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isputes often follow the sale of

the stock of a corporation. The

buyer, creditors of the corpora-
tion, or othersin some manner adversely
affected by the transaction may assert
clams against the seller. If the seller
makes a payment to resolve such claims,
upon either a settlement or an adverse
judgment, issues often arise as to the tax
treatment of that payment; if the seller
dies before resolution of the dispute, and
payment is made not by the seller, but by
the seller's estate, the complexity of
those tax issuesis multiplied.

Background

Under Arrowsmith® and other cases,
the tax treatment of a payment made in
settlement of adisputeisgenerally deter-
mined by reference to the tax treatment
of the underlying transaction from which
the claim arose. For example, if the
underlying transaction was a sale of the
stock of a corporation and resulted in
capital gain (or loss) to the seller, a pay-
ment later made by the seller to the
buyer, in satisfaction of claims arising
from the sale, will generally result in a
capital lossdeductible, if at all, under In-
ternal Revenue Code (“IRC") section
165. Ordinary tax accounting rules, in-
cluding the economic performance re-
quirement of IRC section 461(h), will
often not permit such a loss to be de-
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ducted in any taxable year before that of
payment.

Thisdeferral of adeduction until the
year of payment can have an adverseim-
pact on the tax treatment of the seller.
Under IRC sections 165(f) and 1211, a
capital loss can generally be used only to
offset capital gain.? Although capital
losses can be carried forward (for five
years by corporate taxpayers, and for an
unlimited number of years by noncorpo-
rate taxpayers), so that they may provide
some tax benefit if the taxpayer recog-
nizes capital gainsin later years, noncor-
porate taxpayers cannot carry capital
losses back to any earlier years, and
corporate taxpayers can carry them back
for only three years.® Thus, if payment
by a stock seller occurs in a year later
than the year in which the gain from the
stock sale was reported, and the seller
does not have other materia capital
gains during that later year, the resulting
capital loss may not be allowed in the
year of payment, evenif itissufficient to
offset only in part gain from the stock
sale that was previoudly reported.

This harsh result is consistent with
the “annual accounting principle’ that is
generally governs the computation of in-
come tax, and it cannot generally be
avoided by amending the seller’ sincome
tax return or otherwise claiming arefund
for the earlier year of the sale.* However,
the “readjustment” provision of IRC sec-
tion 1341 may offer relief in this situa-
tion, as well asin other contexts where,
by reason of changes in tax rates or

otherwise, a current deduction attributa-
ble to the satisfaction of aclaim from an
earlier transaction would result in a
lesser tax benefit than the tax burden that
was attributable to the receipt of an equal
portion of the previously taxed consider-
ation.

Section 1341 has three basic re-
quirements. First, an amount must have
been included in grossincome for aprior
year because it appeared that the tax-
payer had an unrestricted right to the
amount. Second, it must be established
in a later taxable year that the taxpayer
did not in fact have an unrestricted right
to al or a portion of that amount, and,
consequently, that the taxpayer is enti-
tled to a deduction in the current taxable
year with respect to an obligation to re-
store the disputed amount to the payor.
Third, the amount of that deduction must
exceed $3,000.

If al of these requirements are met,
the taxpayer may—in lieu of applying
normal tax accounting and computation
rules for the year of payment, including
the IRC section 1211 limitations on the
deductibility of capital losses—compute
his tax for the year of payment without
regard to any deduction for making the
payment, but reducing that tax by the
amount that the taxpayer’s tax for the
year of the origina transaction would
have been reduced if an amount equal to
the payment had been excluded from the
taxpayer's gross income in the prior
year.
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Let us try to make this confusing
articulation somewhat more concrete.
Assume, for example, that ataxpayer re-
ported $100x of capital gain in the year
of a stock sale and paid tax of $20x on
that gain, in alater year isrequired to re-
turn to the buyer $5x and thereby incurs
a capital loss of $5x (and, for ease of
illustration, has no other incomein either
year), and otherwise meets the require-
ments of section 1341. Rather than being
left with a “useless’ capital 1oss deduc-
tion in the later year, section 1341 will
generally entitle the taxpayer to atax re-
fund for the later year equal to whatever
tax reduction would have resulted if the
gain reported in the year of sale had been
only $95x ($100x - $5x), rather than
$100x.

Batchelor-Robjohns  v.  United
States,® however, arecent decision of the
Court of Appeals for the Eleventh Cir-
cuit, illustrates that the income tax relief
promised by section 1341 may be
limited or unattainable if a claim sur-
vives the death of an individua seller
and is resolved only by the seller’'s es-
tate.

Factsin Batchelor-Raobjohns

During 1999, George Batchelor
(“Batchelor”) sold all the stock of his
aviation business, IAL, for cash and
other consideration totaling
$502,000,000. His basisin the stock was
minimal, such that his gain was close to
the same amount, and the full gain was
reported as a capital gain in the year of
sale and the following year.

Claims related to the sale and asso-
ciated transactions were made thereafter
against Batchelor by the United States
(for unpaid taxes), the purchaser, AL it-
self (which filed for bankruptcy in
2002), and by others, which in turn led
to multiple proceedings.

The issue relating to the potential
application of section 1341 arose from
the settlement of four civil lawsuits
brought against Batchelor and, after his
death in July 2002, against his estate.
The civil lawsuits were resolved through
payments by his estate totaling
$41,000,000 from 2002 through 2004.
As permitted by IRC section 2053 for

Federal estate tax purposes, all but
$1,000,000 of the aggregate amount paid
was deducted for purposes of determin-
ing Batchelor's taxable estate, and the
estate tax deduction was not at issue in
the district court proceedings below or
on appeal.

The estate also claimed a credit of
$8,300,000 on its income tax return for
2005 by reason of the civil lawsuit pay-
ments, pursuant to IRC section 1341,
and sought arefund of taxes arising from
the credit. This credit represented the
amount by which Batchelor's income
taxes for 1999 and 2000 would have
been reduced if the proceeds from the
sde of the IAL stock had been
$41,000,000 less than the amount that
Batchelor had originally reported.

The IRS disallowed the income tax
refund sought by the estate, and the es-
tate pursued the refund claim by bring-
ing an action in a U.S. district court in
Florida. The estate’s claim was disal-
lowed in a lengthy opinion by the trial
court,® and the Court of Appeals for the
11" Circuit recently affirmed.

Analysis

The courts agreed with the govern-
ment that |RC section 1341 cannot apply
unless some other provision of the IRC
would allow the taxpayer—in this case,
Batchelor’s estate—to claim a deduc-
tion, but for the section 1211 limitation.”
As the payments resolved claims from a
sale of stock that resulted in a capital
gain, under caselaw cited in the opinions
(and above), any deduction resulting
from the payments would be a capital
loss, presumably allowable under IRC
section 165 (and other provisions refer-
enced therein), rather than (as argued by
the estate) a trade or business expense
deductible under IRC section 162 or an
expense associated with property held
for the production of income deductible
under IRC section 212.

Thefact that section 165, rather than
section 162 or section 212, applied was
fatal to the estate’s income tax refund
claim because of a special rule relating
to expenditures—such as these pay-
ments by the estate—that might other-
wise be claimed as estate tax deductions
(in determining the taxable estate) and

also as income tax deductions on an in-
come tax return of the estate. Under IRC
section 642(g), any amount allowed as a
deduction under IRC section 2053 in de-
termining the taxable estate of a dece-
dent generally is not allowable to the es-
tate as a deduction for income tax pur-
poses.

While the notion that the same
amount cannot be claimed twice asa de-
duction, once for estate tax purposes and
then again for income tax purposes, has
acertain visceral appeal, therearein fact
some significant exceptions. Indeed,
IRC section 691(b) specifically permits
certain estate tax deductions to be
claimed again, for income tax purposes,
as “deductionsin respect of a decedent.”
The deductions allowable under section
691(b), however, are limited to those de-
scribed in IRC sections 162, 212, 163
(interest), 164 (certain taxes), and 611
(depletion of oil and gas and other natu-
ral resources); section 165 losses do not
qualify for this specia treatment.

Since the payments made by the es-
tate in settlement of the four civil
lawsuits were not within the scope of any
of those provisions listed in section
691(b), and were alowable as estate tax
deductions, the payments were not
allowable to the estate as income tax
deductions for the years in which they
were made. It followed that no income
tax benefit could be derived by the estate
from these payments pursuant to IRC
section 1341 by reference to taxes paid
by the decedent for earlier taxable
periods. The Court of Appeals did not
have to determine whether or how sec-
tion 1341 would have applied if no estate
tax deduction had been alowable or
claimed and if IRC section 642(g)’s ex-
plicit prohibition against the claiming of
aloss deduction by the estate had not ap-
plied.

Observations

The reasoning of the courts in
Batchel or-Robjohns on the section 1341
issue seems sound, and the result is not
surprising given the relevant statutory
provisions and the estate tax benefit that
was obtained. It is conceivable that a
better overall tax result could have been
achieved if or to the extent that the civil
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lawsuit claims could have been settled
before Batchelor's death. Under those
circumstances, relief under IRC section
1341 would morelikely have been avail-
able if needed to secure the income tax
benefit, and amounts paid by him during
his lifetime would not have been includ-
ible in his estate subject to estate tax.

However, two of the civil lawsuits in-
volved were not even initiated until after
his death, and a materia acceleration of
the settlement process as to any of the
claims might not have been feasible or
practical for any number of reasons.
More generaly, Batchelor-
Robjohns is yet another reminder of the

1 Arrowsmith v. Commissioner, 344 U.S. 6 (1952).
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gains.
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numerous potential pitfallsthat can frus-
trate an attempt to obtain relief under
section 1341 from the harsh income tax
results otherwise often attributable to the
annual tax accounting principle that is a
foundation of income tax accounting.

Section 1211(b) does provide ade minimis annual allowance to noncorporate taxpayers of up to $3,000 of capital lossesin excess of capital

IRC section 1212. Special rules apply to regulated investment companies and rea estate investment trusts.
See generally United Sates v. Lewis, 340 U.S. 590 (1951).
115 AFTR 2d 2015~ (11 Cir., June 5, 2015).

Batchelor-Robjohns v. United States, 112 AFTR 2d 2013-5960 (S.D. Fla). The District Court followed the earlier report and

recommendation of a magistrate judge on thisissue (113 AFTR 2d 2014-1392 (2013)). The District Court and Court of Appeals decisions
also addressed other issues not discussed below.
7 Treasury Regulation section 1.1341-1(c) negates the application of the section 1211 limitation for certain purposes under section 1341; in
the absence of such arule, the utility of section 1341 would be severely limited.
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