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taxpayer identification number on certain information returns or comply with
the certification requirements in connection with backup withholding under
the Interest and Dividend Tax Compliance Act of 1983.

The Internal Revenue Service has also issued Form W-9, Payor’s Request
for Taxpayer Identification Number, to assist payors in obtaining correct TINs
from the taxpayer. For accounts opened before 1984, the form is used to ob-
tain the certification by the payee that his TIN is correct. For accounts opened
after 1984, the form is used to obtain the payee’s certification that his TIN
is correct and that he is not subject to backup withholding.

21. Amended Regulations for Return Filing Extensions

Regulations relating to automatic extensions for filing tax returns were
recently amended for both corporate and individual taxpayers.' The corporate
extension period, formerly three months is now six months, and the individual
extension period, formerly two months, is now four months.? These changes
are effective for taxable years ending on or after December 31, 1982.3

The amended regulations provide similar requirements for corporations
and individuals respecting application for an extension. A corporate extension
is sought by filing an ‘‘Application for Automatic Extension of Time to File
U.S. Corporate Income Tax Return,”’ which is Form 7004.¢ Similarly, an in-
dividual files a Form 4686, labeled ‘‘Application for Automatic Extension of
Time to File U.S. Individual Tax Return.”’* Both the corporate and individual

forms must be signed. In the case of an individual, the form can be signed -

by either the individual taxpayer or a person authorized by the individual to
act on his behalf.¢ The corporate extension must be signed by a person who
is authorized by the corporation to request such an extension.’

The amended regulations require that the corporate and individual exten-
sion forms be filed with the same Internal Revenue Service office with which
taxpayers are required to file their income tax returns.® The extension form
must be filed on or before the due date for filing the income tax return.® The
form must indicate the amount of tax properly estimated for the period and
payment for such must be remitted with the extension application.'® Accord-
ingly, the automatic extension extends only the time for filing the taxpayer’s

'T.D. 7885, 1983-1 C.B. 338.

d.

d.

“Treas. Reg. § 1.6081-3(a)(1) (1978).

STreas. Reg. § 1.6081-4(a)(2) (1978).

ld.

"Treas. Reg. § 1.6081-3(a)(1) (1978).

‘Treas. Reg. §§ 1.6081-3(a)(2) and 1.6081-4(a)(3) (1978).
°ld.

"*Treas. Reg. §§ 1.6081-3(a)(3) and 1.6081-4(a)(4) (1978).
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income tax return and does not extend the time period for paying the tax that
is estimated to be due.

The amended regulations also provide an automatic six month filing ex-
tension for certain United States citizens traveling or living outside of the United
States or Puerto Rico.'' Persons eligible under this provision are defined in
Treasury Regulation Section 1.6081-4.

A statement must be attached to the return verifying that the person for
whom the return is made is a person described under the regulations.'? An im-
portant distinction between this provision and the provisions applicable to per-
sons who do not venture abroad is that this provision also extends the time
for payment of taxes.'*

IV. INCOME RECOGNITION AND RELATED TorICS

22. Partial Recourse Notes — Determination of Basis

Prior to Revenue Ruling 82-224,' guidelines were uncertain as to what por-
tion of a partial recourse note would be considered as basis for purposes of
depreciation and investment credit allowances for property acquired by an in-
vestor, Generally, basis in acquired property will be its cost.? However, this
may not be true, if an investor acquires property secured by a partial recourse
note in which payments on the note are first applied to the recourse portion
and in the event of default, the collateral securing the note is also first applied
to the recourse portion. In such situations, the partial recourse note will be
treated as two separate obligations.® One will be considered recourse, the other
non-recourse.

Unless the investor can demonstrate that the fair market value of the prop-
erty securing the note is of sufficient value to support both the recourse and
non-recourse obligations, the portion treated as a non-recourse obligation will
not be considered in determining the investor’s basis in the acquired property.*
In addition, the entire portion of the partial recourse note deemed to be the
recourse obligation may not be considered in determining basis if part of the
recourse obligation is treated as unstated interest and not as principal.® If this
is the case, then only the present value® of the recourse obligation will be con-
sidered in determining basis.

"Treas. Reg. § 1.6081-2(a) (1980).
2/d,
“Treas. Reg. § 1.6081-1(a) (1979).

'Rev. Rul. 82-224, 1982-2 C.B. 5.

.R.C. § 1012 (1982).

*Rev. Rul. 82-224, 1982-2 C.B. §.

‘Id. at 7.

*See 1.R.C. § 483(a) (1982) in which unstated interest is recognized for tax purposes.
*Treas. Reg. § 1.483-1(g) (1981).
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23. Preferred Stock Recapitalizations — Valuation of Preferred Stock

During the past decade, one of the most serious impediments in passing
ownership of a closely-held corporation from the older to the younger genera-
tion has been the devastating effects of inflation and the growth of the com-
pany upon estate taxes. In an attempt to solve this problem, estate planners
have engaged in “‘estate freezing’’ techniques. In the broadest interpretation,
an estate or asset freeze includes any transaction whereby the older generation
owns assets with a fixed value which will remain constant over the remainder
of their lives, while the younger generation possesses an interest in the business
which receives all or most future appreciation. It should be noted that although
the older generation is interested in diverting the future growth of the business
to the younger generation, the older generation usually does not want to relin-
quish control.

Historically, one of the most popular techniques to achieve these goals
is a corporate recapitalization. The recapitalization involves conversion of the
older generation’s common stock into preferred voting or preferred nonvoting
stock. The older generation then retains the preferred voting stock and gives
the preferred non-voting stock to children not involved in the business. The
remaining common stock is owned by the children working in the business.

The common stock owned by the children working in the business receives
the benefits of future appreciation. Although the common stock has voting
rights, the number of shares may be substantially less than the number of pre-
ferred voting shares held by the parents. Therefore, the older generation is
assured of the control of the corporation until such time as they choose to relin-
quish it. In 1983 the Internal Revenue Service issued Revenue Ruling 83-120,'
which deals with the valuation of preferred and common stock resulting from
a corporate recapitalization. Although the Revenue Ruling is structured to deal
with the valuation of a gift that might occur at the time of the recapitaliza-
tion, the elements determining value have equal applicability for other tax
purposes.

The asset value freezing techniques recognize that stock ownership is, in
reality, a bundle of legal rights and that each right can be valued and transferred
within a family unit, ideally with minimal gift, estate, and income tax ramifica-
tions. These rights are:

1. Income — the right to the present and future income produced by
the entity.

2. Present equity — the right to the current fair market value of the stock
or the current net worth of the business on liquidation.

3. Future appreciation — the right to the speculative possibility of growth
in the value of the business.

'Rev. Rul. 83-120, 1983-2 C.B. 170.
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4. Control — the right to vote in the management of the business and
the activities associated with it.

The factors set forth by Revenue Ruling 83-120, which amplifies Revenue
Ruling 59-60, for determining the value of preferred and common stock, will
normally result in the preferred stock having a fair market value substantially
less than its par value. The corollary of this result is that the common stock
will have a value substantially greater than would normally be expected. As
a result, when the common stock is passed to the younger generation, a tax-
able gift may result.

The most important factor in determining the value of preferred stock
is the adequacy of the dividend.? If the actual fair market value of the preferred
stock is to be equal with the par value, then the dividend that the closely-held
company is paying must be comparable with dividends paid on high-grade
publicly traded preferred stock. If the closely-held corporation is required to
pay an interest rate on borrowings in excess of the prime rate, then Revenue
Ruling 83-120 suggests that the same premium be added to the dividend rate
paid on its preferred stock. If the yield on the preferred stock does not pass
this comparability test, then the true value of the preferred stock will be substan-
tially less than the par value.

Although the dividend rate actually stated is assumed to be the yield on
the preferred stock, an examination must be made into the adequacy of the
company’s earnings to determine whether the company will be able to pay such
a rate. Dividend coverage is determined ‘‘by the ratio of the sum of pre-tax
and pre-interest earnings to the sum of the total interest to be paid and the
pre-tax earnings needed to pay the after-tax dividends.’’?

It is important that the company not only have the earnings capacity, but
also the intention to pay the stated dividend rate. Past earnings will be analyzed
to see if on a historical basis there is adequate coverage for the stated dividends.

If the stock is cumulative, the value of the preferred stock will be enhanced.
Typically, a non-cumulative provision will be included in the preferred stock,
since any unpaid dividends are subject to estate tax at the death of the preferred
stockholder.

Another aspect of the valuation is whether the corporation will be able
to pay the full liquidation preference at the time of liquidation.* This can be
measured by the amount of the corporation’s net assets. As with the dividend
rate, the coverage of net assets for liquidation is also to be compared to that
of high quality, publicly traded preferred stock. If the asset protection is in-
adequate, the value of the preferred stock is less than its par value.

d.
*Id.
‘Id.
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The ability to vote the preferred stock and thus maintain control of course
enhances its value.® Although the preferred stock may have voting control, if
the state law provides special protection for common shareholders, the value
of the common stock may be enhanced as well.

The Revenue Ruling points out that the value of common stock is deter-
mined in relation to the various rights it possesses.® If the common stock is
to be the beneficiary of all future earnings, then it has a substantial value. The
extent of this valuable right is determined by the company’s past growth ex-
perience, the industry’s economic condition, and the general economic condi-
tions of the country. If at the time of the recapitalization the company has
earnings in excess of the preferred dividend coverage, the common stock becomes
more valuable. This is particularly true if the company has a history of
~ reinvesting its earnings rather than paying them out as dividends.

Revenue Ruling 83-120 will cause tax and estate planners to seriously ques-
tion the commonly used technique of stating a high dividend rate on preferred
stock and then paying a rate substantially less or no dividend at all. The result
of violating the principles set forth in this revenue ruling will have an immediate
tax result, since the recapitalization will result in a gift to the common
shareholders by the amount that the par value of the preferred stock exceeds
its actual fair market value.

This revenue ruling may result in increased interest in the ‘‘partnership
freeze’’ technique. A partnership technique may be preferred because the return
paid to the frozen ‘‘preferred’’ interest is not subject to double taxation as are
the dividends paid to preferred shareholders. In all probability, very few closely-
held corporations will be able to pay the high dividends that Revenue Ruling
83-120 requires.

24. Preferred Stock Recapitalizations — Excess Redemption Premium

Revenue Ruling 83-119' provides that, where there is a provision for the
redemption of preferred stock received in a recapitalization at the death of the
holder of the preferred stock, any redemption premium in excess of 10% of
the initial fair market value of the preferred stock is ordinary income. This
income is treated as constructively received pro rata over the shareholder’s life
expectancy.

A recapitalization is an arrangement whereby a corporation’s capital struc-
ture is realigned to accomplish certain objectives. If the readjustment qualifies
as a recapitalization within the meaning of Section 368(a)(1)(E), no gain or loss
occurs if the principal amount of securitites received does not exceed the amount

°Id.
¢Id.

'Rev. Rul. 83-119, 1983-2 C.B. 57.
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of securities surrendered.? Any excess stock distribution could result in the
realization of income to the shareholder. However, gross income does not
generally include stock distributions unless one of the Section 305(b) or (c) ex-
ceptions apply.?

The following example of a recapitalization, taken from Revenue Ruling
83-119, enables a better understanding of the events and motives for this type
of reorganization. Domestic corporation ‘‘X”’ has outstanding 100 shares of
common stock. ‘A’ owns 80 shares of this common stock and is the presi-
dent of the corporation. ‘“‘B*’, the son of A, and the person who will be taking
over the management of the company, owns the remaining 20 shares. A’s ob-
jectives are to retire from any future involvement in X and to transfer control
to his son. Pursuant to a recapitalization plan, a single class of $1,000 par value,
non-voting preferred stock is authorized. The plan requires that upon A’s death
the company has to redeem the preferred stock at its par value, $1000, from
A’s estate. A exchanges his 80 shares of common stock, which have a value
of $1,000, for 80 shares of new preferred. After the exchange, B is in control
since he owns all of the common voting shares of the company.*

Both A and B presume the recapitalization to be a tax-free, one-for-one
exchange based on the premise that 80 shares of $1,000 fair market value com-
mon were exchanged for 80 shares of $1,000 par value preferred stock. However,
at the time of the recapitalization, the preferred stock only has a fair market
value of $600 per share. The result of the exchange is that at A’s death, X
corporation will redeem the preferred stock in an amount in excess of its issue
price.’

The general rule of Section 305(a) is that no income results from a
recapitalization. Distributions of preferred stock however, are an exception.
Preferred stock distributions that increase a shareholder’s proportionate in-
terest in the earnings or assets of the corporation are considered a distribution
of property. Such a distribution occurs when preferred stock is redeemed after
a specific period of time at a price higher than the issue price of the preferred
stock.® Nevertheless, not all of the excess redemption amount will be a distribu-
tion of property because a redemption premium is permitted if reasonable. A
redemption premium is ‘‘reasonable’’ if it is in the nature of a penalty for a
premature redemption of the preferred stock and if such premium does not
exceed the amount the corporation would be required to pay for the rights to
make a premature redemption under market conditions existing at the time
of issuance.” A redemption premium safe harbor exists if the redemption

)LLR.C. § 354 (1982).

*1.R.C. § 305(a) (1982).

‘Rev. Rul. 83-119, 1983-2 C.B. 57.
Id.

‘Treas. Reg. § 1.305-5(b)(1) (1974).
"Treas. Reg. § 1.305-5(b)(2) (1974).
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premium does not exceed ten percent of the issue price of stock not redeemable
for five years from the date of issuance.?

Recapitalizations are only taxable if a distribution is deemed to occur. Cer-
tain transactions are deemed to be distributions under Section 305(c). These
deemed distributions may even occur in isolated transactions, if the transaction
is pursuant to a plan to increase a shareholder’s proportionate interest
periodically.® This ‘‘plan’’ is not found in our example. The only ‘‘plan’’ in
corporation X was to transfer corporate control.

Although the recapitalization itself is not part of a plan to increase a
shareholder’s proportionate interest, other factors may cause the transfer to
become a taxable distribution of property. In our example these factors are
the difference in issue price and redemption price and the fact that the stock
cannot be redeemed until a specific date. During the period in which the
preferred stock is not redeemable, A’s interest is being slowly increased and
thus such increase causes the ‘“‘deemed distribution’’. Note, however, that a
‘“‘deemed distribution”’ does not exist when the excess between issue price and
redemption price is a reasonable redemption premium.'°

The ““deemed distribution’’ will be considered constructively received by
A during the period between issuance and redemption. The amount of distribu-
tion is the amount by which the redemption price exceeds the issue price plus
the ten percent safe harbor redemption premium. This amount will be includ-

ed in A’s income ratably, using A’s life expectancy at the specific redemption -

date. If A dies earlier, distribution income will be considered constructively
received at death.'t Therefore, there is income of $340 ($1000 - $660) over 24
years, using A’s assumed age, at $14.17 per year.

This ‘‘deemed’’ distribution could have been avoided had a true one-for-
one exchange transpired, that is, if the total fair market value of the newly
authorized and issued preferred stock had been given in exchange for an equal
amount of the surrendered common stock. Respecting a related problem,
Revenue Ruling 83-120'2 provides factors that should be considered when valuing
stock.

25. Stock Sale Income Deferral Through Use of Escrow Arrangement

Reed v. Commissioner' reverses a Tax Court decision that upheld a defi-
ciency based upon the taxpayer’s attempt to defer recognition of income. The

tId.

*Treas. Reg. § 1.305-7(c) (1973).
°Rev. Rul. 83-119, 1983-2 C.B. 57.
"Id.

2Rev. Rul. 83-120, 1983-2 C.B. 170.

1723 F.2d 138 (1st Cir. 1983).
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Court of Appeals for the First Circuit held that a purchase-sale agreement?
which deferred the payment of the purchase price of stock by use of an escrow
arrangement, enabled the seller to shift income recognition by the seller until
the taxable year when the purchase price was actually received.

The Court permitted the intended deferral of income because, as stated
in the conclusion to its opinion, the escrow arrangement fulfilled three condi-
tions: (1) the arrangement was part of a bona fide, arms-length agreement be-
tween purchaser and seller calling for deferred payment; (2) the seller received
no present béneficial interest, such as investment income, from the escrowed
sale proceeds; and (3) the escrowee was not acting under the exclusive authority
of the taxpayer, and thus was not the taxpayer’s agent for income recognition
purposes.’ Thus, the Internal Revenue Service failed in applying three of its
favorite income-recognition theories — the constructive receipt, economic
benefit, and agency doctrines.

Because the IRS is unlikely to abandon these three doctrines in similar
cases in other jurisdictions, an examination of the First Circuit’s criteria for
deferral of income recognition in a planning context may be useful.

In avoiding applications of the constructive receipt doctrine, use of a bona
fide, arms-length agreement for deferred payment is essential, since the time
of payment date set by such an agreement may be viewed as a ‘‘substantial
limitation’’ on the taxpayer’s control of receipt.* The modification of an existing
purchase-sale agreement, if such modification is bona fide and becomes bind-
ing prior to the time when the taxpayer’s right to immediate payment has
vested, may serve as an effective ‘‘substantial limitation.”’* Since mutuality of
the agreed deferral appears to be so vitally important, however, a seller wishing
to defer payment of sale proceeds might have a better chance of withstanding
a constructive receipt attack by negotiating the deferral as part of an original
purchase-sale agreement that clearly references the parties’ mutual interest in
the deferral in the agreement’s preliminary recitations.®

*The agreement provided for a closing on December 27, 1983, at which time the proceeds were to be paid
to an independent bank, which was to release the proceeds to the selling shareholders on January 3, 1974.
The sale proceeded under this arrangement, which was memorialized in writing and executed immediately
prior to the December 27, 1983 closing. The basic agreement to sell was effectively in existence on November
23, 1973, when the purchaser exercised his option to purchase pursuant to a prior option agreement that
was amended to set a current price per share on October 16, 1973. Thus, the escrow arrangement was
a “last minute’’ amendment to the agreement of sale, although this final amendment also provided that
the taxpayer would remain on the company’s board of directors after the stock sale. /d. at 140-141.

*ld. at 149.

“Treas. Reg.§ 1.451-2(a) (1979) states that ‘‘income is not constructively received if the taxpayer’s control
of its receipt is subject to substantial limitations or restrictions.”

723 F.2d 138 at 144,

*A demonstration in the agreement that the deferral represents a compromise of opposing non-tax desires
of the parties would no doubt be a plus. For example, the parties might wish payments made and received
in different years for general accounting reasons relating to the buyer’s and seller’s separate financial postures.
In Reed, the buyer’s financial backer wanted the stock transaction reflected on his books for the earlier
year, perhaps for some non-tax reason.
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To avoid the economic benefit doctrine, a seller should forego any rights
to investment income earned while the sale proceeds are in escrow. Indeed,
an agreement would best be drafted so as to exclude any semblance of a pres-
ent beneficial interest in the escrowed funds favoring the seller. The agreement
might specifically recite that the funds cannot be assigned by the seller while
in escrow and that the parties do not intend the escrowed funds to serve as
present payment of the purchase price but rather intend the escrow account
to serve as added assurance that payment will be made in the next year.” Of
course, the financial effect of such restrictions (especially foregoing interest
on the fund) will assume greater importance to the seller as the proposed period
of deferral lengthens.

Avoiding characterization of the escrowee as the seller’s agent for pur-
poses of income recognition is best accomplished by emphasizing in the agree-
ment, once again, the buyer’s role in the deferral. The sale agreement should
refer to the buyer’s authority granted to the escrowee to hold the purchase pro-
ceeds until the later distribution date. The escrow agreement itself should show
that the escrowee is to act on behalf of both parties,® and it certainly would
not hurt to have the escrow fee, if any, clearly reflected as a joint expense in
the closing statement to the transaction.

26. Tax Consequences of a Personal Residence Raffle

The Internal Revenue Service recently outlined in Revenue Ruling 83-130,’
the tax consequences to taxpayers when a personal residence is sold through
a raffle held by a charitable organization. Such a raffle has tax consequences
to the person from whom the residence is acquired by the charitable organiza-
tion, as well as the winner of the raffle.

The situation presented involved the following facts. A Mr. Miner entered
into a contract with a charitable organization, Good Deed, Inc., under which
Good Deed acquired a 60-day option to buy Mr. Miner’s principal residence
for $100,000. Good Deed paid $100 for the option, which if exercised would
be applied towards the purchase price. The contract further provided that if
Good Deed failed to sell $120,000 in raffle tickets by the end of the 60-day
period, the option would lapse, and Mr. Miner could keep the $100.

Good Deed, Inc. sold $200,000 worth of raffle tickets at $100 per ticket
and the option was exercised. Mr. Miner received $99,900 for his property;
the fair market value was $100,000. Mr. Miner did not use the proceeds of
the sale to purchase another principal residence. Mr. Placer won the raffle after
purchasing a raffle ticket for $100.

"The First Circuit Court concluded that such was the intention of the parties in Reed. This is true even
though the decision does not mention whether the agreement of sale specifically referenced the intention
of the parties in this regard. 723 F.2d 138 at 148.

*1d. at 149.
'Rev. Rul. 83-130, 1983-2 C.B. 148.
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The IRS determined that the taxable gain to Mr. Miner, the seller of the
residence, would be the amount realized from the sale ($100,000) less his ad-
justed basis of the property ($30,000). The Service further stated that Mr. Miner
had not made a charitable contribution to Good Deed, Inc. since the price paid
by Good Deed reflected the fair market value of the residence at the time the
option contract was entered into.

The amounts paid to Good Deed, Inc. by the purchasers of the raffle tickets
were not contributions and thus were not deductible. The Service reasoned that
taxpayers are not entitled to claim a deduction for amounts paid to a charitable
organization since they receive a chance to win a valuable prize as full con-
sideration for their contribution.?

Purchasers of losing raffle tickets are allowed a deduction only to the ex-
tent of the gains from other wagering transactions. If the purchaser is not in
the trade or business of wagering, the deduction is allowable only if the pur-
chaser itemizes deductions.’

The winner of the raffle must include in his gross income $99,900. This
figure represents the difference between the fair market value of the house and
the cost of the winning ticket.

This Revenue Ruling serves as a reminder that even though a charitable
organization may be involved in a transaction, the other parties involved may
not be entitled to a charitable deduction for payments or value transferred to
the charity.

27. Broker Reporting Requirements and Barter Income

Recent Revenue Rulings and newly issued regulations have clarified whether
certain bartered exchanges result in includable income and whether informa-
tion returns must be filed respecting brokered transactions.

For general tax purposes, it is clear that any type of income from any
source must be included in an individual’s gross income.' In the case of barter
exchanges where the services or property of one individual are exchanged for
the services or property of another individual, the person receiving the services
must include the value of those services in his gross income.? However, until
recently it was unclear whether a barter club member who had agreed to pro-
vide services to other members, must include the value of any services received

*Goldman v. Comm’r, 46 T.C. 136 (1966), aff’d 388 F.2d 476 (6th Cir. 1967).
SL.R.C. § 165(d) (1982).

'LLR.C. § 61 (1982), see also Treas. Reg. § 1.61-1 (1979) (providing that income realized in the form of
money, property, or services must be included in gross income).

*Treas. Reg. § 1.61-2(d)(1) (1979), (when the services received are paid for by providing services, the fair
market value of the services taken in payment must be included in gross income); see also Rev. Rul. 79-24,
1979-1 C.B. 60, holding that where a club directory is used to directly contact other barter club members
and the value of the services are then negotiated, the fair market value of services received by the club
members must be included in their gross income.
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if that member had not yet provided any services in exchange. A 1983 Revenue
Ruling?® clarified this question and required the inclusion in gross income, as
advanced compensation of the value of services in the taxable year in which
they were received. Consequently, a person joining a barter club and agreeing
to provide services to other club members must include in his gross income
the value of any services received, even though those services are received as
advanced compensation for services yet to be rendered. The inclusion of serv-
ices as advanced compensation is premised on the theory that gross income
includes income received under a claim of right, not having any restrictions
on its disposition, even though that income may have to be partially or fully
repaid in the future.’

Recently finalized Regulations® clarify reporting requirements for brokers
and barter exchanges. In general, the new regulations treat brokers’ separately
from barter exchanges.® All ‘‘brokers’’ must file an information return for any
sale® by a customer'® unless the sale meets one of certain stated exceptions.!’
Thus, no information return is required for certain exempt recipients.'? Nor
is one required in situations where a broker is instructed by a registered com-
modities or securities dealer or a financial institution to initiate a sale.'* Also
exempt from the filing requirement are certain sales by custodians and trustees, '
certain sales of interests in a regulated investment company,'* obligor payments

*Rev. Rul. 83-163, 1983-2 C.B. 26.

‘In Rev. Rul. 83-163, the individuals joining the barter club agreed to provide specific services to any
other member for a specified number of hours. In exchange, the joining member could demand the serv-
ices of any member listed in the club directory by contacting that member directly.

‘Rev. Rul. 83-163, 1983-2 C.B. 26, citing North American Oil v. Burnet, 286 U.S. 417 (1932).
“Treas. Reg. § 1.6045-1 (1983).

"Treas. Reg. § 1.6045-1(a)(1) (1983) defines ‘‘broker’’ as a person who in the ordinary course of a trade
or business during the calendar year stands ready to effect sales involving others.

*Treas. Reg. § 1.6045-1(a)(4) (1983) defines ‘‘barter exchange’’ as any person with members or clients
that contract either with each other or with such person to trade or barter property or services either directly
or through such person.

*Treas. Reg. § 1.6045-1(a)(9) (1983) defines ‘‘sale”’ generally as any disposition of securities, commodities,
regulated futures contracts, or forward contracts for cash, and includes redemptions of stock, retirements
of indebtedness, and enterings into short sales.

Treas. Reg. § 1.6045-1(a)(2) (1983) defines *‘customer”’ as the person (other than such broker) that makes
the sale, if the broker acts as an agent, a principal, or as a participant in paying or crediting to that per-
son’s account the gross proceeds of the sale.

"'"Treas. Reg. § 1.6045-1(c)(3) (1983).

*Treas. Reg. § 1.6045-1(c)(3)(i) (1983). For purposes of this exception, exempt recipients are those described
in Code Section 3452(c)(2)(A) through (E) or (G) through (I). These include a corporation, tax-exempt
organization, the United States or a state.

“Treas. Reg. § 1.6045-1(c)(3)(ii) (1983), (these are exempt under Code Section 3452(c)(2)(F) or (K) (i)).
See also Rev. Rul. 83-123, 1983-2 C.B. 221, holding that information returns are not required of a broker
when that broker receives instructions relating to a sale from a registered securities or commodities dealer
or a financial institution. However, it is also noted that the dealer or financial institution would generally
be required to file the information return.

"“Treas. Reg. § 1.6045-1(c)(3)(iii) (1983).

“Treas. Reg. § 1.6045-1(c)(3)(iv) (1983).
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on certain obligations,'¢ certain callable obligations,!” certain sales of foreign
currency,'® certain sales of fractional shares of stock,'® and certain retirements
of book entry or registered form obligations.?°

The regulations further provide that information returns filed by brokers
must be done on a transactional basis?! and must include the name, address,
and taxpayer identification number of the customer as well as other specified
information.?* The broker must also elect a reporting period* and a filing
group.?* All of the required information returns must then be filed according
to such period and filing group designations.?* The regulations provide special
rules governing the manner in which regulated future contracts are required
to be reported.?® The normal filing procedures are not to be used for sales of
such nature.

The requirements for filing information returns for barter exchanges are
slightly different. The difference in treatment is partially due to the differing
characteristics between brokers and barter exchanges. Thus, no information
returns need to be filed unless there are at least one-hundred exchanges?” made
through the barter exchange for any calendar year.?® If this exemption is not
met, the barter exchange is required to file an information return for all
exchanges.

'“Treas. Reg. § 1.6045-1(c)(3)(v) (1983).
""Treas. Reg. § 1.6045-1(c)(3)(vi) (1983).
"Treas. Reg. § 1.6045-1(c)(3)(vii) (1983).
“Treas. Reg. § 1.6045-1(c)(3)(viii) (1983).
*Treas. Reg. § 1.6045-1(c)(3)(ix) (1983).

*'Treas. Reg. § 1.6045-1(d)(2) (1983). Information for each sale or transaction is required on a separate
form. T.D. 7873, 1983-1 C.B. 307, 308 points out that transactional reporting is necessary so that the
amount received in the sale of property can be matched with the basis of the property to accurately determine
gross income. In addition, most uses of the information by the Service require the information to be in
the form of transactional data.

Treas. Reg. § 1.6045-1(d)(2) (1983). Other required information includes the property sold, the C.U.S.L.P.
number (Committee on Uniform Security Identification Procedures number) if known, gross proceeds,
and sale date. It should also be noted that Treas. Reg. § 1.6045-1(d)(4) provides that except for short
sales, a broker may report a sale as occurring on the date the sale is entered on the books of the broker
or the date the customer becomes entitled to the gross proceeds.

“Treas. Reg. § 1.6045-1(c)(6)(i) (1983). An elected filing period may be the calendar month, quarter, or year.

*Treas. Reg. § 1.6045-1(c)(6)(ii) (1983). Customers can be filed into groups according to the broker’s office,
branch, department, or other method of operational classification.

*Treas. Reg. § 1.6045-1(c)(6)(i)(b) and (ii)(b) (1983) provides that elected filing methods can be changed
upon subsequent filings.

*Treas. Reg. § 1.6045-1(c)(5) (1983).

"Treas. Reg. § 1.6045-1(e)(2)(i) (1983). Exchanges of properties or services are considered bartered exchanges
if payment for the property or service is accomplished by a credit on the barter exchange’s books, a scrip
issued by a barter exchange, or direct exchanges of property or services among the barter exchange’s members
or clients.

Treas. Reg. § 1.6045-1(e)(2)(ii) (1983). Multiple barter exchanges may be considered as one for purposes

of this requirement if it is determined that the material purpose of forming or continuing multiple barter
exchange was to meet this exception.
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Exchanges made by noncorporate members or clients must be reported
on a transactional basis.?? However, exchanges by corporate members or clients*°
can be reported on an aggregate basis.*' These returns must include the name,
address, and taxpayer identification number of the member or client providing
the property or services in the exchange as well as other information.3? Unlike
the reporting period election provided to brokers, barter exchanges have no
election and must use the calendar year as the reporting period.*

With respect to both brokers and barter exchanges the regulations set forth
rules concerning the time and place for filing,** the furnishing of statements**
and the manner in which the information should be filed.*¢ In addition, the
regulations provide that the customer is identified by the name that appears
on the books and records of the broker or barter exchange.?” The regulations
also provide that no information return need be filed if the participating member,
client, or customer is an exempt foreign individual.*®

28. Like-Kind Exchange Treatment for Serialized Exchanges

Section 1031 of the Internal Revenue Code provides for nonrecognition
of gain or loss if property held for use in a trade or business or held for invest-
ment is exchanged solely for like-kind property to be held for use in a trade
or business or held for investment. In Garcia v. Commissioner,* the Court held
that an exchange of residential real property held for investment effected by
a series of transactions involving four parties, three properties, and three inter-
related escrow agreements, was a qualifying exchange for nonrecognition of

®Treas. Reg. § 1.6045-1(f)(2)(i) (1983).

*Treas. Reg. § 1.6045-1(f)(2)(ii) (1983) defines a corporate member or client as a corporation defined
in code section 7701(a)(3) and includes a pool, syndicate, partnership or unincorporated association composed
exclusively of corporations.

31nitially, all barter exchange information returns were required to be reported on a transactional basis;
see T.D. 7873, 1983-1 C.B. 307, 314. However, the regulations were subsequently amended to permit
aggregate reporting for corporate members or clients in order to reduce the reporting burden on barter
exchanges; see T.D. 7932, 1984-6 1.R.B. 8. Aggregate reporting permits the barter exchange to aggregate
all exchanges received or provided by a corporate member or client on one information return form instead
of using numerous forms for each individual transaction.

3Treas. Reg. § 1.6045-1(f)(2)(i) and (ii) (1983). Additional information includes the property or services
provided, the amount received by the member or client for such property or services, and the date on
which the exchange occurred. For aggregate reporting the amounts are aggregated into a single figure
for the entire reporting period.

*Treas. Reg. § 1.6045-1(f)(6) (1983).

MTreas. Reg. § 1.6045-1(j) (1983).

Treas. Reg. § 1.6045-1(k) (1983).

**Treas. Reg. § 1.6045-1(1) (1983). Information returns should be filed on magnetic media unless excepted
by undue hardship.

3"Treas. Reg. § 1.6045-1(h) (1983).
*Treas. Reg. § 1.6045-1(g) (1983).

Editor’s Note: Treasury Regulation § 1.6045-1(c)(3) was amended by the IRS in a temporary rule filed
May 23, 1984, See Temp. Reg. § 5£.6045-1 (1984).

'LR.C. § 1031 (1976).
280 T.C. 491 (1983).
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gain under Section 1031.

The taxpayers in Garcia were the owners of residential real property held
as rental property. Taxpayers, wishing to dispose of this property and at the
same time take advantage of the nonrecognition provisions of Section 1031,
found a buyer, F, who was willing to cooperate with them in arranging a series
of transactions. Taxpayers and F established an escrow account and escrow
agreement A, to accommodate the sale of the taxpayer’s property to F, and
F agreed to cooperate in finding suitable exchange property for the taxpayers.
The escrow agreement provided that F could terminate the agreement if suitable
property was not found within sixty days.

Suitable property for the exchange, belonging to H, was found. H was
willing to cooperate in the transfer but also wanted to take advantage of the
nonrecognition provisions of Section 1031 by exchanging his property for prop-
erty owned by G. In order to effect these transfers and accommodate all par-
ties involved, two additional escrow accounts, B and C, were established. In
addition, to eliminate the possibility of boot being realized in the transaction,
the escrow agreements provided that H was to secure a new deed of trust in
the amount of $107,200, to equalize the liability to which the taxpayer’s prop-
erty was subject at the time of transfer.

All of the escrow agreements involved referred to the taxpayers’ intent
to effect an exchange of their property to obtain the benefit of Section 1031.
All of the agreements were subject to and conditioned upon the simultaneous
closings of all escrow accounts. All escrow accounts were closed simultaneously,
the end result being that taxpayers received title to the property formerly owned
by H subject to deeds of trust in the amount of $107,250.

Taxpayers reported no taxable gain on their income tax return for the year
these exchanges were effected. The Internal Revenue Service contended that
the exchanges constructed by taxpayers did not qualify for nonrecognition of
gain under Section 1031 and that a gain of approximately $101,994 was to be
recognized by taxpayers. The Service argued that the transactions involved a
sale of taxpayers’ property followed by a reinvestment of the proceeds. Alter-
natively, the Service contended that the taxpayers constructively received the
cash transferred by F to escrow account A and thus received taxable boot in
the exchange.

The Court first considered the applicability of the nonrecognition provi-
sions of Section 1031 to the transaction. The Court looked to the parties’ in-
tent and found, pursuant to the escrow agreements, a stated desire for
nonrecognition exchange treatment. It found that the parties to the transaction
took steps consistent with this expressed intent and did, in fact, effect a proper
exchange transaction. To support its analysis, the Court cited Biggs v.
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Commissioner® and Starker v. United States,* which involved similar findings
under Section 1031 in situations involving multi-party exchanges.

The Court also analyzed the transaction to see if any boot was received
by the taxpayers, since recognition results to the extent that other than like-
kind property is received. The key inquiry focused on the deposit of cash by
F into the A escrow account with respect to the purchase of taxpayers’ property.
The Court found that taxpayers did not actually or constructively receive the
cash at any time while the transfers were effected, since ‘‘substantial restric-
tions’’ were placed on these monies by the escrow agreements. In addition,
F, the purchaser, had a right to cancel the agreement if suitable property was
not found within sixty days. Thus, no party had any right to withdraw these
funds during that time. Finally, at the time the transfer was actually made,
H had been substituted for taxpayers as seller of the parcel, and, thus taxpayers
were not parties to the contract. The Service asserted that H was merely acting
as taxpayers’ agent, but the Court rejected this argument citing Alderson v.
Commissioner® and stating that ‘‘One need not assume the benefits and burdens
of ownership in property before exchanging it but may properly acquire title
solely for the purpose of exchange and accept title and transfer it in exchange
for other like property.’’¢

The Service also challenged nonrecognition treatment on the basis that
no reference was made as to a required purpose for the earnest money deposited
by F into escrow A. The Court rejected this argument based upon the parties’
overlying intention to effect a proper exchange. Additionally, the escrow
accounts were to be closed simultaneously and were subject to and conditioned
upon each other. The Court stated that such contractual interdependence
was indicative of a proper exchange transaction. There was sufficient evidence
to find an integrated plan for exchange treatment, so that the step transaction
doctrine could be applied to find that a qualified exchange had occurred.’

Having decided that the transaction qualified for the nonrecognition pro-
vision of Section 1031, the Court addressed the issue of boot respecting the
taxpayers’ relief from substantial liabilities through the sale of their property.
The Court found that since the liabilities assumed by the taxpayers pursuant
to the deed of trust on their new property exceeded the liabilities from which
they were relieved, no boot was received.

In the case of Antonio D’Onofrio® the Tax Court held that the nonrecogni-
tion provisions of Section 1031 were inapplicable to a transaction that amounted

*69 T.C. 905 (1978).

4602 F.2d 1341 (9th Cir. 1979).

*317 F.2d 790 (9th Cir. 1963).

¢Id. at 795.

’69 T.C. 905 (1978).

52 Tax Ct. MeM. Dec. (P-H) § 83,632 (1983).
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to a sale and reinvestment rather than an exchange. The key difference be-
tween D’Onofrio and Garcia is that although the taxpayers in both cases ex-
pressed a desire and intent to effect an exchange transaction, the taxpayer in
D’Onofrio in effect made a sale to a third party, unrelated to the exchanging
parties, and cash received from the sale was combined with property to effect
the like-kind exchange. Thus, the gain recognized on the sale of property to
the third party did not qualify for nonrecognition under Section 1031. In Garcia
the proper use of interdependent escrow agreements avoided such result.
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