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Federal Claims Court case on leased 
asset sale could benefit taxpayers 

In brief 

Companies that have sold assets at a gain which have been used to generate foreign 
sales corporation (FSC) commissions or extraterritorial income (ETI) exclusions may 
restore a portion of the basis of the underlying assets and decrease the amount of 
gain reported on the sale.  For those companies, the US Court of Federal Claims' May 
11, 2012 decision in the case of CBS Corporation v. United States could provide a 
significant cash and earnings benefit.  As the court ruled, depreciation allocable to 
excluded or exempt income may not be deducted and should therefore not reduce the 
adjusted basis at the time of sale for leased assets that have generated excluded or 
exempt income.  The court rejected an IRS argument to the contrary.   

The case relates to a claim for refund under the FSC rules; however, given the 
construction of the ETI regime as an exclusion from gross income, the conclusion 
equally applies to companies earning income from leased or licensed assets utilizing 
the ETI rules.  Companies can now rely on this result with confidence because the 
IRS has announced that it will not appeal.   

In more detail 

What did the case address? 
 
CBS Corporation, as the successor in interest to Viacom Corporation, claimed a 
refund based on the US federal income tax paid on gains from the sale of two aircraft 
by its qualified FSC subsidiaries.  In a case of first impression, the US Court of
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Federal Claims had to decide whether the IRS had determined the amount of gain 
correctly.  The question at issue was whether the FSC subsidiaries should have taken 
into account the depreciation amount allocable to exempt foreign trade income while 
calculating the adjusted basis. 
 
What was the taxpayer’s position? 
 
The taxpayer’s FSC subsidiaries never deducted the depreciation on the two airplanes 
that was allocable to exempt foreign trade income.  Accordingly, CBS Corporation 
argued that the FSC subsidiaries' calculation of the airplanes’ adjusted basis should 
not have included the depreciation amount allocable to exempt foreign trade income. 
 
What was the IRS’ position? 
 
The government believed that each individual aircraft was two distinct assets for 
purposes of calculating the amount realized upon sale.  The IRS viewed each plane as 
consisting of a depreciable asset that generated taxable income and a non-
depreciable asset that generated exempt foreign trade income.  The IRS thus saw 
each airplane sale as a sale of two separate assets and applied Treas. Reg. §1.167(a)-5, 
which states,  
 

In the case of the acquisition on or after March 1, 1913, of a 
combination of depreciable and nondepreciable property for a lump 
sum, as for example, buildings and land, the basis for depreciation 
cannot exceed an amount which bears the same proportion to the 
lump sum as the value of the depreciable property at the time of 
acquisition bears to the value of the entire property at that time. 

 
What did the court decide? 
 
The Federal Claims Court rejected the IRS’ position.  The court held that the 
regulation cited by the government applied only where a taxpayer had originally 
purchased a combination of depreciable and non-depreciable property.  In the case, 
each airplane was a fully depreciable property when it was acquired.  The court 
concluded that the government failed to show any Congressional intent to transform 
a single asset generating FSC foreign trade income into two separate assets.  Thus, 
the enactment of the FSC regime did not divide assets into depreciable and non-
depreciable property within the meaning of Treas. Reg. §1.167(a)-5.  
 
The court went on to acknowledge that 30 percent of the FSCs’ depreciation 
deduction was disallowed for purposes of calculating taxable income under the FSC 
regime.  The court looked to Code sections 161,261, and 265 to confirm the 
disallowance of expenses allocable to exempt income.  Thus, the court found that the 
FSCs’ basis adjustment calculations under Code section 1016(a) should not have 
reduced each aircraft’s basis by that disallowed 30 percent amount.  The adjusted 
basis calculation upon the aircraft sale should have taken into account only the 
deductions allowable in proportion to the aircraft’s non-exempt foreign trade income.  
That calculation should not have reduced basis by the 30 percent of the aircraft’s 
depreciation deductions allocated to tax-exempt foreign trade income.  

Accordingly, the court held that the taxpayer was entitled to the refund of taxes 
overpaid due to the erroneous determination of gain from the sale of the aircraft. 

What does the court’s decision mean for companies with leased assets? 

Companies with leased assets that have been subject to FSC arrangements can apply 
this result to their calculations of adjusted basis when selling those assets.  More 
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importantly, however, the same result applies to companies with leased assets that 
are used in ETI arrangements.  The mechanism of the ETI regimes differs from that 
in the FSC regime only in excluding -- rather than exempting -- foreign trade income 
from US federal income taxation.  The disallowance of depreciation deductions 
allocable to exempt income applies equally to excluded income (see Treas. Reg. 
§1.265-1(b)(1)).   

Actions to consider 

Companies that have used the ETI (or FSC) rules to exclude income from long-term 
leases/licenses should consider applying the CBS case's result to any sale of leased or 
licensed assets.  The company should review the adjusted basis calculations for any 
such sale that has occurred during a previous tax year that is still open.  That 
calculation should not include disallowed depreciation deductions in the basis 
adjustments.  Companies should recalculate any adjusted basis calculation that does 
include disallowed depreciation deductions in the basis adjustments.  Companies 
should also consider how the case intersects foreign tax credit postures - specifically 
in the areas of sourcing of income and expense allocations.   

 

For more information, please contact: 

Dennis Tingey (602) 364-8107  dennis.l.tingey@us.pwc.com  

George Manousos (202) 414-4317  george.manousos@us.pwc.com  

Michael Turgeon (646) 471-8361  michael.turgeon@us.pwc.com  

Jason Martin (678) 419-8433  jason.martin@us.pwc.com  

Darryl Wodecki (704) 344-7761  darryl.wodecki@us.pwc.com  

 

 

 

Solicitation. 

 
This document is for general information purposes only, and should not be used as a substitute for consultation with professional advisors. 
 

© 2012 PricewaterhouseCoopers LLP, a Delaware limited liability partnership. All rights reserved. PwC refers to the United States member 
firm, and may sometimes refer to the PwC network. Each member firm is a separate legal entity. Please see www.pwc.com/structure for 
further details. 

 
 
 

 

mailto:dennis.l.tingey@us.pwc.com
mailto:george.manousos@us.pwc.com
mailto:michael.turgeon@us.pwc.com
mailto:jason.martin@us.pwc.com
mailto:darryl.wodecki@us.pwc.com

