

 Notice 2020-32:  No. Section 265 precludes a deduction.
 Section 265(a)(1):  disallows a deduction for “any amount 

otherwise allowable as a deduction which is allocable to one or 
more classes of income other than interest wholly exempt from 
the taxes imposed by this subtitle.”

17
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19

Final Regulations-Bonus Deprec’n Under § 168(k)
T.D. 9874, 84 F.R. 50108 (9/24/19)
Outline: item E.1.b-c, pages 24-25

 100% for property acquired and placed in service after 
September 27, 2017
 Percentage declines beginning in 2023
 Property acquired on or before September 27, 2017, is 

eligible for only 50% if placed in service in 2017, 40% in 
2018, 30% in 2019, 0% after 2019.

 Used property is now eligible for bonus depreciation if 
acquired and placed in service after September 27, 2017

 Technical glitch fixed: pursuant to CARES Act, “qualified 
improvement property” now has a 15-year recovery period 
retroactively to 2018
 Result: eligible for bonus depreciation.

Families First Coronavirus Response Act Refundable 
Tax Credits for Paid Sick and Family Leave Wages

Outline: item F.5, page 27
 Signed into law on March 18, 2020, the credits offset the cost of 

paid sick and family leave provided to employees for COVID-19 
related leave.
 Eligible Employer:  Less than 500 employees

 Small businesses with less than 50 employees may qualify for 
exemption

 Employee must meet one of 6 specific circumstances to qualify.
 Paid Sick Leave Credit

 Amount of leave (full time versus part time)
 Rate of pay (first three circumstances versus last three)

 Paid Family Leave Credit
 Rate of pay and limits
 Interplay with sick leave

20
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21

CARES Act Changes to
Excess Business Losses and NOLs

Outline: item H.1, page 31

 2017 TCJA changes to rules for net operating losses:
 “Excess business losses” of noncorporate taxpayers 

disallowed
 “Excess business loss” is amount by which taxpayer’s 

aggregate trade or business deductions exceed aggregate 
gross income from those trades or businesses, plus $250,000 
($500,000 for joint filers), adjusted for inflation after 2018. 

 NOLS not carried back (only forward); capped at 80% 
of taxable income.

 NOLs do not expire

22

CARES Act Changes to
Excess Business Losses and NOLs

Outline: item H.1.d-f, pages 31-32
 The CARES Act:

 Suspends the disallowance of “excess business losses” for TY 
beginning before 2021

 NOLS arising in 2018, 2019, and 2020:
 May be carried back to each of the five preceding taxable 

years, then forward indefinitely.

 For TY beginning before January 1, 2021 (generally, 2019 and 
2020), the 80 percent taxable income limitation on NOL 
carryforwards does not apply.

 IRS guidance on filing for quick carryback on Forms 1045 and 
1139:
 Notice 2020-26, 2020-18 I.R.B. 744 (4/10/2020)
 FAQ on IRS website

21
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23

Miscellaneous Itemized Deductions
2017 TCJA § 11045

Outline: item C.1, page 36

 For taxable years beginning after 2017 and before 2026, 
miscellaneous itemized deductions are not deductible.

 Includes:
 Investment-related expenses
 Unreimbursed employee business expenses
 Tax preparation fees

 Notice 2018-61 (7/13/18): proposed regs. will clarify 
that estates and non-grantor trusts are not affected.

24

Miscellaneous Itemized Deductions
2017 TCJA § 11045

Outline: item C.1.b, page 37

 Proposed regulations issued May 2020
 REG-113295-18, Effect of Section 67(g) on Trusts and Estates, 85 F.R. 

27693 (5/11/20)

 Proposed amendments to Reg. § 1.67-4 would:
 Clarify that § 67(g) does not deny deductions described under § 67(e)(1) 

and (2) for estates and nongrantor trusts. 
 Do not address whether such deductions will continue to be deductible 

for purposes of the AMT

23
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25

Miscellaneous Itemized Deductions
2017 TCJA § 11045

Outline: item C.1.b, page 37

 Proposed amendments to Reg. § 1.642(h)-2 would:
 Provide guidance under § 642(h) regarding net operating loss and 

capital loss carryovers under § 642(h)(1) and the excess deduction 
under § 642(h)(2).

 Implement a more specific method which preserves the tax character of 
three categories of expenses. 

1. Deductions allowed in arriving at adjusted gross income,
2. Non-miscellaneous itemized deductions, and 
3. Miscellaneous itemized deductions.

 Adopt principles used under Reg. § 1.652(b)-3 in allocating items of 
deduction among  classes of income in the final year of a trust or estate 
for purposes of §642(h)(2).

26

Lipnick v. Commissioner
153 T.C. No. 1 (8/28/19)

Outline: item C.2, page 38
 Father was a partner in an LLC classified as a partnership.
 The partnership borrowed funds and distributed the proceeds to Father.
 Father used the proceeds to purchase investment assets.
 Father treated his share of partnership’s interest expenses as 

investment interest subject to the limits of section 163(d).
 Father:

 Gave some of his LLC interest to Son.
 Died and bequeathed the remaining LLC interest to Son. 

 Issue:  Is Son’s share of the partnership’s interest expense investment 
interest?

 Held:  No. The debt is treated as debt incurred to acquire the LLC 
interest and interest is deductible against LLC’s rental income, citing 
Notice 89-35.

25
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27

CARES Act Changes to
HSAs and FSAs

Outline: item A.1, page 41

 The CARES Act:
 Permits distributions from HSAs and reimbursements from FSAs 

for over-the-counter medicine. 
 Applies to distributions and reimbursements after 2019.

28

Increase in Age for RMDs to 72
Outline: item B.4, page 43

 A provision of the SECURE Act, Division O, Title I, § 114 of the 2020 
Further Consolidated Appropriations Act, amended Code                     
§ 401(a)(9)(C)(i)(I)

 Increases the age at which required minimum distributions (RMDs) 
from a qualified plan (including IRAs) must begin from 70-½ to 72.

 RMDs now must begin by April 1 of the calendar year following the 
later of:
 Calendar year in which the employee attains age 72, or
 In the case of an employer plan, the calendar year in which the 

employee retires (does not apply to a 5-percent owner (as defined in §
416))

 Applies to distributions required to be made after December 31, 
2019, with respect to individuals who attain age 70-½ after that date.

27
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29

No More Stretch RMDs from Non-Spousal 
Inherited Retirement Accounts

Outline: item B.5, page 43
 A provision of the SECURE Act, Division O, Title IV, § 401 of the 2020 

Further Consolidated Appropriations Act, amended Code § 401(a)(9)(E)
 Modifies the required minimum distribution (RMD) rules for inherited 

retirement accounts (defined contribution plans and IRAs). 
 Requires all funds to be distributed by the end of the 10th calendar year 

following the year of death.
 There is no requirement to withdraw any minimum amount before that 

date.
 Current rules, which permit taking RMDs over many years, continue to 

apply to certain designated beneficiaries, including  surviving spouses, 
children of the participant who have not reached the age of majority, 
and those not more than 10 years younger than the deceased individual.

 Applies to distributions with respect to those who die after 12/31/19.

30

Penalty-Free Withdrawals for Birth or Adoption
Outline: item B.6, page 43

 A provision of the SECURE Act, Division O, Title I, § 113 of the 2020 
Further Consolidated Appropriations Act, added Code § 72(t)(2)(H)

 Permits penalty-free withdrawals from “applicable eligible 
retirement plans” for a “qualified birth or adoption distribution.”

 A “qualified birth or adoption distribution” is:
 “any distribution from an applicable eligible retirement plan to an 

individual if made during the 1-year period beginning on the date on 
which a child of the individual is born or on which the legal adoption by 
the individual of an eligible adoptee is finalized.”

 Must include child’s name, age, and taxpayer identification number of 
on the return.

 Maximum penalty-free distribution is $5,000 per individual per birth or 
adoption. 

 Applies to distributions made after Dec. 31, 2019.

29
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31

Coronavirus-Related Retirement Plan Distributions
Outline: item B.10, page 46

 Coronavirus related distributions from retirement plans:
 Penalty-free withdrawals of up to $100,000
 Income from withdrawals can be reported ratably over three years
 Amounts withdrawn can be recontributed within three years and treated as 

tax-free rollovers

 Definition:
 any distribution from an eligible retirement plan made: (1) on or after 

January 1, 2020, and before December 31, 2020, (2) to an individual who is 
diagnosed (or whose spouse or dependent is diagnosed) with the virus 
under an approved test or:
 who experiences adverse financial consequences as a result of being 

quarantined, being furloughed or laid off or having work hours reduced 
due to such virus or disease, being unable to work due to lack of child 
care due to such virus or disease, closing or reducing hours of a 
business owned or operated by the individual due to such virus or 
disease, or other factors as determined by [the IRS].

32

Notice 2020-50
2020-28 I.R.B. 35 (6/22/20)

Outline: item B.10.a, page 47
 Provides guidance on:

 Distributions qualifying as coronavirus-related distributions. 
 Qualified individuals
 Distributions that qualify
 Distributions that can be recontributed and treated as a tax-free 

rollover
 Tax treatment of receiving and recontributing coronavirus-related 

distributions. 
 Report income ratably over 3 years or elect to report entirely in year of 

receipt
 Mechanism for reporting receipt and recontributions (new Form 8915-

E).

 Plan loans
 Issues for employer plans and IRAs 

31
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33

CARES Act Suspension of RMDs
Outline: item B.11, page 49

 If a taxpayer turned 70-½ in 2019, he or she was required take 
their 2019 minimum distribution by April 1, 2020.

 Such taxpayers, and others who previously had turned 70-½, also 
must take their 2020 RMD by December 31, 2020.

 The CARES Act:
 Suspends all RMDs for 2020.
 These include both RMDs that should have been taken by April 1, 

2020, and those that normally would be taken by December 31, 
2020. 

 Issue:
 How to treat RMDs already taken in 2020? Rollover to IRA? Treat as 

coronavirus-related distribution and repay over three years?
 See Notice 2020-51, 2020-29 I.R.B. 73 (6/23/20) (can treat as 

rollovers RMDs already taken if recontributed by August 31, 2020). 

34

Income from Graduate Fellowships is 
Compensation for Purposes of IRA Contributions

Outline: item D.1, page 51

 A provision of the SECURE Act, Division O, Title I, § 106 of the 2020 
Further Consolidated Appropriations Act, amended Code § 219(f)(1)

 Provides that amounts paid to an individual to aid in the pursuit of 
graduate or postdoctoral study and included in the individual’s gross 
income are now treated as compensation for purposes of the limit 
on contributing to an IRA.
 Would include taxable stipends and non-tuition fellowship payments 

received by graduate and postdoctoral students. 
 Applies to taxable years beginning after December 31, 2019. 

33
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35

No More Age Limit for IRA Contributions
Outline: item D.2, page 51

 A provision of the SECURE Act, Division O, Title I, § 107 of the 2020 
Further Consolidated Appropriations Act, repealed Code § 219(d)(1)

 Eliminates the age restriction (formerly 70-1/2) for contributions to a 
traditional IRA.

 Also amends § 408(d)(8)(A), which allows taxpayers who are age 70-
½ or older to make tax-free distributions to a charity from an IRA of 
up to $100,000 per year.
 The change reduces a taxpayer’s ability to take such tax-free 

distributions for charity by the amount of deductible IRA contributions 
made after age 70-½. 

 The reduction appears to apply on a year-by-year basis.
 Changes apply to contributions and distributions made for taxable 

years beginning after December 31, 2019.

36

Kiddie Tax Changes Repealed
Outline: item A.1, page 51

 The 2017 TCJA added Code § 1(j)(4):
 Modified the “kiddie tax” for tax years beginning after 2017 and 

before 2026.
 Unearned income of minor children was taxed under the rate 

schedule that applies to trusts and estates (not by adding it to 
the parent’s income and calculating the increase).

 Thus, child’s tax on unearned income was unaffected by the 
parents’ situation.

 A provision of the SECURE Act, Division O, Title V, § 501 of the 
2020 Further Consolidated Appropriations Act, repealed Code 
§ 1(j)(4) for TY beginning after 2019, but taxpayers can elect 
to apply the repeal to 2018, 2019, or both years.

35
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Cost Basis of Life Insurance Contract 
Rev. Rul. 2020-5, 2020-9 I.R.B. 454 (2/24/20)

Outline: item B.1.b, page 54

 Rev. Rul. 2020-5 reflects modifications made by the TCJA (2017) in 
the determination of a taxpayer’s cost basis in a life insurance 
contract.
 The TCJA added a new subsection “(B)” to § 1016(a)(1).

Clarifies that the basis of an annuity or life insurance contract includes 
premiums and other costs paid without reduction for mortality 
expenses or other reasonable charges incurred under the contract 
(also known as ‘‘cost of insurance’’). 

 In other words, basis is not reduced by the cost of the insurance.
 Reverses position taken in Rev. Rul. 2009-13.

 The Ruling  gives examples and reiterates this treatment is 
effective for transactions entered into on or after 8/26/2009.

37

38

Exclusion for Cancellation of
Qualified Principal Residence Indebtedness

Outline: item B.2, page 54
 A provision of the Taxpayer Certainty and Disaster Tax Relief Act of 

2019,  Division Q, Title I, § 101 of the 2020 Further Consolidated 
Appropriations Act, extended Code § 108(a)(1)(E)

 Permits taxpayers to exclude from gross income discharge of 
qualified principal residence indebtedness (capped at $2 million).

 Is in effect for 2018, 2019, and 2020.
 The exclusion had expired after 2017.
 Amendment of 2018 returns might be necessary
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39

Deduction of State and Local Taxes
Outline: item D.1, page 54

 TCJA: An individual’s itemized deductions on Schedule A for state 
taxes cannot exceed $10,000.
 Applies to aggregate of property taxes, and sales or income taxes.
 Limit applies both to single individuals and married individuals filing 

jointly
 Applies 2018 through 2025

 Some states have adopted workarounds, e.g., New Jersey gives a 
credit against property taxes for contributions to certain 
charitable funds designated by the state.

40

Deduction of State and Local Taxes
Outline: item D.1.d, page 56

 Final regulations:  84 Fed. Reg. 27,513 (6/13/19).
 Apply to contributions after 8/27/18.

 The regulations:
 Generally require taxpayers to reduce the amount of any federal 

income tax charitable contribution deduction by the amount of any 
corresponding state or local tax credit.
 Provide an exception:  a taxpayer’s federal charitable contribution 

deduction is not reduced if the corresponding state or local credit 
does not exceed 15 percent of the taxpayer’s federal deduction.

 Example: T contributes $1,000 to state charity and gets 10% state 
tax credit.

 Provide that a state or local tax deduction normally will not reduce a 
taxpayer’s federal deduction (provided the state and local deduction 
does not exceed the taxpayer’s federal deduction).
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41

T.D. 9907: Final Regulations Under § 170 and 162
85 F.R. 48467 (8/11/20)

Outline: item D.1.f, page 58
 Amend Reg. § 1.162-15(a) to:

 Clarify when payments to a charitable organization qualify as a business 
expense. 

 Provide a safe harbor for C corporations and “specified pass-through 
entities” that receive state tax credits for payments to charitable 
organizations to treat the payments as business expenses under § 162.

 Amend § 1.164-3(j) to provide a safe harbor for individuals who itemize 
deductions and make a payment to or for the use of an entity described 
in § 170(c) in return for a state or local tax credit. 
 Under this safe harbor, an individual who itemizes deductions and who 

makes a payment to a section 170(c) entity in return for a state or local tax 
credit may treat as a payment of state or local tax for purposes of section 
164 the portion of such payment for which a charitable contribution 
deduction under section 170 is or will be disallowed under final regulations.

 Amend Reg. § 1.170A-1(h)(4)(i) to clarify the effect of benefits provided 
to a donor that are not provided by the § 170(c) entity.

42

Medical Expense Deduction
Outline: item D.4, page 62

 Prior to 2017 TCJA, medical expenses generally were deductible only 
to the extent they exceeded 10% of a taxpayer’s AGI
 For taxable years beginning after 2012 and ending before 2017, 

this threshold was reduced to 7.5% if the taxpayer or the 
taxpayer’s spouse had attained age 65 by the close of the year.

 TCJA:
 Amended § 213(f) to provide that the 7.5% threshold applies to all

taxpayers for calendar years 2017 and 2018.
 The 7.5% threshold applies for purposes of both the regular tax 

and the AMT.
 A provision of the Taxpayer Certainty and Disaster Tax Relief Act of 

2019,  Division Q, Title I, § 103 of the 2020 Further Consolidated 
Appropriations Act, extended the 7.5% threshold for 2019 and 2020.

41
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43

Deduction of Mortgage Insurance Premiums
Outline: item D.5, page 62

 A provision of the Taxpayer Certainty and Disaster Tax Relief Act of 
2019,  Division Q, Title I, § 102 of the 2020 Further Consolidated 
Appropriations Act, extended Code § 163(h)(3)(E)

 Permits taxpayers to treat mortgage insurance premiums paid in 
connection with acquisition indebtedness as deductible qualified 
residence interest.

 Is in effect for 2018, 2019, and 2020.
 This provision had expired after 2017.
 Amendment of 2018 returns might be necessary

44

CARES Act Stimulus Payments
Outline: item D.9, page 64

 New Code § 6248: Eligible individuals will be entitled to a credit on 
their 2020 tax returns
 Nonresident aliens, dependent children, and estates and trusts 

are not eligible
 Must have a “valid identification number” for the taxpayer, 

spouse, and dependent children, defined generally as a Social 
Security Number issued before the due date of the return.

 Advance payment of the credit
 Will be made based on the 2019 return or, if necessary, 2018 

return, or Social Security information (Form SSA-1099).
 Must reconcile when 2020 return is filed, which could result in a 

larger credit, but excess advance payments need not be repaid.
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45

Proposed Regulations Defining Dependent
85 FR 35233 (6/9/20)

Outline: item D.10, page 65
 The 2017 Tax Cuts and Jobs Act added § 151(d)(5), which reduces the 

exemption amount to zero for TY beginning after 2017 and before 2026.
 Eliminates the deduction for personal exemptions authorized by § 151(a). 

 However, it is still necessary to determine for various purposes whether an 
individual is a “dependent” within the meaning of § 152.
 Qualifying child
 Qualifying relative: 

 To be a qualifying relative, § 152(d)(1)(B) requires the individual’s gross income 
for the calendar year be less than the exemption amount as defined in § 151(d).  

 Notice 2018-70: “because it would be highly unusual for an individual to have 
gross income less than zero, virtually no individuals would be eligible as 
qualifying relatives.” 

 Proposed Regulations:
 In determining eligibility for head-of-household filing status and for the new $500 

credit (§ 24(h)(4)) for dependents other than a qualifying child, an individual must 
have gross income not exceeding $4,150 (to be adjusted for inflation after 2018).

46

CARES Act Changes to Taxation of 
Employer-Provided Educational Assistance

Outline: item F.2, page 66

 Code § 127(a) excludes from the gross income of an employee up 
to $5,250 of employer-provided “educational assistance” 

 The CARES Act:
 New Code § 127(c)(1)(B):  temporarily expands definition of 

“educational assistance” to include repayments of “qualified 
education loans” by an employer whether paid to the 
employee or to the lender.

 Effective for payments made after March 27, 2020 (the date of 
enactment).
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47

Rodriguez v. FDIC,
140 S. Ct. 713 (2/24/20)

Outline: item G.1, page 70
 Issue: what law governs ownership of a federal tax refund paid to a 

consolidated corporate group?
 Held: state law, not federal common law

 The Tenth Circuit had applied the rule of In re Bob Richards Chrysler-
Plymouth Corp., Inc., 473 F.2d 262 (9th Cir. 1973).

 Under this rule, as a matter of federal common law, in the absence of a 
contrary agreement, “a tax refund due from a joint return generally 
belongs to the company responsible for the losses that form the basis of 
the refund.”

 U.S. Supreme Court: federal common law is appropriate only in limited 
circumstances, and this is not one of them.

 Remands to Tenth Circuit for application of state law.
 On remand, Tenth Circuit held that, under state law, refund belonged to 

bank subsidiary and therefore FDIC. 959 F.3d 1269 (10th Cir. 5/26/20)

48

Negative Tax Capital Accounts of Partners
Outline: item G.1, page 75

 The 2018 Instructions for Form 1065 and accompanying Schedule 
K-1 required a partnership that does not report tax basis capital 
accounts to its partners to report, on line 20 of Schedule K-1 
(Form 1065) using code AH, the amount of a partner’s tax basis 
capital both at the beginning of the year and at the end of the 
year if either amount is negative.

 Notice 2019-20 2019-14 I.R.B. 927 (3/7/19), and FAQ on IRS 
website provide guidance on tax capital accounts.

 Draft 2019 Form 1065 and Schedule K-1 required partnerships to 
report tax capital accounts on Schedule K-1 (item b, page 77)
 Several other significant changes

 Notice 2019-66, 2019-52 I.R.B. 1509 (12/9/19): defers 
requirement of tax basis capital accounts to partnership tax years 
beginning after 2019 (item c, page 78)
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49

Negative Tax Capital Accounts of Partners
Outline: item G.1, page 75

 Notice 2020-43, 2020-27 I.R.B. 1 (6/5/20) (item d, page 79)
 Proposes a requirement that partnerships use only one of two exclusive 

methods for reporting a partner’s tax capital account that would apply to 
partnership taxable years that end on or after December 31, 2020.

 Comments were due August 4, 2020
 Rejects a “transactional approach” to determining tax capital accounts
 Two proposed methods for determining tax capital accounts:

 Modified Outside Basis Method
 Outside basis less partner’s share of liabilities. 

 Modified Previously Taxed Capital Method  (hypothetical liquidation)
 Based on method in Reg. § 1.743-1(d) for determining partner’s 

share of previously taxed capital when a partner purchases a 
partnership interest and basis of partnership assets is adjusted 
under § 743(b)  because partnership has a § 754 election in 
effect.

50

Repeal of Increase to UBTI
Outline: item A.1.d, page 85

 The 2017 TCJA enacted § 512(a)(7), which increased the UBTI of 
tax-exempt organizations that provided qualified transportation 
fringe benefits that would be nondeductible by a taxable 
employers. 

 A provision of the Taxpayer Certainty and Disaster Tax Relief Act of 
2019,  Division Q, Title III, § 302 of the 2020 Further Consolidated 
Appropriations Act, repealed Code § 512(a)(7)

 Repeal is effective retroactively, i.e., as if the provision had never 
been enacted.

 Refund of UBIT paid for 2018?
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51

CARES Act Changes to Charitable Contributions
Outline: item B.3.a, page 89

 New § 62(a)(22): up to $300 above-the-line deduction for 2020 
only for individuals making “qualified charitable contributions.” 
 New § 62(f): qualified charitable contributions are cash 

contributions to public charities

52

CARES Act Changes to Charitable Contributions
Outline: item B.3.b, page 89

 Increased limits on deducting “qualified contributions”
 Individuals: up to 100% of contribution base (AGI)
 Corporations: up to 25% of taxable income
 Qualified contributions are cash contributions to public 

charities if taxpayer elects the new limit.
 Effective for 2020 only.
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53

Oakbrook Land Holdings LLC v. Commissioner,
154 T.C. No. 10 (5/12/20)

T.C. Memo. 2020-54 (5/12/20)
Outline: item B.4.a, page 91 

 Part of a series of IRS attacks on charitable contribution deductions 
for conservation easements

 Most successful IRS strategy:  easement does not protect the 
property in perpetuity, as required by § 170(h)(2)(C) and (h)(5)(A).

 This case disallows donor’s $9.7 million charitable contribution 
deduction because extinguishment language in the deed dictating 
what would happen if the easement were extinguished:
 Failed to preserve donee’s proportionate benefit, as required by Reg.           

§ 1.170A-14(g)(6)(ii) .
 Required that the charitable-donee’s benefit upon destruction or 

condemnation of the property be reduced by the value of improvements to 
the property made by the taxpayer-donor after the contribution, contrary 
to Reg. § 1.170A-14(g)(6)(ii).

Kroner v. Commissioner
T.C. Memo. 2020-73 (6/1/2020)

Outline Item A.5, page 96
 Issue: Whether the IRS complied with the requirement of § 6751(b)(1) 

that the initial determination of the assessment of a penalty be 
“personally approved (in writing) by the immediate supervisor of the 
individual making such determination.”

 Held: In determining when penalties are approved, the content of the 
document sent to the taxpayer is the relevant inquiry and not the IRS’s 
subjective intent in mailing the document. 
 The court concluded that the IRS made its initial determination of the 

assessment of penalties no later than August 6, 2012, when Letter 915 
was delivered to the taxpayer. 

 Because the initial determination to assert penalties occurred before the 
supervisor signed the Civil Penalty Approval Form on October 31, 2012, 
the IRS had failed to satisfy its burden of production under § 6751(b) and 
the taxpayer, therefore, was not liable for the § 6662(a) accuracy related 
penalties. 54
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55

Stauffer v. Internal Revenue Service
939 F.3d 1 (1st Cir. 9/16/19) 

Outline: item B.1.b, page 101 

 Held: the limitations period on claiming a tax refund was not 
tolled because of the taxpayer’s financial disability pursuant to 
section 6511(h).

 Rationale: the taxpayer’s son held a power of attorney authorizing 
the son to act on the taxpayer’s behalf during the period of 
disability.

56

Seely v. Commissioner
T.C. Memo. 2020-6  (1/13/20)

Outline: item E.3, page 102 

 Held: a Tax Court petition that had no postmark in the envelope, 
was timely mailed within the required 90-day period based on a 
declaration of mailing from the taxpayer’s attorney.
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Captive Insurance Developments
Outline: item H.2, pages 111-114
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Captive Insurance Developments
Outline: item H.2, pages 111-114

 Notice 2016-66:  micro-captive insurance transactions are “transactions of 
interest” that might be on their way to being listed. Persons entering into these 
transactions after November 1, 2006, must disclose the transaction as 
described in Reg. § 1.6011-4.

 CIC Services, LLC v. Internal Revenue Service, 925 F.3d 247 (6th Cir. 5/22/19) : 
rejects challenge to Notice 2016-66 as having been issued in violation of 
Administrative Procedure Act. Suit was barred by Anti-Injunction Act.

 IRS Victories in Tax Court:  Syzygy Ins. Co., Inc. v. Commissioner, T.C. Memo. 
2019-34 (4/10/19); Reserve Mechanical Corp. v. Commissioner, T.C. Memo. 
2018-86 (6/18/18); Avrahami v. Commissioner, 149 T.C. No. 7 (8/21/2017). 

 IR-2019-157 (9/16/19): IRS makes time-limited settlement offers to certain 
taxpayers with micro-captive insurance arrangements. Offers disallow 90% of 
deductions taken by the taxpayer.

 IR-2020-26 (1/31/20). IRS announces 80% of those receiving settlement offers 
accepted. IRS has established 12 new examination teams that are expected to 
open audits related to thousands of taxpayers.

 U.S. Supreme Court grants cert. CIC Services: Docket No. 19-930 ( 5/4/20). 

57

58



Chapter 9—Recent Developments in Federal Income Taxation

 9–14820th Annual Oregon Tax Institute

30

59

E-Filing of Amended Individual Returns
IR-2020-182 (8/17/20)

Outline: item H.7, page 118

 Individuals who wish to amend a federal income tax return by filing 
Form 1040-X historically have had to mail the form to the IRS. 

 IRS announcement: individuals now can e-file Form 1040-X using 
available software products to amend Forms 1040 or 1040-SR.
 Taxpayers still will have the option to mail a paper version of Form 

1040-X.
 Only 2019 returns can be amended through e-filing.
 Whether the ability to e-file amended returns will be expanded to 

other years is not entirely clear.
 The announcement states that “[a]dditional improvements are 

planned for the future.”
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CARES Act Changes to
Deposits of Employment Taxes

Outline: item A.1, page 118
 CARES Act § 2302:

 Remittance of the employer’s share of both the social security 
portion of FICA tax and of the social security portion of Railroad 
Retirement Act (RRTA) tax incurred in 2020 may be deferred.

 FICA payments previously due between March 27, 2020, and 
before January 1, 2021, may now be paid in two equal 
installments. 

 The first half of the payment may be deferred until December 
31, 2021, and payment of the second half of the liability may 
be deferred until December 31, 2022.

 Deferral is not available to employers that have had debt 
forgiven with respect to the loans made available through the 
Small Business Administration pursuant to the CARES Act. 
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