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Taxpayer May Deduct Payments for Services In Tax Year During Which Services Are Provided

An accrual method taxpayer who pays service providers more than two and one-half months after end of the taxable year may deduct payments for medical and dental services in the taxable year during which medical and dental services are provided, the National Office advised.

Taxpayer (T) is an accrual method taxpayer that maintains self-insured medical and dental plans (the Plans) for its eligible employees. The Plans have a calendar year plan year. T represents that the Plans do not involve a welfare benefit fund.

The employee arranges for the necessary appointment with the service provider selected. The service provider procures the billing information from the employee and then bills a third-party administrator for any services provided. The third-party administrator reviews the bills to deter-mine whether the services are covered under the Plans and then pays the service provider to the extent the services are covered. T's employees are liable to the service provider for any amounts not covered by the Plans.

The third-party administrator pays claims within 30 days of receiving a bill from a service pro-vider. In certain circumstances, there is a delay by the service provider in billing the third-party administrator and the third-party administrator pays the service provider more than two and one-half months after the end of the taxable year in which the services are provided.

The National Office advised that even though T pays the service providers more than two and one-half months after the end of the taxable year, T could claim the deduction for the expenses in the taxable year in which the medical and dental services are provided. The National Office stated that the timing of the deduction for payments T makes more than two and one-half months after the close of its taxable year, depends on: (1) whether the payments are made through a welfare benefit fund as defined by §419(e); and (2) when the medical and dental reimbursement amounts paid under the Plans would be included in the income of the employees participating if such amounts were not excludible from income.

The National Office determined that the Plans do not involve a welfare benefit fund as T represent-ed and by the terms of the Plans, eligible employees are considered to receive the reimbursements in the calendar year during which they receive the medical and dental services under the Plans.

The National Office stated that it was unnecessary to determine whether §404 governs the timing of T's deduction and therefore, the deductibility of the payments made more than two and one-half months after the end of the taxable year is subject to the general economic performance rules. The National Office advised that under Regs.  §1.461-4(d)(2)(i) , the liability for medical and dental expenses is incurred in the taxable year in which the medical and dental services are provided to T's employees because that is the time economic performance occurs.

TAM 200846021.

Request to Change Placed-in-Service Date Not a Request to Change Method of Accounting

A taxpayer's request to change its method of accounting under §446(e) is denied where a request to change the placed-in-service date of special tools is not a change in method of accounting, the Chief Counsel's Office advised.

Taxpayer (T) requested permission to change its method of determining the placed-in-service date of its special tools. Special tools are items of depreciable property and include fixtures, dies, molds, gauges, and machine heads used in conjunction with manufacturing facilities.  Under T’s
present method of accounting, it determines the placed-in-service dates of its special tools based on when the tools are considered "ready to perform the assigned function." T proposes to change its method of determining the placed-in-service dates of its special tools from the dates on which the tools are "ready to perform the assigned function" to the dates on which the production of the pro-duct to which the tools relate starts. 

The Chief Counsel's Office advised that the change that T proposes is not a change in the method of accounting. The Chief Counsel's Office stated that there are two exceptions to the general rule that any change in the placed-in-service date of a depreciable asset is not treated as a change in method of accounting. The first exception is when a depreciable asset is incorrectly determined to be non-depreciable property and is later changed to depreciable property and the second exception, stated the Chief Counsel's Office, is a change in the convention of a depreciable asset. Because neither of these exceptions apply to T, T's requested change in the method of accounting cannot be granted under §446(e).

CCA 200848001.

Gain or Loss on Sale of §1231 Property Divided Between Two Buyers Still Given §1231 Status

The gain or loss on the sale of lead and remainder interests in a property used in a trade or business will be treated as  §1231 gain or loss, the IRS ruled.

T is one of the sellers of a complex consisting of residential apartments, commercial retail space, and parking facilities. T owns Property (P), which is part of the complex. P consists of property used in a trade or business under §1231(b)(1). T has held P for more than one year. The sellers en-tered into purchase and sale agreements for P with two buyers, as part of the sale of the complex. The agreements provide that one buyer will take a 50-year estate in P, while the second buyer will take the remainder interest in P as a long-term investment. The first buyer plans to use P in its business of renting real estate.

The IRS ruled that, as long as P is property used in a trade or business under §1231(b), any gain or loss recognized by T on the sale of the lead and remainder interests in P will be treated as §1231 
gain or loss. The IRS reasoned that since T is selling its entire interest in P, the sale falls under the scope of §1231(a)(3)(A)(i), even though the interest is being divided between two buyers.

PLRs 200850009-010.

Payments Must Be Allocated to Child Support, May Not Be Deducted as Alimony

Taxpayer T's 2004 payments must be allocated to child support, and may not be deducted as ali-mony under §215, because his total 2004 payments were less than total child support owed for 2004 (including arrearages and reimbursement obligations), the Tax Court held.

A divorce decree required T to make total payments during 2004 of $26,000 ($12,000 of child support, $12,000 of support alimony, and $2,000 toward child support arrearage). The divorce decree also required T to pay his reimbursement obligation, which totaled $6,022.49. However, T made payments under the divorce decree during 2004 totaling only $17,962.82, $14,059.67 less than the divorce decree required. T claimed a $12,625 alimony deduction under §215 on his 2004 income tax return, for alimony he claimed to have paid to his ex-wife. The IRS disallowed the alimony deduction in full.

The Tax Court noted that, under §71(c)(3), if the amount of any payment is less than the amount of the required child support payment specified in the relevant divorce or separation instrument, then the payment is applied first to satisfy the payor's child support obligation. Citing Hazam v. Comr., T.C. Memo 2000-71; Thornton v. Comr., T.C. Memo 1992-286; and Daley v. Comr., T.C. Memo 1991-555, the court reasoned that T's 2004 payments must be allocated to child support, and may not be deducted as alimony under §215, because his total payments for 2004 were less than the to-tal child support that he owed for 2004 (including arrearages and reimbursement obligation).

Haubrich v. Comr., T.C. Memo 2008-299 (12/30/08).

Advance and Periodic Payments Included in Gross Income Upon Receipt

Unless the taxpayer properly uses one of two deferral methods, the taxpayer must include the en-tire amount of advance payments and periodic payments in gross income upon receipt, advised the Chief Counsel's Office.

T sells and delivers Product to customers. T offers its customers different payment options.  In the first option, the customer makes a single lump sum payment in advance for the entire estimated amount of Product deliveries for the season. In the second option, the customer agrees to make equal installment payments over the course of the season. For each option, the customer agrees    to a fixed rate for each unit of Product, thereby protecting the customer from price fluctuations  throughout the season. Upon delivery, T deducts a payment amount from the balance of the cus-tomer's account for the volume delivered. If a balance remains in a customer's account at the sea-

son's end, T retains the funds and applies them to the customer's account for the following season. While T routinely refunds balances remaining in customer accounts upon request to maintain good customer relations, the contracts with the customers provide that T is entitled to retain the funds and apply the funds only to future purchases.

Under T's current method of accounting, T includes in gross income in the taxable year of receipt the portions of the lump sum and periodic payments attributable to Product delivered in that tax-able year. T includes the remaining portions of the payments in the succeeding taxable year.  T does not have an applicable financial statement, as defined in Rev. Proc. 2004-34, 2004-22 I.R.B. 991, §4.06. T currently is under examination with respect to Years 1 and 2.

The Chief Counsel's Office advised that unless T properly uses one of two deferral methods, T must include the entire amount of the lump sum payments and the periodic payments in gross in-come upon receipt. The Chief Counsel's Office stated that, according to Regs. §1.451-1(a) and the holding in Schlude v. Comr., 372 U.S. 128 (1963), when a taxpayer receives a payment for goods or services from a customer that is includible in the taxpayer's gross income, the taxpayer generally is required to include the payment in income upon receipt, even where the goods or services are to be provided in a future taxable year.

The Chief Counsel's Office also advised that T's deferral method of accounting is proper only if T has substantially complied with the information schedule requirement of Regs. §1.451-5(d).  Regs. 1.451-5(d) requires a taxpayer using this deferral method to attach an information schedule to its income tax return in each taxable year, and more facts need to be developed to determine whether T has substantially complied with the information schedule requirement, noted the Chief Counsel's Office.

Finally, the Chief Counsel's Office advised that T's deferral method of accounting is proper only if T properly adopted or changed to the method under Rev. Proc. 2004-34, §8. A taxpayer may adopt this deferral method for advance payments in the first taxable year in which the taxpayer receives advance payments, explained the Chief Counsel's Office. Furthermore, noted the Chief Counsel's Office, a taxpayer wishing to change to this deferral method generally must file a Form 3115, Ap-plication for Change in Accounting Method, using the automatic or advance consent procedures, as applicable. The Chief Counsel's Office stated that, because the years under examination are Years 1 and 2, and the facts do not indicate that T filed a Form 3115 to change to this deferral method, it appears that T did not properly adopt or change to this method of accounting.

CCA 200901032.

Living Expenses Incurred by Airline Mechanic Using "Bumping" Rights to Avoid Job Loss Not Deductible

An airline employee who used his "bumping rights" to avoid or postpone losing his job cannot de-duct the living expenses he incurred when working far from home, as a result of exercising those rights, the Seventh Circuit held.

T was an airline mechanic who was laid off from his job at the airline's hub city.  T's seniority rights allowed him to "bump" more junior mechanics, or take their jobs.  T exercised his bumping rights three times, taking positions in different cities, but each time, after no more than three weeks in each position, T was bumped by other mechanics who had more seniority than he did.  While T worked in these positions, T and his spouse maintained their residence near the airline's hub city. T incurred substantial additional living expenses that he would not have incurred had he been able to continue working at the airline's hub city.  T deducted these additional living expenses from his taxable income.

The Seventh Circuit held that T's additional living expenses are not deductible because T incurred these expenses for personal, rather than business reasons.  The court reasoned that T's expenses were more like commuting expenses than business expenses, emphasizing the fact that T did not have a realistic possibility of returning to work in the airline's hub city. The court stated that, even though T's short-lived positions were a considerable distance from the airline's hub city, he was making a personal choice to live at those locations. The court stated that someone who has a pri-mary place of employment in one location and must travel for business purposes has a business reason to maintain a residence near his primary place of employment, because he will return to work there. Since T had no expectation of returning to work for the airline at its hub city, T did not have a business reason to maintain his residence in that area, the court reasoned.  If T had a well-founded expectation of being restored to his job in the airline's hub city, the court stated, the out-come might be different, because T would have a business reason to maintain his residence near the airline's hub city.

Wilbert v. Comr., No. 08-2169 (7th Cir. 1/21/09).

Non-recognition Treatment Denied for Real Estate Exchange Between Related Entities

Gain is recognized on a real property like-kind exchange with a related entity through a qualified intermediary because the principal purpose was tax avoidance, but the penalty for income tax understatement is excused for reasonable cause, the Tax Court held.

T, a real estate development corporation, owned a shopping center (Plaza) and part of another shopping center. In 2003, T entered into an agreement with a third party for the sale of Plaza, which provided that: (1) the purchase price was $7,250,000; (2) T intended to conduct the trans-action as part of an exchange qualifying for  §1031 non-recognition treatment; and (3) T could assign its interest in the agreement to a qualified intermediary. T then transferred Plaza to Bank, a 
qualified intermediary, which then sold it to the third party. Bank used the sale proceeds to pur-chase three parcels of property (Replacement Property) located in the shopping center partially owned by T from LLC, an entity related to T. Bank then transferred Replacement Property to T, which it had previously owned before it was sold to LLC. T realized a gain on the transaction and claimed that the exchange was tax free under the like-kind exchange rules of §1031.

LLC filed a partnership return, reporting the disposition of Replacement Property as a taxable sale and stating $6,740,900 as the amount realized, an adjusted basis in the property sold of $2,554,901, and a gain of $4,185,999.  T reported the disposition of Plaza as a like-kind exchange, claiming an amount realized of $6,838,900, an adjusted basis in Plaza, including related expenses, of $716,164, and a realized gain of $6,122,736.  T also reported that its basis in Replacement Property was $716,164, and identified LLC as the related party.

The IRS issued a deficiency notice in the amount of $2,015,862 for T's year 2004 return, mainly based on its adjustment of T's gross income by $6,122,736, and an accuracy-related penalty of $403,172. The IRS claimed that §1031(f)(4) required recognition because T structured the trans-action to avoid the rules for exchanges between related persons.

The Tax Court held that T's exchange with Bank was part of a transaction principally structured to avoid the purposes of §1031(f) and that T failed to prove the absence of a principal purpose of income tax avoidance. Therefore, the court concluded that the §1031 non-recognition provisions did not apply to the exchange.

Under the non-avoidance-exception of §1031(f)(2), the court explained that T's transaction had to be disregarded to consider how T would fare if the exchange was between LLC and itself, so as to establish whether T has shown an absence of a principal purpose of tax avoidance. The court found that if LLC sold Replacement Property for Plaza, its adjusted basis in the former would have shift-ed to Plaza, therefore the basis step-up would have generated a gain of about $1.8 million less than what T could have realized if it sold Plaza itself.

The court dismissed T's assertion of tax factors which could override the tax impact of the basis differential and T's business reason for the exchange due to a lack of evidence. The court also was not persuaded by T's argument that it did not have a prearranged plan to violate §1031(f)(4).  The
court also found that while there was a substantial understatement of T's income tax within the meaning of §6662(d)(1), T was not liable for the penalty because it had reasonable cause and acted in good faith. Although the IRS had already issued related Rev. Rul. 2002-83, 2002-2 C.B. 927, during this time period, the court acknowledged that §1031(f)(4) is difficult to interpret and added that a related case had not yet been decided when T's return was filed and that, in view of this, T's accountant had not made any unreasonable legal assumptions about the transaction.

Ocmulgee Fields, Inc. v. Comr., 132 T.C. No. 6 (3/31/09).

Trust for Sister's Surviving Spouse and Children Not Related Party for Like-Kind Exchange Rules

A trust benefitting a taxpayer's brother-in-law and children is not a related person under the §1031 (f) limitations; therefore, the trust's sale within two years of the like-kind exchange between the taxpayer and the trust does not affect the taxpayer's non-recognition of gain, the IRS held.

After their parents' deaths, three siblings, A, B, and C each deeded their undivided interest in Farmland to separate grantor trusts. When C died, Trust C passed to her surviving husband for life, then to her children. C's husband and children are the only trustees of Trust C.

Trust C wants to liquidate its interest in Farmland, but A and B wish to retain their trust interests in Farmland as a trade or business or investment. The trusts agreed to exchange each of their undi-vided one-third interests in Farmland for a fee simple interest in one of three parcels of equal va-lue. The only difference between the parcels would be the stepped-up basis in C's parcel due to her death.  After the partition and like-kind exchange, Trust C plans to sell its parcel to an unrelated third party.

The IRS ruled that A, who requested the ruling, and Trust C are not related persons for purposes of the like-kind exchange limitations in §1031(f), which refers to§§267(b) and 707(b)(1) for the de-termination of related parties. The IRS concluded that Trust C's sale of its interest in Farmland--including the interest acquired from A--within two years of the exchange does not affect A's non-recognition of gain from the like-kind exchange.

Following Rev. Rul. 73-476, 1973-2 C.B. 300, the IRS noted that exchanges of undivided interests in multiple parcels of real estate for 100% ownership of one or more parcels of the same real estate qualify as like-kind exchanges. The IRS then noted that, applying the  §267(c)(4) definition, rela-ted persons include only an individual's siblings, spouse, ancestors, and lineal descendants. Finally, the IRS stated, that, because A was not related to Trust C or its trustees, there was no exchange be-tween related persons for purposes of §1031(f).

PLR 200919027.

Guidance Issued on Amount/Character of Income In Surrender/Sale of Life Insurance Contracts

The IRS provided guidance on the amount and character of income to be recognized in three situa-tions involving the surrender and sale of a  §7702 life insurance contract by the insured individual to the policy issuer and an unrelated person.

In Situation 1, T purchased a life insurance contract with a cash value in Year 1. T was the insured, and the named beneficiary was a member of T's family. T had the right to surrender the contract 
for its cash value. The contract in T's hands was not property described in §1221(a). In Year 8, T surrendered the contract for $78,000, adjusted for $10,000 in cost-of-insurance charges. As of that date, T had paid $64,000 in premiums.

In Situations 2 and 3, the facts are the same as in Situation 1, except that in Situation 2, T sold the contract for $80,000 to B, an unrelated person, and in Situation 3, T sold a contract with a 15-year term and no cash surrender value to B for $20,000. Also, in Situation 3, T had paid $45,000 in pre-miums through Year 8 at a level monthly rate of $500.

In Situation 1, the IRS ruled that T recognized $14,000 of ordinary income. It explained that, under §72(e)(5)(A), if a non-annuity amount of income is received by completely surrendering a life in-

surance contract, the amount is included in gross income to the extent that it exceeds the invest-ment in the contract. Citing Rev. Rul. 64-51, 1964-1 C.B. 32, the IRS also stated that the contract surrender does not produce a capital gain to the extent that the proceeds exceed the cost of the policy. The IRS concluded that since T received $78,000 and had invested $64,000, T recognized $14,000 of ordinary income.

In Situation 2, the IRS ruled that T recognized $26,000 in gross income, of which $14,000 is or-dinary income and $12,000 is long-term capital gain.  Citing Century Wood Preserving Co. v. Comr., 69 F.2d 967 (3d Cir. 1934), the IRS stated that the cost of a life insurance contract that has been sold is not the total premiums paid because the basis must be reduced by that portion of the premium paid for the cost of coverage before the sale. Thus, it determined that T's amount realized is $80,000 and, under  §§1011 and 1012, T's adjusted basis as of the date of sale was $54,000 ($64,000 premiums paid less $10,000 cost of insurance), resulting in $26,000. The IRS also ex-plained that, based on the "inside build-up" amount that would be recognized as ordinary income if the contract were surrendered, some or all of the gain may be ordinary and that any amount in ex-cess may qualify as capital gain. The IRS concluded that since the inside build-up under T's con-tract before the sale was $14,000 ($78,000 cash surrender value less $64,000 in premiums paid), this amount is ordinary income, but because the contract in T's hands was a capital asset, the re-maining $12,000 is long-term capital gain under §1222(3).

In Situation 3, the IRS ruled that T recognized $19,750 of long-term capital gain. It explained that T's amount realized was $20,000 and that T's adjusted basis is equal to the total premiums paid, less the cost of insurance, which was based on the $500 monthly rate. Thus, the total cost of in-surance provided during the period that T held the contract was $44,750 ($500 x 89.5 months) and T's adjusted basis on the date of sale was $250 ($45,000 total premiums paid less $44,750 for cost of insurance), the IRS determined. The IRS concluded that T recognized $19,750, the excess of the amount realized over the adjusted basis. The IRS also concluded that since there was no inside build-up amount because the contract had no cash surrender value and since the contract in T's hands was a capital asset, the total amount that T recognized is long-term capital gain under §1222(3).

The IRS stated that the holdings in Situations 2 and 3 will not be applied adversely to sales occur-ring before August 26, 2009.

Rev. Rul. 2009-13 is scheduled to appear in I.R.B. 2009-21, dated May 26, 2009.

Travel Expenses Deduction Denied Because Place of Employment Not Temporary

A couple had successive, separate tax homes, identified by locations of primary employment; therefore, they were not entitled to deduct additional expenses for travel because these were not incurred away from home, the Tax Court held.

From January to March 2003, a couple, W and H, lived and worked in Town B. W was a teacher and H was a self-employed, certified court interpreter and part-time professor. From April to Octo-ber 2003, H worked as a state employee in Town C, 125 miles from Town B, staying in a motel part of the week. H continued to teach two nights each week in Town B and stayed there on those nights through June; he also worked as a self-employed interpreter in Town B for three days be-tween April and June 2003.

In September 2003, W started a teaching job in Town D, 215 miles from Town C, and H and W rented a house there.  In October 2003, H transferred to a state interpreter position in Town E, 17 miles from Town D, and lived with W in the rental home.  The couple rented their house in Town B from September 2003 to June 2004 on a not-for-profit basis and traveled to Town B during this time to prepare the house for sale.  In November 2004, they sold the house in Town B.

On their 2003 and 2004 tax returns, they claimed transportation expenses for H's travel between his multiple jobs and filed a Schedule C for H's self-employed interpreter business in 2003. They claimed that Town B was their tax home for all of 2003, despite H living in Town C between April and September and H and W living in Town D from October 2003 through 2004.  In 2004, they claimed Town D as their tax home.

After the IRS disallowed some of the claimed deductions in both years, H and W petitioned the Tax Court for additional travel and transportation deductions based on the location of their tax home.

The Tax Court held that H and W each had successive, separate tax homes, identified by the loca-tions of their primary employment; therefore, they were not entitled to deduct additional expenses for travel because the expenses were not incurred while away from home in pursuit of a business.

Although H had business reasons to be in both Town C (his full-time employment) and Town B (as a self-employed interpreter and his teaching position), the court stated this was outweighed by other factors. The court found the following factors more persuasive: (1) H's employment in Town C and subsequently Town E, were indefinite, not temporary; (2) H did not spend more hours work-ing than on personal endeavors while in Town B; (3) working on a not-for-profit rental house was not a "trade or business" for either H or W; and (4) once W and H were employed in Towns D and 
E, respectively, and living in Town D, they had no reason to maintain a residence in Town B during the remainder of 2003.

Allen v. Comr., T.C. Memo 2009-102 (5/18/09).
Note:  the above topics were extracted from BNA’s Tax Management Tax Practice Series Bulletins, dated December 1, 2008 through June 1, 2009.
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