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Recent rulings from the IRS 
and Tax Court provide clarity 
on several tax accounting 
method issues 

 

 

Did you know..? 

Proposed lease accounting standard 
highlights important tax issues 

The Financial Accounting Standards Board 
(FASB) and International Accounting 
Standards Board (IASB) recently issued a 
revised proposal that calls for significant lease 
accounting changes.  The most recent 
Exposure Draft attempts to address criticisms 

of the 2010 exposure draft, yet still meet the 
key objective of recognizing leased assets and 
liabilities on the balance sheet.  

Although the tax law regarding the treatment 
of leasing transactions remains unchanged, 
taxpayers should consider how the Exposure 
Draft will impact the computation of 
temporary differences and deferred income tax 
assets and liabilities associated with their
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In this month’s Accounting Methods Spotlight, taxpayers are informed of an important revised 
proposal issued by the Financial Accounting Standards Board that calls for significant lease 
accounting changes.  This month's issue also provides insight on a range of recent IRS guidance, 
including rulings on whether:  payments for limited use of a supplier’s marks need to be capitalized; a 
written collaboration agreement constitutes a partnership for federal income tax purposes; and a 
taxpayer was entitled to claim additional basis in stock from any excluded discharge of indebtedness 
income. In addition, this month’s issue contains guidance on whether structural improvements qualify 
as real estate assets, and whether a partner was allowed to report the sale of unrealized receivables 
under the installment method. 
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leases.  As companies assess the impact that the proposed standard will have on 
financial reporting and gather the information necessary to analyze all existing leases, 
companies should also consider documenting their processes that surround the tax 
characterization and treatment of their lease portfolio from a U.S. federal, state, and 
foreign income tax perspective.  

Other guidance 
Payments for limited use of a supplier’s marks need not be capitalized 

In PLR 201322020, the IRS held that a taxpayer is not required to capitalize 
payments made to its supplier for use of the supplier’s marks during the sale and 
distribution of the associated product under Section 1253. 

The taxpayer is a distributor of products from a wide variety of suppliers sold to a 
group of retailers.  In an agreement with one of its suppliers, the taxpayer is 
authorized to sell and distribute the supplier’s product through retailers for a 
specified term.  Under the agreement, the taxpayer has a limited license to use the 
supplier’s marks in connection with selling the product.  The terms of the agreement 
provide for a series of payments to be made by the taxpayer to the supplier on at least 
an annual basis, including per unit payments and fixed payments. 

In its analysis, the IRS strictly relied upon the statute, citing the rule under Section 
1253(a) that a transfer of a franchise, trademark, or trade name will not be treated as 
a sale or exchange of a capital asset if the transferor retains any significant power, 
right, or continuing interest.  The IRS focused on the definition of a ‘franchise,’ which 
includes an agreement allowing a party to distribute, sell, or provide goods within a 
specified area.  Additionally, under Section 1253(d), any amount paid for the transfer, 
sale, or disposition of a franchise or trademark is deductible if it is contingent on the 
productivity, use, or disposition of the franchise or trademark, and is paid as part of a 
series of payments which are payable not less than annually and under a fixed 
formula.  The IRS concluded without any detailed reasoning that the taxpayer may 
deduct its payments to the supplier for the use of its marks. 

IRS rules that collaboration is a partnership 

In a recently released Chief Counsel Advice (CCA 201323015), the IRS National Office 
concluded that a written collaboration agreement constituted a partnership for 
federal income tax purposes and could not elect to be excluded from the application of 
subchapter K of the Code.  As a result, both parties to the collaboration agreement 
must determine their respective Section 199 deductions at the partner level under 
Section 199(d)(1)(A).   

According to the CCA, two corporations (A and B) entered into a written collaboration 
agreement (Agreement) relating to development and commercialization of a product 
(Product).  Under the arrangement between the two entities, A granted rights to B to 
co-promote Product in the United States and Canada and to develop and market it in 
the rest of the world.   

Under the Agreement, A and B agreed to collaborate diligently in the development of 
Product and to use commercially reasonable and diligent efforts to develop and bring 
Product to market.  Each party also agreed to collaborate in the commercialization of 
Product, with B playing the primary role.  The Agreement established committees – 
comprised of representatives appointed in equal numbers by A and B -- to handle the 
management and finances of the arrangement (referred to as C in the CCA), as well as 
the development and commercialization of Product.   

The parties charged all development costs incurred for development or marketing in 
the United States or Canada against the operating profits of the collaboration.  A and 
B shared in the collaboration’s profits and losses based on percentages specified in the 
Agreement. 

Although the Agreement does not state whether the collaboration should be treated as 
a partnership for federal income tax purposes, side agreements included provisions 
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that indicate the intent of A and B that their relationship is not to be treated as a 
partnership, agency, employer-employee, or joint venture.  While A initially treated 
amounts from B as royalty payments, the CCA states that A instead was claiming that 
the amounts from B should be included in A’s calculation of qualified production 
activities income (QPAI) under Section 199(c)(1).  In addition, A had not received 
information from C that allowed A to calculate its Section 199 deduction separately. 

The IRS National Office was asked to determine (1) whether the collaboration was a 
partnership, (2) whether the collaboration was eligible to be excluded from 
application of Subchapter K under Section 761(a) and Reg. Sec. 1.761-2, and (3) how A 
could claim the Section 199 deduction with respect to the gross receipts from sales of 
Product by a collaboration that is treated as a partnership. 

The IRS concluded that the collaboration constitutes a joint venture treated as a 
partnership for federal income tax purposes, noting that the collaboration ‘was 
eligible to be’ classified as a partnership because the arrangement was not classified 
as a corporation, was between two parties, and was entered into for the purpose of 
making a profit and not merely sharing expenses.  The IRS also concluded that the 
Agreement did not qualify to be excluded from Subchapter K.  Further, the IRS 
concluded that it would be necessary to determine A’s allocable share of partnership 
items under Section 199(d)(1)(A)(ii) and Reg. Sec. 1.199-5(b)(1) and (3) before A 
could claim the Section 199 deduction.   

The analysis and arguments set forth in the CCA in determining whether a 
collaboration agreement is a partnership for federal income tax purposes appear 
consistent with prior tax cases and rulings.  Because the determination of whether a 
collaboration agreement is a federal income tax partnership is based on all relevant 
facts and circumstances, the analysis and conclusions reached in the CCA may not 
apply to all collaboration agreements.   

Discharge of indebtedness date determined; additional basis claim 
valid 

The IRS concluded in TAM 201321019 that a taxpayer’s indebtedness was discharged 
by its creditor at the time an appellate court’s ‘Agreed Order’ was entered to dismiss 
the litigation and all future claims.  Because the Court’s Agreed Order was issued on a 
date before October 11, 20o1, the taxpayer’s shareholder was entitled to claim 
additional basis in stock from any excluded discharge of indebtedness income under 
the principles of Gitlitz v. Commissioner, 531 U.S. 206 (2001). 

The taxpayer is an S corporation that entered into a term loan agreement with an 
unrelated third-party creditor.  The taxpayer defaulted on the loan shortly thereafter 
due to financial difficulties of its partners, which it then sued for failing to make 
payments on their obligations.  After the jury verdict and judgment, the creditor held 
off on collecting payment to ascertain the outcome of the defendants’ appeal.  The 
appellate court reduced the taxpayer’s judgment, which was then divided among 
several parties, leaving a partial payment for the creditor.  However, the appellate 
court suggested that the reduction in judgment may have been due to malpractice of 
the taxpayer’s attorneys, and the taxpayer subsequently sued the attorneys. 

The taxpayer, its former attorneys, and the creditor eventually reached a mediation 
settlement and executed a settlement agreement (on Date 1), which provided a 
payment to the creditor in exchange for cancelling the taxpayer’s indebtedness on a 
specified ‘Creditor Payment Date.’  After the creditor received its final settlement 
payment (on Date 2), the court entered an ‘Order Granting Agreed Motion to Dismiss 
with Prejudice’ (Court’s Agreed Order), as was outlined in the initial settlement 
agreement, dismissing the litigation and all claims brought against it (on Date 3).  
While all previously mentioned events occurred prior to October 11, 2001, the 
‘Creditor Effective Date’ used in the Settlement Agreement was after October 11, 2001 
(on Date 4).  The date was created by the creditor to protect itself in case the taxpayer 
later filed for bankruptcy and recovered the creditor’s received settlement payment. 
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The IRS analyzed whether the discharge of indebtedness occurred on Date 1 
(settlement agreement executed), Date 2 (partial payment received), Date 3 (Court’s 
Agreed Order), or Date 4 (Creditor Effective Date).  The analysis of whether the 
discharge occurred before or after October 11, 2001 is important because it decides 
whether the taxpayer’s shareholder can increase its stock basis.  In Gitlitz v. 
Commissioner, the Supreme Court held that excluded discharge of indebtedness 
income may be added to a shareholder’s stock basis.  However, Gitlitz was overturned 
prospectively when Congress amended Section 108(d)(7)(A), requiring that discharge 
of indebtedness income be included at the corporate level, which was effective 
beginning after October 11, 2001. 

The IRS cited Cozzi v. Commissioner, 88 T.C. 435, 445 (1987), in explaining that a 
discharge occurs when it becomes clear that the taxpayer will never have to pay the 
debt, including making a practical assessment of the likelihood of payment.  The IRS 
found that the signing of the settlement agreement was contingent upon future events 
(i.e., actual payment), and actual payment did not satisfy the settlement agreement 
until the Court’s Agreed Order was entered.  Therefore, the IRS concluded that the 
discharge of indebtedness occurred on Date 3, when the Court’s Agreed Order was 
entered, dismissing the litigation and all future claims.  The IRS found that the 
Creditor Effective Date had “no effect on the finality of the Court’s Agreed Order” 
because the possibility of the taxpayer filing for bankruptcy would be “highly remote.” 

Structural improvements qualify as real estate assets 

In PLR 201323016, the IRS ruled that a real estate investment trust's (REIT) interests 
in structural improvements to buildings or facilities constitute real estate assets under 
Section 856(c)(5)(B) and that the interest income from financing the improvements 
qualifies as interest on obligations secured by mortgages on real property or interests 
in real property. 

The taxpayer represented that upon formation, it will elect to be taxed as a REIT for 
federal income tax purposes. The taxpayer expects to finance structural 
improvements secured by the structural improvements as well as the underlying 
building or facility. The structural improvements are long lived permanent 
improvements to buildings or facilities that are designed to improve the building or 
facility. In addition, some larger structural improvements may be constructed as a 
separate, adjacent structure. The taxpayer represented that the structural 
improvements are intended solely for the use of the building or facility.  Further, the 
structural improvements are located on the building or facility owner's real property, 
are necessary for the building or facility to function, and would be included in the 
mortgage and/or sale if the real property was financed or sold. 

Based on the taxpayer’s facts, the IRS concluded that the taxpayer’s interests in the 
structural improvements constitute "real estate assets" for purposes of Section 
856(c)(5)(B). The IRS also concluded that the taxpayer's interest income from 
financing structural improvements qualifies as interest on obligations secured by 
mortgages on real property or interests in real property for purposes of Section 
856(c)(3). In reaching its conclusion, the IRS relied in part on Rev. Rul. 73-425, 
which distinguished between a mortgage lien secured solely by a building in a total 
energy system, not considered as an interest in real property, and one secured by the 
total energy system and the building itself, which is treated as an interest in real 
property. 

Cases 

Partner not allowed to report sale of unrealized receivables under 
installment method 

The Tax Court recently held in Lori M. Mingo v. Commissioner, T.C. Memo 2013-149, 
that part of a note attributable to unrealized receivables that a partner received in 
exchange for her partnership interest, could not be reported under the installment 
method and instead was ordinary income to the partner.  
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The taxpayer was a partner in the management consulting and technology services 
business of PwC.  PwC subsequently sold the management consulting business to IBM 
in 2002.  As part of this transaction, the taxpayer received a convertible promissory 
note (note) in exchange for her interest.  A portion of that amount was attributable to 
unrealized receivables owed the consulting business.  The taxpayer had the right to 
convert all or any portion of the unpaid principal balance into IBM common stock at 
any time after the first anniversary of closing. IBM would pay interest on the unpaid 
principal balance semi-annually, and the outstanding principal and any accrued and 
unpaid interest was due and payable on the fifth anniversary of the transaction's 
closing. 

The taxpayer reported the sale of her partnership interest as an installment sale on 
her 2002 tax return and reported only interest income from the note for 2003 
through 2006. The taxpayer later converted the entire note into shares of IBM stock 
in two transactions in 2007.  She reported these amounts as long-term capital gain on 
her 2007 tax return. 

The IRS issued a notice of deficiency for 2003 and determined that the amount the 
taxpayer received in 2002 for her partnership interest, to the extent it was 
attributable to partnership unrealized receivables, could not be reported under the 
installment method. The IRS concluded that by reporting the sale in that manner, the 
taxpayer had established an accounting method.  Therefore, the IRS required the 
taxpayer to change her method of accounting and computed a section 481(a) 
adjustment for 2003.  

The Tax Court said that the taxpayer’s use of the installment method to report the 
note implicated the proper timing for reporting income. Accordingly, the sale of the 
taxpayer’s partnership interest was a material item for purposes of Reg. Sec. 1.446-
1(e)(2)(ii)(a). Based on the facts presented, the court determined that the taxpayer 
had established a pattern of consistent treatment, and therefore a method of 
accounting under the installment method of reporting, for this material item.  

The court agreed with the IRS that the amount of the unrealized receivable should 
have been reported as ordinary income in 2003 when the taxpayer could first convert 
the IBM stock, and that the taxpayer’s accounting method did not clearly reflect 
income with respect to the portion of the note attributable to partnership unrealized 
receivables. The Court therefore upheld the IRS’s Section 481(a) adjustment for 2003 
as necessary to remedy the omission of ordinary income that occurred in 2002. The 
Court stressed that once IRS determines that a taxpayer's method of accounting does 
not clearly reflect income, it has broad discretion to select a method of accounting 
that it believes properly reflects the income of the taxpayer. 
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Let’s talk 
For a deeper discussion of how these issues might affect your business, please 
contact:  
 

Adam Handler, Los Angeles 

+1 (213) 356-6499 

adam.handler@us.pwc.com 

 

Jennifer Kennedy, Washington, DC 

+1 (202) 414-1543 

jennifer.kennedy@us.pwc.com 

 

George Manousos, Washington, DC 

+1 (202) 414-4317 

george.manousos@us.pwc.com 

 

Annette Smith, Washington, DC 

+1 (202) 414-1048 

annette.smith@us.pwc.com 

 

Christine Turgeon, New York 

+1 (646) 471-1660 

christine.turgeon@us.pwc.com 

 

Dennis Tingey, Phoenix 

+1 (602) 364-8107 

dennis.tingey@us.pwc.com 

James Martin, Washington, DC 

+1 (202) 414-1511 

james.e.martin@us.pwc.com 
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This content is for general information purposes only, and should not be used as a substitute for consultation with professional 
advisors. 
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