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respect to the nondiscrimination requirements of § 401(a)(4) and the minimum
coverage requirements of § 410(b).

3. If you roll it over, you can take it out whenever you want
to. Rev. Rul. 2004-12, 2004-7 LR.B. 478 (1/29/04). If an eligible retirement
plan separately accounts for amounts attributable to rollover contributions,
distributions of amounts attributable to these rollover contributions are generally
permissible at any time pursuant to the individual’s request (with spousal
consent, if applicable).

4. If a plan is sweetened beyond a CODA with safe harbor
matching, Dolly Parton may well smother it in her warm embrace. Rev.
Rul. 2004-13, 2004-7 LR.B. 485 (1/29/04). A profit-sharing plan containing a
cash or deferred arrangement with safe harbor matching contributions meets the
requirements of § 416(g)(4)(H) and is not subject to the top-heavy rules.
However, (1) adding employer-provided discretionary nonelective
contributions, (2) allocation of forfeitures to participants’ accounts, or (3)
deferring matching contributions for newly hired nonhighly compensated
employees who make elective contributions will result in the plan becoming
subject to the top-heavy rules.

5. The Pension Funding Equity Act of 2004, establishes a
temporary replacement for the benchmark 30-year Treasury bond interest rate
for use in determining funding liabilities of pension plans.

a. Notice 2004-34, 2004-18 1.R.B. 848 (4/12/04). This
notice provides interim guidance on the determination of the weighted average
interest rate under § 412(b)(5)(B)(ii)(IIT) and ERISA § 302(b)(5)(B)(ii)(IID).

6. They’re taking all the fun out of calculating minimum
required distributions from plans and IRAs. REG-130477-00 and REG-
130481-00, Required Distributions from Retirement Plans, 66 F.R. 3928
(1/17/01). Proposed regulations under § 401(a)(9), etc., substantially simplify
the calculation of minimum required distributions from qualified plans, IRAs,
and other related retirement savings vehicles. The changes in the proposed
regulations are based on the concept of a uniform lifetime distribution period.
The regulations provide a single table that any recipient can use to calculate his
or her yearly MRD amount by plugging in his or her age and the prior year-end
balance of his or her retirement account or IRA. The table eliminates the need to
elect recalculation of life expectancy, determine a designated beneficiary by the
required beginning date, or satisfy a separate incidental death benefit rule. The
proposed regulations will result in reducing MRDs for the vast majority of
employees and IRA holders. Although MRDs will be calculated without regard
to the beneficiary’s age, the regulations will continue to permit a longer payout
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period if the beneficiary is a spouse more than 10 years younger than the
employee. Payments after the death of the employee or participant may be made
over the life expectancy of the beneficiary designated by the close of the year
following the participant’s death.

a. Regulations are final, with temporary regulations
also. T.D. 8987, Required Distributions From Retirement Plans, 67 F.R. 18988
(4/17/02). The final regulations retain the simplifications to the minimum
distribution rules for separate accounts provided in the 2001 proposed
regulations, including the calculation of the MRD during the individual’s
lifetime using a uniform table (which is changed in the final regulations to
reflect updated mortality calculations). The final regulations change the date for
determining the designated beneficiary to September 30 of the year following
the year of the employee’s death (to permit sufficient time to calculate the MRD
before the end of the year). The temporary regulations provide a number of
changes to the annuity rules in the proposed regulations, which merely reflected
the 1987 proposed regulations. Effective for 2003 and following calendar years;
for determining minimum distributions for the 2002 year, taxpayers may rely on
the final regulations, the 2001 proposed regulations, or the 1987 proposed
regulations.

b. Final regulations make modifications, but retain
the basic rules contained in the April 2002 temporary regulations. T.D.
9130, Required Distributions From Retirement Plans, 69 F.R. 33288 (6/15/04).
These regulations are effective 6/15/04, and apply for purposes of determining
required minimum distributions for calendar years beginning on or after 1/1/03.

7. Think twice before you sign blank documents. Armstrong v.
United States, 366 F.3d 622, 93 A.F.T.R.2d 2004-2098, 2004-1 U.S.T.C. q
50,238 (8th Cir. 5/3/04). The taxpayer borrowed money from a bank to pay his
children’s college expenses. He intended to pledge a life insurance policy, but
was in a hurry and signed blank loan documents, intending to deliver the life
insurance contract later. While he was out of town, his employee delivered
qualified retirement plan annuity contracts to the bank, which completed the
documents based on the retirement annuity contracts. The Court (Judge Heaney)
held that the collateral assignment of the qualified retirement plan annuity
contracts was valid and thus constituted a distribution to the taxpayer under

§ 72(pX(1).

8. Cumulative list of changes in plan qualification
requirements. Notice 2004-84, 2004-52 1.R.B. (12/14/04). This notice contains
the 2004 Cumulative List of Changes in Plan Qualification Requirements,
which reflects changes to plan qualification requirements and remedial
amendment periods.
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9. Comprehensive final regulations on matching
contributions and employee contributions to 401(k) plans update the final
regulations issued in 1991. T.D. 9169, Retirement Plans; Cash or Deferred
Arrangements Under Section 401(k) and Matching Contributions or Employee
Contributions Under Section 401(m) Regulations, 69 F.R. 78144 (12/29/04).
These are comprehensive final regulations that provide guidance on the
requirements (including the nondiscrimination requirements) for cash or
deferred arrangements under § 401(k) and for matching contributions and
employee contributions under § 401(m).

a. “Mr. Gotbucks, meet Senator Roth.” REG-152354-
04, Designated Roth Contributions to Cash or Deferred Arrangements Under
Section 401(k), 70 F.R. 10062-02 (3/2/05). Proposed regulations relating to an
election under § 402A that will be available beginning in 2006 for employees to
designate contributions to a 401(k) plan made under a qualified cash-or-deferred
arrangement as Roth contributions. These contributions will be currently
includible in gross income but qualified distributions will be excludable from
gross income.

C. Nonqualified Deferred Compensation, Section 83, and Stock Options

1. The IRS says that the modification of a recourse note given
by an employee upon the exercise of a stock option would result in
compensation income, not discharge of indebtedness income. Rev. Rul.
2004-37, 2004-11 ILR.B. 583 (2/26/04). When an employee exercises a
nonstatutory stock option by using a recourse note with interest not less than the
AFR on the date the note is issued, compensation income is measured by the
difference between the value of the stock and the stated principal amount of the
note. If; in a later year, the principal amount of the note is reduced, the amount
of the reduction is treated as additional compensation income under § 83, not as
cancellation of indebtedness income under § 108, which could purportedly be
excluded from gross income under § 108(e)(5) and treated as a reduction in
purchase price. The rules of Reg. § 1.1001-3 are applied in determining whether
a significant modification occurred.

. Note Denny v. Commissioner, 33 B.T.A. 738
(1935), which held that a loan that ripened into a bonus in a later year
constituted income in that year. After so holding, Judge Arundell further stated:
“The case here is much like that where one receives as compensation property
encumbered by a mortgage to the full value of the property. In that situation
there would be no income in the year of the receipt. Upon cancellation of the
mortgage by the transferor in a subsequent year there would be income to the
recipient, and the result would be the same whether the cancellation be regarded
as the forgiving of indebtedness or as property then freed for the first time from
restriction on use.”



78 Florida Tax Review [VOL.7:SI

2. Section 885 of the American Jobs Creation Act of 2004 adds
new § 409A which significantly modifies the taxation of nonqualified deferred
compensation plans for amounts deferred after 2004 (a) by requiring that
deferred compensation may not be distributed earlier than separation from
service, disability, death, a specified time (or pursuant to a fixed schedule), on
change of control (to be defined in regulations) or “the occurrence of an
unforeseeable emergency;” (b) by requiring that the first deferral election be
made before the beginning of the year in which the services are performed (or,
if contingent compensation, at least six months before the end of the year in
which the services are performed), and (c) by prohibiting acceleration of
benefits except as permitted by regulations. Changes in the time and form of
distribution, so-called “second [deferral] elections” will have to be made at least
twelve months before the payment was to have been made, and must postpone
the payment for at least five years from the date it otherwise would have been
made. Additionally, offshore rabbi trusts are not permitted.

L Violations of these rules would make
immediately taxable all amounts not subject to a substantial risk of forfeiture,
plus interest at one percentage point above the underpayment rate plus
additional tax of 20 percent of the amount improperly deferred.

L Even more restrictive special rules apply to
officers, directors and ten-percent shareholders of publicly-held corporations
and to persons holding the same positions in non-publicly held corporations.

° These new rules do not apply to nonqualified
stock options, incentive stock options and employee stock purchase plans, but
apparently do apply to stock appreciation rights.

o Benefits earned through the end of 2004 are
grandfathered if the plan complied with prior law and it was not materially
modified after 10/3/04.

a. Section 409A guidance provides transition rules
and excludes stock appreciation rights from the purview of that section.
Notice 2005-1, 2005-02 LR.B. 274 (12/20/24). This notice provides in Q&A
form the first part of what is intended to be a series of guidance with respect to
the application of § 409A. Significant is the exclusion of stock appreciation
rights from coverage by § 409A where the SAR can only be satisfied with stock
provided that the exercise price is not less than the market price on the day the
SAR was granted and the underlying stock is traded on an established securities
market. In addition, general transition rules and reporting requirements are
provided in the notice.

D. Individual Retirement Accounts

There were no significant developments regarding this topic during
2004.
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V. PERSONAL INCOME AND DEDUCTIONS
A. Rates

1. Section 101 of the Working Families Tax Relief Act of 2004
extends the reductions in the child tax credit, marriage penalty relief [standard
deduction and the top of the 15-percent bracket], and the 10 percent rate
bracket.

a. Section 102 continues for one more year the relief
from AMT of personal tax credits.

b. Section 103 extends the increase in AMT exemption
amount for one year through 2005.

2. Dividends received are to be taxed at capital gains rates.
The Jobs and Growth Tax Relief Reconciliation Act of 2003 added § 1(h)(11),
which provides that dividends received by taxpayers other than corporations
generally will be taxed at the same rate as long-term capital gains, ie., 15
percent for taxpayers otherwise taxable at a rate greater than 15 percent; and
five percent for taxpayers otherwise at 10 or 15 percent (with a special zero
percent rate for 10- and 15-percent bracket taxpayers in 2008). This rate applies
to dividends received from domestic and qualified foreign corporations for
purposes of both the regular tax and the altemative minimum tax. A dividend is
treated as investment income for purposes of determining the amount of
deductible investment interest under § 163(d) only if the taxpayer elects to treat
the dividend as not eligible for the reduced rates. The provision is effective for
taxable years beginning after 12/31/02, and beginning before 1/1/09.

. If a shareholder does not hold a share of stock
for more than 60 days during the 120-day period beginning 60 days before the
ex-dividend date (as measured under section 246(c)), dividends received on the
stock are not eligible for the reduced rates. Also, the reduced rates are not
available for dividends to the extent that the taxpayer is obligated to make
related payments with respect to positions in substantially similar or related
property. Note that the 60-day holding period cannot be satisfied by stock that is
acquired one day before the ex-dividend date. This anomaly is to be
retroactively corrected in the Tax Technical Corrections Bill (H.R. 3654), which
was introduced by Ways & Means Committee Chair Thomas and Ranking
Minority Member Rangel. 2003 TNT 236-1.

a. Let’s pretend it has been already corrected for the
Spring 2004 Filing Season. IR-2004-22 (2/19/04). The IRS announced it
agreed to make the provisions of § 2 of the Tax Technical Corrections Act of
2003, related to dividends, available to taxpayers in advance of its passage.
These include an increase of the 120-day period to 121 days, as well as
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permitting passthrough entities that received dividends in fiscal years beginning
in 2002 to treat as qualifying dividends those qualifying dividends received in
2003.

b. It is finally corrected in October. Section 402(a)(2)
of the Working Families Tax Relief Act of 2004 does, indeed, correct that
glitch.

B. Miscellaneous Income

1. Home-made alimony. Dato-Nodurft v. Commissioner, T.C.
Memo. 2004-119 (5/17/04). Payments under a written support agreement
qualified as alimony even though the husband and wife, who were living apart,
were not legally separated and the agreement was not enforceable under state
law.

2. Prejudgment interest in a personal injury lawsuit is not
excluded from income. Chamberlain v. United States, 401 F.3d 335, 95
AF.TR.2d 2005-1069, 2005-1 US.T.C. § 50,194 (5th Cir. 2/18/05).
Prejudgment interest recovered in a personal injury lawsuit is not excluded from
income under § 104(a)(2) because it was compensation for the lost time value of
money and is not received “on account of”’ the personal injury.

° May prejudgment interest be excluded if there
is a settlement? More specifically, post-judgment interest exclusion is permitted
by the exclusion of the entire amount of any future payment received pursuant
to a structured settlement. Does this create a difference between a recovery by
way of settlement and a recovery by way of judgment?

C. Profit-Seeking Individual Deductions

1. The alternative minimum tax (“AMT?”) trap for attorneys’
fees on large recoveries will continue to be an issue despite legislation and a
Supreme Court decision.

a. Cases decided by a majority of courts in recent
years sprang the AMT trap. Attorney’s fees incurred by an individual in a
nonbusiness profit-seeking transaction are [§ 212] miscellaneous itemized
deductions [§ 67] and may not be deducted for AMT purposes. To avoid this
result, taxpayers in a number of cases in recent years have argued the portion of
a taxable damage award retained by the taxpayer-plaintiff’s attorney as a
contingent fee is excluded from the taxpayer-plaintiff’s income and treated as
income earned directly by the attorney. Generally, the Tax Court and most
circuits hold that attorney’s fee awards paid directly to a plaintiff’s attorney [or
the portion of a damage award that is the attorney’s contingent fee that is so
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paid] are nevertheless includable in the litigant’s gross income, and that the
taxpayer then may claim a deduction, subject to any applicable limitations,
including disallowance of the deduction for AMT purposes if it is a § 212
deduction. Bagley v. Commissioner, 105 T.C. 396 (1995), aff’d 121 F.3d 393
(8th Cir. 1997). Accord Baylin v. United States, 43 F.3d 1451 (Fed. Cir. 1995),
aff’g 30 Fed. Cl. 248 (1993); Alexander v. IRS, 72 F.3d 938, 96-1 US.T.C.
9 50,011 (st Cir. 1995), aff’g T.C. Memo. 1995-51 (1/31/95); Coady v.
Commissioner, 213 F.3d 1187, 2000-1 U.S.T.C. § 50,528 (9th Cir. 2000), aff’g
T.C. Memo. 1998-291 (8/6/98); Benci-Woodward v. Commissioner, 219 F.3d
941, 2000-2 U.S.T.C. § 50,595 (9th Cir. 2000), aff’g T.C. Memo. 1998-395
(11/9/98), cert. denied, 531 U.S. 1112 (2001); Kenseth v. Commissioner, 259
F.3d 881, 88 AF.T.R.2d 2001-5378, 2001-2 U.S.T.C. § 50,570 (7th Cir.
8/7/01), aff’g 114 T.C. 399 (5/24/00) (reviewed, 8-5); Young v. Commissioner,
240 F.3d 369, 87 A.F.T.R.2d 2001-889, 2001-1 U.S.T.C. § 50,244 (4th Cir.
2/16/01), aff’g, 113 T.C. 152 (8/20/99); Hukkanen-Campbell v. Commissioner,
274 F.3d 1312, 88 A.F.T.R.2d 2001-7983, 2002-1 U.S.T.C. § 50,351 (10th Cir.
12/19/01), aff’g T.C. Memo. 2000-180 (6/12/01), cert. denied, 535 U.S. 1056
(5/13/02); Raymond v. United States, 355 F.3d 107, 93 A.F.T.R.2d 2004-416,
2004-1 U.S.T.C. § 50,124 (2d Cir. 1/13/04).

b. But the Eleventh Circuit relied on state (attorneys’
lien) law and held that attorney’s fees were not included in the client’s
recovery. Davis v. Commissioner, 210 F.3d 1346, 2000-1 U.S.T.C. § 50,431
(4/27/00) (per curiam), aff’g T.C. Memo. 1998-248 (7/7/98). Willa Mae Davis
recovered $151,000 of compensatory damages and $6 million of punitive
damages against two companies that made loans to homeowners in Alabama.
Her share of the recovery after legal fees and expenses was $3,039,191. In
Davis, which was appealable to the Eleventh Circuit, the Tax Court followed
Cotnam under the Golsen rule because under Bonner v. City of Prichard,
Alabama, 661 F.2d 1206 (11th Cir. 1981), Fifth Circuit decisions rendered
before the Eleventh Circuit was created are binding precedent in the Eleventh
Circuit.

°® In Cotnam v. Commissioner, 263 F.2d 119
(5th Cir. 1959) (2-1), Wisdom, J. dissenting), the Fifth Circuit held that
attorney’s fees paid directly to a plaintiff’s attorney are not includable by the
litigant. The majority reasoned that under the Alabama attorney’s lien law, the
ownership of the portion of the award representing attorney’s fees vested in the
attorney ab initio.

] This view was followed by the Sixth and
Ninth Circuits in Estate of Clarks v. United States, 202 F.3d 854, 85 AF.TR.2d
2000-405, 2000-1 U.S.T.C. § 50,158 (6th Cir. 1/13/00) (Michigan law), and
Banaitis v. Commissioner, 340 F.3d 1074 (9th Cir. 8/27/03), rev’g T.C. Memo.
2002-5 (1/8/02) (Oregon law), rev'd sub nom Commissioner v. Banks, 125 S.
Ct. 826, 2005-1 U.S.T.C. § 50,155 (U.S. 1/24/05).
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(1 Banaitis v. Commissioner, 340 F.3d 1074 (9th
Cir. 8/27/03), rev’g T.C. Memo. 2002-5. In a case involving attorney’s fees
subject to Oregon attorney’s fee lien law, the Ninth Circuit (Judge Thomas) held
the portion of a taxable damage award (for wrongful discharge from
employment) retained by the attorney as a contingent fee was not includable in
the taxpayer-plaintiff’s gross income. Judge Thomas found that the nature of the
attorney’s fee lien was determinative. Examining relevant state law, he
concluded that under Oregon law, the attorney’s claim to the fee was even
stronger than under Alabama law. Therefore he applied the Fifth Circuit’s
decision in Cotnam v. Commissioner, 263 F.2d 119 (5th Cir.1959), holding that
contingent attorney’s fees paid directly to an attorney were not includable in the
client’s gross income because Alabama attorney’s fee lien law vested title in the
attorney ab initio. Judge Thomas declined to apply the Ninth Circuit’s
precedents in Benci-Woodward v. Commissioner, 219 F.3d 941, 943 (9th
Cir.2000), cert. denied, 531 U.S. 1112 (2001), and Coady v. Commissioner, 213
F.3d 1187 (9th Cir.2000), on the grounds that Oregon attorney’s fee lien law
was significantly different than that of California and Alaska, which were
relevant in those cases.

. In his opinion, Judge Thomas described the
Fifth Circuit as having “reached a similar conclusion about the operation of -
Texas law” in Srivastava v. Commissioner, 220 F.3d 353 (5th Cir. 2000), and
the Eleventh Circuit as “extending Commam’s Alabama-law- based holding into
the law of the entire Eleventh Circuit” in Foster v. United States, 249 F.3d
1275, 1278 (11th Cir. 2001), notwithstanding that in Srivastava the Fifth Circuit
actually reached its conclusion wholly apart from the niceties of Texas
attorney’s lien law and in Foster the Eleventh Circuit was dealing with a case
that arose in Alabama, for which there was no doubt that Cotnam was the
controlling precedent. [The Eleventh Circuit has not yet decided an attorney’s
fees AMT trap case arising in Florida or Georgia.].

c. The Fifth and Sixth Circuits held that attorney’s
fees were not included in the client’s recovery under a national standard
regardless of the particulars of state attorneys’ lien law. Srivastava v.
Commissioner, 220 F.3d 353, 2000-2 U.S.T.C. 50,597 (5th Cir. 2000) (2-1),
rev’'g T.C. Memo 1998-362 (10/6/98), overruled by Commissioner v. Banks,
125 S. Ct. 826 (1/24/05). A majority of the court held that Cotnam applied to
attorneys’ fees under Texas law because there is no difference in the “economic
reality facing the taxpayer-plaintiff” between Alabama and Texas attorney’s
liens and any distinction between them does not affect the analysis required by
the anticipatory assignment of income doctrine. A dissent by Judge Dennis
distinguished Cotnam on the ground that Alabama law gives the holders of
attorney’s liens greater power than does Texas law.

1 And the Sixth Circuit followed the national
standard in Banks. Banks v. Commissioner, 345 F.3d 373, 92 A.F.T.R.2d
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2003-6298 (6th Cir. 9/30/03), rev’'d and remanded by Commissioner v. Banks,
125 S. Ct. 826 (1/24/05). The Sixth Circuit followed the Fifth Circuit’s decision
in Srivastava v. Commissioner, 220 F.3d 353 (5th Cir. 2000), and reaffirmed
that the Sixth Circuit’s holding in Estate of Clarks v. Commissioner, 202 F.3d
854 (6th Cir. 2000), the decision was based on a broader principle than the
ground that state attorney’s fee lien law determines whether the taxpayer-
plaintiff can exclude attorney’s fees. The taxpayer, who lived in Michigan when
he filed his Tax Court petition, but who had previously been employed in
California and had settled a wrongful termination suit brought in California for
taxable tort damages under California law, was allowed to exclude the
contingent attorney’s fees, even though they were governed by California law
and the Ninth Circuit would have reached a contrary conclusion under Benci-
Woodward v. Commissioner, 219 F.3d 941 (9th Cir. 2000).

d. The Supreme Court reverses Banks and Banaitis
and decides the AMT trap issue in favor of the government, following the
majority of courts that have faced this issue. Commissioner v. Banks, 125 S.
Ct. 826, 2005-1 U.S.T.C. § 50,155 (U.S. 1/24/05) (8-0) (consolidated with
Banaitis). Justice Kennedy’s unanimous opinion held that a contingent fee
agreement should be viewed as an anticipatory assignment of income to the
attorney by the client. He relied on the assignment of income doctrine cases,
e.g., Lucas v. Earl, 281 U.S. 111 (1930) and Helvering v. Horst, 311 U.S. 112
(1940), and found this doctrine to be relevant in arm’s length transactions as
well as family transactions, stating, “We hold that, as a general rule, when a
litigant’s recovery constitutes income, the litigant’s income includes the portion
of the recovery paid to the attorney as a contingent fee.” The Court ruled that
the attorney-client relationship was governed by agency law, and not by
partnership law (although, later in the opinion, it refused to rule on the
partnership argument because it was raised too late).

° The Court did not rule on whether attorney’s
fees awarded pursuant to claims brought under federal statutes that authorize fee
awards to prevailing plaintiffs, noting that Banks settled his discrimination case
and the fee paid to his attorney was based upon the contingent fee agreement,
and was not awarded by a court.

e. Congress grants relief for civil rights plaintiffs, but
not for all clients of plaintiffs’ lawyers. AMT trap to be closed, but only
prospectively and not with respect to taxable recoveries not listed in new
§ 62(e). Section 703 of the American Jobs Creation Act of 2004 adds new
paragraph (19) to § 62(a) which permits above-the-line deductibility of
contingent attorneys’ fees in lawsuits for unlawful discrimination (which is
defined in § 62(e) to include 18 separate categories of civil rights-type lawsuits,
but not simple defamation, consumer fraud and punitive damages). The
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provision applies to judgments and settlements occurring after the date of
enactment.

° Left open are attorney’s fees relating to
recoveries for consumer fraud, defamation and possibly employment contract
disputes. as well as punitive damages and taxable interest in personal injury
cases.

D. Hobby Losses and Section 280A Home Office and Vacation Homes

1. Section 183 sent the claimed loss deduction to Davy Jones’s
locker. Magassy v. Commissioner, T.C. Memo. 2004-4 (1/5/04). Judge Swift
applied § 183 to disallowing a claimed § 1231 loss on the sale of a yacht.

E. Deductions and Credits for Personal Expenses

1. Deduct some of those retirement community costs as
medical expenses, but not the swimming pool. Does this result in whipsaw
for the IRS? Baker v. Commissioner, 122 T.C. 143 (2/19/04). If a taxpayer
pays a monthly life-care fee to a retirement home, the portion of the fee that the
taxpayer proves is for medical care is deductible as a medical expense. This
case addressed the question of the proper method for allocating fees paid to a
long-term care facility between deductible medical expenses and nondeductible
personal living expenses. Relying on Rev. Rul. 67-185, 1967-1 C.B. 70, Rev.
Rul. 75-302, 1975-2 C.B. 86, and Rev. Rul. 76481, 1976-2 C.B. 82, Judge
Goeke approved the taxpayer’s use of the “percentage method,” and declined to
require the taxpayer to use the more complex “actuarial method” advocated by
the Commissioner. The percentage method assumes that the medical care
portion of entrance fees and monthly service fees is the same portion or
percentage as the [continuing care retirement community’s] medical expenses to
total costs because the sum of the fees over the resident’s lifetime is expected to
cover the costs of care for residents in a CCRC. Based on several revenue
rulings, the court held that there is “no requirement . . . that taxpayers engage in
an actuarial analysis to factor in life expectancy and health care level expectancy
on the basis of the residency population of a CCRC to determine estimated
lifetime medical care costs and total costs.” The burden of proof on the issue
had been shifted to the Commissioner under § 7491 because the taxpayer had
presented credible evidence to support the amount claimed as a deduction and
had met all of the other statutory requirements.

2. The AMT kicks New Yorkers again. Ostrow v.
Commissioner, 122 T.C. 378 (5/21/04). Judge Colvin held that the § 56(b)(1)
disallowance for AMT purposes of taxes deductible under § 164 extends to
taxes on a cooperative housing corporation that are deductible by the
shareholder-tenant under § 216.
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3. We now have a uniform definition of “child;” can we now
get a uniform definition of “married?” Sections 201-208 of the Working
Families Tax Relief Act of 2004 provides a uniform definition of “child” for
head of household, dependent care credit, child tax credit, eamned income tax
credit, and dependent exemption purposes. Forms 8332 would not be required
by the non-custodial parent when the shifting to that parent of the dependency
deduction is provided for in the divorce decree or separation agreement.

F. Education

There were no significant developments regarding this topic during
2004.

VI. CORPORATIONS
A. Entity and Formation

1. Rev. Rul. 2004-59, 2004-24 LR.B. 1050 (5/25/04). A
partnership that converts to a corporation under a state law formless conversion
statute will be deemed to contribute all its assets and liabilities to the corporation
in exchange for stock in such corporation, and immediately thereafter, the
partnership liquidates distributing the stock of the corporation to its partners.
This is the same method provided by Reg. § 301.7701-3(g)(1)(i) when a
partnership elects to be classified as an association.

° Rev. Rul. 84-111, 1984-2 C.B. 88, which
permits selection among the three methods of incorporating a partnership,
provided that the steps described are actually undertaken. Rev. Rul. 84-111
superseded and revoked Rev. Rul. 70-598, 1970-2 C.B. 168, which had held
that partnership incorporations would be treated for tax purposes as if the
partnership transferred assets to the corporation in exchange for stock.

2. Section 836(a) of the American Jobs Creation Act of 2004
amends adds new § 362(e) to provide limitation on the importation, or transfer
in § 351 transactions, of built-in losses to corporations. The aggregate basis of
the property so received will be limited to its fair market value immediately
after the transaction.

B. Distributions and Redemptions

1. The Tax Court is bearish on Merrill Lynch. Merrill Lynch
& Co., Inc. v. Commissioner, 120 T.C. 12 (1/15/03). In 1986 and 1987 Merrill
Lynch structured several transactions to sell certain assets of first-tier and
second-tier subsidiaries not only eliminate any tax on the gains, but to create
losses. To take advantage of the interaction of the consolidate return regulations
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and § 304 [before the promuigation of Reg. § 1.1502-80(b), rendering § 304
inoperative in consolidated returns], Merrill Lynch caused the subsidiaries
holding the assets to drop the assets to be retained into new lower level
subsidiaries [in § 351 transactions], following which the new subsidiaries were
sold cross chain to other Merrill Lynch subsidiaries. The sales proceeds were
then distributed to its parent by the subsidiary to be sold, and that subsidiary
was then sold. The plan was that the cross-chain sale would be recharacterized
as a dividend under § 304, which would result in a basis increase under Reg. §§
1.1502-32 and -33 [as then in effect] in the stock of the subsidiaries to be sold.
The IRS did not contest that § 304 applied, but responded that the
“distributions” coupled with the sales of the subsidiaries outside the group were
part of a firm and fixed plan by the subsidiaries that were sold outside the group
to dispose of the stock of the lower tier subsidiaries that had been sold cross
chain. Therefore, even after applying § 304 the distributions were treated as
amounts received in a redemption under § 302(b)(3) [applying Zenz v.
Quinlivan, 213 F.2d 913 (6th Cir. 1954)]. The Tax Court (Judge Marvel) held
that under the principles of Niedermeyer v. Commissioner, 62 T.C. 280 (1974),
a firm and fixed plan existed with respect to every such sale and held for the
IRS.

The record establishes that on the dates of the cross-chain
sales, petitioner had agreed upon, and had begun to implement,
a firm and fixed plan to completely terminate the target
corporations’ ownership interests in the issuing corporations
(the subsidiaries whose stock was sold cross-chain). The plan
was carefully structured to achieve very favorable tax basis
adjustments resulting from the interplay of section 304 and the
consolidated return regulations, and the steps of the plan were
described in detail in written summaries prepared for meetings
of Merrill Parent’s board of directors. As described in those
written summaries, the cross-chain sales of the issuing
corporations’ stock and the sales of the target corporations
were part of the same seamless web of corporate activity
intended by petitioner to culminate in the sale of the target
corporations outside the consolidated group.

a. As is the Second Circuit, which affirmed the Tax
Court. 386 F.3d 464, 94 A.F.T.R.2d 2004-6119, 2005-1 U.S.T.C. 9 50,243 (2d
Cir. 9/28/04). The Second Circuit affirms the Tax Court conclusions but
remands for consideration of a new issue advanced for the first time on appeal.
This issue was that, by reason of the § 318 attribution rules, the cross-chain
sales did not terminate the interest of Merrill Lynch within the meaning of §

302(b)(3).
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2. Pushing the envelope on complete termination. Hurst v.
Commissioner, 124 T.C. 16 (2/3/05). The taxpayer pushed the envelope on a
classic § 302(b)(3) complete redemption by a closely held corporation
controlled by his children, and succeeds even though he retained a security
interest in the redeemed shares, he continued to own the corporation’s
headquarters building, and (especially) his wife continued to be an employee of
the corporation under a 10-year employment contract (under which she and her
husband continued to receive medical insurance). It was significant that
taxpayer’s wife never owned stock in the corporation.

C. Liquidations

There were no significant developments regarding this topic during
2004.

D. S Corporations

1. S corporation stock rolled over from an ESOP to an IRA
does not disqualify the S election if the stock is repurchased on the same
day. Rev. Proc. 2004-14, 2004-7 L.R.B. 489 (2/17/04). The rollover distribution
of S corporation stock by an ESOP to a participant’s [RA will not affect the
corporation’s S election if the stock is immediately repurchased from the IRA
by the S corporation or the ESOP.

2. Daisy-chain loans don’t represent an economic outlay. Oren
v. Commissioner, 357 F.3d 854, 93 A.F.T.R.2d 2004-858, 2004-1 U.S.T.C.
450,165 (8th Cir. 2/12/04), aff’g T.C. Memo. 2002-172 (7/19/02). The taxpayer
was the controlling shareholder of three S corporations, one of which (Dart)
passed-through substantial income, and the others of which (Highway Leasing
and Highway Sales) passed-through losses in excess of the taxpayers basis [due
to depreciation on leveraged depreciable equipment]. The taxpayer sought to
utilize the losses by creating basis in Highway Leasing and Highway Sales
through a series of circular loan transactions: the taxpayer borrowed money
from Dart, which he lent to Highway Leasing and Highway Sales on terms
identical to the terms of the loans from Dart to the taxpayer, following which
Highway Leasing and Highway Sales lent the funds to Dart. In the Tax Court,
Judge Ruwe held that the loans had no economic substance and that Oren had
not made any “economic outlay.” Thus, except to the extent of $200,000 lent
from his own personal assets, Oren did not acquire basis in the promissory notes
from Highway Leasing and Highway Sales against which the losses could be
deducted. Furthermore, the circular loan arrangement was a “loss limiting
arrangement” under § 465(b)(1) because there was no “any realistic possibility
of loss” by Oren because the facts did not indicate that the circular chain of
payment could be broken. Judge Ruwe rejected the possibility that the chain of
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payment might be broken by a tort judgment against one of the corporations in
excess of its large insurance coverage.

L The Court of Appeals affirmed. Oren’s loans
to Highway Leasing and Highway Sales had no economic substance and, thus,
were not real economic outlays, even though all of the formalities necessary to
create legal obligations were followed. No external parties were involved and
the transactions were not at arm’s length. Oren was in the same position after
the transactions as before. The transactions resembled offsetting book entries or
loan guarantees more than substantive investments. Furthermore, Oren was not
at-risk under § 465. The possibility that he would suffer at loss was remote
because he was protected by the circular nature of the loan transactions. “The
‘theoretical possibility that the taxpayer will suffer economic loss is insufficient
to avoid the applicability of [§ 465].””

3. REG-131486-03, Adjustment To Net Unrealized Built-in Gain,
69 F.R. 35544 (6/25/04). Proposed regulations under § 1374 provide guidance
for an adjustments to net unrealized built-in gain in certain cases in which an S
corporation acquires assets from a C corporation in an acquisition to which
§ 1374(d)(8) applies. Treasury rejected an approach that would provide for a
single determination of NUBIG for all of the assets of an S corporation in favor
of an approach that adjusts the NUBIG of the pool of assets that included the
stock of the liquidated or acquired C corporation to reflect the extent to which
the built-in gain or loss inherent in the C corporation stock is eliminated.

4. It just keeps gett’'n tougher and tougher to be an S
corporation shareholder when bankruptcy is in the air. Williams v.
Commissioner, 123 T.C. 144 (7/22/04). The taxpayer owned all of the stock of
two calendar year S corporations that incurred losses for the year. He filed a
personal bankruptcy petition at the beginning of December and reported a pro
rata share of the losses on his personal return. The Commissioner disallowed the
passed through losses on the grounds that § 1377 [allocating losses on a per
share per day basis] did not apply and that § 1398 allocated all of the losses to
the bankruptcy estate. Judge Kroupa upheld that Commissioner’s position,
reasoning that “[u]nder § 1398(f)(1) a transfer of an asset from the debtor to the
bankruptcy estate when the debtor files for bankruptcy is not a disposition
triggering tax consequences, and the estate is treated as the debtor would be
treated with respect to that asset.” Thus the bankruptcy estate was treated as if it
had owned all of the shares of the S corporations for the entire year and was
entitled to all of the passed-through losses. [The Tax Court reached the same
conclusion with respect to a bankrupt partner in a partnership passing through
losses in Gully v. Commissioner, T.C. Memo. 2000-190.] Furthermore, any
passed-though losses to which the bankruptcy estate succeeded, or losses that
were passed through to the bankruptcy estate, and which were not used to offset
income realized by the bankruptcy estate, pursuant to § 108(b)(2) were reduced
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by the amount of COD income that was not recognized under § 108(a) before
being passed on to the taxpayer pursuant to § 1398(i) upon termination of the
bankruptcy proceeding.

a, Compare the situation where it is the S
corporation that goes into bankruptcy. Mourad v. Commissioner, 121 T.C. 1
(7/2/03), aff’d, 387 F.3d 27, 94 A.F.T.R.2d 2004-6440, 2004-2 US.T.C.
9 50,419 (1st Cir. 10/20/04) as amended, (1st Cir. 11/20/04). When an
individual’s wholly-owned S corporation filed for a bankruptcy chapter 11 plan
of reorganization [and an independent trustee was appointed by the Bankruptcy
Court] the individual remained liable for the tax on any income or gain
recognized by the S corporation.

5. Rev. Rul. 2004-85, 2004-33 LR.B. 189 (7/16/04). If an S
corporation that owns a QSub engages in an “F” reorganization, the QSub
election does not terminate. But if the QSub stock is sold or transferred in a
reorganization that does not qualify as an “F” reorganization, then the election
terminates. An entity classification election described in Reg. §301.7701-3(b)
does not terminate solely because the owner transfers all of the membership
interest in the eligible entity to another person.

6. Members of one (greatly extended) family are treated as
one shareholder. Section 231 of the American Jobs Creation Act of 2004
amends § 1361 to treat members of a family as one shareholder at the election
of any family member. Shareholders with a common ancestor going back six
generations are members of the same family.

. This means that a shareholder and his fifth
cousin are members of the same family. This would have the effect of making
the entire population of Arkansas members of the same family. Research on this
issue should most easily be done in the Mormon Church archives located in Salt
Lake City.

° Query whether this provision could be used to
capitalize an S corporation with subscriptions from thousands of shareholders,
the stock of which would be readily marketable to members of the 100 families.

a. The maximum number of shareholders is
increased from 75 to 100. Section 232 of the American Jobs Creation Act of
2004 amends § 1361 to increase the number of eligible shareholders from 75 to
100.

7. Section 233 of the American Jobs Creation Act of 2004
amends § 1361 to permit IRAs to be shareholders of bank S corporations.
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a, Section 237 of the American Jobs Creation Act of
2004 amends § 1362 to exclude investment securities income from the passive
income test for bank S corporations.

8. This change is not really needed because members of the
same family are counted as a single shareholder, § 234 of the American
Jobs Creation Act of 2004 amends § 1361 to disregard unexercised powers of
appointment in determining potential current beneficiaries of an ESBT.

9, Section 235 of the American Jobs Creation Act of 2004
amends § 1366 to permit transfers of suspended losses between spouses
incident to divorce.

10. Section 236 of the American Jobs Creation Act of 2004
amends § 1361 to permit use of passive activity loss and at-risk amounts by
QSST beneficiaries.

11. Section 238 of the American Jobs Creation Act of 2004
amends § 1362 to provide relief from inadvertently invalid Q-Sub elections and
terminations.

a. Information returns to be required for Q-Subs.
Section 239 of the American Jobs Creation Act of 2004 amends § 1361 to
provide for Q-Sub treatment with respect to information returns.

12. Section 240 of the American Jobs Creation Act of 2004
amends § 4975 to provide that the repayment by S corporations of loans for
qualifying employer securities will not be treated as violating employment plan
rules nor will they be prohibited transactions.

E. Affiliated Corporations

1. Schizophrenic temporary regulations for consolidated
group discharge of indebtedness income and reduction of attributes. T.D.
9089, Guidance Under Section 1502; Application of Section 108 to Members of
a Consolidated Group, 68 F.R. 52487-03 (9/4/03). The Treasury has
promulgated temporary regulations under § 1502, amending Temp. Reg.
§ 1.1502-19T(b) and (h), Temp. Reg. § 1.1502-21T(b), and Temp. Reg.
§ 1.1502-32T and adding Temp. Reg. § 1.1502-28T, governing the application
of § 108 when a member of a consolidated group realizes discharge of
indebtedness income. The regulations provide that the amount of discharge of
indebtedness income excluded from gross income in the case in which the
debtor-corporation is insolvent is determined based on the assets and liabilities
of only the member with discharge of indebtedness income. However, applying



