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SECTION: 274 
TAXPAYER'S ASSERTION THAT CAR USED 100% FOR BUSINESS DOES NOT CHANGE 
REQUIREMENTS FOR DOCUMENTATION 

Citation: Roy v. Commissioner, TC Summary Opinion 2016 -77, 11/15/16 

The “anti-Cohan” rule found in IRC §274(d) cost the taxpayer a deduction for expenses related to use of an 
Aston Martin in the case of Roy v. Commissioner, TC Summary Opinion 2016-77. 

The “Cohan” referred to above is the case of vaudeville producer George M. Cohan, in which the Second Circuit 
Court allowed deductions to the producer even though he lacked documentation.  As the Tax Court explains the 
rule: 

When a taxpayer establishes that he or she paid or incurred a deductible expense but fails to establish 
the amount of the deduction, the Court normally may estimate the amount allowable as a deduction. 
Cohan v. Commissioner, 39 F.2d 540, 543-544 (2d Cir. 1930); Vanicek v. Commissioner, 85 T.C. 731, 
742-743 (1985). This principle is often referred to as the Cohan rule. See, e.g., Estate of Reinke v. 
Commissioner, 46 F.3d 760, 764 (8th Cir. 1995), aff'g T.C. Memo. 1993-197. The taxpayer must 
introduce sufficient evidence to permit us to conclude that the taxpayer paid or incurred a deductible 
expense in at least the amount allowed. See Williams v. United States, 245 F.2d 559, 560 (5th Cir. 
1957); Vanicek v. Commissioner, 85 T.C. at 742-743. In estimating the amount allowable, we bear 
heavily upon the taxpayer who failed to maintain the required records and to substantiate deductions as 
the Code requires. See Cohan v. Commissioner, 39 F.2d at 544. 

Congress later passed a provision found at IRC §274(d), that overrides the Cohan rule in certain cases.  As the 
Court continues: 

Certain expenses specified in section 274 are subject to strict substantiation rules that supersede the 
Cohan rule. Boyd v. Commissioner, 122 T.C. 305, 320 (2004); sec. 1.274-5T(a), Temporary Income Tax 
Regs., 50 Fed. Reg. 46014 (Nov. 6, 1985). These include expenses for "listed property" defined under 
section 280F(d)(4). Listed property includes passenger automobiles and other property used for 
transportation. Sec. 280F(d)(4)(A)(i) and (ii). 

Specifically, if a taxpayer wishes to claim a deduction for auto related expenses, the following is required: 

To meet these strict substantiation rules with respect to passenger automobiles, a taxpayer must 
substantiate by adequate records or by sufficient evidence corroborating the taxpayer's own statement 
(1) the amount of the expense, (2) the time and place of the travel or use, and (3) the business purpose 
of the expense. Sec. 274(d) (flush language). To substantiate by adequate records, the taxpayer must 
provide (1) an account book, a log, or a similar record and (2) documentary evidence that together are 
sufficient to establish each element of an expenditure. Sec. 1.274-5T(c)(2)(i), Temporary Income Tax 
Regs., 50 Fed. Reg. 46017 (Nov. 6, 1985). Documentary evidence includes receipts, paid bills, or similar 
evidence. Sec. 1.274-5(c)(2)(iii), Income Tax Regs. To substantiate by sufficient evidence corroborating 
the taxpayer's own statement, the taxpayer must establish each element by his or her own statement 
and by other corroborative evidence sufficient to establish such element. Sec. 1.274-5T(c)(3)(i), 
Temporary Income Tax Regs., 50 Fed. Reg. 46020 (Nov. 6, 1985). While a contemporaneous log is not 
required, a taxpayer's subsequent reconstruction of his or her expenses does require corroborative 
evidence with a high degree of probative value to support such a reconstruction, in order to elevate that 
reconstruction to the same level of credibility as a contemporaneous record. Id. subpara. (1), 50 Fed. 
Reg. 46016. 

In this case the taxpayer claimed expenses related to an Aston Martin he claimed he used 100% for business.  
The taxpayer believed that the regulations imposed different standards for documentation for a car used 100% 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=10968
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for business than one used partially for business with the remainder of the use personal.  He believed that in the 
case of a car used 100% for business he only needed to document his daily activities. 

So, as the Court continues: 

Petitioner's “vehicle log” is a sheet of paper showing mileage at the beginning of the year and mileage 
at the end of the year for a vehicle described as “EMEDIA-2”. The paper simply states that the vehicle's 
“Business use” was “100%” and reports “Total Business mileage” of 8,900. Contrary to petitioner’s belief, 
the Code requires strict substantiation for vehicles used 100% for business and vehicles used less than 
100% for business. Furthermore, petitioner must adequately show, through direct evidence or otherwise, 
that he used his vehicle for business purposes for the amount of time that he claims. Petitioner's one-
page summary is not adequate substantiation of the level of business use and purpose required under 
section 274(d). See Lysford v. Commissioner, T.C. Memo. 2012-41. Furthermore, petitioner's summary 
fails to meet the criteria set out in section 1.274-5T(b)(6), Temporary Income Tax Regs., 50 Fed. Reg. 
46016 (Nov. 6, 1985), for properly substantiating expenses relating to passenger automobiles. 
Specifically, petitioner did not record the amount, the time, or the business purpose of each business 
use of his vehicle. Because petitioner failed to substantiate his claimed car and truck expenses as 
required by the Code under the standard mileage rate or otherwise, the deduction must be disallowed. 

SECTION: 501 
RELIGIOUS ORGANIZATION FORMED TO OPERATE COFFEE SHOP DENIED TAX-EXEMPT 
STATUS 

Citation: PLR 201645017, 11/4/16 

In PLR 201645017 the IRS denied tax-exempt status to a religious organization that established a coffee shop 
that it planned to use to spread a religious message to members of the community.  The exemption was denied 
because the IRS determined, under the facts of the case, that a substantial portion of the organization’s 
operations would be devoted to operating the coffee shop in a commercial manner. 

The organization’s planned operation and charitable purposes were described as follows in the ruling: 

The Minister of F, who is one of your founding board members, came up with the vision to form a coffee 
shop where believers could interact with non-believers in a safe and friendly environment to convey the 
Gospel in a non-confrontational manner in word and deed. You were formed as a separate entity from 
F in order to encourage other Christian churches and organizations to participate in your vision. F 
granted the funding for your start up and your board members are all members of F. Article 3, Section 
2, of your Bylaws indicates that at least one of your directors must be an Elder of F. Additionally, a 
majority of your directors should be members of F. 

The ruling goes on to provide more specific details with regard to the operation of this organization: 

You are open Monday through Friday from 6 a.m. to 8 p.m. and Saturday from 7 a.m. to 8 p.m. You 
have free Wi-Fi and power outlets throughout for customer use. You use coffee that is sourced directly 
from coffee farmers. Therefore, the coffee you buy benefits the coffee farmers 50-100% over the price 
paid for "Fair Trade" coffee. Your drink selection includes coffee, tea, smoothies, frappes, soft drinks, 
and juices. Your food items include baked goods, soups, sandwiches, salads, and desserts. Copies of 
your menu can be found on your website. The menu shows the various food and beverages you serve 
and the prices you charge for each. You also plan to sell your roasted coffee beans online in the future 
but you do not have the capability at this time. Your customers can currently purchase roasted beans at 
the coffee shop. 

You state that at the coffee shop you provide a location for both formal and informal Bible study, church 
group meetings, and meetings for other organizations. So far, your location has been used for a 

https://www.irs.gov/pub/irs-wd/201645017.pdf
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Women's Bible Study, a Men's Bible Ministry, meetings of the Elders of F, book signings, birthday 
parties, baby and bridal showers, community business meetings, game nights, live music, and similar 
events. You do not typically charge a fee for the use of space by groups or organizations but your 
General Manager advises users that a "suggested" donation in the amount of x dollars per hour is 
welcome. You have never denied access or use of your room due to an inability to pay or a decision not 
to donate. 

All of the profits earned from the operation of the coffee shop will be donated to various charitable organizations. 

The organization likely believed this operation was similar to that described in Revenue Ruling 68-72.  The ruling 
summarizes that ruling as follows: 

Rev. Rul. 68-72, 1968-1 C.B. 250, states that a nonprofit organization that operates a supervised facility 
to bring together young people of college age with church leaders, educators, and leading businessmen 
of the community may be exempt from federal income tax under Section 501(c)(3) of the Code. The 
organization was formed by local churches for the purpose of furthering the religious, intellectual, and 
moral development of persons of college age through the operation of the "coffee house", a supervised 
facility where church leaders, educators, and leading businessmen of the community meet and mingle 
with young people in an informal atmosphere. They hold discussions on such subjects as religion, 
current events, and social problems. Personal counseling and vocational guidance are provided. A 
nominal charge is paid upon admission, but there are no additional charges for the refreshments and 
entertainment. The organization meets it expenses from contributions and the admission charges. 

The IRS found that the operation of the coffee shop differed in important ways from the coffee house of Rev. 
Rul. 68-72.  The ruling notes: 

You are distinguishable from the organization in Rev. Rul. 68-72 in that the majority of your activities 
are to operate your coffee shop in a commercial manner. The organization in Rev. Rul. 68-72 ran a 
supervised facility where church leaders, educators, and leading businessmen of the community met 
and mingled with young people in an informal atmosphere. They held discussions on such subjects as 
religion, current events, and social problems. Personal counseling and vocational guidance were 
provided. You do not conduct any regular religious or educational activities at your facility. While 
activities such as Bible studies may be conducted at your coffee shop, they are not conducted by you. 
They are conducted by groups that are coming to use your space. You allow your space to be used by 
the public for all activities, not just those that are religious, charitable, or educational. For instance, 
business meetings, birthday parties, and baby and bridal showers have all taken place at your coffee 
shop. Additionally, unlike the organization in Rev. Rul. 68-72 that charged a nominal admission fee but 
did not charge for refreshments or entertainment, you charge for the food and beverages at your shop. 
The majority of your expenses which are devoted to the operation of the coffee shop are met by the 
funds from these sales. 

The IRS finds the operation is a commercial operation that just happens to eventually give its earnings to 
charities, with most of the activities looking suspiciously like the activities of your average for profit coffee shop: 

Your operation of a coffee shop consists of providing food and beverage to the public for a fee. You are 
similar to the organization in Better Business Bureau of Washington, D. C, Inc. v. United States, in that 
you have a substantial commercial purpose to operate a coffee shop which is not in furtherance of any 
exempt purpose within the meaning of Section 501(c)(3). You are also similar to the organization in 
B.S.W. Group, Inc. v. Commissioner because your primary purpose is commercial. Your coffee shop 
resembles a trade or business that is ordinarily carried on by commercial ventures organized for profit. 
You chose your location because there is no other similar business downtown. You charge fees for your 
food and beverages and plan to eventually sell your coffee beans online. 
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The fact that those earnings will devoted to charity will not save the organization’s charitable status (see Zagfly, 
Inc. v. Commissioner, T.C. Memo 2013-29 for an attempt to make a web-brokerage business a tax-exempt entity 
through the same position that all earnings would be contributed to charity—the Tax Court found that argument 
insufficient to overcome what was otherwise a regular commercial operation in competition with other 
commercial entities). 

SECTION: 581 
FIFTH CIRCUIT AND TAX COURT DISAGREE ON WHETHER MONEY SERVICES BUSINESS 
IS A BANK 

Citation: Moneygram International, Inc. and Subsidiaries v. Commissioner, 144 TC No. 1, 1/7/15, 
reversed CA5, 11/15/16 

If a taxpayer ends up with a worthless security, the loss from writing off that security is treated as a capital loss.  
While, generally, to have a capital gain or loss there must be a sale, IRC §165(g) provides a special rule for 
worthless securities.  The section provides: 

(g) Worthless securities 

(1) General rule  

If any security which is a capital asset becomes worthless during the taxable year, the loss 
resulting therefrom shall, for purposes of this subtitle, be treated as a loss from the sale or 
exchange, on the last day of the taxable year, of a capital asset.  

(2) Security defined  

For purposes of this subsection, the term "security" means--  

(A) a share of stock in a corporation;  

(B) a right to subscribe for, or to receive, a share of stock in a corporation; or  

(C) a bond, debenture, note, or certificate, or other evidence of indebtedness, issued 
by a corporation or by a government or political subdivision thereof, with interest 
coupons or in registered form.  

As well, no loss is allowed unless the item becomes worthless or the taxpayer disposes of the security in a 
taxable transaction.  

However, the above rule does not apply to banks.  IRC §582(a) provides an exception to the application of 
§166(g) cited above for securities held by a bank: 

(a) Securities  

Notwithstanding sections 165(g)(1) and 166(e), subsections (a) and (b) of section 166 (relating to 
allowance of deduction for bad debts) shall apply in the case of a bank to a debt which is evidenced by 
a security as defined in section 165(g)(2)(C). 

In the case of Moneygram International, Inc. and Subsidiaries v. Commissioner, 144 TC No. 1, reversed CA5 
Case No. 15-60527, the question was whether the money transfer service Moneygram (which is the largest 
issuer of money orders, as well as providing immediate transfers of cash from location to location) qualified as 
a bank.  But the Tax Court and the Fifth Circuit did not agree on how to determine if Moneygram was a bank. 

Tax Court Decision 

Moneygram is generally regulated under state law, most often by a banking commission or similar office.  These 
state regulations impose capital requirements on the entity which can be satisfied by holding highly rated debt 
instruments. 

http://www.ustaxcourt.gov/InOpHistoric/MoneygramDiv.Lauber.TC.WPD.pdf
http://www.ca5.uscourts.gov/opinions/unpub/15/15-60527.0.pdf
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During the financial crisis during 2007-2008 many of the asset backed securities that Moneygram held (and they 
held over $4 billion of such assets) were downgraded from A or higher ratings to junk status.  Not surprisingly, 
the value of those investments also dropped dramatically.  This caused Moneygram to fall out of compliance in 
many cases with state laws for minimum capital and permissible investments.   

To deal with that problem, Moneygram underwent a recapitalization and either wrote off or wrote down a large 
volume of such securities.  On its corporate return Moneygram claimed that these represented bad debt losses 
that gave rise to ordinary loss deductions. 

The IRS claimed that such losses could be treated as ordinary bad debt losses only if Moneygram qualified as 
a bank under IRC §582.  Moneygram argued that, in fact, it should be treated as bank for federal tax purposes, 
arguing that it met the requirements of IRC §582. 

A bank is defined for these purposes in IRC §581, which provides: 

For purposes of sections 582 and 584, the term “bank” means a bank or trust company incorporated 
and doing business under the laws of the United States (including laws relating to the District of 
Columbia) or of any State, a substantial part of the business of which consists of receiving deposits and 
making loans and discounts, or of exercising fiduciary powers similar to those permitted to national 
banks under authority of the Comptroller of the Currency, and which is subject by law to supervision and 
examination by State or Federal authority having supervision over banking institutions. Such term also 
means a domestic building and loan association. 

The Tax notes that Moneygram did not claim to be a building and loan association, nor does it exercise fiduciary 
powers.  Thus, the question becomes whether the organization is a bank where a substantial part of the business 
consists of receiving deposits and making loans subject to supervision an examination by the proper 
governmental authorities. 

The Tax Court decided that there were two tests that Moneygram had to meet—first it must meet the general 
definition of a bank and, second, it must show that a substantial part of its business consists of receiving deposits 
and making loans, despite Moneygram arguing that, in fact, the section defines a bank as any entity that is 
subject to the proper supervision and meets the substantial part test. 

The Court notes: 

The statute’s text makes clear that this first requirement--that an entity be a “bank” as the term is 
commonly understood--is a distinct requirement, separate from the requirements that it accept deposits, 
make loans, and be subject to banking regulation. These latter requirements are set forth in a pair of 
restrictive relative clauses that follow the principal clause. These clauses specify two features that an 
entity must have, apart from being a “bank” as commonly understood, in order to be a “bank” within the 
meaning of section 581: a substantial part of its business must consist of receiving deposits and making 
loans, and it must be subject to regulation by Federal or State banking authorities. Basic rules of English 
syntax require that the principal clause of a sentence be given meaning independent from that of 
succeeding subordinate clauses. And elementary rules of statutory construction require that we interpret 
section 581 so that no clause, sentence, or word is rendered superfluous, void, or insignificant. See 
Duncan v. Walker, 533 U.S. 167, 174 (2001); Sophy v. Commissioner, 138 T.C. 204, 211 (2012). 

Looking at whether Moneygram qualified as a bank as the term is commonly understood, the Court concluded 
that Moneygram did not meet that test.  Citing the Fourth Circuit’s opinion in Staunton Indus. Loan Corp. v. 
Commissioner, 120 F.2d 930 (4th Cir. 1941), rev'g 42 B.T.A. 1030 (1940) the Tax Court concluded that, to be a 
bank, Moneygram had to meet three tests: 

 The receipt of deposits from the public, repayable to the depositors on demand or at a fixed 
time;  
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 The use of deposit funds for secured loans; and  

 The relationship of debtor and creditor between the bank and depositor. 

The Court found that Moneygram met none of these tests.   

Moneygram argued that it received funds from its customers from the sale of money orders and other transfer 
services, for which it held the funds in temporary investment funds until the funds were claimed, which it found 
to be deposits.  The Tax Court disagreed, finding that Moneygram did not receive deposits from the general 
public (the funds came from Moneygram customers who sold money orders and similar items) and the funds 
were not held to be reclaimed by those individuals, but rather by the party to whom the money order or similar 
item had been issued. 

Moneygram also did not use those deposits to make secured loans.  Moneygram pointed out that organizations 
who sold money orders had funds due to Moneygram that would be paid at a later (albeit only a few days later) 
date.  But the Court pointed out that the agreement with those customers made clear the funds were held in trust 
for Moneygram and, unlike bank loans, no interest was charged on these advances unless the customer failed 
to transfer the funds back to Moneygram at the time provided for in the agreement—a bank generally charges 
interest from the initiation of the loan until the date of repayment.   

Moneygram also classified these amounts as accounts receivable and not loans on its books.  As well, 
Moneygram doesn’t make use of what it claimed to be the “deposits” it received to make these “loans” as the 
funds were obtained from the buyers of the money orders and similar instruments by MoneyGram’s customers, 
not by Moneygram issuing cash from its investment funds. 

Moneygram also is not subject to regulation as a bank—federal specifically treated Moneygram as “money 
services business” (MSB) which provided that such services are not a bank.  Moneygram was not eligible for 
membership in the Federal Reserve and while it is often regulated by state banking departments, it is licensed 
and regulated in such states as a money transmitter and not a bank. 

Even though, as the Court notes, its finding that Moneygram fails to meet the common definition of a bank would 
preclude treating these losses as ordinary, the Court goes on to note that even if the Court accepted 
MoneyGram’s view that the statute should be read as defining any organization that meets the two tests as a 
bank, Moneygram would fail because a substantial portion of its business is not the receiving of deposits and 
making loans. 

A deposit, in the view of the Tax Court, generally refers to funds placed with a financial institution for safekeeping, 
repayable to the depositor on demand or at a fixed date in the future.  As was noted earlier, the “depositor” (be 
it either the buyer of the money order or the customer of Moneygram that sold the money order) is not the party 
that will reclaim the funds in the future—rather it is a third party to whom funds are being transferred.   

The Court notes: 

MoneyGram’s business consists of moving its customers’ money from point A to point B as quickly as 
possible. The funds it holds pending completion of that service are not placed with it for safekeeping 
and are not held for any meaningful period of time. Its money order customers are explicitly told that 
they are not making “deposits,” and these funds are reflected on its financial statements not as “deposits” 
but as “payment service obligations.” Because “receiving deposits” does not constitute any meaningful 
part, much less “a substantial part,” of MoneyGram’s business, it does not qualify as a “bank” under 
section 581. 

The Tax Court also finds that Moneygram did not make loans as the term is commonly understood.   The Court 
notes: 

Most corporations have, among the assets on their balance sheet, accounts receivable from customers, 
agents, and other persons. Any company having accounts receivable must specify the period within 
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which it expects its customers to pay such accounts. Some invoices may say that they are payable 
immediately upon receipt; other invoices may afford the customer 30 days to pay. MoneyGram’s 
“deferred remittance agreements” simply specify the period--generally, half a week--within which its 
agents are expected to transmit to MoneyGram the sums they owe MoneyGram. These agreements do 
not give rise to “loans” within the meaning of section 581, any more than garden variety payment terms 
specified by any business give rise to “loans.” Were that not so, any company that has accounts 
receivable on its balance sheet could plausibly contend that it satisfies this requirement for “bank” status. 

Thus, Moneygram did not qualify for ordinary loss treatment for these items. 

While capital loss treatment is available, that did Moneygram no good—as the Tax Court pointed out, 
Moneygram had no capital gains against which to offset capital gains and, as a C corporation, capital losses can 
only be used to offset capital gains.  As well, unlike individuals, for C corporations such losses may not carried 
forward indefinitely—rather, the losses can be first carried back three years against any capital gains those 
years, then carried forward five years.  [IRC §1212(a)] If there are insufficient gains to offset the losses in those 
years, the capital losses go unused. 

Fifth Circuit Reversal 

Moneygram appealed the decision of the Tax Court and the Fifth Circuit, in a 2-1 split decision (Case No. 15-
60527), reversed the Tax Court’s decision, holding that Moneygram should be treated as a bank for these 
purposes. 

The Court agreed generally with the Tax Court’s view that bank should be given its common meaning, rejecting 
MoneyGram’s argument for a different holding.  But, the majority held: 

While we agree with the Tax Court in this regard, we disagree with the manner in which it defined 
"deposits" and "loans" as relevant both the to this inquiry and § 581's later requirement that a substantial 
part of the taxpayer's business consist of receiving deposits and making loans. 

The majority disagreed with the Tax Court’s view that in order to “take deposits” they must remain in place for 
an extended period, holding that the case the Tax Court cited (AmSouth Bancorporation & Subsidiaries v. United 
States, 681 F. Supp. 698 (N.D. Ala. 1988) did not mention any specific period of time such deposits had to 
remain with the entity. 

The majority also did not accept the view that a loan was an instrument repayable with interest with a fixed and 
often lengthy repayment period, rather looking at whether there was an intent for the amount to be repaid.   

The majority found, based on these revised definitions, Moneygram was a bank for tax purposes and entitled to 
the ordinary, rather than capital, loss deduction. 

In a dissenting opinion, Judge Wiener found that regardless of any technical distinctions on the definition the 
Tax Court used, Moneygram simply fell short of showing that it was a bank under either definition. 

SECTION: 1031 
EVEN THOUGH MORE GAIN RECOGNIZED IN TOTAL, EXCHANGE WITH RELATED PARTY 
FOUND TO RESULT IN TAX AVOIDANCE 

Citation: The Malulani Group, Limited and Subs idiary v. Commissioner, TC Memo 2016-209, 
11/16/16 

The taxpayer in the case of The Malulani Group, Limited and Subsidiary v. Commissioner, TC Memo 2016-209 
was facing a problem with its attempted §1031 exchange—it was unable to locate properties to identify as 
replacement properties as the 45-day period for doing in its deferred exchange was running down.  The taxpayer 
decided to identify properties held by a related entity (MBL) as properties to be acquired in order to complete the 
transaction. 

http://www.ca5.uscourts.gov/opinions/unpub/15/15-60527.0.pdf
http://www.ca5.uscourts.gov/opinions/unpub/15/15-60527.0.pdf
http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=11008


 

 10 
The Tax CurriculumSM  Nichols Patrick CPE, Inc. 

As the Court described the matter: 

In order to meet the requirements of section 1031(a)(3), MBL had to identify replacement property on or 
before February 24, 2007 (i.e., 45 days after the sale of the Maryland property). Between October 31, 
2006, and February 23, 2007, brokers presented numerous properties owned by unrelated parties to 
the Malulani Group and MBL as potential replacement properties, and MBL attempted to negotiate the 
purchase of an office building and an apartment building for that purpose. However, as of the January 
10, 2007, sale of the Maryland property, neither the Malulani Group nor MBL had considered acquiring 
a replacement property from MIL or any other related party. On February 23, 2007, MBL first identified 
three potential replacement properties, all belonging to MIL. 

On July 3, 2007, FAEC purchased certain real property owned by MIL and located in Hawaii (Hawaii 
property) for $5,520,000 and transferred it to MBL as replacement property for the Maryland property. 
MIL's basis in the Hawaii property was $2,392,996 at the time of purchase. 

The taxpayer faced a potential problem with this transaction, found at IRC §1031(f)(1) which generally disallows 
a gain deferral where a related party ends up with cash (as was true in this case).  The provision provides: 

(f) Special rules for exchanges between related persons 

(1) In general 

If— 

(A) a taxpayer exchanges property with a related person, 

(B) there is nonrecognition of gain or loss to the taxpayer under this section 
with respect to the exchange of such property (determined without regard to 
this subsection), and 

(C) before the date 2 years after the date of the last transfer which was part of 
such exchange— 

(i) the related person disposes of such property, or 

(ii) the taxpayer disposes of the property received in the exchange 
from the related person which was of like kind to the property 
transferred by the taxpayer, 

there shall be no nonrecognition of gain or loss under this section to the 
taxpayer with respect to such exchange; except that any gain or loss 
recognized by the taxpayer by reason of this subsection shall be taken into 
account as of the date on which the disposition referred to in subparagraph (C) 
occurs. 

Although that provision only applies to direct exchanges, the Court notes: 

…section 1031(f)(4) provides that nonrecognition treatment does not apply to any exchange which is 
part of a transaction or series of transactions "structured to avoid the purposes of" section 1031(f). 
Therefore, section 1031(f)(4) may disallow nonrecognition treatment of deferred exchanges that only 
indirectly involve related persons because of the interposition of qualified intermediaries. See Ocmulgee 
Fields, Inc. v. Commissioner, 613 F.3d at 1367; see also Teruya Bros., Ltd. & Subs. v. Commissioner, 
580 F.3d 1038 (2009), aff'g 124 T.C. 45 (2005). 

However, the deferral can still be obtained if the taxpayer meets the requirements of IRC §1031(f)(2)(C), which 
excludes from recognition a disposition “with respect to which it is established to the satisfaction of the Secretary 
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that neither the exchange nor such disposition had as one of its principal purposes the avoidance of Federal 
income tax.”  The taxpayer argued that it met this exception. 

First, the taxpayer noted that it had attempted to find property held by unrelated parties to complete the exchange 
and had only turned to the related party when it was unable to find such properties.   Thus, it has not entered 
the deferred exchange with a “prearranged plan” looking to create a tax avoidance transaction with a related 
entity. 

The taxpayer also pointed out that its basis in the asset it disposed of was greater than that of the related 
taxpayer, so the gain recognized by the related taxpayer was greater than would have been recognized had the 
taxpayer had not entered into a §1031 exchange.  Since more gain had been recognized than would have been 
recognized had the exchange collapsed, that also argued that there was no tax avoidance activity. 

With regard to the lack of a prearranged plan at the beginning of the transaction, the Tax Court pointed out: 

We considered and rejected similar arguments in Ocmulgee Fields. The taxpayer in that case had, like 
MBL, first made attempts to find a suitable replacement property held by an unrelated person before 
turning to property held by a related person. Ocmulgee Fields, Inc. v. Commissioner, 132 T.C. at 107-
108. We concluded, however, that the presence or absence of a prearranged plan to use property from 
a related person to complete a like-kind exchange is not dispositive of a violation of section 1031(f)(4). 
Id. at 121-122.5 

Instead, the inquiry into whether a transaction has been structured to avoid the purposes of section 
1031(f) has focused on the actual tax consequences of the transaction to the taxpayer and the related 
party, considered in the aggregate, as compared to the hypothetical tax consequences of a direct sale 
of the relinquished property by the taxpayer. Those actual consequences form the basis for an inference 
concerning whether the transaction was structured in violation of section 1031(f)(4).  

But that brings up the taxpayer’s second argument—there had been more income recognized by the two 
taxpayers due to this transaction than if no transaction had taken place—so would that dispose of the issue? 

The Tax Court note that the analysis had to go beyond the mere question of how much gain was recognized to 
look at the ultimate consequences on the tax liabilities of the parties in the aggregate—and, in this case, there 
was less tax paid in total for the year due to the exchange being completed. 

The Court continued: 

It is true that MIL recognized more gain on the disposition of the Hawaii property than MBL realized on 
the disposition of the Maryland property. However, MIL was able to offset the gain recognized with 
NOLs, resulting in net tax savings to petitioner and MIL as an economic unit. Net tax savings achieved 
through use of the related party's NOLs may demonstrate the presence of a tax-avoidance purpose 
notwithstanding a lack of basis shifting. See Teruya Bros., Ltd. & Subs. v. Commissioner, 580 F.3d at 
1047; see also Teurya Bros. Ltd. & Subs. v. Commissioner, 124 T.C. at 55. 

In sum, by employing a deferred section 1031 exchange transaction to dispose of the Maryland property, 
petitioner and MIL, viewed in the aggregate, "have, in effect, 'cashed out' of the investment", H.R. Rept. 
No. 101-247, supra at 1340, 1989 U.S.C.C.A.N. at 2810, virtually tax free -- in stark contrast to the 
substantial tax liability petitioner would have incurred as a result of a direct sale. 
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SECTION: 6050P 
IRS REMOVES 36-MONTH TEST FOR ISSUANCE OF FORMS 1099C BY LENDERS 

Citation: TD 9793, 11/10/16 

The IRS has issued final regulations TD 9793 that eliminates the “36 month” non-payment testing period for 
certain lenders to issue Forms 1099C.  The IRS believes that this rule had created confusion regarding the 
proper reporting of cancellation of debt income. 

A taxpayer has cancellation of debt income generally upon the occurrence of the first “identifiable event” where 
it is clear that the lender has no intention of attempting to enforce collection on the debt and the borrower has 
no intention to repay the debt.   

Under prior Reg. §1.6050P-1(b)(2)(iv) a 36-month rule was created that generally creates a rebuttable 
presumption that an identifiable event has occurred if a lender does not receive a payment during a 36-month 
testing period.  A lender can rebut that presumption if the lender has made bona fide collection efforts during the 
12 month period ending as of the end of the calendar year in which the 36 month period ends or if facts and 
circumstances indicate that the debt has not been discharged. 

The 36-month test was only of eight situations that are listed as identifiable events requiring the filing of a Form 
1099C by the lender.  The other seven tests, which remain in place, are: 

 A discharge of indebtedness under the Bankruptcy Code;  

 A cancellation or extinguishment of an indebtedness that renders the debt unenforceable in a 
receivership, foreclosure, or similar proceeding in a federal or state court, as described in section 
368(a)(3)(A)(ii) (other than a discharge under the Bankruptcy Code);  

 A cancellation or extinguishment of an indebtedness upon the expiration of the statute of limitations for 
collection (but only if, and only when, the debtor’s statute of limitations affirmative defense has been 
upheld in a final judgment or decision in a judicial proceeding, and the period for appealing it has 
expired) or upon the expiration of a statutory period for filing a claim or commencing a deficiency 
judgment proceeding;  

 A cancellation or extinguishment of an indebtedness pursuant to an election of foreclosure remedies 
by a creditor that statutorily extinguishes or bars the creditor’s right to pursue collection of the 
indebtedness;  

 A cancellation or extinguishment of an indebtedness that renders a debt unenforceable pursuant to a 
probate or similar proceeding;  

 A discharge of indebtedness pursuant to an agreement between an applicable entity and a debtor to 
discharge indebtedness at less than full consideration;  

 A discharge of indebtedness pursuant to a decision by the creditor, or the application of a defined 
policy of the creditor, to discontinue collection activity and discharge debt; 

The IRS notes that the seven that would remain are all objective events that are truly linked to an actual discharge 
of the debt, unlike the 36 month test.  As the preamble to the proposed regulations noted, this test was added 
to the regulations to replace a “facts and circumstances” test due to complaints by lenders that they wanted an 
objective test. 

The regulations are effective for information returns required to be filed after December 31, 2016.  Therefore, a 
2016 ending of a 36-month period with no activity will not trigger the need to file a Form 1099C for 2016. 

While this rule was an information return only rule, the Tax Court had referred to it in certain cases regarding 
IRS attempts to assert cancellation of debt income where Forms 1099Cs were issued many years after the 
debtor stopped paying, finding actual discharge took place at the end of the 36-month period, and not at the later 
date the Form 1099C was issued.  For instance, see Clark v. Commissioner, TC Memo 2015-175.  Advisers will 

https://www.gpo.gov/fdsys/pkg/FR-2016-11-10/pdf/2016-27160.pdf
http://www.ustaxcourt.gov/InOpHistoric/ClarkMemo.Cohen.TCM.WPD.pdf
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need to watch to see how the Tax Court reacts to the removal of this test when deciding the date when 
cancellation of debt took place. 

SECTION: 6055 
IRS EXTENDS DUE DATES FOR PROVIDING FORMS 1095-B AND C FOR 2016, BUT NOT 
FOR FILING RETURNS WITH IRS 

Citation: Notice 2016-70, 11/18/16 

The IRS has announced an extension of the due date for providing Forms 1095-B and 1095-C to individuals in 
Notice 2016-70.  The Forms 1095-B and 1095-C are used to report to individuals whether they possessed 
minimum essential coverage (MEC) for the year and, for employees of applicable large employers, whether they 
had an offer of MEC that provided minimum value as well as information to determine that offered coverage was 
affordable.   

Individuals use that information to determine if they are subject to a shared responsibility payment for failure to 
have MEC for some or all of the year, as well as whether the individual qualifies for a tax credit that offsets a 
portion of the cost of any insurance they obtained from the applicable exchange. 

Under the law the notices needed to be given to employees and those with coverage by January 31, and 
transmitted to the IRS (with Forms 1094-B and 1094-C) by February 29 if filing paper forms (with a later due 
date of March 31 for those filing electronically). 

For the filings that were due in 2016, the IRS had pushed back the dates as follows: 

 Forms 1095-B and 1095-C to individuals – due by March 31, 2016 

 Forms 1094-B and 1094-C to the IRS 

o Paper filing – May 31, 2016 

o Electronic filing – June 30, 2016 

The IRS for returns due in 2016 has pushed back only the time for providing Forms 1095-B and 1095-C to 
individuals.  Those forms will now need to be provided to individuals by March 2, 2017 (30 days after the date 
provided for in the law).  The IRS will not, however, grant any 30-day extensions beyond that date—so, 
effectively, the agency has simply granted all entities providing those forms with the extension that they could 
have asked for. 

However, the IRS if no extension would be given for the time to provide the forms to the IRS this year.  The 
Forms 1094-B and 1094-C must be filed with the IRS by February 28, 2017 for those not filing electronically, or 
March 31, 2017 if filing the returns electronically. 

Recognizing that individuals were supposed to refer to these forms to prepare their own individual income tax 
returns, the IRS also offers individuals some relief under this notice. The late issuance could affect proper 
computation of the credit (or amount of prepayment to be repaid), as well as whether the individual owes a 
shared responsibility payment. 

Generally the IRS will allow individuals to use other information obtained to make a reasonable determination of 
the proper filing. 

The IRS provides the following for individuals: 

Because of the extension granted under this notice, some individual taxpayers may not receive a Form 
1095-B or Form 1095-C by the time they are ready to file their 2016 tax return. Taxpayers may rely on 
other information received from their employer or other coverage provider for purposes of filing their 
returns, including determining eligibility for the premium tax credit under section 36B and confirming that 
they had minimum essential coverage for purposes of sections 36B and 5000A. Taxpayers do not need 

https://www.irs.gov/pub/irs-drop/n-16-70.pdf
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to wait to receive Forms 1095-B and 1095-C before filing their returns. Individuals need not send the 
information relied upon to the Service when filing their returns but should keep it with their tax records. 

The IRS is also extending penalty relief for filers of Form 1094-B and 1094-C who make a good faith effort to 
comply but end up with erroneous or incomplete reporting.  The Notice provides: 

…[T]his notice extends transition relief from penalties under sections 6721 and 6722 to reporting entities 
that can show that they have made good-faith efforts to comply with the information-reporting 
requirements under sections 6055 and 6056 for 2016 (both for furnishing to individuals and for filing with 
the Service) for incorrect or incomplete information reported on the return or statement. This relief 
applies to missing and inaccurate taxpayer identification numbers and dates of birth, as well as other 
information required on the return or statement. No relief is provided in the case of reporting entities that 
do not make a good-faith effort to comply with the regulations or that fail to file an information return or 
furnish a statement by the due dates (as extended under the rules described above). In determining 
good faith, the Service will take into account whether an employer or other coverage provider made 
reasonable efforts to prepare for reporting the required information to the Service and furnishing it to 
employees and covered individuals, such as gathering and transmitting the necessary data to an agent 
to prepare the data for submission to the Service, or testing its ability to transmit information to the 
Service. In addition, the Service will take into account the extent to which the employer or other coverage 
provider is taking steps to ensure that it will be able to comply with the reporting requirements for 2017. 

SECTION: 6721 
ADDITIONAL PENALTY RELIEF GRANTED TO EDUCATIONAL INSTITUTIONS WHO 
CONTINUE TO REPORTS AMOUFNTS BILLED RATHER THAN PAID ON FORM 1098-T 

Citation: Announcement 2016-42, 11/17/16 

The IRS has granted educational institutions an additional one-year reprieve from penalties if they fail to provide 
information on the amounts actually paid to the institution for the year in question on Form 1098-T and rather 
provide information solely on the amounts billed to the student.  No penalties will be assessed against institutions 
that report tuition billed rather than tuition paid on Forms 1098-T for 2017 per Announcement 2016-42. 

Announcement 2016-17 originally provided a one year reprieve for 2016 Forms 1098-T from the law change 
enacted as part of the Protecting Americans from Tax Hikes Act of 2015. 

As part of a package of provisions meant to reign in unauthorized claims for the American Opportunity Tax Credit 
and Lifetime Learning Credit, the Congress removed the option for educational institutions to report the amounts 
billed for tuition to a student on Form 1098-T in lieu of reporting the amounts actually paid by the student during 
the year.  The credits in question are only available for amounts actually paid during the year in question, though 
not surprisingly many taxpayers simply used the amount on that form to claim the credit, even if the actual 
payment was made in a different year. 

The IRS justifies this additional extension of time by noting: 

Representatives of eligible educational institutions have informed the IRS that despite diligent efforts on 
the part of eligible educational institutions and their software providers, the changes to accounting 
systems, software, and business practices that eligible educational institutions must make to implement 
section 212 of PATH cannot be accomplished in time to apply these changes for calendar year 2017. 
To report the amount of payments received for calendar year 2017, eligible educational institutions must 
adopt a new payment application methodology beginning January 1, 2017. However, software vendors 
and service providers in this field do not yet have a solution in place implementing this new methodology. 

http://www.irs.gov/pub/irs-drop/a-16-42.pdf
https://www.irs.gov/pub/irs-drop/a-16-17.pdf
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For that reason, the IRS granted the following relief (which is a virtual copy/paste of the identical language found 
in Announcement 2016-17): 

In light of this, the IRS will extend the relief from penalties under sections 6721 and 6722, as described 
in Announcement 2016-17, to 2017 Forms 1098-T. Eligible educational institutions, therefore, will 
continue to have the option of reporting either the amount of payments of qualified tuition and related 
expenses received in Box 1 of Form 1098-T or the amount of qualified tuition and related expenses 
billed in Box 2 of Form 1098-T for the 2017 calendar year without being subject to penalties. Institutions 
should refer to the instructions for the 2017 Form 1098-T for further guidance for reporting these 
amounts. This penalty relief does not apply to any other failure subject to a penalty under section 6721 
or 6722. 

While the relief may make life easier for educational institutions, it will complicate matters for tax professionals 
who need to comply with the expanded due diligence rules under IRC §6695(g) that will impose a $500 penalty 
on preparers who fail to meet due diligence requirements documenting qualification for the American Opportunity 
Credit beginning with 2016 returns.  It will simply complicate the lives of taxpayers claiming the credit who face 
a potential two-year bar on claiming the credit if the American Opportunity Credit is improperly claimed (such as 
by using the billed rather than paid amount for tuition) on their tax return. 

The reporting only of amounts actually paid on Form 1098-T would have simplified the matter of confirming 
eligibility to claim the credit just as the due diligence penalty and two-year bar on claiming the credit rules 
expanded to cover this credit.  However now advisers will need to not only ask about payments (as they have in 
the past, being unable to rely on the Form 1098-T), but may need to obtain other evidence to meet this rule for 
2016 returns—and taxpayers who simply copy numbers form the Form 1098-T may find themselves at risk to 
losing the credit in the future. 
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