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2 Current Federal Tax Developments 

SECTION: 72 
TAX COURT REFUSES TO TAKE BIRTH CERTIFICATE PROVIDED 
BY TAXPAYER AS PROOF OF AGE WHEN TAXPAYER PROVIDED 
ISSUING AGENCY WITH DATE OF BIRTH 
Citation: Omoloh v. Commissioner, T.C. Summ. Op. 2017-64, 8/16/17 

Actress Helen Hayes is not often quoted in Tax Court proceedings, but this case the court referenced 
her statement that “age is not important unless you are a cheese” as an introduction to a case that 
dealt with a situation where age was important to more than cheese. The case of Omoloh v. 
Commissioner, T.C. Summ. Op. 2017-64. 

The issue in this case arose because Mr. Omoloh had taken a distribution from an individual 
retirement account. The question was whether Mr. Omoloh was over age 59 ½ and thus not subject 
to the 10 percent additional tax on premature distributions from his IRA.1 

Many documents showed Mr. Omoloh’s date of birth as Oct. 1, 1952, a date that would have put 
his age at less than 59 ½ for the year of the distribution (2010). In addition to his Texas driver’s 
license and certificate of nationalization, the Tax Court noted the following documents that also 
showed the 1952 date of birth. 

Other documents in the record that show his date of birth as October 1, 1952, include: (1) a 
Form IAP-66A, Certificate of Eligibility for Exchange Visitor (J-1) Status, certified by his 
sponsor on November 16, 1981; (2) a Form IAP-66A, certified by his sponsor on October 
12, 1982; (3) a Form IAP-66A, certified by his sponsor on June 22, 1984; (4) a Form IAP-
66A, certified by his sponsor on December 10, 1984; (5) a Form IAP-66A, certified by his 
sponsor on December 5, 1985; (6) a Form I-687, Application for Status as a Temporary 
Resident, dated May 4, 1988; (7) a Form I-688, Temporary Resident Card, issued on May 
5, 1988; (8) a resident alien card; (9) a Transcript of Academic Record from the University 
of Georgia, printed on June 15, 1988; (10) a Federal Bureau of Investigation fingerprint 
card, dated October 27, 1988; (11) a Form I-698, Application to Adjust Status From 
Temporary to Permanent Resident, dated July 21, 1990; (12) a Form I-697A, Change of 
Address Card for Legalization, dated May 21, 1991; (13) a Form N-400, Application for 
Naturalization, dated February 28, 1996; and (14) a petition for name change filed with the 
U.S. District Court, granted on April 8, 1997. 

Absent from that list is a birth certificate since, before this matter arose, Mr. Omoloh did not have 
one. But Mr. Omoloh obtained a birth certificate from authorities in Kenya before the trial, one that 
the IRS agreed was authentic that showed his date of birth as Oct. 1, 1960, a date that would mean 
he was over age 59 ½ for the year of the distribution. 

But the IRS had reason to question the date the Kenyan authorities had placed on the birth 
certificate issued to Mr. Omoloh. The problem was that Mr. Omoloh had provided the Kenyan 
authorities with his date of birth when he applied for the birth certificate rather than that date 
reflecting a date in the agency’s records. The Tax Court shared the IRS’s concerns. While the Court 

                                                 
1 IRC §72(t) 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=11370
http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=11370
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was “reluctant to make any finding regarding the date of birth of petitioner or his former spouse,” 
since the burden was on Mr. Omoloh to prove his age in order to avoid the additional tax, the Court 
held that the he had failed to show the IRS imposition of the tax was in error. 

SECTION: 162 
NO DEDUCTION FOR EMPLOYEE WHO FAILED TO SUBMIT 
EXPENSES FOR REIMBURSEMENT BY EMPLOYER 
Citation: Howard v. Commissioner, T.C. Summ. Op. 2017-65, 8/17/17 

Taxpayers who seek deductions for employee business expenses will find the deduction barred if the 
taxpayer cannot show that he/she was not entitled to reimbursement from his/her employer for the 
expenses shown on the Form 2106.  This was the issue that tripped up the taxpayer in the case of 
Howard v. Commissioner, T.C. Summ. Op. 2017-65. 

Employees are considered to be in a trade or business and thus are allowed a deduction for expenses 
incurred in pursuit of that trade or business if the expenses are “ordinary and necessary” expenses.2  
However, if the employer offers to reimburse the expenses (such as via an expense reimbursement 
policy), but the employee does not take the employer up on the offer no deduction is allowed.  The 
expense in that case would not be “necessary” as the taxpayer had a source of reimbursement. 

Mr. Howard had claimed a deduction on Schedule A for employee business expenses of amounts 
ranging from $9,065 to $17,185 for the three years before the Court.  The IRS claimed that such 
amounts were not deductible because they were reimbursable under his employer’s (CRA) 
reimbursement policy and Mr. Howard had simply failed to seek reimbursement. 

The Tax Court summarized the policy as follows: 

CRA’s travel reimbursement policy provided reimbursement to CRA employees for 
reasonable work-related expenses they incurred while traveling on its behalf, including 
expenses paid or incurred for air travel, personal vehicles, rental cars, hotels, and meals, 
among other things. In accordance with CRA’s travel reimbursement policy, petitioner was 
entitled to reimbursement for employment-related travel expenses upon the approval of the 
authorized “approver for each project”, the verification of receipts by the accounting 
department, and the submission of expense reports, which petitioner submitted as required. 

CRA also maintained a “Delegation of Authority/Purchasing Power” policy (purchasing 
power policy). CRA’s purchasing power policy defines “direct” expenses as those “related to 
billable client engagements” and defines “indirect” expenses as “non-billable costs that are 
typically associated with internal support departments, corporate functions, or practice 
areas”. Most notably, the policy sets forth “approval thresholds” for direct and indirect 
expenses, as follows: 

Approver Direct expenses Indirect expenses 
Project manager 0-$25,000 0-$10,000 
Officer in charge 25,001-50,000 10,001-25,000 

                                                 
2 IRC §162(a) 

http://www.ustaxcourt.gov/USTCInOP/OpinionViewer.aspx?ID=11373
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Practice head 50,001-100,000 25,001-50,000 
CEO, COO, or CFO > 100,000 > 50,000 

So now we turn to Mr. Howard’s expenses shown on Schedule A.  The Court notes that Mr. 
Howard claimed that he should be allowed a deduction because CRA did not reimburse him for the 
claimed expenses.  The IRS argued that even though CRA did not reimburse him, the taxpayer 
simply failed to file a claim for reimbursement of the expenses, although he had the right to do so 
under CRA’s reimbursement policy. 

Mr. Howard responded to the IRS’s argument that he could have been reimbursed as follows: 

Petitioner claims that CRA’s purchasing power policy provides further limitations on CRA’s 
general reimbursement policy and insists that he was not entitled to reimbursement for 
indirect expenses. He further argues that the unreimbursed employee business expenses on 
the Schedules A relate to indirect expenses incurred on behalf of CRA. 

The Court did not read the policy to apply as Mr. Howard claimed.  The opinion notes: 

After careful review of CRA’s reimbursement and purchasing power policies we find that the 
policies cover reimbursement for air travel, personal vehicles, rental cars, hotels, and meals, 
among other things. Because substantially all of petitioner’s unreimbursed employee business 
expenses appear to be covered by the reimbursement policy, petitioner must show that he 
sought, but was denied, reimbursement from CRA. See Orvis v. Commissioner, 788 F.2d 
1406, 1408 (9th Cir. 1986), aff’g T.C. Memo. 1984-533. In this regard, we have reviewed 
the travel reimbursement expense reports petitioner submitted to CRA. In accordance with 
CRA’s reimbursement policy, those reports show that the company reimbursed petitioner for 
the expenses included on the expense reports. If, as petitioner claims, CRA did not reimburse 
him for some of his CRA-related travel, CRA’s records strongly suggest that petitioner failed 
to seek reimbursement for those expenses. Accordingly, petitioner is not entitled to 
deductions for unreimbursed employee business expenses on his Schedules A for the years in 
issue. 

It may be the case that Mr. Howard is correct in his interpretation of the policy—but the only 
evidence he had to back up that view was his statement that this was the way CRA applied the 
policy.  Since the policy document itself did not clearly state that the purchasing power policy 
applied to reimbursements and that the expenses Mr. Howard did not submit for reimbursement 
were indirect expenses under that policy, he failed to meet his burden. 

As the Court noted, he could have submitted the expenses—having had them denied for 
reimbursement would have eliminated the issue the IRS prevailed upon.  That would present the 
most solid evidence of the limits of the reimbursement policy. 

Alternatively, he could have submitted additional information from his employer about how the 
policy was applied, although care must be taken to ensure that the party providing this “proof” is in 
a position of authority to rule on the issue and that any documentation is not simply being issued as 
a “favor” to the employee to help him/her prevail on the tax issue.  The IRS and court may want to 
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see evidence the company really did deny such claims when made by other employees and they have 
not actually reimbursed similar expenses when other employees submitted claims. 

SECTION: 170 
SPLIT FIFTH CIRCUIT PANEL FINDS A LIMITED ABILITY TO 
SUBSTITUTE LAND WAS NOT FATAL TO CONSERVATION 
EASEMENT DEDUCTION 
Citation: BC Ranch II, LP et al v. Commissioner, Case No. 16-60068 and 16-
60069, CA5, 8/11/17 

In a split decision, the Fifth Circuit Court of Appeals reversed and remanded the Tax Court’s 2015 
opinion in the case of BC Ranch II, LP et al v. Commissioner, Case No. 16-60068 and 16-60069. All 
the judges on the panel agreed that the Tax Court had erred in deciding that the entire amount paid 
by limited partners for their interests represented disguised sales and in deciding that a valuation 
penalty applied. But the panel split on a key question of whether the partnership had complied with 
the requirements to obtain a charitable contribution for the donation of a conservation easement, 
with a majority finding the Tax Court had erred in determining the contribution did not qualify for 
a deduction. 

The Tax Court had found that the arrangement in question did not grant the conservation easement 
in perpetuity, while two of the three judges on the panel found that it did. The arrangement is 
described as follows in the Fifth Circuit opinion: 

BCR I donated a conservation easement to NALT on December 29, 2005. BCR II donated 
a conservation easement to NALT on September 14, 2007. Both easements contained 
substantially identical terms. They protected and preserved (1) the habitat for the gold-
cheeked warblers and other birds and game, (2) watershed, (3) scenic vistas, and (4) mature 
forest. The easements “voluntarily, unconditionally, and absolutely” granted NALT, its 
successors and assigns, “perpetual easement[s] in gross” over the conservation areas, 
subjecting the property to a series of “covenants and restrictions in perpetuity” that prohibit 
most residential, commercial, industrial, and agricultural uses. The easements reserved 
narrow rights to the grantors that NALT and the BCR Partnerships agreed “could be 
conducted . . . without having an adverse effect on the protected Conservation Purpose.” 

The easements could be amended only with NALT’s consent and then only to modify the 
boundaries of the homesite parcels, but not to increase their areas above five acres. NALT 
continues to monitor the conservation area and has repeatedly found it to be in good 
condition and in compliance with the terms of the easements. 

The question was whether the reservation of the right to request a modification of the arrangement 
that would allow for changing the boundaries of the homesite parcels, effectively removing some of 
the previously protected land and substituting other land for that lost acreage, amounted to a failure 
to grant the easement in perpetuity. 

The Tax Court found that this situation was like that found in the case of Belk v. Commissioner, 140 
TC 1, a ruling that was affirmed on appeal by the Fourth Circuit Court of appeals. Certainly, at first 

http://www.ca5.uscourts.gov/opinions/pub/16/16-60068-CV0.pdf
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glance it appears similar, as Belk involved a grant where the right was reserved to substitute other 
land for the land initially granted. 

But the majority argued that this case was different, ruling: 

The easements at issue in this case differ markedly from the easement in Belk. Among other 
distinctions, the instant easements allow only the homesite parcels’ boundaries to be changed 
and then only (1) within the tracts that are subject to the easements and (2) without 
increasing the acreage of the homesite parcel in question. They do not allow any change in 
the exterior boundaries of the easements or in their acreages. Thus, neither the exterior 
boundaries nor the total acreage of the instant easements will ever change: Only the lot lines 
of one or more the five-acre homesite parcels are potentially subject to change and then only 
(1) within the easements and (2) with NALT’s consent. 

Unlike here, the easement in Belk could be moved, lock, stock, and barrel, to a tract or tracts 
of land entirely different and remote from the property originally covered by that easement. 
The court in Belk reasoned that, because the donor of the easement could develop the same 
land that it had promised to protect, simply by lifting the easement and moving it elsewhere, 
it was not granted in perpetuity. The Belk court also reasoned that such parcel-swapping 
could undermine the “qualified appraisal of [the] property.” 

Those concerns are not present here. Only discrete five-acre residential parcels, entirely 
within the exterior boundaries of the easement property, could be moved — for example, to 
account for locations subsequently chosen as nesting sites by the warblers. Even the 
Commissioner’s own expert confirmed that the unencumbered homesite parcels have 
roughly the same per-acre value as the rest of the ranch which is encumbered by the 
easements. Thus, changing the boundaries of some of the homesite parcels would not return 
any value to the easement donors. 

However, the dissenting opinion found that this case was not distinguishable from Belk and that the 
charitable deduction therefore was properly disallowed by the Tax Court. That opinion reasoned: 

Respectfully, I find the attempted distinction unpersuasive. As the majority opinion correctly 
notes, “[t]he court in Belk reasoned that, because the donor of the easement could develop 
the same land that it had promised to protect, simply by lifting the easement and moving it 
elsewhere, it was not granted in perpetuity.” Op. at 9–10. The majority opinion states that 
the same concern is not implicated in the present case because “[o]nly discrete five-acre 
residential parcels, entirely within the exterior boundaries of the easement property, could be 
moved.” Id. at 9–10. I do not see how this distinction obviates the concern expressed by the 
Belk court: using the modification provision, the BCR Partnerships can lift the easement and 
swap the previously unprotected five-acre homesites for initially protected land, thereby 
converting conservation habitat into residential development. 

So where does this decision leave us?  At most this decision suggests that if a possibility of 
substitution exists in the easement granted, it will be a factual determination of whether it “goes too 
far” (and thus gets disallowed under the Belk analysis) or is sufficiently restricted to not disqualify the 
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contribution. Given it is a split decision where the majority took pains to distinguish the case from 
Belk rather than take the position that Belk was improperly decided, there is more than a slight risk 
that other circuits may not be easily taken down the path of allowing the deduction regardless of the 
facts in a case like this. 

From a practical standpoint, having a substitution provision in an easement likely puts the charitable 
contribution deduction at considerable risk of disallowance, so taxpayers should be advised of the 
high-risk nature of placing such a provision in an easement for which they are seeking a charitable 
contribution deduction. 

SECTION: 1031 
BENEFITS AND BURDENS TEST DOES NOT APPLY IN CASE OF 
REVERSE §1031 EXCHANGE, BUT IRS ANNOUNCES WILL NOT 
ACQUIESCE 
Citation: Estate of George H. Bartell Jr. et al. v. Commissioner, 147 TC No. 5 
, 8/10/16, AOD 2017-006, 8/14/17 

The IRS has announced that it will not acquiesce with regard to a Tax Court decision that dealt with 
reverse like-kind exchanges under Section 1031 in Action on Decision AOD 2017-06. 

Since its original enactment, the like kind exchange provisions IRC §1031 has been allowed to apply 
to transactions for which there is not a direct exchange between parties of property.   Initially such 
transactions were expanded, first by judicial holdings and then explicitly by Congress [IRC 
§1031(a)(3)] to include deferred “forward” exchanges where the taxpayer does not simultaneously 
receive the replacement property from the party that acquires the relinquished property, but rather, 
with the use a qualified intermediary, acquires property from another party with the proceeds of the 
sale. 

Later case law allowed for reverse deferred exchanges (referred to as reverse Starker exchanges in 
reference to a major Ninth Circuit case on the original forward exchanges) where the replacement 
property is acquired first and then the relinquished property is later sold. 

While we have law and regulations implementing forward exchanges, there was nothing equivalent 
for reverse exchanges—they were judged on a facts and circumstances basis.  In 2000 the IRS finally 
issued safe harbor guidance for reverse exchanges in Revenue Procedure 2000-37. That imposed 
certain requirements to obtain safe harbor treatment for a reverse exchange that were similar to those 
imposed on a forward exchange.   

However this is merely a safe harbor and, as the IRS noted in the Revenue Procedure: 

…[T]he Service recognizes that “parking” transactions can be accomplished outside of the 
safe harbor provided in this revenue procedure. Accordingly, no inference is intended with 
respect to the federal income tax treatment of “parking” transactions that do not satisfy the 
terms of the safe harbor provided in this revenue procedure, whether entered into prior to or 
after the effective date of this revenue procedure. 
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In the case of Estate of George H. Bartell Jr. et al. v. Commissioner, 147 TC No. 5 the Tax Court was 
asked to look at a reverse exchange case that did not meet the safe harbor tests in Revenue Procedure 
2000-37 and which the IRS was arguing failed to qualify for §1031 deferral.3 

In this case the taxpayer had entered into an agreement to acquire property in Lynnwood in 2000, 
with title held by the facilitator under an agreement that would allow the taxpayer to manage 
construction on the property and lease the property once construction was finished in order to 
operate a drug store in the property.  The taxpayer intended from the outside to enter into a §1031 
exchange transaction. Due to various developments, the sale of the relinquished property did not 
close until December of 2001, well outside the time frame allowed in the safe harbor under Revenue 
Procedure 2000-37 and the identical time periods for a forward exchange.  In the interim, 
construction had been completed and Bartell Drug had begun operating its drug store in the 
Lynnwood location. 

The key question before the Court was whether the S corporation which reported the exchanges had 
actually been the true owner of the replacement property prior to the sale of the relinquished 
property.  If the corporation (Bartell Drug Co.) was actually the owner of the replacement property 
prior to sale of the relinquished property it would be exchanging property with itself—not a 
transaction that would qualify for §1031 gain deferral.   

The IRS argued that a “benefits and burdens” test, used often in many contexts under the IRC, 
should determine if Bartell Drug was the true owner of the property.  The IRS notes: 

…Bartell Drug already owned the Lynnwood property at the time of the disputed exchange 
because Bartell Drug—not EPC Two—had all the benefits and burdens of ownership of the 
property; namely, the capacity to benefit from any appreciation in the property's value, the 
risk of loss from any diminution in its value, and the other burdens of ownership such as 
taxes and liabilities arising from the property. By contrast, respondent contends, EPC Two 
did not possess any of the benefits and burdens of ownership of the property; it had no 
equity interest in the property, it had made no economic outlay to acquire it, it was not at 
risk with respect to the property because all the financing was nonrecourse as to it, it paid no 
real estate taxes, and the construction of improvements on the property was financed and 
directed by Bartell Drug. Moreover, respondent contends, Bartell Drug had possession and 
control of the property during the entire period EPC Two held title, first by virtue of the 
REAECA provisions giving it control over the construction of site improvements and then 
possession through a lease that EPC Two was obligated under the REAECA to extend to it, 
for rent equal to the debt service on the KeyBank loan plus EPC Two's fee for holding title. 

                                                 
3 The transaction actually began before the publication of Revenue Procedure 2000-37, so that procedure would not 
apply by its own terms.  But the transaction was “out of compliance” with its standards so its availability would not 
appear to have had any impact on this case—thus the case should still be relevant to transactions taking place today that 
simply don’t meet the requirements. 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=10868http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=10868
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In fact, the position that Bartell was in would generally have met the “benefits and burdens” test in 
other contexts—but the taxpayer argued that the “benefits and burden” test is not relevant in the 
context of a reverse §1031 exchange. 

Petitioners point out, however, that both this Court and the Court of Appeals for the Ninth 
Circuit, to which an appeal in this case would ordinarily lie, see sec. 7482(b), have expressly 
rejected the proposition that a person who takes title to the replacement property for the 
purpose of effecting a section 1031 exchange must assume the benefits and burdens of 
ownership in that property to satisfy the exchange requirement. As the Court of Appeals for 
the Ninth Circuit pointed out in Alderson v. Commissioner, 317 F.2d at 795: 

[O]ne 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, all as a part of the same 
transaction with no resulting gain which is recognizable under Section 1002 of the 
Internal Revenue Code of 1954. 

As the Court continues: 

When the third-party exchange facilitator has been contractually excluded from beneficial 
ownership pursuant to the agreement under which he holds title to the replacement property 
for the taxpayer, that beneficial ownership necessarily resides with the taxpayer once title has 
been obtained from the seller of the replacement property. And yet the third-party exchange 
facilitator, rather than the taxpayer, has been treated as the owner of the replacement 
property at the time of the exchange in the cases cited above. Otherwise, a disqualifying self-
exchange could be said to have occurred. 

The opinion goes on to note that this is one of those rare cases in the IRC where form controls over 
substance—that is, in a traditional forward exchange there’s not any real economically substantial 
difference between the exchange with a facilitator and the sale of property by the taxpayer who then 
takes the proceeds and a few days later buys replacement property.  But the tax difference is 
significant, all because of the form of the transaction. 

The Court goes on to note that the Courts have granted great latitude to taxpayers in having 
transactions qualify for like kind treatment.   

The IRS argued that the Tax Court had, in fact, endorsed the “benefits and burdens” test for reverse 
exchanges in the case of DeCleene v. Commissioner, 115 T.C. No. 34 when it found the transaction 
in question failed to qualify.  But the Tax Court distinguished that case, holding the facts there were 
unique: 

Given the DeCleene Opinion's explicit and repeated emphasis upon the taxpayer's failure to 
use a third-party exchange facilitator, it must be said that DeCleene did not address the 
circumstances where a third-party exchange facilitator is used from the outset in a reverse 
exchange. Moreover, the taxpayer in DeCleene had acquired the purported replacement 
property outright, and held title to it directly without any title-holding intermediary, for 
more than a year before transferring title to WLC. This feature also distinguishes DeCleene 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=3962
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from the myriad of cases where taxpayers seeking section 1031 treatment were careful to 
interpose a title-holding intermediary between themselves and outright ownership of the 
replacement property. In sum, DeCleene does not dictate a result for respondent here. 

The Tax Court then goes on to note: 

Alderson and Biggs establish that where a section 1031 exchange is contemplated from the 
outset and a third-party exchange facilitator, rather than the taxpayer, takes title to the 
replacement property before the exchange, the exchange facilitator need not assume the 
benefits and burdens of ownership of the replacement property in order to be treated as its 
owner for section 1031 purposes before the exchange. 

The Court also rejected the IRS’s objection that those cases shouldn’t apply because they involved 
forward exchanges and this is a reverse exchange.  The Court pointed out that by the IRS’s own 
definition the transaction in Biggs was a reverse exchange, even if had features that lead some to refer 
to as a forward exchange case.  In any event, the Court noted that the specific question before the 
court (ownership of property) has application to forward exchanges, stating: 

…[E]ven forward exchange cases, including Alderson and those that permit “great latitude” 
to taxpayers in structuring section 1031 transactions, Starker, 602 F.2d at 1353 n.10, analyze 
the relationship to the replacement property of the taxpayer versus the third-party exchange 
facilitator, and treat the latter as the owner before the exchange, typically notwithstanding 
the utterly “transitory”, Barker v. Commissioner, 74 T.C. at 565, and nominal nature of that 
ownership. In our view, this analysis of the relationship of the taxpayer to the replacement 
property, as compared to an exchange facilitator holding bare legal title, is equally applicable 
in a reverse exchange, as the holding in Biggs confirms. See also DeGroot v. Exchanged Titles 
(In re Exchanged Titles, Inc.), 159 B.R. 303 (Bankr. C.D. Cal. 1993) (“[T]he transfer of legal 
title is sufficient to effectuate a reverse I.R.C. § 1031 exchange involving an 
accommodator[.]”). 

The Court found that the analysis applied even though the accommodator was obligated to and did 
lease the property to Bartell Drug and that the time span in question was significantly longer than 
the time periods in the cases cited above. 

The Court notes: 

Given the inapplicability of Rev. Proc. 2000-37, supra, to the transaction at issue, the 
caselaw provides no specific limit on the period in which a third-party exchange facilitator 
may hold title to the replacement property before the titles to the relinquished and 
replacement properties are transferred in a reverse exchange. We express no opinion with 
respect to the applicability of section 1031 to a reverse exchange transaction that extends 
beyond the period at issue in these cases. In view of the finite periods in which the exchange 
facilitator in these cases could have held, and in fact did hold, title to the replacement 
property, we are satisfied that the transaction qualifies for section 1031 treatment under 
existing caselaw principles. 
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Although the Court notes that it is limiting the application of this holding to the facts before it here, 
the Revenue Procedure in question is merely a safe harbor and, in its text, grants that structures 
other than those found in the safe harbor may qualify for deferral in a reverse exchange context. 

Advisers still should likely advise taxpayers that, if at all possible, a reverse exchange should be 
structured to comply with the requirements of the Revenue Procedure to avoid any question 
regarding the status of the gain.  But if things don’t go quite as expected and the transaction no 
longer fits within the requirements for the safe harbor this case raises the possibility that a gain 
deferral may still be possible—but the taxpayer needs to be aware that the IRS may very well 
challenge that treatment.  

SECTION: 1211 
EMPLOYEE COULD NOT DEDUCT COMMISSIONS PAID ON SAME 
DAY SALE FROM STOCK OPTION EXERCISE AS ORDINARY LOSS 
Citation: Hann v. United States, Court of Federal Claims Case No. 15-20T, 
8/16/17 

In the case of Hann v. United States, Court of Federal Claims Case No. 15-20T, the taxpayer in 
question was seeking to claim an ordinary loss from a  portion of the underwriting commissions paid 
when he elected to participate an initial public offering (IPO) of his employer’s stock.   

Under the terms of participation, Mr. Hann had to agree to dispose of the same proportion of all 
stock and stock rights he held as the primary shareholders were selling, which required him to 
exercise his vested and exercisable stock options to comply with that requirement if he wanted to 
participate.   

When an employee is granted stock options by an employer as part of his/her employment, there is 
no current tax on the value of the option if the option has no readily determinable fair market 
value.4  Rather, in that case, the excess of the fair value of the stock at the time of exercise over the 
exercise price paid by the employee is taxable to the employee at the time of exercise as ordinary 
income.5  That income in reported by the employer on the employee’s Form W-2 for the year of 
exercise. 

When the stock is sold, any amounts paid to effect that sale are treated as a cost of sale, with 
commissions being a clear example of an expense that was paid to enable a sale to take place.  Thus, 
if an employee who exercises a stock option instantly sells the option at the same value that was used 
to value the stock in computing the ordinary income component, the employee will end up with a 
short-term capital loss that would be equal to the commissions and any other costs of sale that were 
also incurred.   

The sale and loss end up flowing through Schedule D.  If the taxpayer has no capital gains, and the 
loss exceeds $3,000, only $3,000 of that loss may be deducted in the current year.6   

                                                 
4 IRC §83(e)(3) 
5 IRC §83(a)(1), Reg. §1.83-7(a) 
6 IRC §1211(b) 

https://ecf.cofc.uscourts.gov/cgi-bin/show_public_doc?2015cv0020-42-0
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In many cases employees exercising such options do so via a “cashless” exercise.  In that situation, the 
strike price is paid for by having a sufficient number of shares sold to pay the exercise price.  Since 
the wages are subject to withholding, it’s also likely going to be required to sell shares to pay the 
withholding tax.  As well, in a large percentage of these cases all remaining shares are also sold 
immediately. 

In such a case where a significant portion of the costs of sale are not deductible in the current year, 
an employee faces paying tax on an amount that is far in excess of what he/she received as cash from 
the exercise.  It was just such an “unfair” result that brought Mr. Hann’s case before the court to 
challenge the IRS. 

Mr. Hann had several different theories to attempt to justify his ability to claim, either directly or via 
a reduction in wages indirectly, that he should be able to claim an ordinary deduction for the 
commissions he paid on the transactions that were a same day sale of his stock options.  Sadly for 
Mr. Hann, the court did not accept any of his theories. 

Mr. Hann argued that, under the agreement to participate in the IPO, he had no option but to 
exercise all the outstanding options and then immediately sell a fixed proportion of those on the 
market.  He argued that this was a single transaction, and to tax it as if there were two separate 
transactions is not appropriate under the law.  Since never actually received the stock, nor did he 
have an option to do so, the commissions never actually represented income to him. 

One problem with Mr. Hann’s argument was that it was only because he wanted to participate in 
the IPO that he had this “single transaction.”  Nothing prevented him from simply exercising the 
shares and continuing to hold the—but if he did so, the “lock up” requirements of the IPO would 
not allow him to sell those shares for another 180 days. 

The Court noted: 

While Mr. Hann’s participation in the IPO did not entitle him to retain common stock 
upon exercising his options, in order to participate in the IPO, Mr. Hann needed to acquire 
Wesco shares via his options and then immediately resell the shares to the Underwriters. 
Holland Dep. 12-13, 15-17. Mr. Hann held legal — if not physical — ownership of the 
shares when his Attorneys exercised the options on his behalf. Id. at 19, 29-30. Only after 
Mr. Hann gained legal ownership of the shares could his Attorneys sell those shares to the 
IPO Underwriters. The short duration of Mr. Hann’s legal ownership of the Wesco shares 
did not alter the tax consequences of his ownership and sale of the stock. The acquisition of 
Wesco stock pursuant to his stock options followed by the immediate resale of the Wesco 
stock to the Underwriters was necessarily a two-step transaction. That Wesco agreed to 
accept payment of the exercise price directly from the Underwriters does not change the 
taxable steps taken by Mr. Hann. 

In a similar vein, Mr. Hann argued that because he could not have exercised the options at that 
point without paying the commissions, the commissions were either an “amount paid” to exercise 
the option under IRC §83 (that is, effectively part of the exercise price) or be capitalized in the basis 
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of the shares received under IRC §1012 (as an acquisition cost).  In either case, Mr. Hann argued 
this should reduce the ordinary income that Mr. Hann recognized upon the receipt of the shares. 

The Court also rejected this view.  As the opinion notes: 

Plaintiffs’ theory fails because payment of the Underwriters’ commission was not required for 
Mr. Hann to exercise his options, but was compensation to the Underwriters for valuing and 
establishing a public market for Wesco stock for the IPO. Contrary to Plaintiffs’ assertions, 
Mr. Hann could have exercised the options without paying the Underwriters’ commission, 
as restricted by the lock-up agreement. IPO participation was separate and distinct from Mr. 
Hann’s ability to exercise his options. Rather than effect a cashless exercise, Mr. Hann was 
entitled to exercise the options, pay the exercise price, and retain ownership of the option 
shares in Wesco. See Wesco Dep. at 22; Holland Dep. 15. Mr. Hann could have waited 
until the expiration of the lock-up period to sell his Wesco shares so acquired. Joint Stip. 15. 
Paying the Underwriters’ commission was only a condition precedent to Mr. Hann’s 
participating in the IPO, it was not a condition precedent to his exercising the options. 

Another ordinary deduction allowed to taxpayer would be any trade or business expense under IRC 
§162.  This would not likely be the optimal way for Mr. Hann to obtain a deduction in this case 
since such deductions, incurred as an employee (which he was) is subject to the 2% of adjusted gross 
income “haircut”7 and the item would not be deductible in computing the alternative minimum 
tax.8  But that could still be better than only getting a $3,000 deduction, so Mr. Hann argued that a 
deduction for a business expense should be allowed. 

While the Court acknowledged that Mr. Hann was in the business of being an employee for the 
company in question it noted: 

An individual who is both an employee and shareholder must acknowledge that dual status 
and separately determine the tax consequences of each activity. See United States v. Generes, 
405 U.S. 93, 100 (1972)(a “taxpayer’s dual status relative to the corporation . . . [as] both a 
shareholder and an employee . . . occasion different tax consequences.”). Expenses associated 
with one’s trade or business as a corporate executive are deductible as a trade or business 
expense. But expenses incurred in one’s capacity as a shareholder, where profit comes from 
appreciation in the value of business and distributed earnings, must be allocated to one’s 
capital interest in the corporation. 

The Court applied this rule and found: 

Because Mr. Hann was not in the trade or business of selling securities, Plaintiffs cannot 
deduct as a trade or business expense commissions paid to sell securities. Instead, the 
expenses Mr. Hann incurred selling his capital interest in Wesco may offset the amount 
Plaintiffs realized in the transaction. Spreckles, 315 U.S. at 630. 

                                                 
7 IRC §67(a) 
8 IRC §56(b)(1)(A)(i) 
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So, Mr. Hann went for one final argument—that the substance of the transaction was that he was 
paid an amount that did not include the commission, even if the form was two separate transactions 
(an exercise of the option followed by the sale of the resulting stock).  Mr. Hann argued that, 
because of this, the doctrine of substance over form required the Court to only tax him on the net 
proceeds rather than separately recognize the two transactions. 

However, Mr. Hann is fighting against the current in this case—it is very difficult for a party to the 
transaction to succeed in a substance over form argument.  Presumably Mr. Hann was (or should 
have been) aware of the form of the transaction when he agreed to enter into it.  Only in rare cases 
does the Court allow a party to the transaction to overcome the form to get a better result by looking 
at the substance—and this was not one of those cases. 

The opinion concludes: 

Plaintiffs make a purported “substance over form” argument, positing that the “true 
economics of the transaction” should be reflected in the tax result, allowing them to offset 
their ordinary income. Plaintiffs argue that “[t]he income generated to the [P]laintiffs is 
ordinary income and there is no situation in which the exercise of these options could be 
treated as a capital gain[,] therefore the expenses required to generate this ordinary income 
should be ordinary in nature as well.” Pls.’ Mot. 5. Plaintiffs’ focus on the ordinary income 
generated by the option exercises ignores the second transaction and the economic reality 
that Mr. Hann sold his Wesco shares and opted to participate in the IPO. The IPO 
participants including Mr. Hann paid the Underwriters’ commission in order to sell their 
shares to the Underwriters, not in order to exercise their options. In short, the true 
economics of the transaction reflected are in the tax result Plaintiffs received. 

SECTION: 6721 
FINAL ADDITIONAL PENALTY RELIEF GRANTED TO 
EDUCATIONAL INSTITUTIONS WHO CONTINUE TO REPORTS 
AMOUNTS BILLED RATHER THAN PAID ON FORM 1098-T 
Citation: Announcement 2016-42, 11/17/16 

The IRS granted educational institutions an additional one-year reprieve from penalties if they fail to 
provide information on the amounts 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.  

But Tax Analysts reported in an article dated Aug. 15, 2017 that the National Association of College 
and University Officers (NACUBO) had been told by IRS officials that the agency will not grant 
any additional time to the educational institutions to comply with the reporting requirement added 
by 2015’s Protecting Americans from Tax Hikes Act (PATH).9 

9 Fred Stokeld, “IRS Won’t Extend Transition Relief on Tuition Reporting Change”, Tax Notes Today, 2017 TNT 156-
5, August 15, 2017 

http://www.irs.gov/pub/irs-drop/a-16-42.pdf
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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 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. 

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 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 

https://www.irs.gov/pub/irs-drop/a-16-17.pdf
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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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