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	 It	is	hard	to	believe	
that	my	term	as	Chair	of	
the	Tax	Section	 is	more	
than	half	way	over;	three	
meetings	down	and	one	
to	 go.	 	 I	 want	 to	 thank	
everybody	who	has	made	
this	privilege	an	 incred-
ible	experience.		Since	my	

last	 Chair’s	 message,	 we	 have	 had	 two	
great	meetings,	and	some	specific	acknowl-
edgements	are	in	order.
	 Thanks	to	my	good	friends	Lauren	Det-
zel	and	Don	Tescher	 for	putting	together	
perhaps	the	greatest	estate	planning	semi-
nar	of	all	time.		Lauren	and	Don	were	able	

to	assemble	an	all	star	line-up	of	nationally	
known	attorneys	Jonathan	Blattmachr,	
Stacy	Eastland,	John	Porter,	Ron	Aucutt,	
Larry	 Katzenstein,	 Mary	Ann	 Mancini	
and	Dick	Nenno,	all	on	the	same	stage	on	
one	day!		The	event	only	got	better	when	
day	 turned	 to	night	and	we	honored	all	
the	past	Tax	Section	Chairs	and	Gerald	T.	
Hart	Outstanding	Tax	Attorney	of	the	Year	
award	recipients.		It	was	quite	a	special	site	
to	see	all	of	those	incredibly	accomplished	
tax	attorneys	together	on	stage;	I	feel	privi-
leged	to	have	been	on	stage	with	them.		A	
special	thanks	to	Mike	Minton	who	chaired	
the	event.		It	was	great	to	see	the	faces	of	

Save the 
Date!

tax Section 
31st annual 
Meeting

april 24-25 2009
Boca Raton Resort

* * *
See page 20 for a 
schedule of other 
important Section 

Meeting & CLE Dates!

Chair’s Message
By David Pratt, Esq., Proskauer Rose, LLP, Boca Raton, FL

See “Tax Tips” page 6

IN THIS ISSUE:

Chair Elect’s Message ....... 3

2007-2008 S Corporation 
Update ............................... 4

Tax Section Fellowship 
Program ........................... 12

Scorecard for Innocent 
Spouse Relief .................. 13

Annual Section Budget .... 15

Final Section Budget ....... 16

The Reverse Freeze: 
Disposing of a Preferred 
Partnership Interest and 
Retaining the Common 
Partnership Interest ......... 17

	 Unfortunately,	 there	are	 still	 lawyers	
harboring	the	misguided	belief	that	basic,	
family	law-related	tax	knowledge	is	either	
not	needed	in	their	practices,	or	even	if	the	
knowledge	would	be	helpful,	that	it	would	
be	too	difficult	or	time-consuming	to	obtain.		
These	lawyers	are	rolling	the	dice	with	re-
gard	to	their	professional	futures.		Like	it	or	
not,	clients	depend	on	their	lawyer	almost	
exclusively	for	both	legal	and	tax	advice.		A	
lack	of	 family	 law-related	 tax	knowledge	
could	not	only	be	devastating	to	the	client,	
but	could	also	expose	the	lawyer	to	malprac-
tice	claims.		While	acquiring	knowledge	of	
tax	planning	applicable	to	basic	family	law	
issues	can	be	challenging,	it	is	essential	to	
even	the	occasional	practice	of	family	law.		
To	be	sure,	few	areas	of	the	law	are	as	com-
plicated	as	 tax	 law,	but	 the	basic	 tax	 law	

Top Ten Family Law Tax Tips 
Every Smart Lawyer Should Know
By George Harth, Esq., LLM, Gainesville, FL

necessary	for	common	family	law	issues	can	
and	should	be	mastered	by	every	lawyer.		
	 The	purpose	of	 this	article	 is	 to	dem-
onstrate	the	concrete	benefits	of	blending	
elements	of	 tax	planning	 into	 family	 law.		
This	blending	will	be	helped	by	the	reality	
that,	when	you	get	right	down	to	it,	there	
are	 few	real	differences	between	tax	 law	
concepts	and	the	economic	aspects	of	fam-
ily	law.	Practitioners	in	both	disciplines	are	
concerned	with	splitting	assets	and	income	
streams.		In	addition,	both	types	of	practi-
tioners	are	using	all	of	 their	professional	
skills	to	make	sure	that	their	clients	keep	
as	large	a	share	of	assets	and	income	as	pos-
sible.		This	article	hopes	to	give	lawyers	a	
few	more	arrows	to	add	to	their	professional	
quivers.
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so	many	tax	lawyers	when	they	reunited	with	other	tax	
lawyers	with	whom	they	shared	good	times	at	other	Tax	
Section	events	over	the	last	few	decades.
	 I	also	want	to	thank	all	the	sponsors.		We	very	often	
take	for	granted	that	we	enjoy	the	fine	food	and	wine,	
and	special	events	at	Tax	Section	meetings.		We	are	very	
fortunate	to	have	such	terrific	sponsors	that	continue	to	
support	us.		I	encourage	everybody	to	get	to	know	our	
sponsors.		Not	only	are	they	outstanding	individuals,	but	
they	are	at	the	top	of	their	game	in	their	specific	indus-
tries.		Whether	it	is	an	appraisal	firm,	trust	company	or	
insurance	agent,	they	are	the	consummate	profession-
als	and	I	know	you	will	benefit	from	establishing	and	
maintaining	professional	relationships	and	friendships	
with	them.
	 Speaking	 of	 sponsors,	 Bruce	 Udell’s	 firm,	 Udell	
Associates,	went	above	and	beyond	 for	 the	Directors’	
meeting	in	New	York	City	in	January.		The	night	before	
the	meeting,	Bruce	took	the	Directors	and	their	guests	
to	Carmines,	a	great	family	style	Italian	restaurant	in	
the	theatre	district,	and	then	took	the	group	to	see	the	
Broadway	Show	The	Little	Mermaid,	which	 included	
a	question	and	answer	session	with	some	of	 the	cast	
members.		Thanks	again	Bruce.		And	immediately	after	
the	meeting,	MPI	was	extremely	gracious	by	sponsoring	
a	Dim	Sum	lunch	in	the	city.		Thank	you	Roy	Meyers.
	 Consistent	with	this	year’s	theme	of	attracting	young-
er	tax	lawyers	to	Tax	Section	meetings,	I	am	pleased	to	
announce	that	since	my	last	message,	we	have	rolled	
out	the	Fellowship	program.		There	is	a	letter	in	this	
Bulletin	which	discusses	the	Fellowship	program.		This	
is	a	great	opportunity	for	younger	tax	lawyers	to	fast	
track	 into	Tax	Section	 involvement.	 	 If	you	have	any	
questions	about	the	program,	please	contact	me	or	Steve	
Hadjilogiou.		
	 Switching	gears	 from	all	 the	great	 things	that	 the	
Tax	Section	has	to	offer,	over	the	last	several	months,	as	
we	have	watched	the	economy	go	from	bleak	to	bleaker,	
I	have	spent	a	significant	amount	of	time	reflecting	on	
my	choice	of	profession.	 	Unfortunately,	we	all	have	
friends,	family	members	and	colleagues	who	have	been	
adversely	affected	by	our	poor	economy.		People	have	lost	
their	jobs,	have	had	to	take	pay	cuts	and	their	portfolios	
have	dramatically	shrunk.		And	these	are	the	people	who	
were	not	caught	in	the	Madoff	fiasco.		As	a	tax	lawyer,	
in	general,	there	always	seems	to	be	some	work	to	do.		
While	our	profession	 is	surely	not	recession	proof,	 it	
seems	that	we	may	be	a	bit	more	fortunate	than	those	
in	other	professions.	 	Yes,	 there	are	 tax	 lawyers	who	
have	lost	their	jobs	and	who	may	not	be	as	busy	as	in	
prior	times,	and	there	are	a	lot	of	first	year	tax	lawyers	
who	are	still	looking	for	jobs.		By	and	large,	however,	it	
is	a	relatively	secure	profession,	and	I	am	grateful	that	
I	have	had	the	opportunity	to	be	a	tax	lawyer.

CHaIR’S MESSaGE
from page 1

	 I	hope	that	during	these	times	that	the	“seasoned”	
tax	lawyers	will	reach	out	a	bit	more	to	those	new	tax	
lawyers	and	give	them	any	advice	they	may	seek.		And	
for	the	new	tax	lawyer	who	may	be	reading	this	mes-
sage,	the	Tax	Section	is	perhaps	the	best	place	for	you	
to	network	and	meet	the	most	esteemed	tax	lawyers	in	
the	State	of	Florida.		I	invite	you	to	our	meetings	and	
encourage	you	to	get	to	know	us	and	participate;	it	will	
be	a	decision	you	will	not	regret.		You	never	know;	you	
may	even	meet	your	next	employer!
	 I	look	forward	to	seeing	all	of	you	at	our	Annual	Meet-
ing	on	April	24th	and	25th.		Jo	Ann	Engelhardt,	Elaine	
Bucher	and	Mark	Brown	have	been	working	hard	to	
rival	Don	and	Lauren’s	estate	planning	seminar.		They	
also	have	assembled	an	all-star	lineup	–	Steve	Akers,	
Diana	Zeydel,	Dennis	Belcher,	Mike	Simon,	Bruce	Stone,	
Jo	Ann	Engelhardt,	and	our	own	Don	Tescher	and	Lau-
ren	Detzel.		After	the	seminar,	we	will	cruise	the	intra-
coastal	on	a	yacht	while	we	listen	to	Nick	Lioce’s	band	
Nicaragua	and	the	Contra	Band.	After	our	meetings	
on	Saturday,	we	will	honor	this	year’s	Gerald	T.	Hart	
Outstanding	Tax	Attorney	of	the	Year,	Marvin	Gutter.		
Congratulations	Marvin	–	you	are	the	best!

See	you	in	April.

David	Pratt
Tax	Section	Chair

Bernstein was established in 1967 to manage investments 
for families and individuals.  Today, as a unit of 
AllianceBernstein L.P., we oversee some $82 billion in 
private capital invested in stocks, bonds, real estate 
investment trusts, and hedge funds, drawing on markets 
around the world. 
 

Excellence in research is an investment imperative. Our 
ability to help clients achieve sustainable investing success 
springs from the quality of our research. It is the 
touchstone that helps us guide clients in making the right 
investing choices, especially in turbulent markets, when 
emotions can trigger shortsighted decisions. Achieving 
research excellence means having more knowledge—and 
using that knowledge better—than market participants at 
large.   
 

Bernstein has offices across the country, with three in Florida: 
 
 

101 East Kennedy Blvd. 777 South Flagler Dr. 701 Brickell Ave. 
32nd floor 
Tampa, FL  33602 
813-314-3300 

West Tower — 10th Floor 
West Palm Beach, FL 33401 
561-820-2100 

Suite 2240 
Miami, FL 33131 
305-530-6200 

   

 
For more information, please visit our website at www.bernstein.com. 

Bernstein Global Wealth Management is a unit of AllianceBernstein L.P. 
 



Volume XXVI, No. 5 • March �009 • Page �

	 I	am	finalizing	the	details	of	the	Annual	meeting	at	
Amelia	Island.	 	Just	 this	week	I	was	able	 to	confirm	
that	our	entertainment	for	Friday	Night’s	dinner	is	a	
Grammy	Winner	and	will	give	us	a	great	show.
	 The	October	meeting	has	been	set	at	the	Hutchinson	
Island	Marriott	(formerly	the	Indian	River	Plantation).		
The	dates	to	set	aside	are:	Thursday,	October	1,	2009	
for	the	Directors’	meeting	and	dinner,	Friday,	October	
2,	2009	for	Part	I	of	the	CLE,	cocktail	party,	and	dinner	
cruise,	then	Saturday,	October	3,	2009	for	the	General	
Meeting.		The	contracts	are	in	the	process	and	the	ho-
tel	is	giving	us	some	really	great	perks	-	a	free	cocktail	
party,	reduced	rates	for	several	“fellowship”	rooms,	and	a	
government	rate	for	all	attending	government	attorneys.		
The	CLE	committee	has	already	lined	up	some	great	top-
ics	and	speakers,	both	government	and	practitioners.			
	 The	Directors’	meeting	in	January	2010,	is	tentatively	
headed	for	Freeport,	Bahamas.		I	will	keep	you	posted	
as	those	plans	become	more	certain.			(Please	give	me	

some	of	your	comments	with	respect	to	the	location	of	
this	meeting	in	relation	to	our	budget.)		That	meeting	
will	either	be	January	8th	and	9th,	or	January	29th	and	
30th,	depending	on	availability.	
	 As	for	the	reception	in	concert	with	the	ABA	Tax	Sec-
tion	May	6th	-	8th,	2010,	meeting	in	Washington,	D.C.,	the	
ABA	has	changed	its	scheduling	to	accommodate	more	of	
the	committees	that	want	to	meet	in	May.		This	should	
not	affect	our	ability	to	have	a	reception	that	will	be	
enjoyed	by	our	members	who	share	their	talents	with	
the	ABA	Tax	Section.	
	 Again,	the	Annual	meeting	is	hopefully	headed	for	the	
Seminole	Hard	Rock	Casino	and	Resort	 in	Hollywood,	
Florida.			The	date	we	are	planning	is	April	23rd	-25th,	again	
depending	on	availability.	This	meeting	will	host	Part	II	
of	the	Advanced	federal	tax	seminar	mentioned	above.
	 Finally,	and	most	 importantly,	 it	 is	not	 too	early	to	
contact	me	with	your	wish	list	of	positions	that	you	would	
like	to	be	considered	for	during	the	2009-2010	year.		

Message from the Chair-Elect
by Frances Sheehy, Esq., Law Office of Frances D. Sheehy, Coconut Creek, FL

What keeps you awake at night?

Significant wealth offers tremendous opportunity, but with opportunity comes 
complexity and challenges: investing, regulations, taxes, wills, trusts, children, 
philanthropy, in-laws, spending and far more.

With no conflicts of interest, no selling pressure, no inflated promises or incomplete 
truths, GenSpring provides advice across all aspects of wealth management. 
Working exclusively for families of significant wealth in tandem with their trusted 
advisors, GenSpring helps families address issues that keep them awake at night.

For more information, please call 866.506.1989
or visit us on the web at www.GenSpring.com.
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�007-�008 S CORPORaTION UPDaTE
By Sydney S. Traum, BBa, JD, LLM, CPa
©	all	rights	reserved	by	author.

Portions of this article are adapted from material written by 
the author for Aspen Publishers’ loose-leaf tax service entitled 
“The S Corporation Planning & Operation.”

	 Tax	law	is	constantly	being	developed	through	legis-
lative	changes,	Treasury	Department	regulations,	IRS	
rulings,	and	judicial	decisions.		The	following	discussion	
will	summarize	some	of	the	recent	developments	involv-
ing	S	corporations.

LEGISLaTIVE DEVELOPMENTS
Charitable Contribution Deductions
 The	Tax	Extenders	and	Alternative	Minimum	Tax	
Relief	Act	of	2008,	which	was	part	of	HR	1424	signed	
by	President	Bush	on	October	3,	2008,	extended	certain	
special	rules	for	S	corporation	charitable	contributions	
for	an	additional	two	years	so	that	they	will	expire	for	
contributions	made	 in	 taxable	years	beginning	after	
December	31,	2009.		Two	rules	were	extended.	
Contributions of appreciated Property
	 The	new	law	continues	the	temporary	rule	that	the	
amount	of	the	shareholder’s	basis	reduction	for	S	cor-
poration	stock	caused	by	an	S	corporation’s	charitable	
contribution	 of	 appreciated	 property	 will	 equal	 the	
shareholder’s	pro	rata	share	of	the	corporation’s	adjusted	
basis	of	 the	contributed	property.	 	 	The	shareholder’s	
contribution	deduction	represented	by	the	corporation’s	
basis	of	the	contributed	property	allocated	to	the	share-
holder	will	continue	to	be	limited	by	the	shareholder’s	
basis	in	the	S	corporation	stock	and	loans.	
	 However,	the	portion	allocable	to	the	appreciation	in	
the	value	of	the	contributed	asset	over	its	basis	to	the	S	
corporation	will	be	deductible	by	the	shareholder	without	
regard	to	the	shareholder’s	basis	 in	the	S	corporation	
stock	and	shareholder	loans	to	the	corporation.
Donated Food Inventories
 Another	provision	of	the	Tax	Extenders	and	Alterna-
tive	Minimum	Tax	Relief	Act	of	2008	extended	the	special	
rule	for	donated	food	inventories	that	would	have	expired	
at	the	end	of	2008.	
The	extended	provisions	now	also	apply	 to	 tax	years	
ending	on	or	before	December	31,	2009.		The	amount	of	
the	charitable	contribution	deduction	for	donated	food	
inventory	is	the	lessor	of:		

A.	The	basis	of	the	donated	food	plus	one	half	of	the	
appreciation;	or

B.	Twice	 the	 amount	 of	 the	 basis	 of	 the	 donated	
food.

	 The	deduction	 for	 contributions	of	 food	 inventory	
may	not	exceed	10%	of	the	shareholder’s	aggregate	net	
income	for	the	tax	year	from	all	businesses	from	which	
food	inventory	contributions	were	made,	including	the	
shareholder’s	share	of	net	income	from	S	corporations	
that	made	food	inventory	contributions.

	 The	donated	 food	 inventories	must	 consist	of	 food	
intended	for	human	consumption	that	means	all	quality	
and	labeling	standards	imposed	by	law	even	though	the	
food	may	not	be	readily	marketable	due	to	appearance,	
age,	freshness,	grade,	size,	surplus,	or	other	conditions.

PROPOSED LEGISLaTION
S Corporation Modernization act of �008
 S.3063	was	 introduced	 to	 the	Senate	by	Senators	
Lincoln	and	Hatch	on	May	22,	2008	and	referred	to	the	
Senate	Finance	Committee.	 	 It	 is	a	companion	bill	 to	
HR4840	and	contains	substantially	similar	provisions.		
It	would	make	the	following	changes	to	Subchapter	S:	
•	 Reduce	the	recognition	period	for	built-in	gains	from	

10	years	to	7	years;
•	 Repeal	excess	passive	investment	income	as	a	cause	

of	terminating	S	status;
•	 Modify	the	passive	investment	income	rule	by	raising	

the	25%	limit	to	60%	of	gross	receipts;
•	 Expand	 the	 qualifying	 beneficiaries	 of	 an	 electing	

small	business	trust;
•	 Expand	S	corporation	eligible	shareholders	to	include	

IRAs;
•	 Allow	 a	 deduction	 for	 charitable	 contributions	 for	

electing	small	business	trusts.
FINaL REGULaTIONS

Open account Debt
	 The	Federal	Register	of	October	20,	2008	contains	final	
regulations	relating	to	 the	treatment	of	open	account	
debt	between	S	corporations	and	their	shareholders.		The	
final	regulations	provide	rules	regarding	the	definition	
of	open	account	debt	and	the	adjustments	 to	basis	of	
any	indebtedness	of	an	S	corporation	to	a	shareholder	
for	shareholder	advances	and	repayment	of	advances	of	
open	account	debt.
	 On	August	25,	2005,	the	Tax	Court	issued	its	decision	

in	Brooks v. Commissioner, TC
Memo	2005-204,	involving	open	account	debt.		That	de-
cision	held	that	the	basis	of	the	open	account	indebted-
ness	is	computed	by	netting	advances	and	repayments	
of	open	account	debt	at	the	close	of	the	tax	year.			This	
allowed	Brooks	to	defer	 indefinitely	the	recognition	of	
income	on	any	repayment	of	his	open	account	debt	over	
the	several	yeas	during	which	he	and	the	S	corporation	
made	advances	and	repayments,	respectively.
	 Proposed	regulations	were	issued	on	April	12,	2007	
that	would	 treat	any	open	account	debt	 in	excess	of	
$10,000	as	a	separate	indebtedness	so	that	the	netting	
referred	to	above	would	not	avoid	tax	on	the	repayment	of	
open	account	loans.		Final	regulations	in	the	October	20,	
2008	Federal	Register	increased	the	$10,000	threshold	
to	$25,000	and	instead	of	a	daily	computation	require	

continued, next page
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the	computation	at	the	end	of	the	tax	year	or	upon	dis-
position	of	the	debt	or	disposition	of	the	S	corporation	
stock.
	 The	new	rules	apply	to	any	and	all	shareholder	ad-
vances	made	on	and	after	October	20,	2008	and	repay-
ments	of	those	advances	by	the	S	corporation.		However,	
if	a	shareholder	has	open	account	debt	(net	of	prior	repay-
ments	in	the	taxable	year)	outstanding	prior	to	October	
20,	2008,	the	old	rules	will	apply	to	any	repayments	on	
such	pre-effective	date	open	account	debt.	 	The	share-
holder	may	not	make	additional	advances	with	respect	
to	the	pre-effective	date	open	account	debt	because	all	
shareholder	advances	made	on	or	after	October	20,	2008	
will	constitute	new	open	account	debt	subject	to	the	new	
regulations.
	 Under	the	new	rules,	if	a	shareholder	advances	money	
to	an	S	corporation	not	evidenced	by	a	separate	writ-
ten	 instrument,	and	the	advances,	net	of	repayments,	
exceeds	an	aggregate	outstanding	principal	amount	of	
$25,000	at	the	close	of	the	S	corporation’s	taxable	year,	
then	 for	any	subsequent	year	the	aggregate	principal	
amount	of	that	indebtedness	will	be	treated	in	the	same	
manner	as	indebtedness	evidenced	by	a	separate	writ-
ten	instrument.		For	any	subsequent	taxable	year,	that	
indebtedness	will	not	be	treated	as	open	account	debt	and	
is	subject	to	all	the	basis	adjustment	rules	applicable	to	
indebtedness	of	an	S	corporation	to	its	shareholder.		The	
regulations	clarify	that	the	$25,000	aggregate	principal	
amount	applies	separately	to	each	shareholder.

Updating For Legislative Changes.	
	 The	August	14,	2008	Federal	Register	contains	final	
regulations	made	necessary	by	the	American	Jobs	Cre-
ation	Act	of	2004,	the	Gulf	Opportunity	Zone	Act	of	2005,	
and	the	Small	Business	Job	Protection	Act	of	1996.		The	
new	regulations	provide	guidance	on	the	S	corporation	
family	shareholder	rules,	the	definitions	of		“Powers	of	
Appointment”	and	“Potential	Current	Beneficiaries”	
(PCBs)	with	regard	to	Electing	Small	Business	Trusts	
(ESBTs),	the	allowance	of	suspended	losses	to	the	spouse	
or	former	spouse	of	an	S	corporation	shareholder,	and	
relief	for	inadvertently	terminated	or	invalid	Qualified	
Subchapter	S	Subsidiary	(QSub)	elections.	The	changes	
are	summarized	below.
Family	Shareholders
	 All	members	of	a	family	(and	their	estates)	are	treated	
as	one	shareholder	for	purposes	of	the	number	of	share-
holders	limitation.		The	family	members	are	determined	
by	reference	to	a	common	ancestor	dating	back	no	more	
than	six	generations	on	the	applicable	date.	 	The	ap-
plicable	date	is	the	latest	of	(1)	the	date	the	S	election	
was	made,	(2)	the	earliest	date	on	which	an	individual	
member	of	the	family	held	stock	in	the	S	corporation,	
or	(3)	October	22,	2004.		The	new	final	regulation	clari-
fies	that	the	six	generation	test	is	applied	only	on	the	
applicable	date	and	has	no	continuing	significance	 in	
limiting	the	number	of	subsequent	generations	of	a	fam-
ily	that	may	hold	stock	and	still	be	treated	as	a	single	
shareholder.		The	regulation	also	provides	that	there	is	
no	adverse	consequence	to	a	person	being	a	member	of	
two	families.

S CORPORaTION UPDaTE
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See “S Corporation Update” page 20



Page � • Volume XXVI, No. 5 • March �009

continued, next page

Tax Tip #1 - alimony payments are typically de-
ductible by the Payor.
	 Alimony	payments	are	usually	deductible	by	 the	
payor,	per	I.R.C.	§215(a),	and	taxable	to	the	recipient	
under	I.R.C.	§71(a).	 	As	will	be	discussed,	these	rules	
provide	many	opportunities	to	effectively	create	money	
out	of	 thin	air	by	 leveraging	the	differences	between	
the	ex-spouses’	marginal	 tax	rates.	 	For	example,	 for	
a	taxpayer	in	the	35	percent	tax	bracket,	the	after-tax	
cost	to	of	paying	$12,000	a	year	in	alimony	is	7,800.		The	
after-tax	benefit	to	a	recipient	spouse	in	the	10	percent	
bracket	is	$10,800.		The	$3,000	difference	is	effectively	
subsidized	by	 the	 federal	government	 in	 the	 form	of	
lower	taxes	on	the	alimony	paid	by	the	payor.		The	above	
savings	can	be	even	greater	in	states	that	have	state	
taxes	allowing	deductions	for	alimony.		In	order	to	be	
considered	tax	deductible,	the	alimony	payment	must	
meet	the	requirements	described	in	Tax	Tip	2.

Tax Tip # � Proper drafting is crucial to ensure 
the deductibility of alimony. 

	 When	drafting	a	divorce	or	separate	maintenance	
agreement,	a	lawyer	should	keep	in	mind	that,	in	order	
to	be	considered	tax	deductible,	an	alimony	payment	
must	meet	the	following	requirements:
1.	All	payments	must	be	mandatory,	and	made	under	

a	written	decree	or	a	written	separation	agreement	
(I.R.C.	§71(b)(1)).		Voluntary	payments	are	not	con-
sidered	alimony.

2.	The	following	documents	may	prove	the	existence	of	
the	payments:	the	court-ordered	divorce	or	separa-
tion	agreement,	a	written	agreement	incident	to	the	
decree,	an	order	for	support	payments,	including	ali-
mony	payments,	or	an	order	for	temporary	alimony	
(I.R.C.	§71(b)(2)).	

3.	The	divorce	 or	 separation	agreement	must	not	de-
scribe	the	payments	as	child	support.		Child	support	
payments	do	not	constitute	alimony	(I.R.C.	§71(c)).	

4.	The	payor	and	the	recipient	of	the	alimony	cannot	live	
in	the	same	household	after	a	decree	has	been	issued	
(I.R.C.	§71(b)(1)(C)).

5.	The	divorce	or	 separation	 instrument	 cannot	 state	
that	the	payments	are	not	to	be	included	in	the	income	
of	the	recipient	(I.R.C.	§71(b)(1)(B)).	Note,	however,	
that	 it	 is	a	wholly	permissible	strategy	to	contract	
away	 the	 deductibility	 of	 alimony	 by	 specifying	 in	
a	divorce	or	separation	agreement	that	the	alimony	
payment	is	not	included	in	the	income	of	the	recipi-
ent.		If	the	agreement	does	this,	then	the	alimony	is	
neither	taxable	nor	deductible.	

6.	No	 payments	 can	 be	 required	 to	 be	 made	 for	 any	
period	after	the	death	of	 the	payor’s	spouse	 (I.R.C.	
§71(b)(1)(D)).

7.	Filing	 a	 joint	 return	 destroys	 the	 taxability	 and	
deductibility	 of	 alimony	 (I.R.C.	 §71(e)).	 	This	 rule	
is	mainly	applicable	under	a	separate	maintenance	

agreement	or	temporary	support	order.	
8.	Excessively	 front-loading	 the	 alimony	 payments	

makes	them	subject	to	recapture	in	year	three	(I.R.C.	
§71(f)).	 	 Note	 that	 this	 provision	 does	 not	 prohibit	
front-loading	per se,	but	does	prohibit	excessive	front-
loading.		Front-loading	is	discussed	further	under	tip	
3.

Tax Tip # � - Proper scheduling of alimony pay-
ments 
	 Because	property	transferred	in	a	property	division	is	
not	tax	deductible,	but	alimony	is	deductible,	there	often	
is	a	desire	to	structure	a	tax-neutral	property	division	
as	tax-deductible	alimony.		This	desire	is	exceptionally	
strong	when,	due	to	the	fact	that	the	parties	are	in	dif-
ferent	tax	brackets,	after-tax	income	can	be	created.		The	
government,	never	easily	giving	away	money,	created	
the	Section	71(f)	front-loading	rules	with	the	intent	of	
preventing	taxpayers	from	disguising	property	settle-
ments	as	alimony.1

	 The	penalty	for	not	following	the	front-loading	rules	
is	 severe.	 	The	payor	has	a	 large	 recapture	 in	year	
three	(often	putting	the	payor	in	an	artificially	high	tax	
bracket),	and	the	payee	gets	a	corresponding	deduction	
that	the	payee	often	is	not	in	a	position	to	use	efficiently	
if	at	all.		The	above	can	best	be	shown	by	the	following	
hypothetical	example:	a	couple	divorces,	the	husband	is	
ordered	to	pay	$150,000	to	the	wife	in	a	property	divi-
sion,	and	$10,000	per	year	in	permanent	alimony.		For	
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all	relevant	years	 in	this	hype,	the	husband	is	 in	the	
highest	 income	tax	bracket	and	alimony	 is	 the	wife’s	
only	taxable	income.		We	explore	four	scenarios.
	 In	the	first	scenario,	the	husband	treats	the	$150,000	
as	a	property	division,	and	the	$10,000	per	year	pay-
ments	as	alimony.		The	husband	has	a	$10,000	Section	
215	deduction,	and	the	wife	has	$10,000	of	income	under	
Section	71.
	 In	the	second	scenario,	the	husband	reports	$160,000	
in	alimony	paid	in	year	one	and	$10,000	in	alimony	paid	
in	years	two	and	three.		The	husband	has	a	$160,000	
Section	215	deduction	in	year	one,	a	$10,000	deduction	
in	years	 two	and	 three,	and	must	 include	 in	 income	
$135,000	in	excess	alimony	deductions	in	year	3.	Wife	
has	$160,000	of	income	under	Section	71	in	year	one,	
$10,000	of	alimony	income	in	years	two	and	three,	and	
a	$135,000	deduction	in	year	three.
	 From	the	husband’s	point	of	view,	the	second	scenario	
is	better	 than	 the	first	 scenario	because	he	gains	a	
$15,000	deduction,	and	delays	paying	tax	on	$135,000	
for	three	years.	 	Because	he	is	already	in	the	highest	
tax	bracket,	the	extra	$135,000	does	not	result	in	extra	
tax	actually	being	paid.		From	the	wife’s	point	of	view,	
this	scenario	is	a	disaster.		She	jumps	brackets	and	has	

a	huge	tax	bill	to	pay	in	year	one,	and	a	huge	deduction	
in	year	three	for	which	she	has	little	use.
	 In	the	third	scenario,	the	husband	reports	$85,000	
in	alimony	paid	in	year	one,	$85,000	in	alimony	paid	in	
year	two,	and	$10,000	in	alimony	paid	in	year	three.		The	
husband	has	an	$85,000	Section	215	deduction	in	year	
one,	an	$85,000	deduction	in	year	two,	and	a	$10,000	
deduction	in	year	three,	and	must	include	$112,500	in	
excess	alimony	deductions	in	year	three.		The	wife	has	
$85,000	of	income	under	Section	71	in	year	one,	$85,000	
of	alimony	income	in	year	two,	and	$10,000	of	alimony	
income	in	year	three,	and	an	$112,500	deduction	in	year	
three.	
	 From	 the	husband’s	perspective,	 this	 scenario	 is	
better	 than	scenario	 two	because	he	gains	a	$37,500	
deduction	and	delays	paying	tax	on	$112,500.		Again,	
because	he	is	already	in	the	highest	tax	bracket,	the	ex-
tra	$112,500	does	not	result	in	extra	tax	actually	being	
paid.		Again,	from	the	wife’s	point	of	view	this	scenario	
is	less	than	pleasant.		She	jumps	brackets,	has	a	large	
tax	bill	to	pay	in	years	one	and	two,	and	a	large	deduc-
tion	in	year	three	for	which	she	has	little	use.
	 In	the	fourth	scenario,	the	husband	reports	$60,000	
in	alimony	paid	 in	year	one,	$60,000	in	alimony	paid	
in	year	two,	and	$60,000	in	alimony	paid	in	year	three.		
The	husband	has	a	$60,000	Section	215	deduction	 in	
year	one,	a	$60,000	deduction	in	year	two,	and	a	$60,000	
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deduction	in	year	three.		Since	there	is	no	front-loading,	
he	must	repay	nothing	in	excess	alimony	deductions	in	
year	three.		Wife	has	$60,000	of	income	under	Section	
71	in	year	one,	$60,000	of	alimony	income	in	year	two,	
and	$60,000	of	alimony	income	in	year	three,	and	has	
no	deduction	in	year	three.
	 From	the	husband’s	point	of	view,	this	is	the	perfect	
scenario	because	he	is	able	to	deduct	the	entire	$150,000	
property	settlement	(and	the	$30,000	in	alimony	pay-
ments)	and	has	to	recapture	nothing.		From	the	wife’s	
point	of	view,	 this	scenario	still	has	problems.	 	Even	
though	she	is	in	a	much	lower	tax	bracket	than	her	ex-
husband,	she	still	has	to	pay	tax	on	the	extra	$50,000	
in	years	one,	two,	and	three.	
	 This	problem	can	be	solved	 if	 the	husband	shares	
his	tax	savings	with	the	wife	-	either	through	granting	
her	a	larger	share	of	the	property	originally	divided,	or	
by	making	a	direct	cash	transfer	to	her.	Depending	on	
the	tax	profiles	of	the	divorcing	couple,	an	even	greater	
savings	could	be	obtained	by	spreading	the	payments	
over	more	than	three	years.	 	The	important	thing	for	
an	attorney	to	remember	is	to	discourage	front-loading	
and	to	encourage	payments	to	be	as	level	or	equal	as	
possible.

Tax Tip # � - Maximizing the value of the depen-
dant child exemption
	 A	 custodial	parent	may	claim	an	exemption	 for	a	
dependent	child	who	is	under	19	years	old,	or	who	is	a	
student	under	24	years	old	at	a	qualifying	educational	
institution	(I.R.C.	§151(c)(1)).		A	planning	opportunity	
occurs	when	the	custodial	parent	is	not	using	the	ex-
emption	 to	 its	maximum	tax	advantage	because	 the	
non-custodial	parent	has	a	higher	marginal	tax	rate.		A	
good	means	of	maximizing	the	tax-effect	of	the	exemp-
tion	is	for	the	custodial	parent	to	use	Section	152(c)(2)	
to	transfer	to	the	non-custodial	parent	the	right	to	claim	
the	custodial	parent’s	exemption.		The	waiver	must	be	in	
writing	and	must	be	submitted	with	the	non-custodial	
parent’s	return.		The	excess	tax	benefit	can	(should)	be	
split	between	the	parties.	

Tax tip # 5 - Paying child support with before-tax 
dollars
	 While	 child	support	payments	are	non-deductible,	
through	Section	129	it	may	be	possible	to	pay	a	large	per-
centage	of	them	with	pre-tax	dollars.		To	do	so	requires	
the	custodial	spouse’s	cooperation	because	the	custodial	
spouse	must	transfer	their	child	dependency	deduction	
to	the	other	spouse	via	I.R.C.	§	21(b)(1)(A),	and	because	
the	money	cannot	be	paid	directly	to	that	spouse	(I.R.C.	
§	129(c)).	
	 Section	129	allows	employees	to	pay	 for	child	care	
expenses	with	pre-tax	dollars	(I.R.C.	§	129(a)).		A	com-

mon	example	of	the	application	of	Section	129	would	be	
a	husband’s	employer	paying	a	child’s	day	care	expenses	
directly	to	the	day	care	provider	instead	of	the	husband	
paying	support	directly	to	the	former	wife.
	 Everyone	benefits	from	the	extra	money	created	by	this	
arrangement.		The	husband	benefits	because	there	are	no	
income	or	F.I.C.A.	taxes	on	the	pre-tax	dollars	used,	and	
he	is	assured	that	at	least	some	of	the	child	support	is	
being	used	for	the	child’s	care.		The	husband’s	employer	
benefits	because	it	dose	not	have	to	pay	its	matching	part	
of	the	F.I.C.A.	taxes.		The	child	benefits	because	a	part	of	
the	tax	savings	can	be	used	to	increase	the	amount	paid	
in	child	support.
	 The	wife	benefits	because	the	money	that	she	would	
have	had	to	pay	the	day	care	provider	can	be	used	for	
other	purposes	due	to	the	reality	that	money	is	fungible.		
The	wife	also	benefits	because	the	husband’s	employer	
will	distribute	the	money	so	it	is	ensured	to	be	paid	in	a	
timely	manner,	and	because	she	can	receive	a	part	of	the	
husband’s	tax	savings	as	higher	child	support.		
	 While	the	wife	will	no	longer	be	able	to	take	the	child	
care	credit	on	her	own	return,	this	detrmiment	is	offset	by	
the	fact	that	the	child	support	paid	is	not	taxable	income,	
and	by	the	fact	that	she	can	insist	on	being	reimbursed	for	
her	loss	of	the	dependency	deduction	and	for	a	percentage	
of	the	husband’s	benefit	from	his	use	of	the	transferred	
dependency	deduction.	
	 In	order	to	qualify	 for	 the	beneficial	 treatment	pro-
vided	by	Section	129,	the	following	requirements	must	
be	met:
1.	 The	payor	must	elect	to	have	his	salary	reduced	by	a	

specific,	fixed	amount	prior	to	the	beginning	of	the	year	
that	the	payor	wishes	to	start	the	program;

2.	 The	amount	cannot	exceed	$5,000	per	year	for	a	single	
taxpayer	(I.R.C.	§	129(a)(2)(A));

3.	 The	monies	must	be	paid	by	 the	 employer	 I.R.C.	 (§	
129(a)(1));

4.	 The	payments	must	be	pursuant	to	a	qualified	Section	
125	Cafeteria	Plan	(I.R.C.	§	129(a)(1));

5.	 The	 money	 can	 only	 be	 spent	 for	 dependent	 care	
services	 provided	 during	 a	 taxable	 year	 (I.R.C.	 §	
129(a)(2)(B));

6.	 The	 dependent	 must	 be	 under	 age	 13	 (I.R.C.	 §	
21(b)(1)(A));	and

7.	 The	taxpayer	using	Section	129	must	be	entitled	to	
take	a	dependency	deduction	on	the	child.		

	 One	final	but	very	important	cautionary	note	is	that	
any	monies	not	used	for	their	stated	purposes	during	the	
year	are	 forfeited	to	the	employer	and	are	 lost	 forever	
(I.R.C.	§	129(a)(2)(B)).

Tax Tip # � Section 10�1 can be both a way to ex-
pand the property division pie, and a trap for the 
unwary.
	 With	a	 few	exceptions,	which	are	both	beyond	 the	

continued, next page
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scope	of	this	paper	and	probably	made	moot	by	a	Revenue	
Ruling	 in	2002,	Section	1041	treats	 transfers	of	prop-
erty	between	spouses	(or	incident	to	the	dissolution	of	a	
marriage)	as	a	non-taxable	gift	(I.R.C.	§	1041(a)).		Even	
though	the	transfer	is	a	non-taxable	event	as	to	both	the	
recipient	and	the	donor,	because	the	transferee	gets	the	
transferor’s	basis	in	the	transferred	property,	per	I.R.C.	§	
1041(b)(2),	the	tax	ramifications	and	planning	opportuni-
ties	can	be	enormous.	
	 The	fact	that	a	property’s	basis	is	transferred	means	
that	any	loss	deduction,	or	taxable	gain,	goes	to	the	new	
owner.	 	This	happens	even	if	the	transferee	pays	more	
money	 than,	or	assumes	debt	greater	 than,	 the	basis	
received.		Therefore,	if	husband	pays	his	wife	$100,000	
for	a	property	that	has	a	fair	market	value	of	$100,000	
and	a	basis	of	$0,	she	will	have	no	tax	on	the	$100,000	
and	he	will	have	a	$0	basis	in	the	property	for.		A	$0	basis	
means	that	no	deprecation	is	possible,	and	that	when	the	
husband	sells	the	property,	all	of	proceeds	are	taxable.		
This	occurs	even	 if	 the	husband	sells	 the	property	 for	
less	than	the	$100,000	that	he	paid	for	it.		If	the	property	
sold	for	$90,000,	rather	than	realizing	a	$10,000	loss	the	
husband	will	have	a	$90,000	taxable	gain.
	 Although	the	danger	of	receiving	property	having	a	fair	
market	value	greater	than	its	tax	basis	is	readily	appar-
ent,	the	value	of	receiving	property	having	a	fair	market	
value	is	less	than	its	tax	basis		is	often	overlooked.		If	a	
spouse	receives	and	sells	property	having	a	fair	market	
value	of	$100,000	and	a	basis	of	$1,000,000,	the	spouse	
will	receive	both	a	non-taxable	$100,000	and	a	$900,000	
deduction	which	could	be	worth	between	$360,000	(as-
suming	a	40%	tax	 rate)	 	 to	$0	 (assuming	no	 taxable	
income	to	offset	the	deduction).
	 The	fact	that	the	cost	of	a	gain	and	the	value	of	a	loss	
deduction	can	be	vastly	different	depending	upon	which	
spouse	realizes	the	tax	impact	offers	an	opportunity	to	
expand	the	property	division	pie	by	distributing	the	as-
sets	in	the	most	tax-wise	manner.		
	 All	else	being	equal,	the	spouse	with	the	higher	mar-
ginal	tax	rate	would	place	a	greater	value	on	receiving	
loss	property,	while	 the	spouse	 in	 the	 lower	marginal	
tax	rate	would	be	disadvantaged	less	by	receiving	gain	
property.		As	the	following	hypothetical	will	show,	where	
the	marginal	tax	rate	differential	is	large,	the	above	state-
ment	is	true	even	when	all	things	are	far	from	equal.		The	
following	hypothetical	demonstrates	the	amazing	power	
of	this	planning	technique	by	showing	that	it	is	possible	
to	turn	assets	with	a	fair	market	value	of	$110,000	into	
$310,000	in	after-tax	dollars.
	 First,	assume	that	two	assets	exist	-	$100,000	in	cash	
and	the	inventory	from	a	business	jointly-owned	as	a	sole	
proprietorship	with	a	fair	market	value	of	$10,000	and	
a	basis	of	$610,000.		Also,	assume	a	33%	marginal	rate	
for	the	soon-to-be	ex-wife,	and	a	10%	marginal	rate	for	
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the	soon-to-be	ex-husband.	Examples	of	inventory	that	
could	have	such	a	dramatic	drop	in	value	are	unfortu-
nately	abundant	in	many	fields.	They	range	from	obsolete	
inventory	in	the	rapidly-changing	high-tech	industry,	to	
out-of-date	inventory	in	many	industries	ranging	from	
food	to	pharmaceuticals.
	 As	strange	as	it	may	seem,	the	wife	will	be	far	better	off	
taking	the	$10,000	worth	of	inventory.		This	is	because,	to	
the	wife,	the	cash	is	only	worth	$100,000,	but	the	inven-
tory	is	worth	$210,000	($200,000	in	tax	savings	plus	its	
$10,000	fair	market	value).		The	husband	will	always	be	
better	off	taking	the	$100,000	in	cash.		This	is	because,	
to	the	husband,	the	cash	is	worth	$100,000	as	opposed	
to	$70,000	for	the	inventory	($60,000	in	tax	savings	plus	
its	$10,000	sales	price).		
	 Actually,	the	husband	could	improve	his	position	even	
more	by	negotiating	for	the	wife	to	pay	him	an	additional	
$55,000	that	equalizes	the	property	division.	 	By	care-
fully	planning	the	property	division,	assets	with	a	fair	
market	value	of	$110,000	were	converted	into	$155,000	
in	cash	for	the	husband,	and	$155,000	in	value	for	the	
wife	($200,000	in	tax	savings,	plus	$10,000	sales	price,	
minus	the	$55,000	paid	to	husband).

Tax tip # 7 Certain legal fees associated with a 
divorce are deductible.
	 Section	212	potentially	makes	part	of	a	family	practi-
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tioner’s	fee	deductible	for	the	client.		Section	212	autho-
rizes	the	deductibility	of	legal	fees	that	are:	(1)	for	the	
production	or	collection	of	 income;	 (2)	 for	 the	manage-
ment,	conservation,	or	maintenance	of	property	held	for	
the	production	of	income;	or	(3)	in	connection	with	the	
determination,	collection,	or	refund	of	any	tax.	I.R.C.	§	
212.
	 From	a	family	practitioner’s	perspective,	Section	212	
can	be	broken	 into	two	parts.	 	Section	212(1)	allows	a	
deduction	 for	 the	portion	of	 the	 lawyer’s	 time	used	to	
obtain	alimony,	and	to	determine	the	division	of	income	
stream	generating	property	or	retirement	plans.		This	sec-
tion	also	creates	a	deduction	for	the	family	practitioner’s	
fees	attributable	 to	 the	 collection	of	alimony	already	
awarded.	
	 The	second	part	makes	legal	advice	related	to	tax	mat-
ters	deductible	(I.R.C.	§	212(3)).		The	courts	have	dealt	
with	defining	the	parameters	of	this	provision.		In	Davis 
v. United States  371	U.S.	854	(1961)	the	Court	allowed	
a	husband	to	deduct	seventy	percent	of	 the	 legal	 fees	
connected	with	his	divorce.	 	Davis	 claimed	the	deduc-
tion	under	Section	212(3).	 	Though	the	service	argued	
that	only	fees	related	to	preparing	a	return	or	resolving	
a	current	tax	dispute	were	deductible	under	212(3),	the	
Court	concluded	that	tax	advice	and	research	in	divorce	
proceedings	are	deductible	where	 the	 fee	 for	 the	 tax	
work	was	billed	separately	by	the	attorney.		Davis	dem-

onstrates	 the	vital	 importance	of	attorneys	 itemizing	
their	bills	in	such	a	way	that	the	fees	for	tax	advice	are	
clearly	differentiated,	and	of	advising	their	clients	to	take	
advantage	of	the	Section	212	deduction.		Arguably,	any	
failure	to	do	so	could	be	considered	malpractice.	
	 One	 final	point	must	be	noted	about	Section	212.		
Unfortunately,	not	all	 taxpayers	will	 be	able	 to	 take	
advantage	of	 the	deduction.	 	First,	a	 taxpayer	 taking	
the	standard	deduction	under	Section	63,cannot	itemize	
deductions,	and	therefore	would	not	be	entitled	to	this	
deduction.	 	Second,	even	 if	a	client	does	 itemize	 their	
deductions,	the	deduction	only	takes	effect	when	the	total	
of	the	client’s	miscellaneous	itemized	deductions	exceeds	
2	percent	of	their	adjusted	gross	income	(I.R.C.	§	67(a)).		
Third,	 itemized	deductions	 in	general	are	 reduced	at	
higher	income	levels	(I.R.C.	§	68).		Thus,	wealthy	clients	
may	have	already	reached	their	ceiling	before	deducting	
the	lawyer’s	fee.	

Tax Tip # 8 The adoption credit 
	 The	adoption	credit	can	effectively	reimburse	a	taxpay-
er	for	up	to	$10,000	of	adoption	expenses,	and	in	certain	
cases	can	create	a	$10,000	tax	credit	above	and	beyond	
the	actual	cost	of	an	adoption.		Section	23	of	the	Internal	
Revenue	Code	allows	for	a	credit	for	qualified	adoption	
expenses.		A	credit	is	better	than	a	deduction	because	a	
credit	reduces	a	taxpayer’s	tax	liability	dollar	for	dollar	
by	the	amount	of	the	credit.		A	deduction	merely	reduces	
the	amount	of	income	subject	to	taxation.		For	a	person	
in	a	33%	tax	bracket,	the	tax	effect	of	a	$10,000	tax	credit	
is	equal	to	a	$30,000	tax	deduction.		For	an	adoption	of	a	
U.S.	citizen,	expenses	can	be	taken	as	part	of	the	credit	
for	the	tax	year	in	which	the	expenses	were	incurred,	even	
if	the	adoption	was	not	finalized	in	that	tax	year	(I.R.C.	
§23(a)(2)(A)).		In	the	case	of	adoption	of	a	foreign	child,	
the	credit	can	be	taken	only	after	the	adoption	becomes	
final	(I.R.C.	§	23(e)).
	 Qualified	expenses	include	adoption	fees,	court	costs,	
attorney	 fees,	and	other	expenses	related	to	 the	adop-
tion	of	an	eligible	child	(I.R.C.	§33(d)(1)(A)).		In	order	to	
qualify	for	the	credit,	under	I.R.C.	§23(d)(1),	the	adoption	
must	not	violate	state	or	 federal	 laws,	must	not	be	an	
adoption	of	the	taxpayer’s	spouse’s	child,	and	must	not	
be	reimbursed	under	an	adoption	expense	benefit	from	
the	employer.		An	eligible	child	includes	any	person	un-
der	18	or	a	person	over	18	who	is	physically	or	mentally	
incapable	of	self-care	(I.R.C.	§23(d)(3)).
	 The	amount	of	the	credit	is	the	amount	of	the	actual	
expenses	up	to	$10,000.		However,	if	the	child	is	a	special	
needs	child,	then	the	credit	is	a	minimum	of	$10,000	plus	
any	additional	expenses	up	to	$10,000.		For	example,	if	
a	taxpayer	spends	$6,000	to	adopt	a	special	needs	child,	
then	the	taxpayer	receives	a	credit	of	$16,000.	If	the	tax-
payer	spends	$11,000	on	the	adoption	of	a	special	needs	
child,	then	the	credit	is	$20,000.		
	 Per	Section	§	23(b)(4),	 the	credit	 is	non-refundable,	
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meaning	that	it	cannot	reduce	the	tax	liability	below	zero.		
An	unused	portion	of	the	credit,	however,	can	be	carried	
over	for	a	maximum	of	five	years	(I.R.C.	§	23(c)).
	 Under	I.R.C.	§	23(d)(3)(C),	a	special	needs	child	must	
be	a	U.S.	citizen	or	resident..	 	Also,	 the	child	must	be	
determined	by	a	state	to	be	unable	to	be	raised	by	the	
child’s	parents,	or	must	be	determined	by	a	state	to	pos-
sess	a	factor	or	condition	that	makes	it	impossible	for	the	
state	to	place	the	child	with	adoptive	parents	without	
state	adoption	assistance	(I.R.C.	§	23(d)(3)(B)).		The	rel-
evant	factors	include	the	following:	ethnic	background,	
age,	membership	 in	a	minority	or	sibling	group,	medi-
cal	 condition,	physical,	mental,	
or	emotional	handicap	 (I.R.C.	§	
23(d)(3)(B)).
	 In	addition,	the	credit	begins	
to	phase	out	at	adjusted	gross	
incomes	 starting	 at	 $150,000	
(I.R.C.	§	23(b)(2)(A)(i)).

Tax Tip # 9 - The “Kiddie 
Tax”.
	 It	is	possible	to	use	the	“Kiddie	
Tax”	rules	to	lower	the	amount	of	
taxes	paid	on	unearned	 income.		
Section	1(g)	 states	 that	a	 child	
under	 the	age	of	14	who	has	at	
least	one	living	parent	is	required	
to	pay	tax	on	unearned	 income2	
exceeding	the	threshold	amount	
for	the	year,	at	the	higher	of	the	
child’s	or	their	parents’	marginal	
tax	rate	 (I.R.C.	§	1(g)(5)(B);	 see	
Revenue	Procedure	2001-59).
	 If	the	child’s	parents	are	mar-
ried	to	each	other	and	file	a	joint	
return,	the	joint	return	is	used	to	
compute	the	amount	of	the	child’s	
tax.	 	 If	 the	 child’s	 parents	 file	
separate	returns,	then	the	return	
of	the	parent	with	the	greater	tax-
able	income	is	used.
	 If	 the	 child’s	parents	are	di-
vorced	or	 legally	separated,	and	
the	custodial	parent	has	not	re-
married,	 then	 the	return	of	 the	
custodial	parent	 is	used.	 	This	
fact	can	provide	the	astute	lawyer	
with	an	excellent	planning	oppor-
tunity.		Assuming	that	a	custodial	
parent	has	a	lower	marginal	tax	
rate	 than	 a	 non-custodial	 par-
ent,	 tax	savings	 can	be	 created	
by	transferring	to	the	child	assets	
that	generate	unearned	 income.		
The	advantage	of	such	a	transfer	
is	that	the	difference	between	the	
after-tax	income	that	the	non-cus-
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todial	parent	forgoes	and	the	after-tax	income	that	the	
child	gets	is	in	effect	paid	by	the	government.	
	 The	cost	of	this	government	largesse	is	that	the	non-
custodial	parent	must	give	up	ownership	of	 the	assets	
generating	unearned	income.		This	can	be	done	in	many	
ways,	ranging	from	a	sale	to	an	outright	gift	
	 It	should	be	noted	that	this	strategy	has	diminishing	
returns	because,	as	the	child’s	unearned	income	increases,	
the	 tax	rate	applied	 to	 that	unearned	 income	also	 in-
creases.		At	some	point,	the	child’s	tax	rate	will	equal	the	
non-custodial	parent’s	rate,	and	no	further	tax	savings	will	
be	attainable.		Also,	because	tax	rates	are	progressive,	sav-
ings	will	begin	to	diminish	long	before	they	disappear.		
Tax Tip # 10 - Hire a Tax Lawyer.
	 Tax	law	is	an	intricate	and	specialized.		Knowing	when	
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to	call	an	expert	can	provide	a	valuable	service	to	the	cli-
ent	and	can	protect	a	family	law	practitioner.
	 The	disciplines	of	tax	law	and	family	law	have	much	
to	offer	each	other,	and	practitioners	of	one	who	choose	to	
ignore	the	other	do	so	to	the	detriment	of	themselves	and	
their	clients.		Please	note	that	the	above	tips	are	not	tax	
or	legal	advice.		
	 This	article	is	intended	only	as	one	possible	interpreta-
tion	of	various	code	sections.		The	reader	is	encouraged	to	
study	the	law	thoroughly	and	to	use	independent	judg-
ment.

(Endnotes)
1.	 According	 to	 section	71(f)(1),	 front-loading	 is	 the	payment	of	greater	
amounts	of	alimony	during	the	first	and	second	years	than	in	the	third	year,	
which	is	a	common	feature	of	a	property	division	due	to	divorce	or	separation.		
Front-loading	occurs	if	the	first-year	payments	are	greater	than	the	average	
adjusted	alimony	(reduced	for	excess	second-year	payments)	paid	in	the	second	
and	third	years,	plus	$15,000	as	described	in	section	71(f)(3).		Because	the	first	
year’s	payments	are	a	function	of	both	the	second,	and	third	years	payments,	
the	first	year’s	excess	can	not	be	computed	until	the	fourth	year.	
Section	71(f),	tests	for	excessive	front-loading	during	a	three-year	period.		The	
test	does	not	necessarily	begin	in	the	year	of	the	divorce	or	separation;	it	begins	
according	to	section	71(f)(6),	the	first	calendar	year	that	the	payor	makes	a	
payment	qualifying	as	alimony.		Section	71(f)(6)	states	that	the	first	year	can	
be	a	large	number	of	years	after	the	divorce,	or	separation.
2.	 According	to	section	1(h)(4)(A),	 if	 the	child	has	only	unearned	 income,	
(interest,	dividends,	social	security,	and	pension	benefits,	etc.)	then	the	child’s	
adjusted	gross	income	is	measured	against	the	threshold	amount	to	determine	
whether	the	rules	apply.	According	to	section	1(h)(4)(B)	if	the	child	has	both	
earned	 income	and	unearned	 income,	 the	amount	of	 total	 income,	minus	
earned	income	and	any	penalties	for	early	withdrawal	of	savings,	is	calculated	
against	the	threshold	amount.
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	 The	Florida	Bar	Tax	Section	(“Section”)	is	pleased	
to	announce	the	creation	of	a	Fellowship	Program	to	
attract,	retain	and	encourage	active	participation	by	
new	tax	lawyers	in	the	Section.		The	Fellowship	Pro-
gram	is	open	to	all	lawyers	who	are	members	of	the	
Section	that	(i)	have	been	admitted	to	the	Florida	
Bar	for	fewer	than	10	years	or	(ii)	are	younger	than	
36	years	of	age	(“New	Tax	Lawyer”).

	 A	New	Tax	Lawyer’s	involvement	in	the	Sec-
tion	will	allow	him	or	her	to	develop	an	expertise	
and	enhance	his	or	her	reputation	by	providing	
opportunities	to	attend	Section	meetings	and	ac-
tivities,	undertake	speaking	and	writing	projects,	
get	involved	with	the	Section’s	legislative	activi-
ties,	socialize	with	the	finest	tax	professionals	in	
the	State	of	Florida,	and	establish	a	commitment	
to	the	Florida	Bar	and	the	ideals	of	professional-
ism	promoted	by	the	Section.		There	is	no	better	
platform	from	which	to	develop	skills,	establish	
a	referral	network,	and	become	known	as	an	ex-
pert	in	a	particular	tax	practice	area,	than	being	
actively	involved	in	the	Section.

	 The	Fellowship	Program	was	created	to	assist	
New	Tax	Lawyers	with	the	opportunity	to	experi-
ence	the	Section	first	hand	by	providing	a	subsidy	
for	costs	to	attend	the	Section	meetings.	The	pro-
gram	will	award	a	maximum	of	two	fellowships	
per	year	to	New	Tax	Lawyers.	 	Fellowships	are	
provided	for	a	two-year	term.		Each	will	receive	
a	subsidy	of	up	to	$2,500	per	year	(not	to	exceed	
actual	out-of-pocket	expenses)	to	help	defray	the	
cost	of	attending	Section	meetings	and	participat-
ing	in	Section	activities.		

	 Fellows	will	commit	to	attending	at	least	two	of	
the	Section’s	meetings	per	year,	actively	partici-
pating	 in	the	New	Tax	Lawyers	Committee,	and	
authoring	or	co-authoring	an	article	 for	at	 least	
one	of	 the	Section	or	Florida	Bar	publications.	 	
Each	fellow	will	be	provided	with	the	opportunity	
to	participate	in	speaking	engagements	such	as	the	
Section’s	Ullman	Year	in	Review,	Lunch-and-Learn	
seminars	or	Federal	Tax	Conference	Calls	(all	three	
of	which	provide	CLE	opportunities	 to	Section	
members).		In	addition,	Fellows	will	be	encouraged	
to	continue	their	leadership	and	development	in	the	
Section	beyond	the	fellowship	term.

	 I	encourage	you	to	consider	becoming	a	fellow.	
If	you	do	not	qualify,	please	pass	this	information	
on	to	an	associate	or	similar	acquaintance	that	
may	be	interested.		Applications	to	the	fellowship	
program	and	more	information	can	be	found	at:	
http://www.floridataxlawyers.org/newlawyer.htm.	
The	application	deadline	is	March	15,	2009.

Best	Regards,
David	Pratt

Chair,	Tax	Section
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Scorecard for Innocent Spouse Relief
By: Frances D. Sheehy, Esq., Law Office of Frances D. Sheehy, Coconut Creek, FL

	 In	a	recent	Tax	Court	decision,	 the	Court	re-iterated	
its	position	with	respect	to	requiring	a	trial	de	novo	for	
determinations	under	I.R.C.	Section	6015(f).a	The	Court	
will	consider	evidence	outside	the	administrative	record	in	
making	its	determination.	In	addition,	there	was	argument	
made	in	this	case,	that	the	“abuse	of	discretion”	standard	
of	review	in	6015(f)	cases	should	be	revisited	and	perhaps	
changed	to	a	“preponderance	of	the	evidence”	standard.	If	
the	burden	of	proof	for	the	Service	as	to	actual	knowledge	
under	6015(c)	is	preponderance	of	the	evidenceb,	then	why	
does	the	taxpayer	have	a	higher	burden	under	6015(f)?
	 A	review	of	the	2008	innocent	spouse	cases	decided	
by	the	Tax	Court	makes	it	painfully	clear	that	there	is	
a	scorecard	of	factors,	and	if	it	ends	up	a	tie,	there	is	no	
equitable	relief	and	the	Court	finds	that	there	was	no	
Internal	Revenue	Service	abuse	of	discretion	in	denial	of	
relief.c	In	scoring	the	thirty-four	cases	decided	in	2008,	
you	will	end	up	with	a	draw.	Twelve	of	the	cases	were	
decided	in	favor	of	the	taxpayer,	twelve	in	favor	of	the	
Service,	and	ten	of	the	cases	were	disposed	of	on	proce-
dural	grounds.	One	has	to	wonder	if	the	Service	is	still	
clinging	to	the	“abuse	of	discretion”	standard	of	review	
hurdle	as	surefire	protection	against	granting	innocent	
spouse	relief	and	ignoring	the	changes	in	the	statute	in	
recent	years	that	were	intended	to	broaden	that	relief	

by	adding	an	equitable	provision	to	the	statute.	Clearly,	
Congress	intends	the	Tax	Court	to	have	jurisdiction	over	
any	denial	of	relief	under	6015(f)d.

	 The	scorecard	that	 is	used	by	the	Service	and	the	
Court	can	be	 found	 in	Rev. Proc. 2003- 61, Sec.	4.03,	
2003-2	C.B.	at	298.	The	factors	enumerated	and	parsed	
by	the	Court	are:	(1)	marital	status;	(2)	economic	hard-
ship;	(3)	knowledge	or	reason	to	know;	(4)	legal	obliga-
tion;	(5)	significant	benefit;	(6)	compliance	with	federal	
tax	 law;	 (7)	abuse;	 (8)	mental	or	physical	health;	 (9)	
other	circumstances.e	In	this	case,	the	taxpayer	scored	
by	having	a	dead	husband,	whose	health	problems	were	
a	mental	and	financial	strain,	who	left	her	with	nothing,	
and	she	was	in	compliance.	She	lost	points	because	she	
had	reason	to	know.	And	the	“neutral”	items	included	
economic	hardship,	no	abuse,	and	no	legal	obligation	of	
the	husband	to	pay.	She	also	scored	because	she	was	a	
widow,	had	paid	the	majority	of	the	tax	and	was	in	a	
precarious	financial	situation.	So,	if	the	Court	got	the	
scorecard	right,	 the	knowledge	 factor	reigns	supreme	
in	the	IRS’s	equitable	relief	denial,	just	like	it	is	legiti-
mately	a	deadly	factor	in	6015(b)	denials	of	relief.	
	 In	Wiener v. Commissioner, another	case	decided	for	
the	taxpayer,	the	Tax	Court	makes	it	clear	that	just	be-
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cause	you	fail	the	knowledge	test	under	6015(b)	does	not	
mean	you	shouldn’t	win	under	6015(f).f	Mrs.	Weiner	won	
because	she	relied	on	her	husband	who	had	failed	to	dis-
close	the	investment	that	resulted	in	the	tax.	Similarly,	
an	abused	wife	who	fears	retaliation	is	not	denied	relief	
under	6015(f)	even	though	she	did	not	challenge	the	
return.g	Even	an	ex-wife	of	an	ex-IRS	agent	who	was	in	
jail	for	bribing	a	public	official	can	get	relief	if	she	is	sub-
jected	to	mental	and	emotional	abuse.h		However,	knowl-
edge	was	determinative	for	Mrs.	Jennings	because	she	
knew	about	the	item	that	led	to	the	deficiency,	received	
some	home	improvements	and	totally	failed	to	provide	

any	evidence	of	
hardship.i	How-
ever,	even	if	you	
know	your	wife	
is	an	embezzler,	
if	you	divorce	her	
and	act	in	“good	
faith”,	 you	 still	
might	get	 relief	
under	6015(f).j	
	 Of	 course,	 igno-
rance	is	bliss,	and	
a	 basis	 for	 relief	
under	6015,	as	 is	
evidenced	 in	 the	
following	 cases:	
Schwind v. Com-
missioner, T.C.	
Summ.	Op.	2008-
119;	 Seamons v. 
C o m m i s s i o n e r, 
T.C.	 Summ.	 Op.	
2008-92;	 Fretty 
v. Commissioner, 
T.C.	 Summ.	 Op.	
2008-76;	Ybarra v. 
Commissioner, T.C.	
Summ.	Op.	2008-
2.	But	sometimes,	
even	 if	 you	 don’t	
know,	you	have	a	
duty	to	ask.k	
	And,	for	the	life	
of	 me	 I	 cannot	
fathom	why	the	
Service	didn’t	ap-
ply	Mrs.	Alioto’s	
liquidated	 com-
munity	assets	to	
the	marital	debt	
instead	 of	 the	
pre-marital	debt	

to	avoid	this	litigation.l	But	in	the	end,	the	Court	found	
equity	and	economic	hardship	even	if	the	taxpayer	has	
household	help.
	 No	matter	what,	if	you	don’t	ask,	or	don’t	ask	in	time,	
you	can’t	win.m	But,	if	you	do	ask	for	interest,	the	Court	has	
jurisdiction	to	make	a	determination	for	6015(f)	reliefn.

	 In	conclusion,	it	is	clear	that	every	innocent	spouse	
request	will	either	win	the	day,	or	lose	the	game	based	on	
facts	and	circumstances.	In	any	event,	in	this	arena,	its	
better	to	be	divorced	or	widowed,	abused	and	ignorant.	
Hopefully,	this	most	recent	round	of	Tax	Court	decisions	
will	serve	as	a	guide	in	future	innocent	spouse	requests	
and	perhaps	avoid	litigation	by	a	favorable	determina-
tion	at	the	IRS	level.	 If	not,	 then	maybe	by	following	
the	Qualified	Offer	Rules,	the	taxpayer’s	attorney	can	
get	7430	attorneys	 fees	awarded	 in	 the	appropriate	
case.	And,	just	maybe,	a	change	in	the	burden	of	proof	
as	suggested	in	the	Porter case	above,	would	move	con-
sideration	of	equitable	relief	by	the	IRS	closer	to	 the	
legislative	intent	of	6015(f).

(Endnotes)
1.	 Porter v. Commissioner,	130	T.C.	No.	10	(May	15,	2008).
2.	 Culver v. Commissioner, 116	T.C.	189	(2001).
3.	 Velez v. Commissioner, T.C.	Summ.	Op.	2008-19.
4.	 I.R.C.	Section	6015(e);	Christensen v. Commissioner,	523	F.	3d	957	
(9th	Cir.	2008).
5.	 Martinez v. Commissioner, T.C.	Summ.	Op.	2008-165.
6.	 T.C.	Memo	2008-230.
7.	 Brown v. Commissioner, T.C.	Summ.	Op.	2008-123,	see	also,	Nihiser 
v. Commissioner, T.C.	Memo	2008-135.
8.	 Bishop v. Commissioner, T.C.	Summ.	Op.	2008-33.
9.	 Jennings v. Commissioner, T.C.	Summ.	Op.	2008-133,	 see	also,	
Stolkin v. Commissioner, T.C.	Memo	2008-211;	Strinz v. Commissioner, 
T.C.	Summ.	Op.	2008-108;	Taylor v. Commissioner, T.C.	Memo	2008-193;	
Courtney v. Commissioner, T.C.	Summ.	Op.	2008-100;	Clarke- Lewis 
v. Commissioner, T.C.	Summ.	Op.	2008-14;	Lepordo v. Commissioner, 
T.C.	Summ.	Op.	2008-4.
10.	Yakubik v. Commissioner, T.C.	Summ.	Op.	2008-74.
11.	Rice v. Commissioner, T.C.	Summ.	Op.	2008-69.
12.	Alioto v. Commissioner, T.C.	Memo	2008-185.
13.	Barnes v. Commissioner, 130	T.C.	No.	14	(June	11,	2008)	(untimely	
petition);	Martino v. Commissioner, T.C.	Memo	2009-1	(failed	to	submit	
Form	8857);	Thompson v. Commissioner, T.C.	Summ.Op.	2008-39	(un-
timely	request	for	relief);	Green v. Commissioner, T.C.	Memo	2008-28	
(stand	alone	case	that	didn’t	qualify	under	the	time	frames);	Word v. 
Commissioner, T.C.	Summ.Op.	2008-27	(failed	to	request	interest	on	
abatement).
14.	Kollar v. Commissioner, 131	T.C.	No.	12	(November	25,	2008).
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Revenues Budget
Dues 100,000
Dues Affiliate 200
Dues Retained by TFB	 <35,000>
Net Dues 65,200

CLE Courses 9,294
Audio Tape	 0
Course Materials 0
Newsletter Sub 0
Registrations 1,500
Sponsorship 1,200
Investment Allocation 19,596

Total Revenues $116,828

Expenses
Employee Travel	 1,791
Postage 1,311
Printing 4,800
Officer Office Expense 850
Newsletter 8,800
Supplies 500
Photocopying 500
Officers Travel Expense 1,500
CLE Speaker Expense 5,000

Committee Expense 3,500
Board or Council Meeting 250
Section Annual Meeting 51,999
Midyear Meeting 3,580
Organizational Meeting	 123,091
Washington Reception 7,000
Federal Tax Legislation 1,500
Amicas Curiae 1,000
Natl’l Tax Moot Court 14,550
Tax Ski Retreat 0
Membership Directory 9,400
Awards	 2,000
Scholarships 10,000
Grant Programs 0
Civility Week Plaque 0
Law School Liaison 0
Web Site 7,500
Council of Sections 300
Operating Reserves 20,135
Miscellaneous 4,000
CLER Credit Fee 150

Total Expenses $223,981

Beg. Fund Balance 165,389
Ending Fund Balance	 $279,949

Annual Section Budget
Tax Law Section

for Fiscal Year 2008-2009

The proposed budget was approved by the Executive Council, January 2008. The Board 
of Governors of The Florida Bar approved this budget at their April 2008 meeting.

Section Reimbursement Policies:

General: All travel and office expense payments are in accordance with Standing Board Policy 5.61 or
more restrictive Section policies identified elsewhere in this budget notice. Travel expenses for other
than members of Bar staff may be made if in accordance with SBP 5.61(e)(5)(a)-(h), 5.61(e)(6) which
is available from Bar headquarters upon request.
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Final Section Budget
Tax Law Section

for Fiscal Year 2007-2008

Revenues   Actuals Budget
Admin Fee Adj. <1,872> <18,600>
Section Dues 99,100 100,000
Affiliate Dues 180 200
Admin Fee to TFB <35,288> <35,200>
Net Dues 62,120 46,400

Registrations 6,472 0
CLE Courses <18,305> 22,750
Section Differential 6,789 0
Sponsorships 130,066 99,500
Section Svc Pgm Rev <876> 105,850
Bd/Council Mtg. Regis 36,786 40,375
Sections Registration 820 0
Moot Court 10,544 13,100
Allowances <9> 0
Investment Allocation 9,070 17,888
Miscellaneous 3,172 0
Other Income 184,529 299,463

Total Revenues $246,649 $345,863

Expenses
Credit Card Fees 907 543
Employee Travel 3,239 3,963
Internet Charges 0 150
Promotional Printing 595 1,825
Promotional Mailing 1,781 2,117
Postage 3,368 1,511
Printing 1,637 5,120
Officer Office Expense 0 900
Newsletter 10,203 8,800
Supplies 83 600
Photocopying 355 625
Officers Travel Expense 0 1,500
CLE Speaker Expense 3,745 5,000
Reception 24,235 29,000
Luncheons 8,867 13,850
Family Dinner 20,506 40,000
Golf Tourn Expenses 3,726 6,500
Committee Expenses 544 3,500
Board or Council Meeting 0 250

Expenses   Actuals Budget
Midyear Meeting 3,306 3,580
Entertainment Expense 14,607 6,120
Hospitality Suite 5,616 12,150
A/V Equipment 13,728 6,000
Sect Membership Dire 11,032 9,400
Awards 1,826 2,000
Scholarships 10,000 10,000
Website 6,100 7,500
Council of Sections 300 300
Federal Tax Legislation 0 1,500
Amicas Curiae 6,759 1,000
Natl Tax Moot Court 10,298 13,000
Washington Reception 4,785 7,000
Tax Ski Retreat 0 2,500
Nat MultiSta TX Symp 3,956 103,350
State Tax Legislation 0 1,000
Operating Reserve 0 20,135
Miscellaneous 7,096 12,150
Time Taping Editing 1,317 0
Speakers Expense 0 1,300
Speakers Meals 1,044 500
Speakers Hotel 0 2,368
Course Credit Fee 150 300
Meeting Room Rent 800 800
Meeting Meals 51,311 25,880
Refreshment Breaks 3,120 4,342

Total Operating Exp. 240,942 379,929

Meetings Administration 2,174 1,464
Advertising News 0 1,078
Printing 0 300
Graphics & Art 11,556 8,500

Total TFB Supp. Serv. 13,730 11,342

Total Expenses $254,672 $391,271

Net Operations <8,023> <45,408>

Beg. Fund Balance 279,949 255,545
Ending Fund Balance $271,926 $210,137
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continued, next page

The Reverse Freeze: Disposing of a 
Preferred Partnership Interest and 
Retaining the Common Partnership Interest
By Mark Wisniewski, Esq., Comiter, Singer, Baseman & Braun, LLP, Palm Beach Gardens, FL1

	 In	the	current	economic	climate,	individuals	are	no	
longer	 looking	for	 investments	with	the	potential	 for	
appreciation	in	value	and/or	a	rate	of	return	in	excess	
of	the	AFR	or	Section	7520	rates.	Instead,	investors	are	
shifting	into	investments	that	produce	a	conservative	
but	guaranteed	rate	of	return	and	that	pose	little	or	no	
risk.		The	shift	to	high	grade	corporate	bonds,	certifi-
cates	of	deposits,	T-Bills,	safe	dividend-paying	preferred	
stocks,2	and	similar	investments	presents	a	challenge	as	
this	type	of	investment	portfolio	has	little	or	no	poten-
tial	for	appreciation	in	value.		Since	traditional	freeze	
techniques	are	not	viable	for	these	conservative	invest-
ment	portfolios,	planners	should	consider	the	“reverse	
freeze”	strategy,	which	utilizes	a	 limited	partnership	
with	both	preferred	and	common	limited	partnership	
interests,	as	a	wealth	transfer	vehicle.

The Reverse Freeze
	 In	a	reverse	freeze,	the	transferred	partnership	in-
terest	is	the	preferred	interest.	First,	a	recapitalization	
of	the	partnership	is	effectuated	in	which	the	senior	

family	member	recapitalizes	the	partnership	so	that	
it	 features	a	preferred	partnership	 interest	with	a	
priority	return,	or	guaranteed	payment,	and	a	common	
partnership	interest	that	can	only	share	in	partner-
ship	income	after	all	of	the	allocations	to	the	preferred	
interest	are	satisfied.		Next,	the	senior	family	member	
transfers3	 the	preferred	partnership	 interest	 to	 the	
junior	family	members,	while	retaining	the	common	
partnership	interest.	The	reverse	terminology	is	used	
because	the	priority	return	or	guaranteed	payment	for	
the	preferred	partnership	interest	will	be	significantly	
higher	than	the	minimum	rates	of	return	established	
by	the	AFR	or	the	Section	7520	rate.	
	 The	preferred	 limited	partnership	 interest	 is	as-
signed	a	 low	value4	when	 it	 is	 transferred	to	 junior	
family	members	by	gift	or	by	using	any	of	the	familiar	
freeze	techniques.	As	a	result,	all	of	the	income	gener-
ated	by	the	partnership’s	assets	will	be	shifted	to	the	
Junior	 family	members	because	of	 the	high	rate	of	
return	and	the	compounding	resulting	 from	the	cu-
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mulative	nature	for	any	arrearages	for	the	preferred	
partnership	interest.		Over	the	years,	the	relative	value	
of	the	common	partnership	interest	will	be	diminished	
by	these	actions,	while	that	of	the	preferred	partnership	
interest	will	 increase.	The	wealth	 transfer	 tax	ben-
efits	of	this	strategy	can	be	enhanced	if	the	preferred	
partnership	interest	is	transferred	to	a	“grantor	trust”	
whose	beneficiaries	are	the	junior	family	members,	and	
where	the	grantor	is	the	Senior	family	member.	Since	
the	grantor	of	a	“grantor	trust”	is	treated	as	owning	
the	trust	assets	for	federal	income	tax	purposes,	any	
transactions	between	the	grantor	and	the	trust	will	
be	ignored	for	Federal	income	tax	purposes,	and	any	
income	earned	by	the	assets	of	the	trust	will	be	reported	
on	the	grantor’s	Federal	income	tax	return	rather	than	
on	the	return	of	the	trust.5		Effectively,	the	grantor’s	
payment	of	such	income	taxes	will	constitute	additional	
tax-free	gifts	from	the	grantor	to	the	trust.6

Example:	 	A	partnership	has	a	 conservative	
investment	portfolio	of	bonds	designed	to	pro-
duce	 current	 income	 instead	 of	 growth.	 	The	
partnership’s	assets	are	worth	$1,000,000	and	
generate	a	5%	return	or	$50,000	each	year.		The	
long-term	AFR	is	3.0%.

Senior	recapitalizes	the	partnership	into	a	pre-
ferred	 partnership	 interest	 with	 a	 $600,000	
capital	account	and	a 10% priority return,	and	
a	common	partnership	interest	with	a	$400,000	
capital	account.		Senior	then	gifts	the	preferred	
partnership	 interest	 to	a	grantor	 trust	 for	 the	
benefit	of	Junior	(“Junior’s Trust”).

	 The	gift	of	 the	preferred	partnership	 interest	 to	
Junior’s	Trust	is	not	subject	to	Section	2701	because	
Senior	is	retaining	the	common	partnership	interest	
and	giving	away	the	preferred	partnership	interest7.		
The	 legislative	history	of	Chapter	14	suggests	 that	
this	strategy	is	outside	the	ambit	of	Section	2701	be-
cause	retaining	ownership	and	control	of	the	common	
partnership	interest	does	not	give	the	transferor	of	the	
preferred	partnership	interest	the	ability	to	manipu-
late	the	value	of	the	transferred	preferred	partnership	
interest,	particularly	where	the	preferred	return	is	a	
cumulative	preference8.
	 With	respect	to	partnership	distributions	in	Year	#1,	
Junior’s	Trust	receives	the	$50,000	preferred	return,	
and	Senior	receives	nothing.	Any	income	attributable	
to	the	distribution	to	Junior’s	Trust	will	be	reported	
on	Senior’s	Federal	income	tax	return	rather	than	on	
the	return	of	Junior’s	Trust.9	
	 Justification	for	establishing	a	high	preferred	return	
rate	can	be	found	in	Rev.	Rul.	83-120	(the	“Revenue 
Ruling”)10,	which	provides	guidelines	for	determina-
tion	of	preferred	return	rates	in	a	closely	held	family	

REVERSE FREEzE
 from previous page

continued, next page
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limited	partnership	setting.	The	preferred	partnership	
interest	resembles	preferred	stock	in	that	the	interest	
will	have	a	fixed	liquidation	value	and	carry	a	payment	
right	of	a	fixed	percentage	of	that	value.		Like	a	pre-
ferred	stock,	the	preferred	payments	can	be	made	only	
out	of	net	income	and	appreciation	of	the	partnership.		
The	rate	on	the	preferred	partnership	interest	will	be	
set	at	market	by	an	appraisal	so	that	at	the	time	of	
the	gift	of	the	preferred	partnership	interest	the	mar-
ket	value	and	the	liquidation	value	of	the	preferred	
interest	is	the	same.		Under	the	valuation	concepts	of	
the	Revenue	Ruling,		the	preferred	return	rate	must	
be	very	high	because	of	 the	preferred	partnership	
interest’s	inherent	lack	of	voting	control,	lack	of	mar-
ketability	and	longevity.		That	is	in	stark	contrast	to	
a	direct	investment	in	assets	with	a	conservative	but	
guaranteed	rate	of	return	outside	the	partnership	set-
ting.		A	hypothetical	willing	buyer	would	insist	upon	
an	enhanced	return	on	his	investment	in	the	preferred	
partnership	 interest	 to	make	up	 for	 the	preferred	
partnership	interest’s	inherent	lack	of	voting	control,	
lack	of	marketability	and	longevity.	In	practice,	a	12	
–	13%	preferred	return	rate	is	not	uncommon.	This	is	
an	exceptional	technique	where	there	is	little	expec-
tation	of	appreciation	in	value	so	that	the	traditional	
estate	freeze	is	irrelevant.	We	have	artificially	created	
a	high	yield	asset	 from	a	 conservative	 investment	
portfolio.		And,	what	is	left	in	the	estate	of	the	Senior	
family	member	is	a	common	partnership	interest	that	
can	be	discounted	for	all	of	the	factors	commonly	used	
to	discount	family	limited	partnership	interests	held	
by	Senior	family	members	and	that	has	no	potential	
for	appreciation	in	value	because	of	the	nature	of	the	
assets	owned	inside	the	partnership.

(Endnotes)
1.	 The	author	would	like	to	thank	Jerome	M.	Hesch	,	Esq.	for	his	sub-
stantive	and	editorial	assistance	in	the	preparation	of	this	article.
2.	 For	example,	preferred	stocks	of	public	utilities.
3.	 The	transfer	of	the	preferred	partnership	interest	to	junior	fam-
ily	members	can	be	by	outright	gifts,	gifts	in	trust,	through	a	GRAT,	
through	an	installment	sale	to	a	grantor	trust	or	by	using	any	other	
estate	freeze	technique	such	as	a	CLAT.
4.	 See,	e.g.,	Estate	of	Newhouse	v.	Comm’r,	94	T.C.	193	(1990);	Rev.	
Rul.	83-120,	1983-2	C.B.	170.	These	authorities	generally	provide	
that	valuation	discounts	are	available	on	minority	interests	that	lack	
control	and	free	marketability,	in	many	cases	greater	than	30%,	but	
no	bright	line	rule	exists.	Contrast	Andrews	Est.	v.	Comm’r,	79	T.C.	
938	 (1982)	 (combined	discounts	 for	a	minority	 interest	and	 lack	of	
marketability	amounted	to	approximately	65%)	with	Estate	of	Berg	v.	
Comm’r,	T.C.	Memo	1991-279,	aff ’d	in	part,	rev’d	in	part,	976	F.2d	1163	
(8th	Cir.	1992)	(rejected	taxpayer’s	60	percent	discount;	upheld	IRS’s	
20%	minority	and	10%	marketability	discounts,	effectively	permitting	
a	30%	discount).
5.	 I.R.C.	§	671.
6.	 Rev.	Rul.	2004-64;	2004-2	C.B.	7.
7.	 I.R.C.	§	2701(c)(1)(B)(i)	 ;	 I.R.C.	§2701(a)(4)(B);	Regs.	§	25.2701-
2(b)(3)(i).	
8.	 Sen.	Expl.,	101st	Cong.,	2d	Sess.,	136	Cong.	Rec.	S15629-03	(daily	
ed.	Oct.	18,	1990).
9.	 I.R.C.	§	671.		
10.	Rev.	Rul.	83-120,	1983-2	CB	170.
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Disregard of Unexercised Powers of appointment 
in ESBTs.
	 Potential	Current	Beneficiaries	(PCBs)	are	treated	as	
shareholders	of	the	corporation	for	purposes	of	Subchap-
ter	S	eligibility	and	maximum	number	of	shareholders.		
In	determining	the	PCBs	for	any	date,	powers	of	appoint-
ment	are	disregarded	to	the	extent	not	exercised.		The	
new	regulations	reflect	the	law	changes	and	amend	the	
definition	of	PCB.		They	provide	that	all	members	of	a	
class	of	unnamed	charities	permitted	to	receive	distribu-
tions	under	a	discretionary	distribution	power	held	by	
a	fiduciary	that	is	not	a	power	of	appointment,	will	be	
considered,	collectively,	to	be	a	single	PCB	for	purposes	
of	determining	the	number	of	permissible	shareholders	
unless	the	power	is	actually	exercised,	in	which	case	each	
charity	that	actually	receives	distributions	will	also	be	
a	PCB.
Transfer of Stock Between Spouses or Incident 
to Divorce.
	 If	 stock	of	an	S	corporation	 is	 transferred	between	
spouses	or	is	transferred	incident	to	a	divorce	under	Code	
Section	1041(a),	any	loss	of	deduction	with	respect	to	the	
transferred	stock	which	cannot	be	taken	 into	account	
by	the	transferring	shareholder	in	the	year	of	transfer	
because	of	the	basis	limitation	is	treated	as	incurred	by	
the	corporation	in	the	next	taxable	year	with	regard	to	
the	transferee.	 	The	new	regulations	amend	the	prior	
regulations	to	include	this	exception	to	the	general	rule	
of	nontransferability	of	losses	and	deductions.		The	final	
regulations	include	examples	illustrating	these	rules.
Passive activity Losses and at-Risk amounts Of 
Qualified Subchapter S Trusts
 Recent	law	changes	provide	that	for	purposes	of	ap-
plying	Code	Sections	465	and	469	to	the	beneficiary	of	
a	Qualified	Subchapter	S	Trust	(QSST)	with	respect	to	
which	the	beneficiary	has	made	a	QSST	election,	the	dis-
position	of	S	corporation	stock	by	the	QSST	is	treated	as	a	
disposition	by	the	beneficiary.		This	is	an	exception	to	the	
general	rule	which	provides	that	the	Trust,	rather	than	
the	beneficiary,	is	treated	as	the	owner	of	the	S	corpora-
tion	stock	in	determining	the	income	tax	consequences	
of	a	disposition	of	the	stock.		The	new	regulations	add	
conforming	language	to	reflect	this	change.
Qualified Subchapter S Subsidiary Relief for Inad-
vertent Invalid Elections	or Terminations.
	 QSubs	are	eligible	 for	relief	 for	 inadvertent	 invalid	
QSub	elections	or	 terminations.	 	The	new	regulations	
make	conforming	changes	to	reflect	this	2004	change	in	
the	law.

PROPOSED REGULaTIONS
Excluded Discharge of Indebtedness Income
 The	August	6,	2008	Federal	Register	contains	proposed	
regulations	that	would	provide	guidance	on	the	manner	
in	which	an	S	corporation	reduces	its	tax	attributes	un-

der	Section	108(b)	for	tax	years	in	which	an	S	corporation	
has	cancellation	of	debt	(COD)	discharge	of	indebtedness	
income	that	is	excluded	from	gross	income	under	Section	
108(a).	 The	proposed	regulations	discuss	situations	in	
which	the	aggregate	amount	of	shareholders’	disallowed	
Section	1366(d)	losses	and	deductions	that	are	treated	as	
a	net	operating	loss	tax	attribute	(deemed	NOL)	of	the	
S	corporation	exceeds	the	amount	of	the	S	corporation’s	
excluded	discharge	of	indebtedness	income.		It	provides	
a	rule	for	allocating	the	reduction	of	the	shareholders’	
losses	and	deductions	that	were	suspended	due	to	the	
basis	limitations.		It	would	provide	rules	as	to	the	method	
for	allocating	 these	among	 the	shareholders	and	 the	
character	of	the	amounts	of	these	losses.		The	proposals	
also	contain	requirements	for	shareholders	to	provide	to	
the	corporation	information	regarding	their	suspended	
losses	and	for	the	corporation	to	provide	shareholders	
with	information	regarding	the	allocation	of	any	excess	
deemed	NOL	to	them,	even	if	such	amount	is	zero.		The	
IRS	and	the	Treasury	Department	request	comments	on	
these	proposals.

REVENUE PROCEDURES
Bank Changing from Reserve Method of account-
ing for Bad Debts-Election to Recognize Section 
�81 adjustments in Final C Year
	 A	bank	that	wishes	to	be	an	S	corporation	or	a	QSub	
may	not	use	the	reserve	method	of	accounting	for	bad	
debts.		The	IRS	provides	revenue	procedures	by	which	
a	taxpayer	may	obtain	automatic	consent	for	a	change	
in	method	of	accounting	for	bad	debts	from	the	reserve	
method	to	the	specific	charge	off	method.		Revenue	Pro-
cedure	2008-52,	2008-36	IRB	587,	explains	how	a	bank	
that	changes	from	the	reserve	method	of	accounting	for	
bad	debts	for	its	first	S	corporation	taxable	year	may	elect	
under	Section	1361(g)	added	by	the	Small	Business	and	
Work	Opportunity	Act	of	2007	to	take	into	account	the	
resulting	Section	481	income	adjustments	in	determin-
ing	taxable	income	in	the	final	C	corporation	year.		Under	
the	general	rule,	a	positive	adjustment	resulting	from	the	
change	in	accounting	method	is	taken	into	account	over	
four	taxable	years	beginning	in	the	year	of	change.		The	
new	provision	that	applies	to	taxable	years	beginning	
after	December	31,	2006	allows	that	income	to	be	taken	
into	account	in	the	final	C	corporation	year.

To	make	this	special	election,	the	bank	must	do	the	
following	things:
1.	File	an	original	and	copy	of	Form	3115	under	

Section	6.02(3)	of	Rev.	Proc.	2008-52	for	the	year	
of	change,

2.	File	an	additional	copy	of	the	Form	3115	with	its	
original	(or	amended)	Federal	income	tax	return	
for	the	taxable	year	immediately	preceding	the	
year	of	change	filed	no	later	than	the	date	the	
original	Form	3115	is	properly	filed	under	Sec-
tion	6.02(3)	of	Rev.	Proc.	2008-52;

3.	 Include	 the	amount	of	 the	Section	481(a)	ad-
justment	 in	gross	 income	for	 the	taxable	year	
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immediately	preceding	the	year	of	change;	and
4.	Attach	a	 statement	 to	 the	 original	and	both	

copies	of	Form	3115	stating	that	the	bank	elects	
under	Section	1361(g)	to	take	the	Section	481(a)	
adjustment	into	account	in	determining	taxable	
income	for	the	tax	year	immediately	preceding	
the	year	of	change.

	 Announcement	2008-84,	2008-38	IRB	748,	states	that	
Rev.	Proc.	2008-52	 is	effective	as	of	August	18,	2008.		
However,	taxpayers	will	be	allowed	to	elect	to	apply	the	
provisions	of	Rev.	Proc.	2002-9	through	September	15,	
2008.

REVENUE RULINGS
Key-Man Life Insurance Effect on accumulated 
adjustments account (aaa)
	 Revenue Ruling 2008-42,	2008-30	IRB	175,	examines	
the	effects	on	AAA	of	premiums	paid	by	an	S	corporation	
on	an	employer-owned	life	insurance	contract	and	the	
proceeds	received	by	the	S	corporation	upon	the	death	
of	the	insured.	 	The	ruling	discusses	an	S	corporation	
that	purchases	an	employer-owned	life	insurance	policy	
on	 the	 life	of	a	highly	 compensated	key-employee	 in	
order	to	cover	expenses	the	company	would	incur	as	a	
result	of	the	employee’s	death.	The	corporation	pays	all	
the	premiums	on	the	policy	and	is	a	beneficiary	on	the	
policy.
	 The	ruling	holds	 that	 the	nondeductible	premiums	
paid	by	the	S	corporation	on	the	policy	will	not	reduce	the	
S	corporation’s	AAA.		Similarly,	the	nontaxable	income	
received	by	the	corporation	on	the	death	of	the	insured	
from	such	a	policy	does	not	increase	the	S	corporation’s	
AAA.

OTHER IRS GUIDaNCE
Sample Plan Language for Employees Stock Own-
ership Plans (ESOPs)
	 In	a	July	1,	2008	special	edition	of	Employee	Plan	
News,	the	IRS	website	published	sample	plan	language	
for	the	transfer	of	S	corporation	shares	from	the	portion	
of	the	plan	that	is	an	ESOP	to	a	portion	of	a	plan	that	is	
not	an	ESOP.		The	purpose	of	this	language	is	to	avoid	
causing	a	non-allocation	year	that	would	cause	serious	
problems	for	the	ESOP	including	income	to	participants,	
excise	taxes,	loss	of	tax	exempt	status	for	the	plan,	and	
loss	of	Subchapter	S	status	for	the	corporation.

JUDICIaL DECISIONS
Failed Tax Shelter- -S Corporation Charitable 
Contribution Strategy
	 One	of	the	taxpayers	who	tried	the	tax	saving	strat-
egy	described	in	IRS	Notice	2004-30	tried	to	rescind	the	
transaction	after	the	charitable	contribution	deduction	
was	denied	by	the	IRS.		William	A.	Brown	was	the	sole	
shareholder	 of	Brown	Bottling	Group,	 Inc.	 	He	was	
contacted	by	KPMG	to	promote	its	tax	shelter	scheme	
and	they	also	recruited	Austin	Fire	Fighters	Relief	and	

Retirement	Fund,	a	 legislatively-created	 retirement	
plan	that	administers	pension	benefits	for	members	of	
the	City	of	Austin’s	Fire	Department.  Brown	caused	
his	corporation	to	make	a	Subchapter	S	election	and	to	
create	a	class	of	nonvoting	common	stock.		He	donated	
the	nonvoting	common	stock	to	 the	Retirement	Fund	
and	they	entered	 into	an	agreement.	 	The	agreement	
gave	 the	Retirement	Fund	the	right	 to	require	 the	S	
corporation	or	the	original	shareholder	to	purchase	the	
Fund’s	nonvoting	stock	for	an	amount	equal	to	the	fair	
market	value	of	the	stock	as	of	the	date	the	shares	were	
presented	for	repurchase.		Thus,	the	Retirement	Fund	
was	expected	to	realize	the	value	of	the	gift	of	stock	by	
redemption	of	the	stock.
 The	nonvoting	stock	constituted	90%	of	the	total	out-
standing	stock.	 	Therefore,	90%	of	 the	S	corporation’s	
taxable	income	flowed	through	to	the	Retirement	Fund	
even	 though	no	distributions	were	required	or	made	
during	most	of	the	years	involved.		Since	the	Retirement	
Fund	is	a	tax	exempt	entity,	it	would	suffer	no	ill	effects	
from	the	pass-through	of	S	corporation	income.
	 When	IRS	denied the	charitable	contribution deduc-
tion, Brown	and	his	 corporation	 tried	 to	 rescind	 the	
transaction.		The	District	Court	denied	most	of	the	mo-
tions	 for	Summary	Judgment	 in	Austin Fire Fighters 
Relief and Retirement Fund v. Brown (District	Court,	
Southern	District	of	Mississippi,	September	29,	2008).
Who is the Shareholder?
	 The	Ninth	Circuit	Court	of	Appeals	affirmed	TC	Memo	
2005-274	on	February	12,	2008	 in	Hightower v. Com-
missioner.    Hightower sought	to	avoid	reporting	the	
pass-through	distributive	share	from	his	S	corporation	
allocated	to	him	in	2000	claiming	that	his	role	 in	the	
corporation’s	management	was	restricted	and	that	he	did	
not	retain	beneficial	ownership	of	his	shares	through	the	
October	13,	2000	sale	date.		Contrary	to	his	assertions,	
the	appeals	court	held	that	the	arbitration	award	did	not	
have	the	affect	of	divesting	him	of	beneficial	ownership	
of	his	shares	in	1998.	The	arbitration	award	merely	gave	
the	other	shareholder	the	financial	benefit	of	his	bargain	
retroactively	once	the	sale	took	place	in	2000.
Shareholder’s Basis Limitation on Losses and 
Deductions
	 Losses	 and	 deductions	 of	 S	 corporations	 flowing	
through	to	shareholders	are	 limited	by	shareholders’	
basis	in	the	stock	and	the	shareholders’	basis	in	loans	
that	the	shareholders	have	made	to	the	S	corporation.		
In	Rose v. Commissioner (11th	Cir.,	4/24/08)	the	appeals	
court	reversed	and	remanded	PK Ventures, Inc. v. Com-
missioner,	TC	Memo	2006-36,	on	the	issue	of	whether	the	
shareholder	had	sufficient	basis	to	deduct	losses	flowing	
through	to	him	from	his	S	corporation.			The	Tax	Court	
had	disallowed	 the	 losses	holding	 that	basis	did	not	
result	when	Mr.	Rose	caused	the	transfer	of	a	corporate	
debt	 to	him	 from	one	 corporation	 to	another	 related	
corporation.		The	appeals	court	reversed	and	remanded	
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on	this	issue	ordering	the	Tax	Court	to	reconsider	the	ef-
fect	of	earlier	transfers	of	cash	on	the	later	transactions.		
The	earlier	transfers	of	cash	may	have	constituted	the	
“actual	economic	outlays”	that	the	Tax	Court	said	were	
not	present.		Stay	tuned	for	the	next	installment	of	this	
controversy.
Shareholder Payment of Corporate Expenses-Loan 
or Contribution to Capital
	 In	Derby v. Commissioner,	TC	Memo	2008-45,	Dr.	Derby	
paid	certain	expenses	for	his	wholly	owned	S	corporation.		
He	contended	that	he,	in	effect,	made	a	constructive	loan	
to	the	corporation	of	the	amount	in	question	by	person-
ally	 incurring	expenses	deemed	to	be	 incurred	by	 the	
corporation;	and	that	the	constructively	borrowed	funds	
were	reimbursed	to	him	upon	dissolution	of	the	corpora-
tion.		The	Tax	Court	held	that	Dr.	Derby	failed	to	sustain	
his	burden	of	proof	as	to	either	the	existence	or	the	de-
ductibility	of	the	alleged	expenditures.		The	court	went	
further	and	stated	that	even	assuming	that	Dr.	Derby	
actually	incurred	the	alleged	expenditures	and	that	they	
were	of	a	type	that	would	be	currently	deductible	by	the	
corporation,	the	evidence	did	not	establish	whether	Dr.	
Derby	incurred	them	on	behalf	of	the	corporation	with	
an	expectation	of	reimbursement	or	intended	that	they	
constitute	a	contribution	to	the	capital	of	the	corporation.		
His	oral	testimony	was	consistent	with	either	approach.		
Thus,	the	Tax	Court	did	not	allow	those	expenses	to	the	
corporation	and	increased	the	taxable	income	Dr.	Derby	
had	to	report	from	his	S	corporation.

PRIVaTE LETTER RULINGS
Grantor Trust-Power to Lend to Settlor Without 
Security
 Letter Ruling 200840025	involved	a	trust	agreement	in	
which	four	trusts	were	created	by	the	grantor,	one	for	each	
of	his	children.		Under	the	trust	agreement,	there	would	
always	be	a	trustee	who	was	not	an	adverse	party	as	de-
fined	by	Code	Section	672	during	the	grantor’s	life.		The	
nonadverse	trustee	had	authority	to	make	loans,	with	or	
without	security,	to	the	settlor-grantor	provided	that	the	
nonadverse	trustee	could	release	that	power	by	written	
notice	to	the	settlor	and	the	beneficiary.		After	reaching	
a	certain	age,	each	beneficiary	had	the	right	to	require	
the	trustee	to	make	distributions	to	the	beneficiary.
	 Code	 Section	 675(2)	 provides	 that	 the	 grantor	 is	
treated	as	the	owner	of	any	portion	of	a	 trust	when	a	
power	exercisable	by	the	grantor	or	a	nonadverse	party,	
or	both,	enables	the	grantor	to	borrow	corpus	or	income,	
directly	or	indirectly,	without	adequate	interest	or	with-
out	adequate	security	except	where	a	trustee	other	than	
the	grantor	is	authorized	under	a	general	lending	power	
to	make	loans	to	any	person	without	regard	to	interest	
or	security.		Section	678(a)	provides	that	a	person	other	
than	the	grantor	would	be	treated	as	the	owner	of	any	
portion	of	the	trust	if	such	person	has	a	power	to	vest	

corpus	or	income	in	himself	or	has	released	such	a	power,	
but	only	if	the	grantor	is	not	treated	as	the	owner	of	the	
trust	under	any	of	the	powers	set	forth	in	the	Section	670	
series	of	code	sections.
	 The	ruling	holds	that	because	the	grantor	is	treated	as	
the	deemed	owner	of	each	trust	under	Section	675(2),	each	
trust	is	a	Qualified	Subpart	E	trust	and	so	is	permitted	to	
be	a	shareholder	of	an	S	corporation.		The	deemed	owner	
is	treated	as	the	shareholder	so	long	as	he	is	alive	and	the	
nonadverse	trustee	has	not	released	the	power	to	make	
loans	to	the	grantor	or	without	security	with	respect	to	
each	separate	trust.
Permission Granted For Revocation of QSST Elec-
tion
	 In	Letter Ruling 200839014,	the	beneficiary	of	a	QSST	
requested	consent	 to	revoke	the	QSST	election.	 	Code	
Section	1361(d)	 (2)	 (C)	provides	 that	a	QSST	election	
once	made	may	only	be	revoked	with	the	consent	of	the	
IRS.		Regulation	§1.1361-1(j)	(ll)	provides	that	the	Com-
missioner	will	not	grant	a	revocation	when	one	of	 the	
purposes	is	the	avoidance	of	federal	income	taxes	or	when	
the	taxable	year	is	closed.			Based	on	the	facts	and	repre-
sentations	submitted,	the	IRS	permitted	the	beneficiary	
to	revoke	the	QSST	election.
Late Filing of Form �55� Relief Denied
	 The	Form	2553	making	an	election	under	Subchapter	
S	is	due	to	be	filed	by	the	15th	day	of	the	third	month	of	
the	taxable	year.		IRS	has	authority	to	allow	late	elections	
if	it	determines	that	there	was	reasonable	cause	for	the	
failure	to	timely	make	the	election.				Many	private	letter	
rulings	have	granted	relief	for	late	filed	Forms	2553.			In	
Letter Ruling 200827019 the	corporation	filed	a	C	corpo-
ration	return	for	its	first	two	years.		It	did	not	file	any	
returns	for	its	following	years	until	its	fourth	year	when	it	
filed	a	late	Form	1120S	for	the	third	year.		IRS	concluded	
that	the	corporation	did	not	establish	reasonable	cause	
for	not	making	a	timely	election.		Accordingly,	relief	was	
denied.	
Mining and Processing Materials Held Not Subject 
to Section 1�7� Built-In Gains Tax
	 The	built-in	gains	tax	of	Code	Section	1374	applies	to	
C	corporations	that	convert	to	S	corporation	status.		It	
imposes	a	corporate	 level	 tax	on	S	corporation	 income	
realized	during	the	ten	year	recognition	period	following	
conversion	to	the	extent	that	such	income	was	attribut-
able	to	dispositions	of	assets	having	a	value	greater	than	
basis	on	the	conversion	date	and	to	the	extent	of	income	
recognized	during	the	S	corporation	recognition	period	
that	was	earned	during	a	C	corporation	year.	 	Letter 
Ruling 200821022 dealt	with	a	situation	in	which	a	C	
corporation	was	in	the	business	of	mining	and	process-
ing	minerals	from	quarries	and	making	such	minerals	
ready	 for	commercial	use.	 	The	IRS	ruled	that	 income	
from	dispositions	by	the	company	of	minerals	that	are	
mined	and	processed	after	 the	effective	S	corporation	
conversion	date,	during	the	10	year	recognition	period,	
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will	not	constitute	recognized	built-in	gain	within	the	
meaning	of	Section	1374(d)(3).		In	reaching	its	conclusion,	
it	cited	example	l	of		Regulation	§1.1374-4(a)(3)	dealing	
with	a	working	 interest	 in	oil	and	gas	property	and	 it	
cited	Rev.	Rul.	2001-50,	2001-2	CB	343,	dealing	with	
timber	property	held	on	the	conversion	date.	 	The	IRS	
required	a	copy	of	the	letter	ruling	to	be	attached	to	the	
corporation’s	federal	income	tax	returns	for	its	final	tax	
year	as	a	C	corporation	and	for	each	recognition	period	
year	in	which	a	disposition	of	the	minerals	occurs.
Stock Redemption agreement Not Treated as Sec-
ond Class of Stock
	 In	Letter Ruling 200827008,	the	IRS	considered	wheth-
er	a	Floor	Price	Agreement	would	create	a	second	class	of	
stock,	thus	terminating	the	S	corporation	status.		Under	
the	Floor	Price	Agreement	the	corporation	was	obligated	
to	repurchase	its	stock	at	a	minimum	price	for	shares	that	
are	or	have	been	distributed	to	ESOP	participants.			The	
ruling	cited	regulations	under	Section	1361	that	bona	fide	
agreements	to	redeem	or	purchase	stock	at	the	time	of	
death,	divorce,	disability,	or	termination	of	employment	
are	disregarded	in	determining	whether	a	corporation’s	
shares	of	stock	confer	identical	rights.		Under	the	ESOP’s	
distribution	provisions,	 the	 corporation’s	 agreement	
to	 redeem	stock	 is	activated	by	 the	 termination	of	a	
participant’s	 employment	due	 to	death,	disability,	 or	
retirement.		Based	on	these	facts,	the	IRS	concluded	the	
Floor	Price	Agreement	will	be	disregarded	in	determin-
ing	whether	the	corporation’s	outstanding	shares	confer	
identical	rights.	 	Therefore,	the	corporation	will	not	be	
considered	as	having	more	than	one	class	of	stock	as	a	
result	of	adopting	the	Floor	Price	Agreement.

INaDVERTENT TERMINaTION PRIVaTE 
LETTER RULINGS

One Class of Stock Requirement
	 Several	private	letter	rulings	were	issued	in	which	the	
facts	indicated	that	the	S	corporation	status	may	have	
been	terminated	because	of	a	second	class	of	stock.	
Letter Ruling 200826003	 involved	a	 situation	where	
nonvoting	stock	was	authorized	but	the	Articles	of	Incor-
poration	Amendment	creating	the	nonvoting	stock	
was	not	filed	with	the	state	until	a	 later	date.	 	 In	the	
meantime,	shares	of	income,	loss,	deductions	and	credit	
were	allocated	to	all	shareholders,	regardless	of	whether	
their	stock	was	authorized	or	not	authorized.		The	ruling	
held	that	if	any	rights	conferred	by	state	law	on	the	is-
sued	but	unauthorized	stock	of	the	corporation	differed	
in	liquidation	or	distribution	rights	from	the	issued	and	
authorized	stock,	this	would	have	resulted	in	a	termina-
tion	of	the	corporation’s	S	corporation	status	and	would	
have	resulted	in	a	termination	of	its	subsidiary’s	status	
as	a	QSub.		The	ruling	concluded	that	such	a	termina-
tion	of	the	S	corporation	election	and	the	QSub	election	
would	have	been	inadvertent	terminations	and	would	be	

disregarded.
	 Letter Ruling 200830018 involved	a	situation	where	
the	corporation’s	shareholders	entered	into	a	Distribu-
tion	Agreement	providing	 that	 the	corporation	would	
distribute	a	substantial	portion	of	its	real	estate	assets	
in	approximately	equivalent	distributions	to	each	share-
holder	even	though	their	stock	ownership	interests	were	
not	equivalent.		This	Distribution	Agreement	may	have	
caused	the	corporation	to	have	more	than	one	class	of	
stock.		No	distributions	were	made	under	the	Distribu-
tion	Agreement	and	it	was	terminated	when	the	counsel	
for	the	corporation	advised	them	that	it	might	cause	a	
second	class	of	stock.		IRS	concluded	that	the	S	election	
may	have	been	terminated	when	the	shareholders	en-
tered	into	the	Distribution	Agreement.		However,	it	ruled	
that	if	the	election	terminated	because	the	Distribution	
Agreement	created	a	second	class	of	stock,	then	the	ter-
mination	was	inadvertent	so	that	it	would	be	ignored.			
	 Letter Ruling 200831016	 involved	a	Shareholders’	
Agreement	 that	may	have	caused	a	 termination	of	S	
corporation	status.		In	this	case	also,	the	IRS	concluded	
that	if	the	Shareholders’	Agreement	did	create	a	second	
class	of	stock,	the	termination	of	S	corporation	status	was	
inadvertent	and	would	be	ignored.
QSST Failed to Distribute Trust Income
 One	of	the	requirements	for	a	Qualified	Subchapter	
S	Trust	(QSST)	is	that	the	trust	must	distribute	all	fi-
duciary	accounting	income	on	a	current	basis.		In	Letter 
Ruling 200839008, the	trustee	failed	to	distribute	all	of	
the	 income	of	 the	trust	 for	a	 taxable	year	as	required	
by	Code	Section	1361(d)(3)(B).		Therefore,	the	S	election	
terminated	automatically.		The	Trustee	distributed	the	
income	for	the	taxable	year	but	after	the	required	dis-
tribution	date.		The	taxpayers	represented	that	the	cir-
cumstances	resulting	in	the	termination	of	the	S	election	
were	inadvertent	and	not	motivated	by	tax	avoidance	or	
retroactive	tax	planning.		The	corporation	and	its	share-
holders	agreed	to	make	any	adjustments	consistent	with	
the	treatment	of	the	corporation	as	an	S	corporation	that	
may	be	required	by	the	IRS.		Based	on	the	facts	submitted	
and	the	representations	made,	IRS	concluded	that	the	
termination	was	inadvertent	and	granted	S	corporation	
status	as	if	it	had	not	terminated.
Partnership Shareholder
	 In	Letter Ruling 200834007,	some	stock	of	an	S	corpo-
ration	was	owned	by	an	individual	and	some	was	owned	
by	his	wholly	owned	limited	liability	company.		Since	the	
limited	liability	company	is	a	disregarded	entity,	there	
was	no	problem.	 	 	However,	 the	 individual	 later	 sold	
interests	in	the	LLC	to	two	other	persons.			That	caused	
the	LLC	to	be	treated	as	a	partnership.		Because	a	part-
nership	is	not	a	qualified	shareholder,	the	S	corporation	
status	 terminated.	 	The	 taxpayers	requested	 inadver-
tent	 termination	status	which	was	granted	provided	
that	all	LLC	owners	were	treated	as	shareholders	of	the	
stock	held	by	the	LLC	in	proportion	to	their	ownership	
interests	in	the	LLC.

S CORPORaTION UPDaTE
from previous page
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Mark Your Calendars
For These important section Meeting &

Cle dates:
For	more	information	contact:	Christina	Sykes	@	850-561-5624	/	csykes@flabar.org

Schedules,	Registration	Forms	and	Hotel	Information	are	posted	on	the
Tax	Section’s	website	at http://floridataxlawyers.org/	as	they	become	available.
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Permit No. 43

april ��, �009
Tax	Section	31st	Annual	Meeting

Boca	Resort,	Boca	Raton

May ��, �009
Annual	Wealth	Protection	Conference

Hallandale

april ��, �009
American	(Transfer	Tax)	Idols	Symposium	II

Boca	Raton	Resort
June 5, �009

3rd	Annual	Southeast	Nonprofit	Symposium
Fort	Lauderdale


