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Did you know…? 
 

Government officials 
provide updates at May 
ABA meeting  

The ABA Section of Taxation recently 
held its 2012, May Meeting, in 
Washington DC.  The panel discussions 
featured several government officials 
and tax professionals who addressed a 
variety of tax accounting issues, 
including the proposed repair 
regulations under § 263(a), capital 
recovery & leasing, and issues arising 
with the application of § 199.  Some of 
the significant highlights included the 
following: 

 Repair regulations: Discussions 
centered on developments in the 
area of capital recovery and 
leasing with a special focus on 
the transition rules under the 
temporary and proposed repair 
regulations. A general theme of 
the discussions on repairs was 
the de minimis rule and the late 
general asset account (GAA) 
election. In the discussion on the 
de minimis rule, the government 
noted that the intent was not to 
exclude taxpayers from using the 
safe harbor if the taxpayer 
exceeds the threshold by a dollar, 
but rather, the safe harbor would 
apply up to the ceiling limit, and 
all amounts above the ceiling 
would be subject to 
capitalization. It is expected that 
the language will be clarified with 
the final regulations.  

 GAA election: In regards to the 
late GAA election, the 
government noted that 
continuing to depreciate a 
disposed asset, rather than 
recognizing gain or loss, without 

making a GAA election, could 
lead to a permanent loss of basis.  

 Section 199: Government 
officials indicated that the IRS 
hopes to provide additional 
guidance this fall related to the 
2008 changes, including for 
qualified films, pass-through 
entities, and oil-related qualified 
production activities income 
(QPAI). The government is not 
currently considering providing 
additional guidance regarding 
whether online software is 
qualifying property and will 
continue to treat online software 
as services, with a narrow 
application of the exceptions.   

Other Guidance… 

 

Sales at prices below 
acquisition cost satisfy 
all-events test 

In Field Attorney Advice 20121602F, 

the IRS determined that the all-events 

test is met when a distributor sells 

product to a customer at prices below 

the distributor's acquisition cost.  

Under the terms of a chargeback 

program, the taxpayer, a 

pharmaceutical company, has certain 

negotiated discounted prices with its 

customers.  Although the taxpayer does 

not sell directly to customers, it sells to 

a distributor who then sells to 

customers. The distributor purchases 

product from the taxpayer at full price, 

but sells at reduced prices (below cost) 

to certain preferred customers. The 

distributor receives a chargeback 

reimbursement from the taxpayer for 

the goods that it sells below cost. Before 

receiving the chargeback 

reimbursement request, the taxpayer is 

unable to determine the exact amount 
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of the reimbursement; however, the 

taxpayer deducts an estimate of the 

chargeback reimbursement liability 

based on its historical pricing 

information and other data. 

The question at issue was whether the 

"all events" test is met when the 

distributor sells to end-user customers 

at prices below cost such that the 

taxpayer may deduct accrued expenses 

for the chargeback reimbursement. 

The IRS concluded that the event fixing 

the liability had occurred.  According to 

the IRS, the "all events" test is met 

when the distributors sell to end-user 

customers at prices below the 

acquisition cost.  The IRS discussed 

U.S. v. General Dynamics Corp., 481 

U.S. 239 (1987), but distinguished that 

case from this case because the 

submission of a reimbursement form 

was a ministerial demand for payment 

and therefore did not affect the 

taxpayer’s liability to reimburse the 

distributors, and thus, the timing of the 

deduction. 

The IRS also said that an estimate of 

liability based on reliable inputs and 

reasonable methods is generally 

acceptable. Furthermore, the taxpayer 

was entitled to use the recurring item 

exception under Treas. Reg. §1.461-

5(b)(1), as long as the chargeback 

reimbursement payments are made 

within the prescribed period. 

 

Taxpayer not required to 
recognize gain on 
installment notes until 
disposition   

In Field Attorney Advice 20121701F, 

the IRS concluded that a taxpayer was 

not required to recognize income from 

discharge of indebtedness under 

§61(a)(12), gain deferred under its 

installment sale under §453, or gain on 

a disposition of an installment 

obligation under §1001 as a result of a 

bankruptcy filing. 

The taxpayer sold property in exchange 

for cash and installment notes to a new 

corporation controlled by a private 

equity firm.  A collateral note was 

purchased to finance the interest and 

principal payments under the 

installment note. The installment note 

was a nonrecourse note, and the 

collateral note was then pledged in 

exchange for a guaranty of payment of 

principal and interest to the holder of 

the installment note. Through a series 

of transactions, the taxpayer was able to 

defer reporting the gain on the sale of 

the property until the installment note's 

maturity or until another event 

triggered gain recognition under §453.  

As a result of a bankruptcy filing, a 

default event occurred on the 

installment note.  The taxpayer 

originally believed that it had to 

recognize gain on the installment note 

because of the bankruptcy filing. 

Therefore, the taxpayer paid estimated 

taxes, which took into account a 

potential gain from the installment 

note. However, on its tax return, the 

taxpayer asserted that it did not have to 

recognize gain on the income from the 

installment note until the bankruptcy 

became final and any payout to the 

taxpayer was transferred to the holders 

of the notes. 

The IRS concluded that the installment 

note and guaranty had not been 

abandoned and had value as a result of 

the future bankruptcy payouts. Thus, 

the taxpayer was not required to 

recognize income from the discharge of 

indebtedness in the years at issue as a 

result of the bankruptcy. The 
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installment note had also not become 

unenforceable, so the taxpayer was not 

yet required to recognize income on the 

note as an installment obligation. 

Lastly, the taxpayer was not deemed to 

have disposed of the installment note at 

the time of the bankruptcy filing 

because the installment note had not 

become unenforceable, abandoned, or 

worthless.  Therefore, no gain was 

required to be recognized under §1001. 

 

Cellular antenna towers 
classified as 15-year 
property   

In PLR 201216029, the IRS determined 

that the taxpayer's land, horizontal and 

rooftop cellular antenna towers and 

their respective supporting foundations 

were included in asset class 00.3, Land 

Improvements, of Rev. Proc. 87-56 for 

purposes of §168 and were subject to a 

15-year recovery period.   

The taxpayer owns and operates 

communication sites for the wireless 

and broadcast industries and constructs 

and places in service cellular antenna 

towers on both land and buildings. The 

taxpayer placed in service during the 

year antenna towers that were affixed 

to building rooftops in urban or densely 

populated areas where construction of 

land towers was not feasible.   The 

taxpayer has two types of antenna 

towers that affix to rooftops: rooftop 

towers that are affixed to steel 

platforms; and steel platforms affixed 

to rooftops where the steel platform 

serves as a horizontal tower (horizontal 

tower).  The steel platforms themselves 

are heavy duty, specially constructed 

and permanently affixed into the 

building's infrastructure with bolts 

and/or welds.  The construction of the 

steel platforms is costly and labor 

intensive.  The towers are intended to 

remain permanently in place and 

cannot be easily removed. 

The taxpayer represented that the 

antenna towers located on land, the 

antenna towers located on rooftops, the 

platforms affixed to building rooftops, 

the concrete foundations used to 

support the antenna towers located on 

land, and the steel platforms used to 

support the antenna towers located on 

rooftops are all inherently permanent 

structures under the factors in Whiteco 

Industries, Inc. v. Commissioner, 65 

T.C. 664, 672-673 (1975).   

The IRS relied on Rev. Proc. 87-56, 

which sets forth the class lives of 

depreciable property under §168.  

According to the IRS, there are two 

broad categories of depreciable 

property: (1) asset classes 00.11 through 

00.4, or asset category, which consist of 

specific assets used in a trade or 

business, and (2) asset classes 01.1 

through 80.0, or activity category, 

which consist of assets used in specific 

business activities.  The same asset can 

fall within both an asset category or 

asset activity, in which case the asset 

will be subject to the asset category 

rules.  

The IRS further noted that asset class 

00.3, Land Improvements, has a 15-

year recovery period for purposes of 

§168(a), and 20 years for purposes of 

§168(g), and that it includes 

improvements made directly to or 

added to land if the improvements are 

depreciable.  Asset class 00.3 does not 

include land improvements explicitly 

included in other asset classes, or 

building and structural components 

under Treas. Reg. §1.48-1(e). 

The IRS concluded that the towers and 

supporting foundations were not 

classified in asset class 48.14 of Rev. 
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Proc. 87-56, and that asset class 00.3 

governed the characterization of the 

property.   Based solely on the 

taxpayer’s representations, the IRS 

determined that the towers were 

inherently permanent structures that 

fell within asset class 00.3.  It further 

concluded that consistent with 

§5.02(6)(b) of Rev. Proc 2011-22, the 

supporting foundations were also land 

improvements under asset class 00.3 of 

Rev. Proc. 87-56.  However, the IRS 

determined that it was inappropriate to 

rule on whether the property was 

personal property under Rev. Proc. 

2011-22.   

 

Property used outside 
the United States not 
treated as used 
predominantly outside 
the United States under 
§168(g)(4)  

The IRS concluded in PLR 201216008 

that the taxpayer's property to be used 

predominantly outside the United 

States, but in a US possession, qualifies 

for an exception under §168(g) and will 

not be subject to the alternative 

depreciation system (ADS). 

The taxpayer is a limited liability 

company (LLC) with two domestic 

corporations as members, each of 

which is organized in a different state 

within the United States.  Neither 

member of the taxpayer has an election 

in effect under §936, and the taxpayer 

is treated as a partnership for federal 

income tax purposes.   

The taxpayer is also the sole owner of 

an LLC treated as a disregarded entity 

for federal income tax purposes.  The 

LLC is engaged in the business of 

developing a wind project to be located 

in a U.S. possession, which includes 

depreciable tangible property under 

§168.  In requesting the ruling, the 

taxpayer represented (1) that the 

depreciable tangible property will 

neither be "tax-exempt use property" 

nor "tax-exempt bond financed 

property, (2) that the depreciable 

tangible property will not be imported 

property covered by an Executive order, 

and (3) that neither the taxpayer nor 

the LLC has made an election to 

depreciate the property under ADS. 

Under §168(g)(4)(G), property will not 

be treated as used predominantly 

outside the United States if the 

property is owned by a domestic 

corporation or by a United States 

citizen, and is used predominantly in a 

possession of the United States by that 

corporation or citizen, or by a 

corporation created or organized in, or 

under the law of a possession of the 

United States.   

The IRS explored the history of 

§168(g)(4) to determine whether the 

exception applied to domestic 

partnerships where all partners were 

domestic corporations or U.S. citizens. 

The IRS determined that similar rules 

that applied to repealed §48 were 

applicable to §168(g)(4) because the 

latter was derived from the former.  

Under repealed §48, Congress intended 

that the exception under §168(g)(4) 

apply to U.S. persons as defined under 

§7701(a)(3) of the 1954 Code, which 

included (1) a U.S. resident or citizen, 

(2) a domestic partnership, (3) a 

domestic corporation, and (4) any 

estate or trust other than a foreign 

estate or trust.   

However, a literal reading of 

§168(g)(4)(G) provides that the 

exception may be applied to U.S. 

corporations or U.S. citizens, and 
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precludes application of the exception 

in cases where, for example, a domestic 

partnership is involved.  Nonetheless, 

the IRS ruled that the repeal of Code 

§48 and enactment of §168(g)(4) were 

not substantial changes and as such, 

the definition of U.S. persons that was 

applicable under repealed §48 did not 

change after the enactment of §168.  As 

such, the IRS concluded that 

§168(g)(4)(G) was intended to apply to 

a domestic partnership where all of its 

partners are domestic corporations that 

do not have a current election under 

§936, or to U.S. citizens not entitled to 

the benefits of §§ 931 or 933.       

  

Like-kind exchanges 
between related parties 
qualify for 
nonrecognition of gain 
treatment   

In PLR 201216007, the IRS ruled that, 

provided certain requirements are met, 

a taxpayer will not be disqualified from 

the benefits of §1031(a) in a series of 

like-kind exchanges involving related 

parties. In addition, receipt by those 

related parties of minimal amounts of 

non-like-kind property will not 

disqualify the transactions under 

§1031(f). 

The taxpayer is a corporation that is 

taxed as a real estate investment trust 

(REIT).  The taxpayer is an affiliate of 

another REIT, which owns 92% of a 

partnership, as well as various 

properties through the partnership and 

other subsidiary entities.  The 

partnership owns 100% of the 

membership interest in two LLCs, 

which are disregarded for tax purposes.  

One of the LLCs owns 99.9% of the 

stock of the taxpayer.   

A second-tier subsidiary of the taxpayer 

owned real property that is the 

taxpayer's relinquished property.  The 

relinquished property is improved real 

property.  The taxpayer’s exchange 

involved an exchange of the 

relinquished property and the 

acquisition of two replacement 

properties.  One of the replacement 

properties was owned by a related party 

(an LLC owned by the partnership). 

The partnership entered into a deferred 

exchange agreement with a qualified 

intermediary (QI) to engage in its own 

like-kind exchange that fully complies 

with §1031 and the regulations 

thereunder.  The taxpayer’s 

replacement property also constituted 

the partnership's relinquished property.  

The partnership identified three 

potential replacement properties, 

including properties held by unrelated 

third parties and by related entities.  

The partnership intends to acquire 

replacement properties for an amount 

equal to the sale price of its 

relinquished property. If, however, the 

partnership acquires replacement 

property valued at less than 100% of 

the value of its relinquished property, 

the partnership will receive non-like-

kind replacement property and 

recognize gain in the amount of the 

difference. The non-like-kind property 

that the partnership will receive in the 

exchange will not exceed 5% of the gain 

realized by the partnership on its 

transfer of its relinquished property. 

The partnership will acquire some or all 

of the identified replacement property 

by deed or transfer of 100% of the 

membership interests in the limited 

liability company holding title. 

To the extent any of the partnership's 

replacement property is owned by a 

related party, the related party will 

enter into a qualifying deferred 

exchange agreement with a QI 
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providing for the related party's 

exchange of the partnership's 

replacement properties that it transfers 

to the partnership. If any related party 

acquires replacement property worth 

less than 100% of its applicable 

relinquished property, the related party 

will receive non-like-kind property and 

recognize gain to the extent of the 

difference, not to exceed 5% of the gain 

realized by its transfer of the 

relinquished property. The taxpayer 

represented that the taxpayer, the 

partnership and the other related 

parties involved in the transaction will 

hold their respective replacement 

properties for at least two years after 

the date of the last transfer of property 

in the series of exchanges. 

The IRS determined that, so long as 

upon completion of the transactions 

each party holds its replacement 

property for at least two years following 

the date of acquisition, §1031(f) will not 

disqualify that taxpayer from the 

benefit of nonrecognition treatment 

under §1031(a). 

After considering the legislative history 

and policy concerns that §1031(f) was 

meant to address, the IRS concluded 

that there were no abuses apparent in 

this case.  According to the IRS, there 

was no material cashing out by any of 

the related parties within two years of 

the last transfer and neither the 

taxpayer, the partnership, nor any 

related parties involved in the 

transaction will receive non-like-kind 

replacement property in excess of 5% of 

the gain realized on its disposition of 

relinquished property. 

 
 

 

Recent Cases…. 
 

 Like-kind exchange 
treatment granted, 
accuracy penalties 
imposed 

The Tax Court in Patrick A. Reesink et 

ux. V. Commissioner (T.C. Memo 2012-

118) held that the property purchased 

with the proceeds from the sale of a 

rental investment property qualified as 

a like-kind exchange.  The Court further 

held that the litigation settlement 

proceeds received by the taxpayer were 

not excludable from income and that 

the taxpayer was responsible for 

accuracy-related penalties for failure to 

substantiate travel expenses, for failure 

to report the settlement proceeds, and 

for underreporting of rental gross 

receipts.   

The taxpayer co-owned a six-unit 

apartment building with one of his 

brothers.   Each had a 50% tenancy in 

common ownership interest in the 

apartment building.  Due to 

irreconcilable differences between the 

brothers, the taxpayer filed suit in state 

court for partition, breach of contract, 

and fraud, among other claims.  Prior 

to judgment, the brothers settled the 

case.  Pursuant to the agreement, the 

brothers decided to sell the apartment 

building and divide the proceeds in 

half.  In addition, the agreement 

provided that the taxpayer would 

receive $60,000 from his brother's 

share of the proceeds as payment in full 

for claims arising from the events 

described in the complaint. 

The brothers sold the apartment 

building, and the taxpayer used his 

share of the proceeds to purchase 

another investment rental property.  
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The taxpayer made all the necessary 

arrangements to market and advertise 

the new property to potential renters 

but was unsuccessful in finding a 

tenant.  The taxpayer was unable to 

meet all of his mortgage obligations, 

and after failing to rent the new 

property for 8 months, decided to sell 

his primary residence and move in to 

the new property.  

The taxpayer failed to inform his 

accountant of the decision to move into 

the investment property and of the 

$60,000 received from the settlement 

agreement.  In addition, the taxpayer 

provided incomplete and handwritten 

income and expense statements for the 

apartment building, causing the 

accountant to underreport rental gross 

income and to report travel expenses 

incurred in connection with the 

purchase of the new investment 

property.   

The IRS contended that the sale of the 

apartment building and the subsequent 

purchase of the new investment 

property with the proceeds from the 

sale did not qualify as a like-kind 

exchange because the taxpayer's 

intention was not to hold the new 

property as an investment.  In addition, 

the IRS alleged that the taxpayer's 

move to the new investment property 

frustrated the initial intention of 

holding the property for investment, 

and as such, §1031 was inapplicable.  

The Court rejected the IRS’s allegations 

and held that the taxpayer's at the time 

of the exchange was to hold the 

property for investment and that 

determining the taxpayer's intent was a 

question of facts and circumstances.  

The Court noted that the taxpayer's 

actions demonstrated this intent 

because the taxpayer actively marketed 

the new property, had potential renters 

come in to the new property, and 

considered moving in only after six 

months of unsuccessful showings.  As 

such, the Court concluded that §1031 

applied.   

The IRS successfully argued that the 

$60,000 was not excludible under 

§104, but instead should have been 

reported as income.  Since the 

settlement agreement provided that the 

$60,000 was to compensate the 

taxpayer for claims made in the original 

complaint, and the original complaint 

did not seek to recover damages for 

physical injuries caused by the 

taxpayer's brother, the Court held the 

settlement proceeds were taxable and 

includible in gross income pursuant to 

§61(a).   

The IRS also successfully argued that 

the taxpayer failed to substantiate 

travel expenses, report the settlement 

proceeds and underreported rental 

gross receipts.  The Court ruled that 

since the taxpayer was unable to 

substantiate the travel expenses and 

did not show reasonable cause for 

failure to substantiate the travel 

expenses, the imposition of the 

accuracy-related penalties had merit.   

With respect to the settlement 

proceeds, the Court stated that even if 

the taxpayer had informed the 

accountant, upon receipt of the return, 

the taxpayer should have raised the 

question as to why the $60,ooo was not 

reported.  Further, the taxpayer failed 

to provide evidence that he received 

professional advice as to the taxability 

of the settlement proceeds.  As such, 

the Court found that the taxpayer was 

negligent and imposed the accuracy-

related penalty for failure to report the 

proceeds as income.    

Lastly, with respect to the 

underreported rental income, the Court 

found that the taxpayer did not show 

reasonable cause for the 
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underreporting and imposed the 

accuracy-related penalty.  

  

Bad debt deduction 
denied, deficiency 
determination upheld 

In George Saadian v. Commissioner, 

(T.C. Summ. Op. 2012-44), the 

taxpayer, who is not in the trade or 

business of loaning money, lent 

$200,000 under a 12-year note to an 

individual in 1988, which would mature 

in 2000.  The debtor did not make 

monthly payments according to the 

note, but made partial interest 

payments in various amounts between 

1988 and 2000 and made a final 

payment in 2003. Eventually, the 

taxpayer's attorney contacted the 

debtor demanding payment in 2004, 

but ultimately no further legal action 

was taken citing "negative social 

implications" for suing a fellow member 

of the community. The debtor passed 

away in late 2004.  

After the debtor passed away, the 

taxpayer met with decedent's children 

and in 2006 was informed that he 

should not expect to receive the unpaid 

balance on the note. In his 2006 

income tax return, the taxpayer 

deducted $200,000 as a non-business 

bad debt deduction under §166(d), 

netting it against a $1.3 M long-term 

capital gain. The IRS disallowed the 

deduction. 

 

The issue in this case was whether the 

taxpayer had a non-business bad debt 

related to the note under § 166(d) in 

2006.  The Court ruled that the 

taxpayer's decision not to sue the 

debtor for payment for personal 

reasons was enough to preclude a 

deduction under §166(d).  The Court 

also questioned the timing of the 

deduction since the note matured in 

2000, six years before the taxpayer 

claimed the deduction, noting that if 

the debt had become worthless, the 

event rendering the note worthless 

would have occurred prior to 2006 

when the deduction was claimed. 
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