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President Trump Proposal
For Historic Tax Reform
Hinges on Republican Unity

I. IRS Matters

I. Federal Courts

I.

A. New §2704(b) Proposed Regs

Conservation Easements

In August, Treasury released
proposed regulations under Section
2704 to limit the use of valuation discounts in transfers of familycontrolled entities. While the proposed
regulations address perceived abuses,
their scope is broad, and they will apply as well to transactions not involving tax avoidance.
[Under current law, Section
2704(a) generally denies discounts upon “lapse” of voting or liquidation
rights when interests are transferred to
family members. However, discounts
are not denied if those rights become

The Tax Court in Palmer
Ranch Holdings, Ltd. v. Com’r, T.C.
Memo 2016-190, upheld a $20 million deduction for a conservation
easement in undeveloped wetlands in
Sarasota which had been approved for
environmental conservation by a local
government board. The Court rejected
the IRS argument that a zoning order
that had rejected a bid by Pulte to
build homes was dispositive, noting
that the vote was 3-2 and had been
made two years earlier. On appeal, the
Eleventh Circuit found the Tax Court
had erred, but only in reducing the de-

After enduring a difficult winter
in Washington, President Trump will
have little time to enjoy the cherry
blossoms. He must now turn his attention to achieving the daunting task of
overhauling an antiquated federal tax
system that is out of
Tax
sync with major world
Analysis
economies. This forces American businesses to make the
Hobson’s choice of paying virtually
the highest corporate tax rate in the
world (exceeded only by the UAE) or
to relocate offshore and remain competitive by not repatriating income that
could otherwise drive U.S. growth.
Passage of the Administration’s

(Please turn to page 8)

(Please turn to page 5)

(Please turn to page 2)

Social Security: Blueprint
of Benefits and Strategies

The Social Security Act was
signed into law by President Roosevelt in 1935, two years after the repeal
of Prohibition. Medicare and Medicaid benefits were added in 1965 under the Johnson Administration.
Benefits are funded through a
6.2 percent payroll tax on employees,
matched by the emRetirement
ployer, on wages up
Planning
to $127,200. Medicare tax is 1.45 percent, again matched
by the employer, but with no ceiling.
Self-employed persons are treated as
their own employer, and must therefore pay Social Security tax of 12.4
percent (on a modestly lower ceiling
of $113,700) and Medicare tax of 2.9
(Please turn to page 11)

Taxation of Incentive Stock
Options, Nonqualified Stock
Options, and Restricted Stock

From Washington

APRIL COMMENT
Tax Court Sanctions Non-SafeHarbor Reverse Exchange Citing
Ninth Circuit Decisional Law

I. Incentive Stock Options

I. Overview of Reverse Exchanges

Incentive stock options (ISOs)
are stock options that can only be
granted to an employee pursuant to a
plan. The employee must be employed by the company at the date of
grant, and the option must be exercised within 90 days of employment
termination. IRC §422(a)(2).
The following requirements
must also be met: (i) the plan must be
approved by shareholders; (ii) the option term cannot exceed 10 years; (iii)
the exercise price must equal or exceed the value of the stock at the time
the option is granted; (iv) the employee cannot own more than 10 percent

In a reverse exchange, the taxpayer acquires replacement property
before transferring relinquished property. One situation calling for a reverse
exchange might arise where the purchaser of the
Will Congress Repeal
taxpayer’s re- Section 1031 in 2017?
linquished
(Page 19)
property has
defaulted, leaving the taxpayer in a position of either closing on the replacement property or forfeiting his down
payment. Another would be where the
taxpayer must take title to the replacement property – for whatever reason
(e.g., competition for property or need

(Please turn to page 15)

(Please turn to page 18)
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tax plan hangs in the balance of Mr.
Trump convincing a half dozen Republican Senators — one liberal, one libertarian, and the rest moderate — to vote
for passage. They include Collins
(ME), McCain (AZ), Portman (OH),
Murkowski (AK), Paul (KY), Blunt
(MO), and Rounds (SD). Although
Treasury Secretary Mnuchin believes a
tax reform bill will be on the floor of
the Senate by the August recess, Senate
Majority Leader McConnell (KY) believes the August date is optimistic
since tax reform is “complicated.”
Democratic opposition to any Republican bill appears resolute and unified.
The Senate is now composed of
48 Democrats and 52 Republicans.
Though controlling neither chamber of
Congress, Senate Democrats still possess the powerful filibuster, as Republicans do not have the necessary 60 votes
to invoke cloture and end debate. Republicans could invoke the Budget
“reconciliation” rule under which debate on budget proposals is limited to
20 hours. Although this would preclude
filibuster and result in passage of legislation with a simple majority, any legislation passed through budget reconciliation must “sunset” (expire) after 10
years if it has a negative impact on
revenue.
In the event a vote on tax legislation does not occur until after the
2018 elections, the complexion of the
Senate will not likely change enough to
make passage either much more or
much less difficult: Democrats need a
net gain of three seats to win control of
the Senate. Republicans need a net gain
of eight seats to avoid filibuster. However, Democrats have 25 seats up for
reelection, as opposed to the Republicans’ eight.
President Trump stated in late
February that healthcare legislation
must precede tax reform. Others agree
that since his tax plan is dependent on
the revenue savings in the health act, a
delay in passage of the health act might
imperil early passage of tax legislation.
If the American Health Care Act gets
delayed or derailed in Congress, tax reform could be stalled until 2018 or
even later. This would undoubtedly unnerve the markets, which appear to
have priced in meaningful tax reform in
the near future.
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I. Personal Income Tax Proposals
President Trump initially proposed reducing the number of income
brackets to four, but appears to now
agree with the Congressional Republican
proposal to have three brackets (instead
of the current seven) of 12 percent, 25
percent and 33 percent. Married persons
with incomes up to $70,000 would be
within the 12 percent bracket; and those
with incomes of up to $225,000, the 25
percent bracket. The average reduction in
taxes for couples with two children earning $100,000 would be more than symbolic but less than significant.
[This continues the historical general trend downward. Under Roosevelt,
the highest personal rate was 94 percent,
under Eisenhower and Kennedy, 91 percent, Johnson and Nixon, 70 percent,
Reagan 28 percent, Clinton and Obama
39.6 percent.]
Although the House GOP proposed taxing half of capital gains at ordinary income rates and excluding the other half, it appears more likely that there
will be no change to the present favora(Please turn to page 3)
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ble taxation of capital gains and dividend income. The Medicare surtax of
3.8 percent on net investment income
would be repealed. Both the House
GOP plan and the Administration advocate elimination of the AMT. Dividends would continue to receive favorable tax treatment.
Under the Administration’s proposal, personal exemptions would be
eliminated, but the standard deduction
would be increased to $15,000 per taxpayer, regardless of marital status.
About half of those who currently
itemize would no longer do so. Itemized deductions would be subject to a
$200,000 limit for married taxpayers,
and $100,000 for individuals. Head-of
-household filing status would be
eliminated.
Mr. Trump favors simplification of present law child subsidies. He
proposes a nonrefundable above-theline deduction for employer-related
child care expenses for children under
age 13. The upper limit would be determined by costs within the individual
state. The deduction would be available to families with incomes of up to
$250,000. Phase-out would also have
high limits. An earned income tax
credit would be available to low income taxpayers.
Parents could also maintain a
dependent care savings account that
would be funded with a fully deductible $2,000 per child annual contribution. Growth would be tax-free as
would withdrawals for qualified purposes, such as traditional child care,
after-school programs or tuition.
Amounts expended for dependent elder care living in the home
would also be an above-the-line deduction, capped at $5,000.
The Administration has not indicated how it intends to pay for the
revenue losses occasioned by the individual and corporate tax relief proposed. In fact, even the most generous
methods of estimating revenue losses
reveal the cost of Mr. Trump’s proposals could be problematic for a Republican Congress averse to incurring
further federal deficits.
Both the Administration and
House Republicans appear to favor
continuing to allow deductions for
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mortgage interest and charitable contributions.
II.

Transfer Taxes

Elimination of transfer taxes in
their entirety seems unlikely, at least
with respect to the gift tax. The estate
tax and the GST tax now reach few estates, and may be targeted for repeal.
Mr. Trump has proposed a capital
gains tax at death with no basis step up
with a large $10 million exemption in
place of an estate tax. This proposal
will likely engender opposition from
both sides of the aisle, since determining historical basis would create an administrative nightmare. Similar efforts
to eliminate the basis step up at death
have failed for this reason.
Since repeal of the estate tax
would likely require budget reconciliation, elimination would “sunset” in 10
years, as did EGTRRA. This means
even a repeal would be only temporary, although bringing back an estate
tax once repeal actually occurs might
be difficult for a future president.
The gift tax will not likely be
repealed as income shifting may still
be a concern, especially if the estate
tax is repealed. All of this means that
transfer tax planning remains important, but less so. Even if Washington repeals the estate tax, it is unlikely
that New York will follow suit. (see
NYS DTF matters, p. 10).
III.

Corporate and
Business Tax Reform

More significant than the individual tax regime changes that Mr.
Trump proposes are the sweeping corporate tax changes he envisions.
Under the U.S. international
taxation, corporate earnings remain
untaxed unless and until those earnings are repatriated. An estimated $2.6
trillion of earnings remained unrepatriated as of the beginning of 2016. The
Administration’s proposal would reduce the corporate tax rate from 35
percent to 15 percent, while repealing
the AMT. Owners of sole proprietorships, S Corporations, partnerships,
and limited liability companies would
also be entitled to the 15 rate of taxation. A permanent “deemed” repatriation on unrepatriated profits would result in a single 10 percent tax being
imposed on those earnings when the
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plan is enacted. Going forward, the
Trump plan would permit deferred income to be taxed as dividend income
to shareholders.
[Note: Since taxation of partnerships (as well as LLCs and S Corporations) is now determined at the
partner rather than entity level, some
type of mechanism would be required
to permit the partner to benefit from
the lower rate on “flow through” partnership income. For example, since
the character of partnership income is
determined at the partnership level,
capital gain characterization is determined at the partnership level, but reported at the partnership level applying the partner’s tax rate. Under the
Trump plan, taxation of partnerships
would assume some “entity” characteristics now associated with C Corporations or trusts, where the income is
actually determined at the entity level.
This would mark a sea change in the
tax law.]
Businesses would no longer be
required to amortize domestic investment in plants and equipment, but
would be allowed to expense these
costs. However, if the election to expense were made, the deduction for interest expense would be forfeited. The
plan might also allow expensing for
research, salaries and intellectual property.
IV.

Border-Adjustment Tax

President Trump holds as a priority the imposition of a “borderadjustment tax,” which is a territorial
tax system adopted by most European
countries. Under a border-adjustment
tax — which in effect taxes consumption — companies incur no tax on income derived through exports; but tax
is indirectly imposed on imports by
disallowing a business deduction for
the cost of imports. Under the territorial system, earnings could be repatriated without being subject to tax.
Salaries paid to domestic workers by exporting companies would be
deductible, while salaries paid to foreign workers by importing countries
would be nondeductible. Companies
dependent on imports, such as Best
Buy, Walmart, and Nike have expressed concern that the tax will increase the cost of consumer products,
while companies that focus on exports
(Please turn to page 4)
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of U.S. made goods and services, such
as Boeing, General Electric, and Pfizer, believe that the new tax would
stimulate growth.
[This proposal might be objected to by Europe as violating international trade agreements by imposing a
tariff on imports and subsidizing exports. President Trump has called for
renegotiating trade agreements.]
Advocates of the tax posit that
the border adjustment would result in
the dollar gaining value, thereby increasing the purchasing power of the
dollar, and reducing the cost of imports. When the dust settles, they argue, the cost of imports would remain
unchanged. However, if the dollar
does rise precipitously, this will make
the cost of exporters’ products more
expensive, and will reduce those companies’ profits.
Mr. Trump believes that the
current tax regime places U.S. workers
and businesses at a distinct economic
disadvantage via à vis other countries
that now maintain a border-adjustment
tax system. He argues that enactment
of the tax would remove incentives to
locate businesses outside of the United
States. Combined with full expensing
for investment in new plants and
equipment, increased production of
goods and services for both domestic
and foreign consumption would occur.
Advocates and critics dispute
the likelihood and magnitude of shortterm economic disruption that imposition of the new tax would occasion. If
Mr. Trump is successful in shepherding passage through Congress, this
would presage the most significant
change in federal taxation since 1986,
and possibly since the enactment of
the present Internal Revenue Code in
1956.
V.

Repeal of Affordable Care Act

President Trump advocates repeal of all taxes associated with the
Affordable Care Act. Repeal or modification of the Affordable Care Act
would increase pressure on Congress
to offset lost revenues. The Congressional Budget Office (CBO) estimates
that repeal of the 3.8 percent net investment tax would result in a $223
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billion increase in the federal deficit
over the next ten years. Repeal of the
0.9 percent Medicare tax would increase the deficit over that time period
by an estimated $123 billion; repeal of
the annual tax on health care providers, $156 billion. On the other hand,
the CBO estimates that eliminating individual and employer mandates
would result in a net decrease in the
federal deficit of $130 billion over ten
years.
VI.

Tax Expenditures

Congress as well as President
Trump propose to offset lost revenue
occasioned by a reduction in taxes
through the reduction or elimination of
various “tax expenditures.” Tax expenditures are revenue losses attributable to exclusions, exemptions or deductions that provide a deferral or a reduced tax rate. Tax reform envisioned
by President Trump would, without
the corresponding elimination of various tax expenditures, cause the federal
deficit to escalate. Under budget reconciliation, proposed tax cuts need only be offset by revenue increases, of
which elimination of tax expenditures
would play an important role.
The largest corporate tax expenditures are indicated below in billions of dollars over five years, and
rounded. Tax expenditures which
President Trump has either stated that
he is in favor of eliminating, or tax expenditures that appear at risk of being
eliminated or reduced are bolded in
red. They include:
(i)

Deferral of income of controlled
foreign corporations (563);

(ii)

Deferral of income attributable to
domestic production activities
(62) (unclear);

(iii) Deferral of gain on like-kind
exchanges (58);
(iv) Exclusion of interest on state
and government bonds (51)
(unclear);
(v)

Credit for low-income housing
(41); and

(vi) Deferral of gain on installment
sales (34).

The largest individual tax expenditures are indicated below in billions of dollars over five years, and
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rounded. Tax expenditures which
President Trump has either stated that
he is in favor of eliminating, or tax expenditures that appear at risk of being
eliminated or reduced are bolded in
red. They include:
(i)

Exclusion of employer contributions
for health care (770) (unclear);

(ii)

Deduction for State and Local
taxes (unlikely but possible) (342);

(iii) Health care exchange subsidies (322)
(iv) Exclusion of capital gains
at death (191) (may be
conditioned on repeal of estate tax)
(v)

Deductions for charitable
contributions to educational
institutions (33); and

(vi) Deferral of gain on like-kind
exchanges (30).

VII.

Conclusion

Following tax cuts for businesses, Mr. Trump proposes a massive $1
trillion effort to rebuild the nation’s infrastructure, and also increase defense
spending dramatically. These will require the elimination or curtailment of
many tax expenditures or entitlements,
which may be quite unpopular.
President Trump believes that
by slashing taxes on businesses, eliminating many government regulations,
encouraging domestic production of
goods and services, renegotiating unfavorable international agreements and
treaties, and shifting much of the
health care burden to the States, economic growth will more than offset
the loss in tax revenues.
Wall Street seems to agree.
Most believe that tax reform will occur, if at all, within the first year of
Trump’s presidency. After that, some
argue that the window of opportunity
may be lost. However, as 2018 elections approach, Republicans seem to
have a comfortable majority in the
House, and have a strategic advantage
in the Senate because Democrats have
far more seats up for reelection than
do Republicans.
Changes in the tax law will be
the catalyst for most of the economic
growth President Trump envisions.
One would hope that the nemesis of
recent presidents — health care —
does not become an insurmountable
hindrance to critical tax reform.
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duction to $20 million. On remand, the
Tax Court reinstated the $25.2 million
deduction reported by the taxpayer.
Taxpayers also struggled in other cases involving conservation easements. In Gemperle v. Com’r, T.C.
Memo 2016-1, Judge Halpern citing
IRC §179(h)(4)(B)(iii)(I) in deciding
that the taxpayer’s failure to attach an
appraisal barred any deduction. The
Court also upheld a gross valuation
penalty since the taxpayer’s deduction
exceeded by more than 200 percent
the valuation attributed to the easement by the only expert testifying at
trial, that of the IRS.
In Partita Partners, LLC v. U.S.,
No. 15-cv-2561 (S.D.N.Y. 2016) the
Southern District granted summary
judgment to the IRS which disallowed
a $4.19 million deduction for a conservation easement relating to a historic
façade. The Court found that the easement exception in this case, which permitted additional floors to be build,
conflicted with the requirement that
the historical façade preserve the
“entire exterior of the building.”
Courts’ hostility to allowing deductions for conservation easements
was again reflected in Mecox Partners
LP v. U.S., No. 11-cv-8157, where the
Southern District, per Judge Ramos,
upheld a motion for summary judgment made by the government, finding
that the failure of the taxpayer to file a
deed recording the easement pursuant
to NY ECL § 49-0305 had resulted in
there being no “qualified conservation
contribution.”
Trust Deduction Depends Upon
Strict Adherence to Terms
of Governing Instrument
IRC Section 642(c)(1) authorizes a trust to deduct charitable distributions made pursuant to the terms of the
governing instrument. In Hubbell
Trust v. Com’r, T.C. Summ. Op. 201667, despite an order from the probate
court authorizing the trust to make the
distribution, the Tax Court found that
since the trust had not yet terminated,
the trustees were without power to
make the distributions, and thus
agreed with the IRS that the deduction
should be disallowed.
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No Good Deed of
Executor Goes Unpunished
In Singer v. Com’r, T.C. Memo
2016-48, the executor found that the
testamentary estate could not satisfy
all claims against the estate, including
unpaid federal income taxes of $4 million. An order was obtained from the
surrogate’s court restraining claims
against some property in the estate.
The executor also sought to void a
transfer of real property which passed
by operation of law. The IRS filed a
proof of claim for $3 million and
eventually settled for $1 million. The
surrogate’s court vacated the restraining order, and the executor made distributions to the decedent’s spouse, to
the IRS, and to the New York State
Department of Taxation.
The IRS objected to the
amounts paid to the spouse and to the
Department of Taxation, arguing that
the settlement covered only the income tax, that estate tax was still
owed, and that the distributions rendered the estate “insolvent.” The Tax
Court disagreed, reasoning that under
EPTL § 2-1.8(a), federal and state estate tax was apportioned equally
among beneficiaries. Thus, the estate
had a right to indemnification for the
estate taxes and therefore was not insolvent.
The IRS and New York often
find themselves in an adversarial position with respect to unpaid taxes.
Here, the IRS claim against the executor appears unseemly, since the payment of taxes to New York reveals the
antithesis of venality.
IRS Successfully Litigates
Family Partnership Cases
Attempts to utilize family partnerships to avoid estate tax continues
to vex the IRS and the Tax Court. In
Estate of Beyer v. Com’r, T.C. Memo
2016-183, the partnership agreement
was left blank in many places where
one would expect to find information
concerning contributions as well as the
names of partners. Assets were transferred to the partnership shortly after
its formation, and then sold to an irrevocable grantor trust in exchange for
a promissory note. The Tax Court
found that the assets in the trust were
includible in the decedent’s estate under IRC §2036(a)(1) since there had
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been no bona fide sale for adequate
and full consideration. Citing Stone v.
Com’r, T.C. Memo 2003-309, the
Court held that the bona fide sale exception was inapplicable since there
was no “legitimate and nontax purpose” for creating the family limited
partnership.
In another case involving family partnerships, Estate of Holliday v.
Com’r, T.C. Memo 2016-51, the Court
rejected a claimed valuation discount
of 34 percent for marketable securities
transferred to a family partnership.
Here the court found an implied agreement that the decedent would continue
to benefit from assets transferred to
the partnership. The Court found no
legitimate nontax reason for the transfer. The Court also noted in its decision that the partnership had failed to
maintain books and records.
Tax Court Allows Deduction
Attributable to Madoff Losses
In Estate of Heller v. Com’r,
147 T.C. 11 (2016), the estate claimed
a deduction under IRC §2054 for losses incurred through an LLC which
owned assets in an account maintained
by Bernard Madoff. The IRS disallowed the deduction claiming that the
LLC rather than the estate suffered the
loss. The Tax Court held for the estate
and granted summary judgment. The
Court found that the connection between the theft and the interest of the
estate was direct and that the loss did
indeed “arise from” theft, as required
by Section 2054.
Tax Court Finds IRS May Assess
Interest on Settlement Amount
In Estate of La Sala v. Com’r,
T.C. Memo 2016-42, the IRS sought
statutory interest of $137,752 on a deficiency stipulation agreed to by the
parties in a Tax Court proceeding. In
rejecting the taxpayer’s argument that
the stipulation was merely a notational
amount, the Court found that the stipulation reflected an actual gift tax liability on which interest was due.

(Please turn to page 6)
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Inattentive Executor Cannot
Rely on Assurances From
Neglectful Attorney
The Sixth Circuit Court of Appeals, in Specht v. U.S., 2016 WL
5219881 upheld late filing penalties
where an unsophisticated executor (a
high school educated homemaker)
who, despite receiving notices from
the local probate court of missed deadlines — and assurances from her attorney (suffering from brain cancer who
was subsequently forced to give up her
license) that matters were being attended to — failed to timely file or
pay estate tax of about $6 million on
an estate exceeding $12 million.
The Court, while noting that the
executor had received “staggeringly
inadequate counsel” and had not intentionally sought delay, nevertheless upheld summary judgment to the IRS
made by the District Court. The Court
cited to the Supreme Court in U.S. v.
Boyle, 469 U.S. 241 (1985), which
held that reliance on an attorney cannot trump an unambiguous statute.
The Sixth Circuit distinguished other
cases where the executor was under a
disability, thus implicitly if not explicitly suggesting that the result might be
different if an executor (rather than the
executor’s attorney) were under a severe disability. (In such a case, the executor would not be violating the familiar maxim that filing a return is a
non-delegable duty.)
Tax Court Rebuffs IRS Challenge
Based in Part on Technical Grounds
The IRS challenged the taxpayer’s appraisal for a charitable deduction relating to donated land in Cave
Buttes, LLC v. Com’r, 147 T.C. ___
(9/20/2016), claiming that the taxpayer
had not substantially complied with
Form 8283 (“Noncash Charitable Contributions”). The Tax Court held for
the taxpayer, finding that the appraisal
was indeed a qualified appraisal, despite the fact that only one appraiser
had signed the appraisal, rather than
two, noting that Form 8283 provided
only one signature line.
On a more substantive note, the
Court rejected the IRS claim that the
property was not sufficiently de-
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scribed, noting that a description including the address and particulars
was sufficient to apprise the IRS of
what was being contributed.
The Tax Court went further: In
preparation for trial, the taxpayer had
obtained another appraisal. Finding
that the new appraisal was more accurate than the one originally obtained
by the taxpayer, the Court allowed the
original deduction, as well as an additional $667,000 deduction based on
the appraisal obtained for trial.
The Tax Court may have been
incensed with the officiousness of the
IRS given the fact that the taxpayer
had contributed land worth $2 million
to local Flood Control District for
$735,000, after the District expressed
reluctance concerning the taxpayer’s
intention to develop land close to a
dam. In accepting the appraisal of the
taxpayer, the Court noted that the
highest and best use of the property
was residential, implicitly finding that
the taxpayer had indeed acted benevolently in selling the property for less
than half of its worth instead of developing it.
IRS Successful in Challenges
to Charitable Donations
The Tax Court in Beaubrun v.
Com’r, T.C. Memo 2015-217 agreed
with the IRS and upheld a denial
$10,026 in charitable deductions made
to a church, finding that a cancelled
check did not satisfy the requirement
under IRC §170(f)(8)(C) for a contemporaneous written acknowledgment
for donations more than $250, since a
cancelled check could not show that
no goods or services were received by
the taxpayer.
Also, the written acknowledgement furnished by the church was not
contemporaneous because it was provided more than four years after the
donation was made. The Court sustained an accuracy-related penalty under Section 6662.
Similarly, in French v. Com’r,
T.C. Memo 2016-39, the deduction of
$350,971 for a conservation easement
donated to a charity was disallowed in
part because the taxpayer had not provided a contemporaneous written acknowledgment under IRC §170(f)(8).
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Apparel Required For
Work is Not a Business Expense
The Tax Court agreed with the
IRS that an employee of Ralph Lauren
could not deduct the cost of apparel required by the company while working.
A negligence penalty imposed by the
IRS was upheld. Barnes v. Com’r,
T.C. Memo 2016-79.
7th Circuit Reverses Tax
Court on Hobby Loss Finding
The Tax Court, in Roberts v.
Com’r, 820 F.3d 247 (7th Cir. 2016)
applied an expansive list of factors
found in Regs. §1.183-2 in finding that
an entrepreneur’s foray into horse racing constituted a hobby rather than a
business. The evidence though did reveal that taxpayer had indeed devoted
substantial time and energies to the activity.
The Seventh Circuit, on appeal,
reversed, finding that the nine factors
articulated a test that was “open ended,” and suggested that rather than
“wading through” nine factors, it
might be preferable to acknowledge
that an activity known to attract persons pursuing a hobby rather than a
business be presumed to be a hobby,
and then permit the taxpayer to rebut
the presumption. Reaching a conclusion opposite to that of the IRS and
District Court, the Seventh Circuit reversed.
Applying New York Law
2nd Circuit Finds for Taxpayer
In A lphonso v. Com’r, T.C.
Memo 2016-130, the taxpayer-tenant
deducted as a casualty loss the amount
paid by the taxpayer to a coop board
for a special assessment imposed by
reason of the collapse of a retaining
wall in a building in upper Manhattan.
The Tax Court held for the IRS, finding that a casualty loss could be
claimed by the coop but not by a tenant. The Second Circuit reversed, finding that under New York law, the taxpayer did have a property interest consisting of the right to use the grounds.
(The matter was remanded to the Tax
Court for a determination of whether a
casualty loss actually occurred, or
whether the collapse of the wall was
simply the result of gradual weakening
(Please turn to page 7)
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and not a casualty.)
Whether Marriage is “Lawful”
For Federal Tax Purposes
Turns on State Law
In U.S. v. W indsor, 133 S.Ct.
2675 (2015), the Supreme Court held
that for all federal tax purposes the
term of “husband and wife” means
two persons lawfully married to one
another. Whether two persons are lawfully married in turn depends upon the
state in which the individuals reside.
The regulations make clear that for
federal tax purposes a union will not
be considered a lawful marriage unless
the state in which the union was consummated itself recognizes the union
as a lawful marriage.
Taxpayer Cannot Benefit
From Own Mistake at
Expense of Treasury
The taxpayer in Squeri v.
Com’r, 2016-16 had been under audit
by the IRS for the tax years 2009,
2010 and 2011. Certain checks the taxpayer received in 2008 were not deposited until 2009. The IRS included
in the calculation of the deficiency the
2008 checks in calculating the taxpayer’s gross income for 2009. The taxpayer objected, arguing that the statute
of limitations barred the inclusion of
income relating to 2008. The Tax
Court rejected the taxpayer’s argument, finding that the “duty of consistency” precluded the taxpayer from
benefitting from its own error, which
in this case would allow the taxpayer
to avoid payment of tax on $1.634
million of income.
Tax Court Finds Faults in IRS
Interpretation of IRC §1041 Regs
Under IRC §1041, exchanges
between taxpayers “incident to divorce” are not taxable. The term
“incident to divorce” means that the
transfer must occur within one year
following the cessation of the marriage
or be “related to the cessation of the
marriage.”
In Belot v. Com’r, T.C. Memo
2016-113, the issue was whether an
agreement between ex-spouses entered
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into after the divorce, which called for
payments from one ex-spouse to the
other, was “incident to divorce.” The
IRS argued that the agreement was not
incident to divorce because it was not
part of the original settlement agreement. However, the Tax Court rejected
the argument, noting that although the
regulations provide for a presumption
against the applicability of Section
1041 where the transfer was not pursuant to a written agreement, the regulations also provide that the presumption
can be rebutted by showing that the
transfer furthered the purpose of the
original agreement.
Federal Appeals Court Reinstates
View of Tax Court Involving
Deduction Under IRC §1341
In Naccio v. U.S., 824 F.3d
1370, the taxpayer upon losing an appeal involving insider trading, sought
to claim a deduction under IRC §1341
for $18 million in taxes which he paid
on the $44.6 million gain he had forfeited. Section 1341 allows an offset
or deduction for amounts repaid to the
government that had previously been
included in income. The IRS disallowed the deduction on the grounds
that the taxpayer’s forfeiture constituted a nondeductible fine or penalty.
The Federal Circuit did reject
the position of the Tax Court and
found that the deductions — even if
not allowed under IRC §1341 as the
taxpayer had argued — were allowable as a loss under IRC §165. However, that finding provided no benefit to
the taxpayer, since the Court of Appeals then cited the existence of a public policy exception to IRC §165,
which did operate to disallow the deduction.
Innocent Spouse Relief

Page 7
by the Tax Court in A robo v. Com’r,
T.C. Memo 2016-66. Here, returns
prepared by the husband were filed
only when the IRS began an audit. Ultimately, the IRS found $1.5 million in
unreported income as well as unsubstantiated business expenses.
The Tax Court denied innocent
spouse relief on the grounds that the
spouse should have been alerted to a
problem with the returns since the
2004 return reported a business loss of
$58,000 at a time when the couple’s
standard of living was unchanged. The
spouse seeking relief had thus enjoyed
the windfall of avoiding “hundreds of
thousands of dollars” in tax.
II.

New York State
Courts and Tax Tribunals

In Matter of Sobotka, DTA No.
826286, ALJ Galliher agreed with the
taxpayer that since the residency statute provides that a statutory resident of
New York is someone other than a
“domiciliary,” the time in which one is
a domiciliary cannot be counted in determining whether one meets the 183day test for determining whether one
is a statutory resident. The case is surprisingly favorable, given that the taxpayer was challenging wording of the
statute that has existed for years, and
the issue is likely not one that existed
before, even if not brought to the attention of a tax tribunal.
In any event, the decision was
less important than it may seem, since
it involved merely a motion for summary judgment which was denied
since no evidence was submitted on
the number of days the taxpayer was
in New York. Further, decisions of the
Division of Tax Appeals, the lowest
administrative tribunal in the Division
of Taxation, cannot be cited as authority in any tax dispute.

In Boyle v. Com’r, T.C. Memo
2016-87, the Tax Court granted equitable relief and abated penalties and
interest relating to a tax return prepared by the taxpayer’s deceased
spouse, which had never been filed.
Although the income related to income
earned by the taxpayer’s business, his
deceased wife had deceived him concerning the filing of returns. The Tax
Court decided that relief from the penalties was appropriate.
A contrary result was reached
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vested in the transferee family member, even if the rights do indeed lapse
with respect to the transferor.
Section 2704(b) disregards restrictions on liquidation, but only if the
restrictions are more stringent than
those imposed under state law. Thus,
drafting an operating agreement which
imposes restrictions not more stringent
than under state law became a tool
used by tax planners to effectively
limit the applicability of the statute.]
The IRS has long fought a losing battle with taxpayers, who have
been aided by their states, which have
enacted default statutes operating to
greatly attenuate the reach of Section
2704. Courts too have had little difficulty (or choice) handing victory to
taxpayers since the taxpayer-friendly
result was not ambiguous. Thus a virtual cottage industry has evolved specializing in achieving minority and
lack of control valuation discounts.
Changes Involving Voting
and Liquidation Rights
As noted, under current law, if
the transfer of an interest in a family
entity by parent to child for example
results in the loss of the right of the
parent to liquidate the entity, no lapse
of liquidation rights occurs provided
the child may participate in a vote to
liquidate. So too, under current law,
the transfer of an interest resulting in
the former holder of the controlling interest no longer having a controlling
interest would not trigger a lapse of
voting rights provided the family
member to whom the interest was
transferred still maintained voting
rights with respect to the transferred
interest.
Under the proposed regulations,
the existing rules would not apply to
transfers occurring within three years
of death, thus eliminating the discounts sought.
Changes Involving
Applicable Restrictions
Under current law, only
“Applicable Restrictions” more restrictive than state law are ignored in
valuing interests in family entities.

States (including New York) have
been complicit with taxpayers in
changing default statutes restrictive by
default so that the taxpayer would not
violate this restriction. For example,
assume the operating agreement requires the approval of two-thirds of
the partners for the partnership to liquidate. As long as that requirement is
no more restrictive than that existing
under state law, no lapse would occur.
Under the proposed regulations,
it is no longer sufficient that the operative document contain restrictions no
more restrictive than state law. The
proposed regulations target any restriction limiting liquidation, and ignores that restriction, thus eliminating
the valuation discount.
New “Disregarded Restrictions”
A new class of restrictions,
called “Disregarded Restrictions” will
apply to any restriction limiting the
right of any interest holder to compel
liquidation or redemption. For valuation purposes, since any family member owning an interest in the entity
could liquidate or redeem the interest
for its fair market value, no valuation
discount would apply.
The proposed regulations also
(i) specify when an outsider’s interest
in a family entity will be ignored for
purposes of determining family control of the entity and (ii) expand on
other rules relating to family control
and attribution of ownership by family
members to one another.
Legal Status of
Proposed Regulations
Proposed regulations do not
carry the force of law, but neither are
they merely “guidance.” They stand in
a middle realm. While the Treasury
has authority to implement regulations
interpreting tax statutes, it may not
legislate. Some have suggested that
the proposed 2704 regulations go beyond merely interpreting 2704, and actually effectuate rules that create new
legislation.
Since the proposed regulations
act to decimate existing avenues of
achieving minority and lack of control
discounts, it will be interesting to see
how taxpayer-friendly jurisdictions
such as the Fifth Circuit in Texas and

the Ninth Circuit on the West Coast
interpret the proposed regulations. Ultimately, if Congress fails to act, the
issue will be left to the courts to decide. Since any challenge to the regulations could take years to be litigated
and reach federal courts of appeal, taxpayers should be aware that tax planning with valuation discounts now carries with it some risk, especially if the
mandates of the proposed regulations
are not strictly adhered to.
*

*

*

The Senate Finance Committee
approved the Retirement Enhancement
and Savings Act of 2016, S. 3471,
114th Cong., which proposed changes
to minimum distribution rules. While
under current law a designated beneficiary may calculate required minimum
distributions based on his or her own
life expectancy, the proposal would require payout in five years for nonspouse designated beneficiaries. The
new rule would apply to that portion
of an IRA whose account balance exceeded $450,000. Some exceptions
would apply to certain beneficiaries,
among whom include elderly or disabled persons. The provision would
generate an estimated $3.18 billion
over ten years.
* *

*

Sales to intentional grantor
trusts continued to attract the scrutiny
of Treasury in 2016. Among the Administration’s revenue proposals included one that would include in the
gross estate of the grantor that portion
of the trust attributed to a “sale, exchange, or comparable transaction,” if
the transaction was disregarded for income tax purposes. Given that sales to
grantor trusts is conditioned on Revenue Ruling 85-13, which stated that
sales to grantor trusts are ignored for
income tax purposes, the rule would
strike at the heart of a planning technique that has been in vogue for the
past fifteen years. Chances for enactment under the new administration appear slim.
PLR 201614006 approved the
creation of an irrevocable trust (an
“ING” or intentional nongrantor trust)
(Please turn to page 9)
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for the grantor’s benefit where distributions to the grantor-beneficiary required to be approved by a majority
vote of a distribution committee. The
IRS found that the existence of the distribution committee resulted in the
trust not being a grantor trust, and also
found no taxable gift would occur upon contributions of the grantor to the
trust since the grantor had retained the
right to veto distributions to other beneficiaries.
These trusts had been used to
avoid state income tax (New York enacted a statute to combat this), as well
as to create self-settled spendthrift
trusts for asset protection, while also
avoiding the completion of a taxable
gift when property was contributed to
the trust. Interestingly, the IRS has approved these trusts even though they
clearly interfere with various states’
revenue collection regimes. This vividly shows the competing forces of
Jefferson’s philosophy emphasizing
states’ rights versus that of Hamilton
which championed federalism.
President Trump Proposes
Capital Gains at Death
President Trump has indicated
that he favors repeal of the estate tax,
installing in its place a capital gains
tax at death on assets whose value exceeds $10 million. The capital gains
tax at death has its adherents – Canada
follows such a regime – but it poses
basis determination difficulties. That
is, many assets held in estates were
likely acquired many years before the
death of the decedent. Proving basis in
this situation could be an insurmountable task. Furthermore, enacting a capital gains tax at death would likely result in efforts to transfer assets to
younger family members, placing
more pressure than may be warranted
on the gift tax. It may be wise to eliminate the estate tax, since so few estates are now subject to it, but eliminating it only to impose a new capital
gains tax at death would only create a
labyrinth of new administrative problems for executors.
[The Obama administration
floated a proposal that would also impose capital gains tax realized at death,
but would allow a deduction on the es-

tate tax return. Spousal bequests
would be excluded from tax, but
would receive a carryover basis. The
decedent’s estate would be given a
$100,000 exclusion from tax for capital gains. The Section 121 exclusion
from gain on sale of a residence would
be liberalized. All residences, not
merely the principal residences, would
be covered, and the $250,000 exclusion would be portable.]
Consistent Basis Regulations
The Treasury issued lengthy
proposed regulations containing guidance in the application of the consistent basis rules under IRC § 1014
(f), which requires estate beneficiaries
to match their basis with that reported
on the estate tax return. A key provision requires the executor to inform
beneficiaries with a “transmittal letter”
explaining the purpose of the schedule
of assets included, and which identifies the values used for estate tax purposes. Beneficiaries must be expressly
advised that the information is provided for tax reporting purposes. Prop.
Regs. §1.1014-10. Taxpayers may rely
on the proposed regulations until finalized.
Basis information will be reported on Form 8971. Required information includes the TIN of the beneficiary and a schedule of assets acquired
from the decedent. Form 8971 would
not be required by an estate below the
filing threshold even if a return were
filed for purposes of making the portability election.
Intentionally disregarding the
requirement to report basis carries
with it substantial penalties under IRC
§§ 6721 and 6722 (i.e., up to “10 percent of the aggregate amount of items
required to be reported.”) Accuracyrelated penalties will be imposed IRC
§6662 for underpayments due to reporting a basis higher than that reported under Section 1014(f).
Portability Elections and
Requests For Extensions
The lifetime exclusion amount
has increased to $5.49 million in 2017.
The filing of an estate tax return is
necessary to elect portability, even if
the estate is not otherwise required to
file the return. Therefore, an estate tax

return is due nine months after the date
of death, or at the expiration of an extension, even if the return is being
filed only to make a portability election. Some estates have requested regulatory relief to file a late return electing portability. The IRS has been liberal in granting such requests, even
where reliance on a professional, a requirement cited in the Regulations for
§ 301.9100 regulatory relief, is absent.
See PLR 201648003 (among many).
Comment: The IRS has long
disregarded a QTIP election if such an
election was not necessary to reduce
the estate tax to zero. With the advent
of portability, it may now be prudent
to elect QTIP treatment even in cases
where there is an estate tax in order to
increase the amount of the exclusion
available to be ported to the estate of
the surviving spouse. Revenue Procedure 2016-49 provides that in order to
treat a QTIP election as void, the executor must provide documentation establishing that the QTIP election was
not necessary to reduce the estate tax
to zero and that no portability election
was made. [QTIP elections will not be
treated as void in several circumstances, including those where the QTIP
election was a protective election, or
in the case of some partial QTIP elections.]
Proposed Regulations Involving
Charitable Contribution
Deductions Abandoned
Proposed Regulations that
would have dispensed with the requirement of a contemporaneous acknowledgment by the taxpayer for
charitable contributions of $250 or
more provided the donee organization
itself furnished the same information
in its return have been withdrawn after
privacy concerns were voiced. The
proposed regulations would have required that taxpayers furnish personal
information, including social security
numbers, to charitable organizations.
Court Order Correcting
Designated Beneficiary
Invalid For Federal Tax Purposes
In PLR 20628004, the decedent’s financial advisor changed firms,
(Please turn to page 10)
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which necessitated a change in paperwork relating to the decedent’s IRAs.
A new beneficiary designation form
provided by the custodian named the
decedent’s estate as beneficiary. Following decedent’s death, a declaratory
judgment action was commenced by
trustees of trusts created by the decedent, which sought an order modifying
the beneficiary designation to reflect
the decedent’s intent. Although the
court did grant the order requested, the
IRS refused to give retroactive effect
to the order, finding that since an estate cannot be a designated beneficiary
of an estate for purposes of IRC §401
(a)(9), the order though valid under
state law, could not be retroactive for
federal tax purposes.
Non-Judicial Agreement
Valid to Elect QSST Status
In PLR 201614003, the IRS approved a non-judicial agreement of interested parties to change the terms of
a trust to meet the requirements of a
Qualified Subchapter S Trust (QSST).
Since the modification was proper under state law, the trust qualified as a
QSST.
2017 Green Book Proposals
Under current law, the term
“executor” now applies only for estate
tax purposes. The Treasury has proposed expanding the license of the executor to also represent the decedent in
income and other tax matters as well.
The modification was sought because
an executor handling issues relating to
offshore voluntary disclosure may lack
the authority to act in income tax matters. Dept. of Treas., “Green Book at
185” 2017.
The Treasury’s 2017 “Green
Book” proposed eliminating the current $14,000 gift tax annual exclusion
to an unlimited number of donees, and
replacing it with a single $50,000 annual exclusion, to be used as the donor
wished. The proposal would prevent
large wealth transfers utilizing many
donations to different persons of up to
$14,000. This proposal, as well as others contained in the 2017 Green Book
may now have less significance under
the new Administration.

II. New York State Matters
The exemption for New York
decedent’s estates through March 31,
2017 is $4.1875 million; then through
December 31, 2018, the exemption becomes $5.25 million. On January 1,
2019, the New York exemption
amount will track the federal exemption amount. It seems improbable that
New York would abolish the estate
tax, even if Washington does so. The
rate of the New York estate tax reaches 16 percent on large estates.
Status of NY Estate Tax
if Federal Repeal Occurs
Since the New York estate tax
is inextricably tied to the federal estate
tax, new legislation would appear to
be required in order to retain the estate
tax if the federal estate tax were repealed. Otherwise, the New York tax
would appear to die on the vine. The
word “appear” is intended to convey
the possibility that a novel interpretation of the existing statute by the Department of Taxation could conceivably inject new life to a moribund statute.
For example, a technical reading of the statute could be interpreted
to mean that a federal repeal does not
automatically mean that the New York
State estate tax is repealed. One could
possibly argue that although the exemption amount is tied to the federal
tax, repeal of the federal tax would
not, by itself, invalidate the New York
tax, but only create a vacuum where
the exemption amount was uncertain.
This strained reading of the statute
would likely not prevail, even if advanced. Rather, actual legislative activity in Albany would appear to be required to resuscitate the New York
tax.
*

*

In 2018, income tax rates will
be reduced to 6.33 percent for married
taxpayers with income between
$40,000 and $150,000; and to a slightly higher rate for taxpayers whose income exceeds $150,000 but is less
than $300,000. Married taxpayers
whose income is between $300,000
and $2 million will continue to be
taxed at 6.85 percent.
A change in the sales tax laws
now permits aircraft to be purchased
sales tax free. In addition, the maximum value on which sales tax can be
imposed on ships and yachts is now
$230,000; any amount above that is
not subject to sales tax.
Taxpayers with more than
$10,000 in liabilities are subject to
driver’s license suspension. The unpopular program has yielded nearly
$300 million in tax revenues for New
York
*

*

*

New Jersey has repealed its estate tax effective January 1, 2018. For
2017, the state exemption is increased
from $675,000 to $2 million.

*

Other Developments
Taxable gifts made within three
years of death from April 1, 2014
through December 31, 2018, will be
brought back into the decedent’s estate
for purposes of calculating the estate
tax.
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percent.
To be eligible for benefits, a
“worker” (defined terminology) must
have paid tax for at least 40 quarters
and have earned a minimum amount
of income each quarter (currently
$1,300). The IRS defines net income
as income earned from wages, salaries,
tips and other taxable employee pay as
well as net earnings from selfemployment relating to a business or a
farm, less allowable business deductions and depreciation. Earned income
excludes interest, dividends, retirement income, social security, unemployment benefits, alimony and child
support.
Social Security benefits are primarily a function of a taxpayer’s earnings record and the age at which benefits begin. Full retirement age begins
at ages 66 through 67. For those born
before 1954, full retirement age is 66;
for those born in 1955, full retirement
age is 66 and 2 months, for those born
in 1956, 66 and 4 months, and so on
until 1960, when full retirement age
reaches 67. Anyone born after 1960 also reaches full retirement age at 67.
Benefits are calculated by determining the average wage earned
over each of the previous 35 years, adjusted for inflation. One may not calculate an average based upon fewer
than 35 years; if fewer than 35 years
exist, zero earnings are attributed to
that year. On the other hand, if more
than 35 years exist, only the highest
years are considered. If one continues
to work after having commenced receiving benefits, earlier years in which
less was earned may be replaced with
current years in which a higher
amount is earned (which is typically
the case).
Insight: Since zer o earnings
in a given year will adversely affect
annual payout, retiring at normal retirement age or even deferring retirement until age 70 (rather than retiring
early when benefits may begin at age
62) may be attractive, since “zero”
years will drop off and are replaced by
actual earnings until age 70. So too, if
income rises substantially in later
years, the beneficial affect of deferring
retirement until age 70 increases.
Since wages in excess of the

applicable Social Security ceiling
($127,200 in 2017) are not subject to
Medicare tax when earned, that excess
is disregarded in calculating benefits.
Thus, one earning $1 million in 2017
would make the same contribution to
Social Security as would one earning
$127,200. This has led some to argue
that the Social Security contribution
scheme is regressive. Others argue that
those earning less actually receive a
greater percentage of income replacement than higher earnings.
Benefits paid on average yearly
income are skewed such that increases
in income result in an absolutely higher benefit payment, but a disproportionately lower percentage of total income. For example, a worker who was
married (and whose spouse was not receiving a government pension) had an
“average indexed monthly salary” (AIME) of $7,000 would be entitled to receive $3,500 in benefits 50
percent of AIME). If the same person
had an AIME of $12,000, he or she
would be entitled to receive $3,770 in
benefits, (29 percent of AIME). If that
individual had an AIME of only
$2,000, he would $1,640 in benefits
(82 percent of AIME).
This skewing is a result of the
AIME being classified into one of
three brackets, with each basket having a different benefit percentage.
Determination of Retirement
For Self-Employed Persons
The age at which one retires
may have implications for Social Security benefits. If one works more than
45 hours per month, or works between
15 and 45 hours per month in a skilled
profession or managing a large business, one is not considered retired.
Increase in Benefits if
Claiming Benefits Delayed
Past Full Retirement Age
Suspension of benefits up until
age 70 will result in an increase in
benefits of between 5.5 percent and 8
percent per year. No benefit accrues to
those who defer claiming benefits past
age 70.
Insight: Due to changes in life
expectancy at age 66, deferral of benefits until age 70 will now result in
more total benefits assuming one lives

to their actuarial life expectancy. This
is true for both men and women. Still,
age 62 is when most begin collecting
Social Security.
For the professional who plans
to continue working past 62 and earn
substantial income, it almost never
makes sense to begin collecting Social
Security at that age, due to the penalty
on earnings over $16,920. However,
the penalty disappears at full retirement age, so professionals might consider taking benefits at age 66.
For example, assume the person
lives to age 83 and at full retirement at
age 66 would collect $30,000 per year.
He or she would receive a total of
$510,000 in benefits. By beginning at
age 62 that person would receive 25
percent less per year than at age 66, or
$22,500 and would receive $472,000
in total benefits.
By deferring until age 70 rather
than collecting benefits at age 66, the
person would receive 32 percent more
at age 70 than at age 66. This translates to $39,600 per year and $514,800
in total benefits to age 83. Deferral until age 70 results in benefits 72 percent
higher than collecting benefits at age
62.
Since the skew becomes greater
the longer a person lives, and it is reasonable to assume that a woman in
good health at 66 might well live for
20 years, the benefits of deferral for
those who can feasibly do so becomes
obvious. (The life expectancy for a
non-smoking woman at age 66 is 24
years according to John Hancock.)
Caution: Enr ollment in Medicare (excluding Part D, prescription
drug coverage) is automatic if one is
receiving Social Security benefits.
Therefore, if retirement is delayed beyond full retirement age, Medicare
benefits, which are available to all persons at age 65, should still be applied
for by contacting the Social Security
Administration several months before
one’s 65th birthday.
Reduction in Benefits if
Benefits Claimed Before
Full Retirement Age
Workers with a full retirement
age of 66 (i.e., born from 1943
through 1954), who have paid Social
Security tax for forty quarters, and
(Please turn to page 12)
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who have met the income threshold in
those years may retire at 62 with benefits of 75 percent of what they would
have been paid had they retired at full
retirement age. (Full benefits are reduced by 0.55 percent for each month
for the first 36 months of early payment; and by 0.41 percent for each additional month of early payment.).
The government attempts to
pay the same amount to those who retire early through actuarial adjustments and recalculation in the amounts
paid based upon life expectancy once
full retirement age is reached. Thus, if
benefits are reduced by reason of one
continuing to work at ages 62 through
full retirement age, benefits at full retirement age will be higher than they
otherwise would have been had the individual not worked while receiving
early benefits.
Caution: If one r etir es before
age 62, the years in which no employment income is reported will likely reduce social security benefits payable at
full retirement age retirement.
Insight: Per sons who r etir e
early because of health issues may apply for Social Security disability benefits. These benefit are equal to benefits
paid at full retirement age. Upon
reaching full retirement age, disability
benefits are converted to retirement
benefits.
Penalty for Outside Employment
Income if Early Benefits Claimed
If a worker begins receiving
social security benefits early, at ages
62 through 66, but elects to continue
working, social security benefits will
be reduced by $1 for each $2 earned
above a threshold amount, which is
$16,920 in 2017. The penalty drops to
$1 for every $3 earned above $44,880
in the year full retirement age is
reached. The penalty is eliminated entirely once one has reached full retirement age. To illustrate, a worker receiving social security benefits at age
62 who earns $20,000 of outside income would receive only $6,920 in social security benefits. If the person
continued working until the year in
which full retirement age were reached
and earned $100,000, the penalty

would be $18,400. ($100,000
$44,880)/3.
The penalty operates such that
the reduction is front loaded to disproportionately reduce social security
benefits early in the year.

fits require ten years of marriage,
those engaged in divorce proceedings
should attempt to prevent issuance of a
divorce decree until the ten year period has elapsed. Otherwise, spousal
benefits will be lost.

Suspending Benefits

Spousal File and Suspend

If derivative spousal benefits
are not essential, suspending benefits
having already commenced may at
times be desirable. Once suspended,
benefits will continue to accrue until
age 70 (or until such time as the recipient reverses the suspension and begins receiving benefits.) The benefits
will increase during the time the suspension is in effect.
Alternatively, at the time the
suspension is reversed, the worker
may instead elect to receive in cash the
total amount of benefits which accrued
during the period of suspension. If this
option may be desired, one must actually file and then suspend, because
suspension presupposes that one previously filed for benefits.
During the first year following
suspension, but only during that time,
one may also reverse the decision to
suspend, and pay back all benefits received. If this is done, the recipient
will be treated as if benefits had never
been applied for.

Caution: At one time, derivative benefits continued even after the
person from whom derivative benefits
were claimed “suspended” their benefits. However, derivative spousal benefits now depend on the other spouse
actually be receiving benefits currently.

II. Spousal Benefits
Social Security insures spouses
who are at least 62 and have been married at least one year, and provides 50
percent of the benefits of their spouse,
or their own benefits, if higher, provided the spouse from whom derivative
benefits are acquired has begun taking
benefits. The spousal benefit may be
reduced to as low as 32.5 percent if the
electing spousal has not reached the
full retirement age. A spouse who files
for Social Security will be “deemed”
to be applying for a spousal benefit.
Insight: Spouses are entitled
to full benefits, regardless of age, if
the spouse has custody of a child under age 16 or disabled, and the child is
entitled to benefits under the derivative parent’s record. (A percentage
limit of between 150 and 180 percent
applies to the total amount of benefits
paid to a spouse and children.)
Caution: Since spousal bene-

Spousal Restricted Filing
Spouses born on or before January 1, 1954 may make a “restricted”
filing, requesting derivative benefits
even if lower than that spouse’s own
entitlement. (Normally the spouse
would automatically receive the higher
of his or her own benefits or the derivative benefit). By doing so, the spouse
will receive only the lower derivative
benefit until the spouse actually files
for his or her own benefits, at which
time the deferral may have caused an
increase in benefits. So too, if the
spouse from whom derivative benefits
are sought continues to work past age
66, his or her benefits will continue to
increase up until age 70. The desirable
result is that benefits from both accounts will continue to accrue, while
one spouse is receiving benefits.
(In addition, earlier years of
lower income may be replaced with
higher years of greater income for purposes of determining the highest 35
years of income.)
Caution: As noted, due to r ecent legislation , restricted filing is no
longer available to persons spouses
born after January 1, 1954.
Government Pension Offset
If a spousal benefit is claimed
by a spouse (receiving a federal, state
or local pension funded without Social
Security taxes, the derivative benefit is
reduced by 2/3 of the pension. For example, if the government pension were
$2,850 per month, a derivative benefit
of $2,000 would be reduced to $100
(Please turn to page 13)
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[i.e., $2,000 - 2/3($2,850)]. If 2/3 of
the government pension is greater than
the derivative spousal benefit, the derivative benefit is reduced to $0. This
rule reducing government pensions not
funded with social security tax withholdings applies to ex-spouses and
surviving spouses as well.
Government pensions not based
on earnings are not subject to the pension offset.
Divorced Spouse Benefits
Divorced and unmarried spouses previously married for at least 10
years may be eligible to receive derivative benefits equal to 50 percent of
what the former spouse would receive
at full retirement age whether or not
those benefits have been applied for.
The benefit must be greater than that
which the spouse would receive based
on his or her own work.
The divorced spouse may begin
taking (reduced) benefits at age 62, or
full benefits at their full retirement
age. If the spouse takes benefits before
full retirement age, the earnings limit
test applies.
The amount of benefits are determined solely by reference to what
the former spouse would have received at full retirement age. Whether
or not the former spouse applied for
benefits, or whether applied for benefits were reduced because of excess income is of no consequence.
Note however that if the spouse
from whom derivative benefits are
sought has reached age 62 but has not
reached full retirement age, then a two
year waiting period applies following
the divorce. Once the spouse from
whom derivative benefits are sought
reaches age 66, the waiting period no
longer applies.
While remarriage by the former
spouse is also of no consequence, derivative benefits terminate if the divorced spouse seeking derivative benefits remarries. However, benefits
could resume if the remarriage ends in
divorce or death.
Divorced spouses born on or
before January 2, 1954 and who have
reached full retirement age may make
a restricted filing for derivative bene-

fits based upon the former spouse’s
earnings, and then later file for their
own increased benefits.

same benefit the deceased worker was
receiving at the time of his or her
death.

Surviving Spouse Benefits

Same Sex Spouses

A surviving spouse who has
reached full retirement age and was
married at least nine months is entitled
(but is not required) to step into the
shoes of the deceased spouse who has
taken benefits early, taken benefits at
full retirement age, or deferred benefits until age 70. A surviving spouse
may therefore elect to claim his or her
own benefits, or those of the predeceasing spouse, if greater.
If the surviving spouse has not
reached full retirement age, but has attained at least the age of 60 (age 50 if
disabled), spousal benefits may be taken, but will be reduced by an amount
reflecting the number of months remaining until full retirement age.
Benefits taken at age 60 will be
equal to only 71.5 percent of what the
deceased spouse was receiving. The
28.5 percent reduction is divided over
the remaining months until the surviving spouse reaches full retirement age.
Benefits received before full retirement age are also subject to the earnings test and if applicable, an earnings
penalty.
If the deceased spouse dies before reaching age 62, survivor benefits
are available provided the deceased
spouse had worked at least the requisite 40 quarters and met the earnings
test.

The Supreme Court decision in
Obergefell v. Hodges, 576 U.S.__
(2015), held that same sex couples
have a constitutional right to marry in
all states, and have their marriage recognized in all states. For purposes of
determining entitlement, the Social Security Administration states in Publication No. 05-10014 (August 2016):

Surviving Divorced Spouses
In the event of remarriage of a
surviving divorced spouse, entitlement
depends upon whether the surviving
spouse married before or after age 60.
If the surviving spouse marries before
age 60, (derivative) surviving spouse
benefits are extinguished. If the surviving spouse marries after age 60,
benefits are not extinguished. However, after a year of remarriage, the surviving spouse will only be entitled to
the greater of surviving spouse benefits or derivative benefits from the new
marriage. A surviving spouse who is
disabled may receive reduced benefits
earlier. If the former spouse waits until the his or her own full retirement
age, he or she will be entitled to the

We now recognize same-sex
couples’ marriages in all States,
and some non-marital legal relationships (such as civil unions
and domestic partnerships), for
purposes of determining Social
Security benefits, Medicare entitlement, and eligibility and
payment amount for Supplemental Income (SSI) payments.
Taxation of Social
Security Benefits
Social Security benefits are
subject to income tax. The first step in
determining whether and to what extent benefits are taxable is to compute
“combined income.”
[The term combined income is
defined as the sum of adjusted gross
income (AGI) plus nontaxable interest
plus one-half of Social Security benefits. The IRS issues Form SSA-1099
each year showing benefits paid.]
For those filing an individual
return, if combined income is between
$25,000 and $34,000, income tax may
be imposed on up to 50 percent of
benefits. If combined income is more
than $34,000, then up to 85 percent of
benefits may be taxable.
For those filing joint returns, if
combined income is between $32,000
and $44,000, income tax may be imposed on up to 50 percent of benefits.
If combined income is more than
$44,000, income tax may be imposed
on up to 85 percent of benefits.
Benefits For Other
Family Members
Children until age 18 (age 19 if
(Please turn to page 14)
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full time students) and disabled children of any age may receive Social Security benefits if the family member
whose derivative benefits are sought is
currently receiving benefits.

Azerbaijan, Belarus, Georgia, Kazakhstan, Kyrgyzstan, Moldova, Tajikistan
and Turkmenistan. However, if one
can tolerate the cold winters, one is
free to retire in Russia and still receive
Social Security.

Applying For Social Security
Social Security may be applied
for at socialsecurity.gov, by phone
(800-772-1213) or at a Social Security
office. Among other documents, the
applicant will need (i) his or her social
security number; (ii) a birth certificate;
(iii) Forms W-2 or Schedule C for the
previous year; (iv) proof of citizenship (or lawful alien status); (v) bank
information including routing number
for direct deposit; and (vi) information
for family members if they are applying for benefits.
Appeal Rights
Determinations made by the
Social Security Administration may be
appealed by requesting reconsideration
within 60 days after receiving a letter
advising of a decision. If a claimant is
not satisfied after the issue is reconsidered, a hearing before an administrative law judge may be requested.
The decision of the ALJ may be
appealed to the Appeals Council for
review. If the Appeals Council decides
that the matter is worthy of further
scrutiny, it will review the entire matter. After review, it will either make a
new determination, return the matter
to an ALJ for further action, or dismiss
the appeal.
If the Appeals Council either
denies the appeal or does not review
the case, then recourse may be had by
commencing an action in Federal
court.

Living Abroad
One may live abroad and still
collect Social Security. However, Social Security payments may not be
sent to persons who (for whatever reason) live in Cuba, North Korea, Vietnam and some countries in the former Soviet Union, including Ukraine,
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of the voting power of all classes of
stock; and (v) the option must be nontransferable, except on death. IRC §
422(b).
Stock options failing to meet
these requirements, though quite possibly legitimate for other legal purposes, will not qualify for tax purposes as
an ISO, and will receive less favorable
tax treatment as nonqualified stock options. Incentive stock options (ISOs), a
form of compensation, receive unusually favorable income tax treatment.
No taxation occurs upon grant or upon
exercise of the option. Taxation occurs
only when the stock is sold.
The favorable taxation of ISOs
is best seen by example:
Scenario 1
Biogene Sciences, a Bostonbased startup trading on the NYSE, is
developing a new class of non-opoid,
non-NSAID drugs for pain relief. The
company, which is currently raising
cash for research, issues 10,000 ISOs
to biochemist Patel (who as it happens
will remain employed by the company
for 10 years, until 2027) on June 1,
2017, at a time when the stock is trading at $1. The exercise price is $10.
On September 15, 2019, the
company announces that one of its
new drugs has been cleared for experimental treatment by the FDA. On that
day the stock surges from $4 to $18.
Six months later, on March 1, 2020,
when the stock is trading at $22, Patel
exercises his option on all 10,000
shares. The drug is approved by the
FDA two years later, on June 1, 2022.
Patel sells his shares on August 1,
2022 when the stock is trading at $78.
Date of issuance: 6/1/2017
Date of exercise: 3/1/2020
Date of sale: 8/1/2022
Patel’s tax liability is determined as follows: No taxable event
occurs either when the ISOs are granted, or when the options are exercised.
The only taxable event occurs when
the stock is sold. At that time, Patel’s
gain recognized equals his amount realized less his adjusted basis. Patel’s
recognized (taxable) gain is $560,000,

representing the difference between
his amount realized on the sale,
$780,000 less his basis of $220,000.
Since Patel held the shares for more
than one year, his gain is long term
capital gain. IRC §1222(3).
Disqualifying Dispositions
A “disqualifying disposition”
will result in the option being stripped
of favorable tax treatment. A disqualifying disposition occurs if the stock is
sold within two years following issuance of the ISO or within one year after the ISO is exercised. IRC §422(a)
(1). In the event of a disqualifying disposition, ordinary gain measured by
the difference between the stock price
and the exercise price must be reported by the employee. The company will
get a corresponding deduction at that
time.
For Patel to avoid a disqualifying disposition, he must have held his
purchased shares for (i) more than 2
years after the issuance of the IPO and
for (ii) more than 1 year after exercise
of the option. IRC §422(a). Since Patel
did not acquire his shares until 2020,
he clearly meets (i); and since Patel
did not sell his shares until 2022, he
clearly meets (ii).
Scenario 2
Suppose the same dates of issuance and exercise as in Scenario 1, but
now assume Patel, familiar with the
tax laws but concerned about a decline
in the stock, instead sells his stock on
7/1/2020, at $78.
Patel would have made a disqualifying disposition (since he sold
his shares only a few months after exercising his option) and his tax treatment would be less favorable. Patel
would be required to report as ordinary income the difference between
the stock price at exercise date, and
the exercise price, or $120,000 ($22 $10)(10,000). Biosciences will get a
corresponding deduction. IRC §422(c)
(2); Reg. §1.422-1(b)(2)(i); Reg.
§1.422-1(b)(3).
Patel will also have capital
gain. Patel’s amount realized is
$780,000. His adjusted basis is (i) the
$220,000 he paid when he exercised
the option, and (ii) the ordinary income he is required to report of

$120,000. Patel therefore has a short
term capital gain of $560,000.
By engaging in a disqualifying
disposition, Patel’s gain has essentially
been converted from favorable long
term capital gain rates to ordinary income rates.
Scenario 3
Again assume the same dates of
issuance and exercise as in Scenarios 1
and 2, but now assume that at a time
when Patel is still holding the shares,
on 9/1/2020, six months after option
exercise, the experimental treatment
proves disappointing, Biogene Sciences falls to $9 and Patel decides to sell.
Here a disqualifying disposition has
also occurred, since Patel has sold
within a year of exercise. As in Scenario 2, Patel will be required to report
as ordinary income the difference between the stock price at exercise date,
and the exercise price, or $120,000.
Biosciences will get a corresponding
deduction.
However, now Patel will have a
capital loss of $1 per share, or
$100,000; [i.e., ($11 - $10)(10,000)].
Reg. §1.422-1(b)(3). Scenario 3 illustrates a situation where Patel has phantom income, since he will report ordinary income even though he has an
economic loss.
AMT Considerations
Although taxation of ISOs is favorable, the spread between the fair
market value when the option is exercised and the exercise price is a preference item for AMT purposes. IRC §56
(b)(3). By reducing the number of
ISOs exercised in a taxable year, the
impact of the AMT may be minimized. Since the AMT operates at the
time ISOs are exercised, and not when
the stock is sold, the possibility of
phantom income arises if the fair market value is above the exercise price at
the exercise date and the employee
continues to hold the stock.
If the stock appreciates, then
the employee will eventually recoup
the AMT tax when the stock is sold.
However, if the stock declines during
the year in which the option is exercised, not only may there be phantom
income, but there may will also be an
(Please turn to page 16)

© 2017 Law Offices of David L. Silverman, 2001 Marcus Avenue, Lake Success, NY 11042; Tel. (516) 466-5900; www.nytaxattorney.com

Tax News & Comment

April 2017

Page 16

Incentive Stock Options, Cont.
(Continued from page 15)

unrealized loss. In this case, the employee could avoid some or all phantom income by selling the stock at a
loss.
ISO Issuance Limitations
Incentive stock options may be
enticing for the company, since it may
have insufficient cash to pay skilled
employees with a salary commensurate with their value to the company.
Although the company will receive no
tax deduction for the ISO issued, it
may not need the deduction. In the
event of a disqualifying disposition involving a loss, the company will receive a tax deduction identical to the
ordinary income recognized by the
employee.
A company may not issue more
than $100,000 per employee per year
of ISOs that can first become vested
and exercisable in each year. IRC
§422(d). Thus if a company issues
80,000 ISOs to an employee at a time
when the stock was worth $5 per
share, the value of the stock would be
$400,000. No more than 20,000 shares
(worth $100,000) could become vested
and exercisable per year. To the extent
more than 20,000 shares become vested and exercisable per year, those options would constitute nonqualified
stock options, and would receive less
favorable tax treatment.
II. Nonqualified Stock Options
As noted, options not meeting
the requirements for ISOs will by default be taxed as nonqualified stock
options. So too, an employer may treat
an option that would qualify as an ISO
as a nonqualified stock option. The
taxation of nonqualified stock options
is less complex than that of ISOs. The
grant of nonqualified options is also
nontaxable, as with ISOs. However,
ordinary income is recognized when
nonqualified stock options are exercised. Regs. §1.83-7(a). (In the case of
ISOs, no taxable event occurs upon
exercise of the option.)
The employer will be entitled to
a deduction equal to the ordinary gain
recognized by the employee. When the
stock is sold, the gain is equal to the

difference between the sale price and
the sum of (i) the exercise price plus
(ii) any (ordinary) gain recognized at
the time of exercise. If the stock is
held for more than one year, the gain
is long-term capital gain.
III. Restricted Stock
Restricted stock, once “vested”
and no longer subject to a “substantial
risk of forfeiture,” is taxed as ordinary
income, the amount being the difference between the FMV at vesting and
the amount, if any, paid for the stock.
IRC §83(a). When later sold, capital
gain is recognized. A substantial risk
of forfeiture exists if the right to enjoyment of the property is conditioned
upon the future performance of substantial services. IRC §83(c)(1). If
those future services do not occur, the
stock will not vest, and possession of
the stock will revert to the employer.
Since taxation will be held at
bay while a substantial risk of forfeiture exists, it is important to determine
when a substantial risk of forfeiture no
longer exists. The determination is
based on a “facts and circumstances”
test. The vesting period is an important
factor in determining whether a substantial risk of forfeiture exists. Reg.
§1.83-3(c) implies that a vesting period as short as two years may be long
enough to establish a substantial risk
of forfeiture.
Returning to Patel, assume that
he is issued 10,000 shares of restricted
stock on 6/1/2017, for which he pays
nothing. The stock is trading at $1
when the restricted stock issued. For
vesting purposes, he is required to remain employed for five years. We will
assume that the stock is subject to a
substantial risk of forfeiture during
those five years.
Assume further that the Biogene Sciences is trading at $94 on
7/1/2022, and at $96 on 8/1/2022.
Price
Paid
Scenario 1
Scenario 2
Scenario 3

-0-0-0-

End
Work
7/1/2020
9/1/2020
6/1/2022

Vesting?
No
No
Yes

In Scenarios 1 and 2, the stock
fails to vest in Patel, since he terminates employment prior to the length

of time he must remain employed for
the stock to vest. No taxable event occurs.
However, in Scenario 3, the
five year vesting requirement is met,
and Patel will report $940,000 of ordinary income when the stock vests.
(10,000 x $94). A month later, when
Patel sells his shares, he will incur a
short term capital gain of $20,000.
(10,000 x $2). Biogene Sciences will
report a $940,000 deduction when the
stock vests in Patel.
Section 83(b) Election
Recall that on 6/1/2017, when
the restricted stock was issued to Patel,
it was trading at $1. Patel’s tax advisor
at the time suggests that Patel consider
making a Section 83(b) election. If the
election is made, Patel will recognize
ordinary income of $10,000 (10,000 x
$1) when the 10,000 shares of restricted stock are transferred to him on
6/1/2017. Biogene Sciences will receive a corresponding deduction. Depending on when the stock is sold, Patel will recognize capital gain (or loss).
Unlike the situation where no
Section 83(b) election is made, no taxable event will occur when the five
year vesting period arrives. Assuming
the restricted stock is indeed held for
five years, when Patel sells the stock,
his capital gain will be measured by
the difference between the sale price
and the ordinary income he previously
recognized.
If Patel sells the stock on
7/1/2022, when the stock is trading at
$94, he will recognize a short term
capital gain of $93, representing the
difference between the sale price of
the stock, and the $1 he paid when the
stock was issued.
If Patel instead holds the stock
for two years (and continues to work
for Biogene Sciences during that time)
and sells the stock for $105 on
7/1/2024, capital gain per share will
instead be $104, but will then be long
term in character.
It is evident that by making the
Section 83(b) election, the tax result is
surprisingly better: Instead of reporting ordinary income without the election, the gain was transmuted to short
term capital gain, and if held a bit
longer, to long term capital gain.
(Please turn to page 17)
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However, the election is not
without economic risk. While the
promise of capital gain is enticing, if
Patel leaves Biogene Sciences before
his restricted stock vests, the ordinary
income recognized when the 10,000
shares of restricted stock were granted
would have no corresponding offset.
No income tax deduction would be allowed. Had the stock been trading at
$10 instead of $1 when the restricted
stock was issued, Patel would have reported $100,000 of ordinary income at
grant, all of which would be at risk.
Conversely, had the stock been trading
at only $0.10 when the stock was issued, Patel’s potential loss would be
capped at $1,000. In Patel’s case, it
certainly appears to make sense to
make the election.
If Biogene Sciences had required Patel to pay $ 0.50 per share for
the stock, Patel would receive a capital
loss for the amount he paid if he forfeited the stock. Reg. 1.83-2(a).
Revocation of
Section 83(b) Election
Revoking a Section 83(b) election requires IRS approval. IRC §83
(b)(2). IRS policy is to approve a request to revoke an election within 30
days from the date the restricted stock
is issued. IRC Rev. Proc. 2006-31. After 30 days, IRS approval for revocation will be conditioned upon the taxpayer having made a “mistake of fact,”
which, according to Rev. Proc. 200631, is an “unconscious ignorance of a
fact that is material to the transaction”
rather than the mere failure to understand the substantial risk of forfeiture.
How an “unconscious ignorance of a fact that is material to the
transaction” actually differs from a
“mistake of fact” is unclear. Rev. Proc.
2006-31 does state that a failure to understand the tax consequences of the
election is not a mistake of fact. Similarly, a mistake of fact concerning the
value of the stock is not a mistake of
fact. Reg. §1.83-2(f).
If there has been a mistake of
fact, Reg §1.83-2(f) requires the executive to request revocation within 60
days of becoming aware of that
ground for revocation of the election.

Procedure for
Making 83(b) Election
A Section 83(b) election is
made by sending notification to the
IRS within 30 days after the stock is
transferred, and attaching a copy of the
election to the taxpayer’s income tax
return. The employer must also be provided a copy of the election. IRC §83
(b)(2); Reg. §1.83-2(b).
Treatment of Dividends
on Restricted Stock
Dividends paid on restricted
stock are taxed as compensation if no
83(b) election is made, and as dividend income if an 83(b) election has
been made.
IV. Income Tax Withholding and
Employment Taxes on Stock
Options and Restricted Stock
Incentive Stock Options (ISOs)
There are no income tax withholding requirements for ISOs even
when a disqualifying disposition occurs. No social security (FICA) or federal unemployment taxes (FUTA) apply to ISOs.
Nonqualified Stock Options
and Restricted Stock
For both nonqualified stock options and restricted stock, income tax
withholding and the payment of FICA
and FUTA taxes are required when income is recognized.
Therefore (i) income is recognized and withholding obligations
arise when nonqualified stock options
are exercised; (ii) if no Section 83(b)
election is made, income is recognized
and withholding obligations arise
when restricted stock becomes vested;
and (iii) if a Section 83(b) is made, income is recognized and withholding
obligations arise when the election is
made.
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to improve property) before locating a
suitable property to relinquish in the
exchange.
The two types of reverse exchanges consist of (i) “Non-safeharbor” (or “pure”) reverse exchanges
and (ii) reverse exchanges structured
under Rev. Proc. 2000-37. Non-safeharbor reverse exchanges have no
identification or exchange period requirements per se. Although the Rev.
Proc. 2000-37 safe harbor provides a
degree of certainty not possible using
a non-safe-harbor reverse exchange,
the time constraints imposed by Rev.
Proc. 2000-37 may pose a problem. If
so, a non-safe-harbor reverse exchange
may be the only option.
Under Rev. Proc. 2000-37, the
Exchange Accommodation Titleholder
(EAT) must be the owner of the property for federal income tax purposes.
To be the tax owner, the EAT must
possess “qualified indicia of ownership” (QIO) from the acquisition date
until the date the property is transferred. The taxpayer may continue to
lease or manage the property while it
is parked with the EAT.
No later than 180 days after the
transfer of legal title to the EAT, while
improvements are being made, the replacement property must be transferred directly or through a qualified
intermediary (QI) to the taxpayer as
replacement property. The exchange
then occurs. This is the more common
“exchange last” format of a reverse
exchange.
(In the less common “exchange
first” reverse exchange, the EAT parks
the taxpayer’s relinquished property
for no more than 180 days until a buyer can be found for the relinquished
property.)
If it is necessary to go beyond
180 days (or if the EAT is a
“disqualified person”) the taxpayer
can still pursue non-safe harbor reverse exchange. Non-safe-harbor reverse exchanges free the taxpayer of
the constraint of the 180-day limit that
the EAT may hold qualified indicia of
ownership (QIO) in exchange property. However, pure reverse exchanges
pose more tax risk, as they are burdened with issues of agency, constructive receipt, and beneficial ownership.

II.

Problem Arises Under Rev.
Proc. 2000-37 if Taxpayer
Cannot Improve Property
Within 180 Day Safe Harbor

Tax risk reaches its zenith when
the taxpayer attempts to convert a safe
harbor reverse exchange into a nonsafe-harbor reverse exchange. If improvements can be completed within
the 180-day period in which the property is parked with the EAT, Rev.
Proc. 2000-37 provides a degree of
certainty. However, if it is necessary
to go beyond 180 days (or if the EAT
would be a disqualified person) the
taxpayer wishing to complete a like
kind exchange may become relegated
to pursuing a non safe-harbor-reverse
exchange.
Rev. Proc. 2000-37 does state
that reverse exchanges may be consummated outside of the safe harbor.
Still, Rev. Proc. 2000-37 reflects the
philosophy of the IRS with respect to
reverse exchanges and accordingly
many companies operating as Exchange Accommodation Titleholders
will only structure reverse exchanges
within the parameters of Rev. Proc.
2000-37. Presumably, case law and
rulings predating Rev. Proc. 2000-37
are relevant in resolving issues arising
in connection with reverse exchanges.
III. Tax Court in Bartell
Sanctioned Parking Arrange ment Far Exceeding 180 Days
One such case providing illumination is Bartell v. Com’r, 147 T.C.
No. (2015), where the Tax Court took
an expansive view of permissible nonsafe-harbor reverse exchange. In clearing the way for non-safe-harbor reverse exchanges in the Ninth Circuit,
the Tax Court applied the body of law
in the Ninth Circuit which has over the
past three decades taken an extremely
taxpayer-friendly view of Section
1031 in disputes involving the IRS.
The taxpayer in Bartell (a drugstore chain on the West Coast)
planned an exchange last reverse exchange under Rev. Proc. 2000-37. Although required improvements to the
property were made within 180 days,
delays occasioned in the sale of taxpayer’s relinquished property caused
the transaction to span nearly a year

and a half.
The taxpayer subsequently reported the transaction as an exchange
qualifying under IRC §1031. In 2004
the IRS examined the taxpayer’s return, and later issued a deficiency. In
2006 the Tax Court tried the case. At
trial, the Service argued that the taxpayer had actually acquired ownership
of the replacement property before the
relinquished property was sold, thus
invalidating the exchange.
[The Ninth Circuit, to which an
appeal from the Tax Court would lie,
has long sparred with the IRS concerning the scope of IRC §1031, and its
applicability to various transactions,
decisions to which the IRS has never
formally acquiesced. See e.g., Magneson v. Com’r, 753 F.2d 1490 (9th Cir.
1985), aff’g, 81 T.C. 767 (1983);
(contribution of replacement property
to a partnership following an exchange
did not violate the qualified use requirement, even if the replacement
property had been acquired with the
intention of contributing it to a partnership, since the change in ownership
did not significantly affect control of
the property); Starker v. U.S., 602
F.2d 1341 (9th Cir. 1979), (recognizing
a deferred exchange occurring over
five years.); and Bezdijian v. Com’r,
845 F.2d 217 (9th Cir. 1988) (good exchange occurred where the taxpayer
received heifers in exchange for his
promise to deliver calves in the future. )]
IRS Argument
The IRS argument was straightforward: Since the taxpayer could benefit from any appreciation in value,
and bore the risk of loss, under the
“benefits and burdens” test, the taxpayer and not the EAT was the true
owner. Since the taxpayer owned the
property, under DeCleene v. Com’r,
the “taxpayer cannot engage in an exchange with himself.”
Taxpayer’s Argument
The taxpayer argued that the
Ninth Circuit — where an appeal
would lie (and whose law controls) —
had taken a different view, rejecting
the proposition that the EAT must as(Please turn to page 19)
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sume the traditional benefits and burdens of ownership. The taxpayer cited
to A lderson v. Com’r, 317 F.2d 790,
795 (1963) where the Ninth Circuit in
advancing an agency analysis appeared to minimize the importance of
the “benefits and burdens” test advocated by the IRS. Bartell essentially
argued that the “benefits and burdens”
test was not relevant in the inquiry.
Tax Court Opinion
The Court observed that since
Rev. Proc. 2000-37 did not apply to
the taxpayer’s transaction (which occurred before September 15, 2000, the
effective date of the advice), it was
necessary to consult case law. Precedent in the Ninth Circuit established
that the taxpayer’s intent in effectuating an exchange was paramount, and
that the “exchange facilitator” (in this
case the EAT) need not assume the
benefits and burdens of ownership.
The Tax Court rather nonchalantly dismissed the Service’s trepidations concerning a violation of the
“benefits and burdens” test:
[g]iven that the caselaw has
countenanced a taxpayer’s preexchange control and financing
and construction of improvements on the replacement property while an exchange facilitator held title to it . . . We see no
reason why the taxpayer’s preexchange, temporary possession
of the replacement property
pursuant to a lease from the exchange facilitator should produce a different result.
The Court distinguished DeCleene, noting that the taxpayer there
had acquired the replacement property
itself, rather than use a third party facilitator.
In noting an subtle contradiction, the Court observed that ownership “necessarily resides” with the taxpayer when the taxpayer obtains title
of the replacement property, yet further observed that in the cases cited by
Bartell the facilitator was treated as
the owner. The Court then attempted
to resolve the seeming paradox by observing that “[o]therwise a disqualify-

ing self-exchange could be said to
have occurred.” The Tax Court was
satisfied in noting the latitude that had
been accorded to taxpayers structuring
transactions to qualify under Section
1031 in the Ninth Circuit.
The Court rejected the IRS argument that the cases favoring the taxpayer’s position were not apposite,
since they were decided in the context
of forward, rather than reverse exchanges, noting that issue of ownership has application to forward exchanges as well. Finally, since the taxpayer’s transaction occurred prior to
the issuance of the Rev. Proc. 200037, the 45– and 180-day time periods
could not be applied. The Court concluded that the transaction qualified
for exchange treatment.
IV. Conclusion
The Tax Court relied heavily on
decisions of the Ninth Circuit, which
has through the years issued many favorable decisions in the 1031 context.
In fact, the decision in Starker v. U.S.,
supra, was so taxpayer-friendly, that
Congress legislatively overruled the
case, and imposed the present familiar
45-day identification and 180-day replacement requirements as part of the
Tax Reform Act of 1984.
Taxpayers residing in the Second Circuit (and others) may take solace in the decision in Bartell, since unless and until the Second Circuit decides the issue differently, the Ninth
Circuit is certainly persuasive authority in any audit or litigation with the
IRS in a refund suit in federal district
court in New York, or in the Tax
Court in Washington. Still, one gets
the impression that the Tax Court was
having difficulty channeling what the
Ninth Circuit would decide if the case
were appealed there, and one gets the
further impression that the Tax Court
might have decided the case differently if it were a case of first impression,
or if an appeal would have lain to another circuit.
Even though Rev. Proc. 200037 itself states that reverse exchanges
outside of the safe harbor may be consummated, it is obviously preferable to
stay within the safe harbor. Should circumstances necessitate venturing out
of the safe harbor, as was the case in

Bartell, the IRS will first have to explain why the Ninth Circuit was
wrong. Interestingly, the IRS has never formally acquiesced even to Starker. This may indicate a perception that
were it not to challenge cases whose
results were not clear, this might open
up the floodgates to new and even
more expansive taxpayer views of reverse exchanges. After all, reverse exchanges appear nowhere in the Code,
and one reading the statute itself,
would have trouble deciphering how
reverse exchanges even evolved. In
any event, hopefully the IRS will be
aware of persuasive authority against
its position in future cases involving
non-safe-harbor reverse exchanges,
and conclude that battle is not worth
fighting.
For taxpayers actually living on
the West Coast, the Bartell decision is
of even more authority, but again, the
Tax Court did add the almost superfluous cautionary note that the holding
was limited to the facts before it.
*

*

*

Will Congress Repeal
Section 1031 in 2017?

Congressional forces calling for
repeal of Section 1031 seem powerful:
President Obama wanted the statute
repealed, but Congress demurred, despite the fact that several prominent
Congressional Republicans also advocated repeal. Although President
Trump in 2015 called the tax deferral
provided by Section 1031 “a very valuable thing,” the deferral of tax provided to taxpayers would result in an
estimated loss of $40 billion over the
next ten years.
Congress may view Section
1031 an unnecessary tax expenditure.
Given likely bipartisan support for repeal, Section 1031 is at risk of being
repealed. If Congress does act, a presidential veto might be the only thing
left to salvage the statute. If Congress
does attempt to repeal the statute,
hopefully President Trump will recognize the many economic virtues of the
like kind exchange and exercise his
veto power to prevent repeal.
(Please turn to page 20)
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*

*

*

Argument Against Repeal
Although the scope of Section
1031 has been expanded by the
Courts, and the statute now applies to
many kinds of property, both tangible
and intangible, its principal function
still relates to exchanges involving real
estate. When the statute was enacted
by Congress a century ago, the intent
was to ignore current taxation of
“paper” gains when the investment
continued in nearly identical form. Today, the like kind exchange fosters the
economic goal of real estate achieving
its highest and best use. As the real estate lobby noted in its September 16,
2016 letter to Mr. Trump:
Like-kind exchanges help get
properties into the hands of new
owners with the time, resources, and desire to restore
and improve them. Without section 1031, many of these properties would languish – underutilized and underinvested.
Although tax deferral obviously
benefits the real estate investor, the tax
savings generated (through the elimination of new debt financing) also
lowers the cost to renters. In other areas where Section 1031 is frequently
utilized, such as fleet replacement or
aircraft exchanges, tax savings are
passed on to companies, airlines, investors, and ultimately to consumers.
To lessen the potential adverse
impact of repeal on exchanges not involving real estate, some have suggested that Congress enact greater expensing under Section 179. But real
estate cannot be expensed, and the estimated one-fourth of all commercial
real estate transactions now involving
exchanges would become subject to
current taxation.
Detriment to New Yorkers
The elimination of deferral
would be particularly detrimental for
New Yorkers and Californians (among
others whose states which impose sub-

stantial income tax), who must pay
gains tax not only to Washington, but
to Albany and Sacramento as well.
For New York taxpayers, if Section
1031 were repealed, taxable sales of
real property would result in federal
taxes of 15 to 23.8 percent (depending
on whether the property was depreciated and subject to unrecaptured Section
1250 gain and whether the 3.8 percent
Medicare surcharge is eliminated. In
addition, the taxable sale in Manhattan
or the five boroughs would then result
in New York tax about 6.8 percent and
NYC income tax (if applicable) of
about 3.7 percent, and NYC transfer
tax of 2.6 percent, for a total rate of
taxation of to 36.9 percent (24.4 percent if the 3.8 percent Medicare surcharge is repealed.)
*

*

tial tax cost if the statute is repealed.

*

Planning For Repeal
It is difficult to predict whether
congress will enact legislation repealing Section 1031, but if repeal were
ever a cause for concern, it is now. If
forces for repeal were to materialize, it
does seem that Congress would be the
body to initiate action to repeal, since
both Republicans and Democrats have
called for repeal in one form or another in the past few years.
Were repeal to become reality,
it would not likely be retroactive.
However, since the statute has many
moving parts, it is not clear what the
bar to retroactivity would even apply
to. It could apply to exchanges that
have not been completely consummated within the 180-day “exchange” period (which can actually be 360 days
in a reverse exchange), or it could invalidate only those exchanges which
have not satisfied the 45-day identification requirement.
Taxpayers who are planning a
like kind exchange already might wish
to proceed expeditiously as insurance
against the possibility of repeal. Of
course, buyers aware of the desire of
taxpayers seeking to relinquished
property expeditiously to avoid potential repeal will seek to leverage that
advantage at negotiations. However,
depending upon the amount of deferred tax at stake, the economic loss
may pale in comparison to the poten-

© 2017 Law Offices of David L. Silverman, 2001 Marcus Avenue, Lake Success, NY 11042; Tel. (516) 466-5900; www.nytaxattorney.com

