
section, as well as partner, with local law schools to increase 
diversity within the section. I also encouraged our section to 
champion diversity in your work places, as well as, reach out 
to historically underrepresented lawyers and invite them to 
participate in our section’s activities. You did just that! 

Our Annual Tax Networking Night, held in November, 
boasted a turnout of the most diverse group of tax profes-
sionals yet.  Despite the inclement weather, many of you 
came and networked with colleagues. In March, our section 
sent representatives to the Maryland State Bar Association 
(MSBA) Diversity and Inclusion Conference.  The informa-
tion we gain during the conference solidified that our goals 
are consistent with the MSBA’s.

In April, we partnered with Howard University’s School of 
Law and held our first annual MSBA Tax Section Diversity 
in Tax Law panel discussion with Howard students.  I moder-
ated the discussion, which highlighted barriers historically 
underrepresented lawyers face in the tax field, with our guest 
panelists, were Chief Judge Maurice Foley, (United States 
Tax Court); Andre Barnett (U.S. Senate Finance Commit-
tee); Jasmine Elavia (Comptroller of Maryland); and Kelly 
Miller (Reed Smith).  Later that month, our section Council 
voted unanimously to approve our Diversity and Inclusion 

Dear Fellow Section Members:

Thank you for the opportunity 
to serve you as Chair this year! 
At the start of this new term, 
I shared with you three priori-
ties for our illustrious section: 
(1) to prioritize diversity and 
inclusion within our section and 
within the tax profession; (2) to 
create and manage resources for 
our members and for Maryland 
taxpayers; and (3) to provide 
mentorship for new attorneys 

and law students in the tax field. I’m so proud of how we’ve 
achieved these goals this year. Before my term officially 
ends on June 30, I’d like to reflect on what we have accom-
plished together: 

Diversity and Inclusion
At the beginning of the 2018-2019 term, I assembled a 
Diversity and Inclusion Committee tasked with creating a 
diversity and inclusion plan for our section, with the goal of 
increasing the membership and participation of historically 
underrepresented lawyers in our section. Led by Sean Elavia, 
our mission was to identify underrepresented lawyers in our 
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On January 28, 2018, the court in U.S. v. Meyer1, considered 
a challenge to the proper mailing of Notices of Deficiency for 
two tax years and found Form 4340 sufficient as corroborating 
evidence for both years. 

Background
A deficiency assessment results from the Internal Revenue 
Service’s (IRS) finding that a tax return understated the li-
ability, or that a taxpayer failed to file a return.2 However, 
before the IRS makes a deficiency assessment, the IRS must 
(1) determine the deficiency amount and (2) provide the tax-
payer with notice of the proposed deficiency (also known as 
Notice of Deficiency, or NOD) and an opportunity for judicial 
review.3 The IRS may not make an assessment, levy or initiate 
collection proceedings in court until 90 days after an NOD has 
been mailed to the taxpayer’s last known address.4

When challenged, the IRS bears the burden of proving that 
the NOD was properly mailed by “competent and persuasive 
evidence.”5 A rebuttable presumption of proper mailing in fa-
vor of the IRS exists when the IRS (1) proves existence of the 
NOD and (2) produces a completed U.S. Postal Service Form 
3877 certified mail list (or equivalent).6 

If the IRS is not entitled to the rebuttable presumption, then 
“[S]ufficiently corroborative evidence in the form of testimo-
ny, correspondence, habit evidence, or otherwise” is necessary 
to establish a timely mailed NOD.7 For this, the IRS frequent-
ly produces Form 4340, “which is a computer generated form 
that reflects the taxes assessed to and paid by the taxpayer in a 
particular year.”8 

Facts and Analysis
In United States v. Meyer, taxpayer failed to timely file in-
come tax returns for tax years 2002 and 2009. Ultimately, the 
IRS made tax assessments. Taxpayer argued that the assess-
ments were invalid, because the IRS failed to mail a Notice of 
Deficiency (NOD) per Internal Revenue Code (IRC) §6212(a) 
for each tax year before making the assessments.

1 United States v. Meyer, No. 17-3463 (8th Cir. 2019).
2 IRC §6211(a); Reg. §301.6211-1(a).
3 IRC §6213(a). 
4 IRC §6213(a); Reg. §301.6212-2(a). Note that for taxpayers located 

outside the US, the 90-day period is increased to 150 days.
5 Welch v. United States, 678 F.3d 1371, 1378 (Fed. Cir. 2012).
6 O’Rourke v. United States, 587 F.3d 537, 540 (2d Cir. 2009).
7 Welch v. United States, 678 F.3d 1371, 1380 (Fed. Cir. 2012).
8 United States v. Jimenez, 513 F.3d 62, 79 n.4 (3d Cir. 2008).

Form 4340 is Sufficient Corroborating Evidence 
Proving Issuance of Notice of Deficiency

By Eli S. Noff, Esq. CPA, Partner
Mary F. Lundstedt, Esq., Associate

The court considered that the IRS was not entitled to the 
rebuttable presumption of proper mailing, because it did not 
produce a U.S. Postal Service Form 3877 for either tax year 
2002 or 2009. However, the IRS did produce Forms 4340 for 
both years. Additionally, the IRS produced a copy of the NOD 
for tax year 2002, along with a Case History Report for tax 
year 2009.

According to the court, the Forms 4340 did not show the dates 
the NODs were mailed, but they did show the dates that the 
IRS assessed deficiencies. Significantly, the court emphasized 
that the Forms 4340 explained that the assessments were made 
“per default of 90 day letter.” Citing United States v. Rohner,9  
the court stated that such explanation “is sufficient to establish 
that the NOD was mailed when a copy of the NOD was also 
produced during discovery.”10 Thus, the court found that, since 
the IRS produced the copy of the 2002 NOD and the cor-
responding Form 4340, the IRS established the existence and 
proper mailing of the 2002 NOD.

Next, the court noted that the IRS lacked a copy of the 2009 
NOD, but that it provided a 2009 Case History Report which 
detailed the steps taken by Meyer’s IRS officer. The court 
found additional evidence of mailing in the Case History 
Report. Specifically, the court explained that “[i]t states that 
on January 3, 2013, the officer was ‘[s]ending to have 90 day 
letter issued’ and indicates that the NOD was, in fact, is-
sued on January 25, 2013.”11 The court also pointed out that 
the district court had considered that the 2009 Form 4340 
indicated the tax was assessed “per default of 90 day letter” on 
a date exceeding 90 days from the alleged NOD mailing. As 
such, the court concluded that the Case History Report and the 
Form 4340 established both existence and mailing of the 2009 
NOD.

Conclusion
United States v. Meyer makes it easier for the IRS to success-
fully establish the existence and proper mailing of NODs. 
Even where the IRS is not entitled to the rebuttable presump-
tion of mailing, a Form 4340 is likely sufficient corroborating 
evidence to prove the issuance of the NOD.

If you have tax questions or concerns about an IRS deficiency 
assessment, contact Frost & Associates, LLC today at (410)-
497-5947.

9 634 F. App’x 495, 501-02 (6th Cir. 2015).
10 United States v. Meyer, at 3.
11 Id. at 4.
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State lawmakers are currently considering a law that would 
require Airbnb1 to collect a six-percent sales tax for bookings 
made through its online platform.2 Known as the “Airbnb 
bill,” the law would close a loophole that allows Airbnb 
hosts to forgo collecting Maryland’s sales tax on rentals 
made through the online platform.3 If passed, Maryland 
Airbnbs would be subject to the sales and use tax regime 
as traditional brick and mortar hotels in Maryland.4 Under 
Maryland’s proposed law, Airbnb would have to itemize 
the six-percent sales and use tax on its invoices, collect the 
taxes at the time of booking, and forward the proceeds to the 
State—just like traditional brick and mortar hotels.5 While 
the Airbnb bill is described as a parity measure,6 it may risk 
shortchanging resourceful hosts who rely on Airbnbs for in-
come and potentially receding the State’s tourism revenue.7

Technically, Maryland’s Airbnbs have always been required 
to collect the sales and use tax. However, because Airbnbs 
are not governed by the same permit or registration require-
ments as traditional hotels, it is almost impossible for the 
State Comptroller to effectively regulate Airbnbs’ collec-
tion of the tax.8 This is in large part due to Airbnbs privacy 
policies, which shield host information beyond first names 
and the proximate location of the rental, which make hosts 
essentially unidentifiable. Moreover, Airbnb does not compel 
its hosts’ compliance with State tax laws.9 

1  See Dep’t of Legis. services, fiscaL anD poLicy note, S. 2019-533, 
439th Reg. Sess., at 3 (2019) (noting that the law will affect all online 
hosting platforms, including VRBO, Booking.com, HomeAway, Flip-
key, Homestay, Go With Oh, One Fine Stay, House Sitting, VillasDi-
rect, and Outdoorsy).

2 See S.B. 533, 2019 Leg., 439th Reg. Sess. (Md. 2019); see also H.B. 
884, 2019 Leg., 439th Reg. Sess. (Md. 2019).

3  See Airbnb Bill, S.B. 533, Before S. Comm. on Budget and Taxation, 
2019- Leg., 439th Reg. Sess. (2019) (statement of Sen. Guy Guzzone), 
http://mgahouse.maryland.gov/mga/play/cf0ca96e-dc7e-47bc-8e4d-
f062d9b811ba/?catalog/03e481c7-8a42-4438-a7da-93ff74bdaa4c&play
from=13994000. 

4 See MD. coDe ann. tax-gen. §§ 11-102(a)(2), 11-104(a) (2019). 
5 See S.B. 533, 2019 Leg., 439th Reg. Sess. (Md. 2019); see also H.B. 

884, 2019 Leg., 439th Reg. Sess. (Md. 2019).
6 See Diane Rey, Airbnb guests would pay sales tax, MD. rep. (Mar. 3, 

2019), https://marylandreporter.com/2019/03/03/airbnb-guests-would-
pay-sales-tax-under-proposed-bill/.

7 See infra notes 13-15 and accompanying text.
8 See Airbnb Bill, H.B. 884, Before the H. Comm. on Ways & Means, 

2019-Leg., 439th Reg. Sess. (2019) [hereinafter House Hearing] 
(statement of Del. Nick Mosby), http://mgahouse.maryland.gov/mga/
play/cf0ca96e-dc7e-47bc-8e4d-f062d9b811ba/?catalog/03e481c7-8a42-
4438-a7da-93ff74bdaa4c&playFrom=14107439&autoStart=false.

9 airbnb, Terms of Service, https://www.airbnb.com/terms (last updated 
Jan. 21, 2019) (specifying that “[Hosts are] responsible for submitting, 

By Todd L. Milligan II

(continued on Page 10)

To Airbnb or Not to Airbnb: Maryland Lawmakers 
Look to Close Loophole Allowing Airbnb Patrons to 

Evade Sales Taxes
Proponents of the bill include brick and mortar hotel chains 
and smaller bed and breakfast owners. Advocates of the bill 
assert that it strikes at fundamental fairness by attempting to 
regulate Airbnbs in the same manner as traditional hotels.10 
In 2018, traditional brick and mortar hotels paid $125 mil-
lion in taxes from its rentals.11 Despite operating in the same 
industry, many Airbnb rentals escaped taxation. Support-
ers of the bill also argue it would be an enormous revenue 
raiser. In 2018, Maryland Airbnb hosts raked in roughly 
$57 million of income,12 which would have translated to 
approximately $3.4 million in tax revenue under the new 
law. However, detractors contend the law will unfairly stifle 
enterprising homeowners who only offer rentals as a way to 
generate supplemental income.13 One Airbnb host that en-
forces Maryland’s six-percent sales tax finds that once guests 
realize it, they often cancel their reservation14. Finally, while 
Maryland’s proposed legislation may add to State coffers, 
naysayers forecast declines in tourism and, thus, tangential 
revenue losses.15

In 2018, Maryland grossed $49.4 million from tourism-relat-
ed taxes, an uptick from $46.7 million in 2017.16 From 2016 
to 2017, the State’s tourism revenue increased by roughly 
four percent.17 Maryland’s tourism and Airbnb growth seem 

paying, and reporting the taxes to the relevant tax authorities.”). 
10 See House Hearing, supra note 6 (statement of Marty Etzel); see also 

Linda Smith, Viewpoint: Lack of regulations give Airbnb hosts unfair 
advantage, baLt. bus. J. (Sept. 20, 2018, 2:31 PM), https://www.
bizjournals.com/baltimore/news/2018/09/20/viewpoint-lack-of-regula-
tions-give-airbnb-hosts.html+&cd=1&hl=en&ct=clnk&gl=us (illustrat-
ing the disparate treatment of traditional hotels versus Airbnbs). 

11 See Dep’t of Legis. services, fiscaL anD poLicy note, S. 2019-533, 
439th Reg. Sess., at 4 (2019).

12 See Carley Milligan, Here's which Maryland counties brought in the 
most Airbnb guests in 2018, baLt. bus. J. (Jan. 11, 2019, 12:07 PM), 
https://www.bizjournals.com/baltimore/news/2019/01/11/heres-which-
maryland-counties-brought-in-the-most.html. 

13 See Milligan, supra note 11 (reporting that the roughly 6,500 Airbnb 
hosts in Maryland’s earn an average of $5,600 in supplemental income).

14 See Rey, supra note 5. 
15 See Nick Corasaniti, ‘Airbnb Tax’ in N.J. Opens New Front in Battle 

Over Internet Economy, n.y. tiMes (Mar. 12, 2019), https://www.
nytimes.com/2019/03/12/nyregion/airbnb-jersey-shore.html (observing 
that New Jersey’s State tax on Airbnbs has resulted in tourism declines). 

16 office of tourisM DeveLopMent, Visit Maryland Monthly Tourism 
Monitor (Data through June 2018),1, http://industry.visitmaryland.org/
research/monthly-tourism-monitor/ (last visited May 3, 2019). 

17 office of tourisM DeveLopMent, Maryland Tourism Monitor, 2,  
https://u30917966.dl.dropboxusercontent.com/s/dn799vo67tmuxhk/
Industry/PDFs/Research/Monthly%20Tourism%20Monitor/monthly-

https://msba.inreachce.com/Details?resultsPage=1&sortBy=&mediaType=b61c17c6-8d3b-4a49-a7e4-38125b7fa596&groupId=151d38ef-9add-4851-933b-3bf4c1f837b6
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The year is 2010. Toy Story 3 tops the box office, the New 
Orleans Saints are Super Bowl Champions, and President 
Obama signs into law the Patient Protection and Afford-
able Care Act. That same year, the Internal Revenue Service 
(“IRS”) had a whopping $13.75 billion budget.1 

Fast forward to 2018. The IRS budget has been slashed by 
approximately $2 billion, revenue from audits has decreased 
an estimated $3.2 billion, and the Patriots have won ten 
Super Bowls in what seems like five years.2 Other than the 
Patriots unprecedented rise to stardom, the real question 
is: How does the IRS collect more revenue, process more 
returns, and increase the level of taxpayer compliance with a 
significantly smaller budget? 

The answer? The internet, automated adjustments of tax 
returns, and a refined audit selection process. 

The Current Process 
When an individual or tax preparer hits the submit button 
on an income tax return, it is transmitted to the IRS and 
instantly subjected to an automated review process.3 This au-
tomated review identifies mathematical errors and compares 
the individual’s tax return with information that has already 
been submitted to the IRS or Social Security Administra-
tion.4  This quick and seamless process collected approxi-
mately $6.8 billion in 2016 through the automatic correction 
of taxpayer’s returns.5

The IRS’s analysis of an income tax return does not end after 
the automated review is finished. Next, the IRS determines 
whether or not your tax return should be selected for an 
audit. 

To identify and create efficient methods for the selection of 
tax returns for audit, the IRS created the Taxpayer Compli-
ance Measurement Program (“TCMP”) in 1964.6 The TCMP 

1 Bryce Covert, In Defense of the Much Maligned IRS, The Nation 
(April 8, 2019), https://www.thenation.com/article/internal-revenue-
service-irs-budget-cuts/

2 Id. 
3 Caroline Rule, BNA Tax Management Portfolio 623-3rd: IRS Proce-

dures; Examinations and Appeals, Section IB (2013). See also, Hatfield, 
Taxation and Surveillance: An Agenda, 17 Yale J.T. & Tech 219 (2015). 

4 Id. 
5 IRS Data Book 2016, www.irs.gov/pub/irs-soi/16databk.pdf. See also 

Kimberly A. Houser and Debra Sanders, The Use of Big Data Analytics 
by the IRS: What Tax Practitioners Need to Know, Journal of Taxation, 
Feb. 2018 at 6. 

6 Amber Torrey, The Discriminant Analysis Used by the IRS to Predict 
Profitable Individual Tax Return Audits, April 2008. 

Is the IRS Watching You? 
By Michael March, Associate Attorney at Rosenberg Martin Greenberg.

selected thousands of income tax returns each year and 
audited them line by line to determine inaccurate entries.7 
As a result of the TCMP audits, inaccurate entries on tax 
returns were identified and analyzed to determine their rela-
tive frequency. Thereafter, the IRS developed a discriminant 
index function, or DIF score, for each income tax return.8 
After each return is assigned a DIF score, a national range is 
established. The higher the DIF score when compared to the 
national range, the more likely it is that an audit would result 
in an adjustment. 

As the IRS soon discovered, TCMP was costly to maintain, 
required intrusive contact with taxpayers, and mandated 
long and extensive audits. As a result, the IRS created the 
National Research Program (“NRP”) in 2002.9 The NRP’s 
goal was to develop a new methodology to select tax returns 
for audit, while developing a less intrusive means by which 
to do so.10 This methodology included comparing income tax 
returns with information the IRS already had available.11 But 
what information does the IRS already have available?

Does the IRS have the right to third party information? 
Generally, the IRS is entitled to any information that may 
be relevant to determining a tax liability.12  Fortunately for 
taxpayers, 26 U.S.C. (“I.R.C.”) § 7602 and 6103 prevent the 
IRS from obtaining and disseminating confidential taxpayer 
information. 

1. I.R.C. § 7602
I.R.C. § 7602(c)(1) provides that “an officer or employee 
of the Internal Revenue Service may not contact any person 
other than the taxpayer with respect to the determination 
or collection of the tax liability of such taxpayer without 
providing reasonable notice in advance to the taxpayer that 
contacts with persons other than the taxpayer may be made.” 
Section 7602 affords the taxpayer with the opportunity to 
provide information prior to the IRS reaching out to a third 
party. Unfortunately, section 7602 does not prevent the IRS 

7 Id.
8 Id at 3. 
9 Id at 5. 
10 Id at 5.
11 Id at 6. 
12 I.R.C. Section 7602 (The IRS may examine the books, papers, records, 

or other data which may be relevant or material in an inquiry). See also 
Kimberly A. Houser and Debra Sanders, The Use of Big Data Analytics 
by the IRS: What Tax Practitioners Need to Know, Journal of Taxation, 
Feb. 2018 at 6.

(continued on Page 11)
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The sale and distribution of cannabis to patients for medi-
cal purposes has become a powerful economic engine in the 
United States. The U.S. legal cannabis market reached almost 
$10 billion in retail sales in 2017.1 The sale of cannabis in 
some form has been legalized in 33 states and the District of 
Columbia.2 California was the first state to make it legal for 
patients to obtain and use cannabis for medical purposes.3 
Ten states and the District of Columbia permit adult use of 
cannabis.4 In 2018, Vermont became the first state to legalize 
cannabis through its legislature rather than through a ballot 
initiative.5 Mexico and Canada have also legalized the use of 
cannabis.6
 
Who are these cannabis entrepreneurs?7 These individuals 

1 Anna Stolley Persky, Risky Business: Clients, Cannabis & the Law, 
Washington Lawyer (April/May 2018) citing a study by Arcview 
Market Research, in partnership with BDS Analytics.  The same study 
predicts that the legal market will reach $24.5 billion by 2021.

2 Alaska, Arizona, Arkansas, California, Colorado, Connecticut, 
Delaware, Florida,  Hawaii, Illinois, Louisiana, Maine, Maryland, 
Massachusetts, Michigan, Minnesota, Missouri, Montana, Nevada, 
New Hampshire, New Jersey, New Mexico, New York, North Dakota, 
Ohio, Oklahoma, Oregon, Pennsylvania, Rhode Island, Utah, Vermont, 
Washington, West Virginia. Alabama, Mississippi and Virginia permit 
possession of cannabis oil to treat severe epilepsy. Louisiana prohibits 
the use of Cannabis in a form that can be smoked - only oils, topical 
applications and other types. 

3 California Proposition 215 (1996) or otherwise known as the California 
Compassionate Use Act

4 Alaska, California, Colorado, Maine, Massachusetts, Michigan, Ne-
vada, Oregon, Vermont, Washington.

5 Vermont’s governor signed a bill legalizing cannabis into law in 2018.  
States such as Arizona, California, Colorado, Massachusetts, New 
Mexico and Washington legalized cannabis via voter referendum. 

6 In October 2018, Canada became the first G-7 country to legalize the 
use of cannabis.  In November 2018, Mexico’s Supreme Court ruled 
that the prohibition of the use of cannabis was illegal.

7 For purposes of this article, marijuana, where possible, shall be referred 
to as cannabis. The term “marihuana” means all parts of the plant 
Cannabis sativa L., whether growing or not; the seeds thereof; the resin 
extracted from any part of such plant; and every compound, manufac-
ture, salt, derivative, mixture, or preparation of such plant, its seeds or 
resin. Such term does not include the mature stalks of such plant, fiber 
produced from such stalks, oil or cake made from the seeds of such 
plant, any other compound, manufacture, salt, derivative, mixture, or 
preparation of such mature stalks (except the resin extracted therefrom), 
fiber, oil, or cake, or the sterilized seed of such plant which is incapable 

Medical Cannabis Businesses Operations: How 
Can Business Owners navigate the Tax and 

Banking Law Minefields? *
By Adam L. Abrahams, Esq.*

include producers; dispensaries and cultivation centers; pot 
shops; transportation companies; laboratories and other test-
ing facilities; investors; and companies that produce related 
products such as lotions, brownies, edibles, grow lights, and 
fertilizer. 

THE FEDERAL RESPONSE TO STATE 
LEGALIZATION OF CANNABIS

Controlled Substances Act
The Controlled Substances Act (CSA) established federal drug 
policy under which the manufacture, importation, possession, 
use, and distribution of certain substances is regulated. It was 
passed by the 91st U.S. Congress as Title II of the Compre-
hensive Drug Abuse Prevention and Control Act of 1970 
and signed into law by President Richard Nixon.8 The CSA 
classifies controlled substances into five schedules ranked on 
the basis of factors such as accepted medical use, safety under 
medical supervisions, and potential for abuse.9 The CSA not 
only combined existing federal drug laws10 and expanded 
their scope, but it also changed the nature of federal drug law 
policies and expanded federal law enforcement pertaining to 
controlled substances.11

of germination. See 21 U.S.C. §802(16).
8 Pub. L. No. 91-513, codified at 21 U.S.C. §801 et. seq. Note that 21 

U.S.C. §863 makes it unlawful to sell drug paraphernalia, but CCA 
201820018 states that Gas Chromatographer Mass Spectrometers 
(GCMS) and Liquid Chromatographer Mass Spectrometers (LCMS), 
used by taxpayers involved in the cannabis industry to measure can-
nabinoids in marijuana does not constitute drug paraphernalia.

9 The Drug Enforcement Administration (DEA) and the Food and Drug 
Administration (FDA) determine which substances are added to or 
removed from the various schedules, although the statute passed by 
Congress created the initial listing.

10 In addition to the CSA, other statutes prohibit certain actions pertaining 
to drugs: Conspiracy to distribute drugs to third parties under 21 U.S.C. 
§846; maintaining a drug premises under 21 U.S.C. §856; selling drug 
paraphernalia under 21 U.S.C. §863 (there are asset forfeiture issues).

11 Title II, Part F of the CSA also established the National Commission 
on Marijuana and Drug Abuse, known as the Shafer Commission after 
its chairman, Raymond P. Shafer, to study cannabis abuse in the United 
States. See also the report from the National Commission on Marihuana 
and Drug Abuse, Drug Use in America: Problem in Perspective, Second 
Report (March 1973).

*This is the first of a three-part article. It has been edited from its original version that was published in Bloomberg Tax on 
February 4, 2019.

** Adam L. Abrahams is a Principal of Meyers Hurvitz Abrahams LLC. © Meyers Hurvitz Abrahams LLC.

(continued on Page 12)
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“Graegin Loans” 
Another Way to Reduce Estate Tax

(continued on Page 17)

Decedents’ estates use so-called Graegin loans when an 
estate’s sole major asset is an interest in a closely-held busi-
ness. There are a variety of reasons why the executor may 
not want to sell the decedent’s business interests. Surviving 
family members may want to continue the business. There 
may also be a down market, which temporarily reduces the 
value of those interests.

Unfortunately, the executor may need to look to those busi-
ness interests to provide cash for estate expenses. Instead of 
selling the interests, the executor can either borrow money 
from the business or borrow money from a third party.

The Interest Deduction 
The taxable estate is determined by deducting certain ex-
penses, including administration expenses from the gross es-
tate. I.R.C. § 2053(a)(2). Necessary expenses in this context 
include those incurred for the collection and marshalling of 
assets, payment of debts, and distribution of property to ben-
eficiaries. Nonessential expenses incurred for the individual 
benefit of heirs, legatees, or devisees are not deductible.

The personal representative may deduct loan interest if 
the personal representative actually and necessarily in-
curred interest expense in administering the estate. Treas. 
Reg. § 20.2053-3(a). A personal representative reasonably 
and necessarily incurs a loan when such loans prevent the 
forced sale of assets, especially at a reduced price such as 
an interest in a closely held business. See Estate of Thomp-
son v. Commissioner, 76 T.C.M. (CCH) 426 (1998); Estate 
of McKee v. Commissioner, 72 T.C.M. (CCH) 324 (1996); 
Estate of Graegin v. Commissioner, 56 T.C.M. (CCH) 387 
(1988); Estate of Todd v. Commissioner, 57 T.C. 288 (1971); 
Estate of Huntington v. Commissioner, 36 B.T.A. 698, 726 
(1937); Rev. Rul. 84-75. If the estate has enough liquid as-
sets to pay estate taxes and other expenses, the forced sale of 
assets is not necessary.

In Estate of Graegin, the decedent’s estate consisted primar-
ily of non-probate assets. The assets at issue were assets held 
in the decedent’s widow’s trust, assets held in his own trust, 
and a $500,000 term life insurance policy payable to the 
decedent's son, a co-executor of the estate. Cecil Graegin’s 
will stated that his residuary estate poured over to his trust, 
which was charged with payment of all claims and expenses 
of his estate.

The assets held in the decedent’s trust consisted of a 97% 

interest of 5,130 shares of voting preferred stock of Graegin 
Industries, Inc., a closely held corporation. The shares were 
valued for estate tax purposes at $110 per share, an aggre-
gate of $564,300. 
 
After setting aside amounts to pay estimated administration 
expenses and Indiana inheritance taxes, the estate had ap-
proximately $20,000 in liquid assets available to pay federal 
estate taxes of $204,218. The estate executors elected to bor-
row $204,218 to pay the federal estate taxes, rather than sell 
the Graegin Industries stock. Graegin Corporation, a wholly 
owned subsidiary of Graegin Industries, agreed to loan the 
estate the needed $204,218, approval for which was obtained 
from the local probate court.

The loan consisted of an unsecured note at 15% per annum 
with a single balloon payment of principal and interest note 
at the end of the 15-year loan term. The term was set to 
coincide with the widow’s life expectancy; it was expected 
that at her death, the assets in her trust would be available to 
satisfy in part the note obligation. The note terms prohibited 
any prepayment of principal or interest. Graegin‘s son Paul 
held several related positions and acted in several related 
capacities in connection with the loan: he was co-executor of 
the decedent’s estate and co-trustee of the decedent’s trust; 
he was president of Graegin Industries and Graegin Corpora-
tion; and he was a member of the board of directors for both 
companies.

On its federal estate tax return, the estate deducted $459,491, 
the amount of the single interest payment due upon the 
note’s maturity ($204,218 × 15% × 15 years), as an adminis-
tration expense. The Service disallowed that deduction.

The Tax Court held that the entire amount of interest on 
the note was deductible as an administration expense under 
section 2053(a)(2). It discussed three issues in reaching its 
holding: whether the estate actually incurred the interest ex-
pense and could reasonably estimate such expense; whether 
the interest expense was a necessary estate expense; and 
whether the estate lacked liquidity and had to borrow money 
to prevent a forced sale of estate assets.

To deduct the interest expense, the estate had to show that 
the amount of the estimated interest expense was ascertain-
able with reasonable certainty and that it would be paid. 

By Adam L. Abrahams
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INDIVIDUALS

In Hassan v. Commis-
sioner, TC Summary 
Opinion 2018-56, and 
in Kaviro v. Commis-
sioner, TC Summa-
ry Opinion 2018-57, 
the Tax Court distin-
guished the test for 
head of household from 
that of determining dependency allowances and denied head of 
household status to each of two parents as to their six children 
inasmuch as their rent was heavily subsidized and several 
received various forms of public assistance.

In Duncan v. Commissioner, TC Memo 2018-190, the Tax 
Court agreed with IRS that a lawyer who handled a disability 
claim for a fixed fee of $2,500 and reached a great result causing 
the client to give the lawyer an additional $30,000 had report-
able income rather than a nontaxable gift despite the lack of 
the client’s obligation to make the added payment; the client 
had deducted the $30,000 payment.

In Felton v. Commissioner, TC Memo 2018-168, the Tax Court 
found that donations to a reverend were income rather than 
gifts, the IRS finding a “routinized, highly structured program.”

In Wentworth v. Commissioner, TC Memo 2018-194, the 
Tax Court, looking at 11 factors and seeming to give great-
est consideration to the indefinite nature of his employment, 
determined that an individual working for a firm providing 
security under a Government contract was a bona fide resident 
of Iraq despite being required to leave the country annually and 
having little ties to daily life in Iraq; in Leuenberger v. Com-
missioner, TC Summary Opinion 2018-52, the Tax Court found 
that a pilot who was a government contractor spending about 
one-half his time in Afghanistan was not a bona fide foreign 
resident, having no ties whatsoever to Afghanistan and living 
on an airbase because of the hostile environment.

In Connell v. Commissioner, TC Memo 2018-213, the Tax 
Court determined that forgiveness of a broker’s debt to Mer-
rill Lynch, as ordered by the Financial Industry Regulatory 
Authority (FINRA) gave rise to ordinary income and could 

not be tied back to the sale of a business.

In Ballard v. Commissioner, TC Summary Opinion 2018-53, 
the Tax Court rejected a log kept by the wife of a CPA who 
attempted to show that she was a real estate professional by 
virtue of owning seven real properties, noting that the log was 
neither contemporaneous and exceeded 750 hours only by 
including time akin to that of an investor; in Estate of Ramirez 
v. Commissioner, TC Memo 2018-196, the Tax Court again 
found that a seriously ill woman was not a real estate profes-
sional when her estate could not prove that she had worked 750 
hours in real estate nor could it show that this time exceeded 
her time in other activities.

In Antonyshyn v. Commissioner, TC Memo 2018-169, the Tax 
Court held that work done in an individual’s capacity as an 
investor including studying and monitoring finances and opera-
tions does not count as hours expended in a real estate activity; 
the Tax Court determined that a couple who owned eight rental 
units did not qualify as real estate professionals where they 
generally retained the services of property managers.

In Liljeberg v. Commissioner, 122 AFTR2d 2018-5395, the 
DC Circuit Court of Appeals agreed with the Tax Court that 
foreign students in the US as part of a work-travel exchange 
program cannot offset their wage income with travel costs, 
largely because the expenses were not incurred in the pursuit 
of a trade or business.

In Triggs v. Commissioner, TC Summary Opinion 2018-58, 
the Tax Court threw out mileage of a construction worker who 
kept no contemporaneous travel log or calendar and also disal-
lowed a deduction for hotels during the week when all work 
was within a 69-mile radius of the taxpayer’s home.

In Valle v. Commissioner, TC Summary Opinion 2018-51, 
the Tax Court agreed with IRS that an attorney with an LLM 
degree in Spain could not deduct the cost of getting another 
LLM in the United States as it qualified him for a new busi-
ness – practicing law in the United States as opposed to Spain.

In Sholes v. Commissioner, TC Memo 2018-203, the Tax Court 
denied a deduction for over $1.25 million in legal and other 
professional fees related to a divorce but not tied to any item 
for which the fees might be deductible. 

In Texas v. United States, 122 AFTR2d 2018-________, a 
Texas Federal District Court threw out the individual mandate 
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Taxation of Short-Term Rental Income
Part 1: Vacation Rental Rules1

In time for summer: a new look at some old rules

When I started preparing tax returns nearly 25 years ago, 
Airbnb, VRBO, and HomeAway didn’t exist.  The closest 
thing was a vacation rental.  With so many more rental op-
tions on the market now, the task of categorizing and report-
ing rental income is more complicated.  This article is Part 1 
of a two part series that provides the practitioner with some 
updated tools.

Origin of Vacation Rental Rules
The vacation rental rules reconcile two different code provi-
sions.  The first, IRC Sec. 212(2), permits deduction of ex-
penses for “the management, conservation, or maintenance of 
property held for the production of income.”  The second, IRC 
Sec. 262(a), prohibits deduction of expenses “for personal, 
living, or family expenses”.  The result is a hybrid rental 
activity under IRC Sec. 280A that’s not subject to passive loss 
limitations like a real estate rental, but doesn’t behave exactly 
like a conventional service business either.

More specifically, the vacation rental rules govern rental activ-
ity of a dwelling unit that’s also used as a residence.  A dwell-
ing unit can be an apartment, condominium, mobile home, 
houseboat, or the like.3  A dwelling unit is also a residence if 
the taxpayer uses it for personal purposes more than 14 days, 
or 10% of the days the unit is rented, whichever is greater.4  
Rental days don’t include days the taxpayer, another owner, 
or a family member use the dwelling unit for even part of a 
day.5  If the taxpayer rents out the dwelling unit for fewer than 
15 days, the taxpayer doesn’t need to report the rental income, 
but can’t deduct expenses attributable to the rental either.6  

Note that a dwelling unit does not include any part of the 
property “used exclusively as a

1 This article is Part I of a two part series.  Both articles in the series 
are based on writing accepted by the Summer 2019 issue of TAXPRO 
Journal, Volume 26/Issue 2, published by the National Association of 
Tax Professionals.  Part 2 of the series discusses taxation of short-term 
rental income from arrangements like Airbnb. 

2 Principal of Victoria Eve Kelly, LLC, based in Bethesda, handling tax 
controversies, advice and preparation, and estate planning and adminis-
tration.  

3 IRC Sec. 280A(f)(1)(A).
4 IRC Sec. 280A(d)(1). 
5 IRC Sec. 280A(d)(2)(A).  
6 IRC Sec. 280A(g).  

hotel, motel, inn, or similar establishment.”7  So income from 
room(s) within a dwelling unit used exclusively for short-term 
rentals like Airbnb will not be taxed under the vacation rental 
rules. 

Lease vs. License
We recall from law school that the owner of an estate in fee 
simple absolute has the full “bundle of sticks”, including 
rights of possession, control, exclusion, enjoyment, and dispo-
sition.  The fee simple owner also has the right to transfer one 
or more of these sticks.  For example, the owner may carve 
out a leasehold, defined by Black’s Law Dictionary as, “[a]
n estate in realty held under a lease; an estate for a fixed term 
of years of possession”.8   As Black’s definition indicates, a 
leasehold is an interest in land. 

A tenancy involves an interest in the land passed to the tenant 
and a possession exclusive even of the landlord except as 
the lease permits his entry, and saving always the landlord's 
right to enter to demand rent or to make repairs.9 

An owner in fee simple may also grant a license allowing 
another to do something on the owner’s land.  A license is not 
an interest in land, but a permissive use.  An owner who grants 
a license hasn’t transferred any sticks in the fee simple bundle.

A mere permission to use land, dominion over it remaining 
in the owner and no interest in or exclusive possession of it 
being given, is but a license.10

[I]f the language used purports to give another the right to use 
the land only for a specific purpose, and there is nothing to 
show an intention to give the right of possession, a tenancy 
cannot be regarded as arising.11 

7 IRC Sec. 280A(f)(1)(B).  
8 Black's Law Dictionary Free Online Legal Dictionary 2nd Ed., https://

thelawdictionary.org/leasehold/, accessed 4/19/2019.
9 Delauter v. Shafer, 822 A.2d 423, 427 (Md 2003), citing 1 Tiffany, The 

Law of Real Property § 79, at 117-118 (3d ed.1939).
10 Id.
11 Delauter, at 428, citing 1 Tiffany, Landlord and Tenant § 7, at 25 (1910)

By Victoria Eve Kelly 2

(continued on Page 26)
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Chair...
(continued from Page 1)

Committee’s Diversity and Inclusion Action Plan.  A copy 
of that plan can be found here:   msba.org/for-members/sec-
tions/taxation.
My vision is that, with this plan in place, we will increase 
the number and participation of historically underrepresented 
lawyers in our section by 25%, by 2020.

I’m also proud that our diversity and inclusion efforts 
transcended the needs of our immediate section. In line with 
our inclusion commitment, Council voted to send a letter to 
the MSBA President, the Honorable Keith Truffer, request-
ing that the MSBA issue an independent statement publicly 
denouncing the Harford County Sheriff’s Department for its 
treatment of fellow Maryland attorney Rashad James. At-
torney James is an African American man who was unlaw-
fully detained by a Harford County sheriff’s deputy and 
questioned for “impersonating a lawyer.” Our letter urged 
the MSBA to act in the wake of this clear example of explicit 
bias against Mr. James. 

In response to our request, the MSBA issued a statement 
saying that they would reserve comment on this issue, given 
that Mr. James had retained counsel and an investigation by 
the agency involved was ongoing. Although we felt that the 
MSBA should have issued a stronger statement, we were 
still encouraged because our section voted to use its voice.  
We put our inclusivity initiatives into practice by advocating 
for equality and fairness in every aspect of human rights. 
That vote led to an environment within our Council meetings 
that was open and safe enough for dialogue to take place. 
We shared our experiences, learned from each other, and I 
believe, we grew as a section from those conversations.

That’s exactly what our inclusion initiative is all about: cre-
ating safe spaces for historically underrepresented lawyers 
to feel like they belong and that we’re advocating for them. 
I’m so pleased that we are progressing in the right direction 
on this front.  We will continue our commitment to these 
initiatives in the coming years and will strive to create and 
increase within the MSBA spaces where marginalized at-
torneys feel safe and protected.

Resource Creation
In December, we sent representatives to the Maryland State 
Bar Association’s Legislative Workshop where they learned 
more about the legislative process and how to effectively 
communicate with legislators and legislative staff. Using the 
insight from that workshop, we sent a letter to our state leg-
islators encouraging them to support funding for the Private 
Letter Ruling (PLR) Program in the Maryland Comptrol-
ler’s Office.  A PLR program is a resource that would ease 

taxpayer state tax compliance burdens; promote internal 
Comptroller efficiencies; promote transparency in state tax 
law administration; and positively reflect on Maryland’s ef-
forts to retain existing businesses and attract new businesses. 
Our advocacy efforts were successful and contributed to this 
program receiving partial funding from the state of Mary-
land. 

In February our Pro Bono Committee, led by Janice Shih, 
created a free tax hotline to aid low income taxpayers with 
their tax questions.  This hotline was also available to fur-
loughed federal employees and contractors in direct response 
to the 35-day government shutdown to answer any ques-
tions they might have had.  I appeared on Maryland Public 
Television Station to bring awareness to our hotline and our 
section’s work.  We received numerous calls to the hotline 
for assistance as a result. 

At the Annual Shulbank Dinner, we awarded Deputy Comp-
troller Sharonne Bonardi with the Tax Excellence Award 
for her work to help establish this hotline, as well as her 
diligence in implementing a myriad of changes mandated by 
the 2017 Federal Tax Cuts and Jobs Act and the 2018 U.S. 
Supreme Court Wayfair Decision.  

 Next, we worked with Maryland Volunteer Lawyer Services 
to provide our members with free online trainings.  These 
trainings are a useful resource to help us better address the 
needs of our clients. Since September, we have been con-
tinually added these online trainings to the MSBA website.  
They can be accessed using the following link:  https://www.
msba.org/for-members/sections/taxation/ 

Finally, Council worked all term updating chapters in 
Maryland Taxes, a tax treatise we hope to publish soon.  This 
treatise will aid practitioners with resolving state tax matters 
for our clients. Be sure to check out the tax section site at 
MSBA.org to stay current on all the latest resources we have 
available.
 
Mentoring
Our recruiting efforts for seasoned attorneys to mentor new 
lawyers and students continue.  If you’d like to participate 
in our mentorship program or would like more information 
on what the program entails, please contact Tim Wagner at 
twagner@bakerdonelson.com.
In this same spirit of giving back, the Tax section awarded 
Attorney Christopher Moran with the J. Ronald Shiff Me-
morial Pro Bono Award for his tireless work representing 
low-income taxpayers through Maryland Volunteer Lawyers 
Service. 

(continued on Page 10)
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I want to express special thanks to the leadership of the Sec-
tion, who have worked diligently beside me this year: Liz 
Shaner, the incoming Chair; Gerald Kelly, the Immediate 
Past Chair; and Glen Frost, the Secretary/Treasurer. Whether 
I texted Liz or Glen to discuss section matters at 11 P.M. or 
6 A.M., they always responded and never complained. These 
folks, along with our very dedicated Committee Chairs and 
Council members, are responsible for the high level of activ-
ity and programs, publications, and projects that occurred 
this term. Your dedication and hard work throughout the year 
has been so appreciated and invaluable. The work of our sec-
tion could not have occurred without you!

There’s still more work to do.  As stated earlier, we are 
still working to publish Maryland Taxes and continuing to 
match mentors with newer attorneys as part of our mentoring 

program.  Still, I am so grateful for the opportunity to have 
served alongside you all, to accomplish everything that we 
did!  Our section is breaking the mold, leading the way in 
fostering a diverse and inclusive environment and develop-
ing a strong mentorship program.  I have no doubt that we 
will continue to be a model section under the leadership of 
Liz Shaner in the coming term.  With her passionate lead-
ership and the support of our excellent members, we will 
continue to move our section forward!

With kind regards,

 
Beverly Winstead

in lockstep which may reveal a direct correlation. Airbnbs 
are most attractive to visitors in markets with high hotel 
occupancy.18 In the Maryland region, the hotel demand out-
paces the supply.19 Thus, Airbnb popularity may be provide 
indication that Airbnb is filling demand gaps allowing for 
more tourism. Additionally, Maryland attempts to market it-
self as a leisure destination for vacationers.20 This is comple-
mented by a study showing that leisure-oriented travelers are 
Airbnbs’ driving demographic. Another major consideration 
is the cost difference between hotels and Airbnbs in Mary-
land. On average, Airbnbs runs about $25 cheaper per night 
that traditional hotels.21 

Maryland’s Airbnb bill tracks a legislative trend in which 
states22 attempt to cash-in on the booming business of online 

tourism-monitor-2017-june.pdf (last visited May 3, 2019). 
18 Airbnb & Hotel Performance, Jessica Haywood, et al., STR, 3,  http://

www.str.com/Media/Default/Research/STR_AirbnbHotelPerformance.
pdf (last visited May 3, 2019). 

19 Id. at 18. 
20 MaryLanD officer of tourisM, Fiscal Year 2019 Tourism Market-

ing and Development Plan, 19,  https://docs.google.com/viewerng/
viewer?url=https://dl.dropboxusercontent.com/s/uitexa9l7jyp3al/Indus-
try/PDFs/Marketing/Marketing%2520Plan/Maryland_FY19_Market-
ing_Plan_FINAL_lr.pdf&hl=en_US (last visited May 3, 2019). 

21 busbuD, Comparing Airbnb and Hotel Rates Around the Globe, 
https://www.busbud.com/blog/airbnb-vs-hotel-rates/ (last visited May 3, 
2019). 

22 See Corasaniti, supra note 12 (reporting that New Jersey and Massachu-
setts are among states that have adopted a statewide Airbnb tax, while 

hosting platforms.23 Maryland legislators could consider 
amending its bill to impose a minimum-threshold tax. For 
example, if a host’s annual rental income falls below a des-
ignated percentage, the host would assess a lower tax rate. 
However, once a host’s annual rental income exceeds the 
designated percentage, the host would begin assessing the 
full six-percent tax for subsequent transactions. If passed, the 
new law will take effect on June 1, 2019— just in time for 
summer.24 While Maryland lawmakers seem quick to cash-in 
on Airbnb check-ins, legislators should consider potential 
risks of undermining the bill’s own revenue and impartiality 
objectives.

Mr. Milligan graduated from the University of Baltimore 
School of Law in May 2019 and is working on an LL.M. in 
taxation.

Colorado has also introduced such legislation); see also Dave McMil-
lion, Airbnb business arrives in the Tri-State area, HeraLD MeDia 
(Feb. 6, 2019), https://www.heraldmailmedia.com/news/local/airbnb-
business-arrives-in-the-tri-state-area/article_35b5285f-4358-5a56-893c-
cf247b2f6cab.html (discussing West Virginia’s pending “Airbnb” tax 
legislation).

23 See Dep’t of Legis. services, fiscaL anD poLicy note, S. 2019-533, 
439th Reg. Sess., at 4 (2019) (highlighting that Airbnb reported $2.6 
billion in earnings in 2017).

24 See S.B. 533, 2019 Leg., 439th Reg. Sess. (Md. 2019); see also H.B. 
884, 2019 Leg., 439th Reg. Sess. (Md. 2019).
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is the irs WatChing You...
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from contacting the third party.13  

2. I.R.C. § 6103
I.R.C. § 6103 provides safeguards to protect the confidential-
ity of a taxpayer’s return.14  However, numerous exceptions 
to the release of confidential taxpayer information are also 
delineated in the statute.  For example, confidential taxpayer 
information can be disclosed to state agencies, the Social 
Security Administration, and other federal agencies with-
out taxpayer approval or knowledge.15  Meaning, there is a 
safeguard in place to protect the confidential information of 
taxpayers, but it is often limited. 

The Future of the IRS  
Moving forward, it is likely the IRS will leverage informa-
tion already warehoused by internet conglomerates such as 
Amazon, Google, and Apple to further enhance the auto-
mated corrections of tax returns and further refine the audit 
selection process. This will likely have a large effect on 
small businesses and non-filers. 

To provide an example: Taxpayer A regularly purchases 
widgets for her business from Amazon. Thereafter, Amazon 
creates an internal document which details the dollar amount 
of Taxpayer A’s widget purchases, the date and time of each 
purchase, and where the item was shipped. The IRS requests 
this internal document from Amazon to verify Taxpayer A’s 
cost of goods sold and thereafter adjusts the amount claimed, 
if necessary. All of this occurs automatically and without 
Taxpayer A’s knowledge or approval. 

13 Office of Chief Counsel Notice N(35)000-160, January 22 1999. 
14 I.R.C. Section 6103. See also Kimberly A. Houser and Debra Sanders, 

The Use of Big Data Analytics by the IRS: What Tax Practitioners Need 
to Know, Journal of Taxation, Feb. 2018 at 9.

15 Id.

The scenario outlined above may seem distant, but the 
automated correction process the IRS currently utilizes has 
already been enhanced as it relates to health insurance ben-
efits (Form 1095-B), mortgage payments (Form 1098), and 
retirement benefits (Form 5498). Leveraging the information 
described above will also help the IRS further refine their 
audit selection process by increasing the accuracy of a tax 
return’s DIF score through the aggregation of vast quantities 
of taxpayer data.  

However, should the IRS have the right to this information? 
On one hand, the information is absolutely relevant in deter-
mining whether the taxpayer is accurately reporting their tax 
returns. On the other hand, this seems to be a fairly intrusive 
process that will not only track an individual taxpayer’s 
internet activity, but will also house a wide array of informa-
tion that is completely irrelevant to tax administration. 

Conclusion 
The IRS faces a constricting budget, a smaller workforce, 
and an uphill battle in coping with the ever changing tax 
landscape. However, the solution is clear. Leverage the 
internet to automatically correct tax returns and simultane-
ously enhance the accuracy of DIF scores to refine the audit 
selection process. 

The only question that remains is whether taxpayers can suc-
cessfully advocate for their rights and keep that information 
out of the hands of the IRS. 
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Justice Department Guidance to Federal Prosecutors regarding 
Cannabis Enforcement under the CSA
In 2009, the Department of Justice (DOJ) issued a Memo-
randum (Ogden Memo) providing guidance and clarification 
to federal prosecutors in states that enacted laws authorizing  
medical cannabis.12 The Ogden Memo provided uniform guid-
ance to focus federal investigations and prosecutions in the 
United States on “core federal enforcement priorities.” The 
Ogden Memo expressed concern regarding the distribution 
and sale of cannabis by large-scale criminal enterprises, gangs, 
and cartels.  Although stating that the prosecution of “illegal 
drug manufacturing and trafficking networks continue to be a 
“core priority,” the Ogden Memo directed federal prosecutors 
to not focus federal resources on individuals who clearly com-
ply with existing state laws providing for the medical use of 
cannabis,  explaining that this would unlikely be an efficient 
use of limited federal resources. However, the Ogden Memo 
noted that claims of compliance with state or local law could 
also disguise operations that are inconsistent with the “terms, 
conditions or purposes” of those laws. 

In 2011, DOJ backpedaled and issued a new memorandum, 
clarifying the 2009 Ogden Memo.13  The new memorandum 
stated that DOJ should not use federal resources to prosecute 
cancer patients and other seriously ill people who use can-
nabis in compliance with state law. The clarification also 
specified that DOJ never intended to provide a shield for those 
who supplied medical cannabis to those in full compliance 
with state law.

On August 29, 2013, DOJ issued a second Cole Memo14 that 
set forth enforcement priorities that focused on activities that 
were illegal under both state and federal laws, including: 
Distribution of cannabis to minors (or cannabis marketing that 
appealed to minors, diversion of cannabis products to minors 
or trafficking near an area associated with minors); revenues 
going to criminal enterprises; diversion of cannabis from legal 
States to other States; State-legal activity as a cover for illegal 
activity as a cover or pretext for drug trafficking or other ille-
gal activity; preventing violence and the use of firearms in the 
cultivation and distribution of cannabis; preventing drugged 

12 Memorandum issued by David W. Ogden, “Investigations and Prosecu-
tions in States Authorizing the Medical Use of Marijuana” (Oct. 19, 
2009) https://www.justice.gov/sites/default/files/opa/legacy/2009/10/19/
medical-marijuana.pdf

13 See Memorandum issued by James M. Cole, Guidance Regarding the 
Ogden Memo in Jurisdictions Seeking to Authorize Marijuana for 
Medical Use (Cole Memo (June 29, 2011), clarifying the Ogden memo 
and reiterating the position of DOJ. https://www.justice.gov/sites/
default/files/oip/legacy/2014/07/23/dag-guidance-2011-for-medical-
marijuana-use.pdf

14 See Memorandum issued by James M. Cole, Guidance Regarding Mari-
juana Enforcement (2013 Cole Memo) ((Aug. 29, 2013). https://www.
justice.gov/iso/opa/resources/3052013829132756857467.pdf

driving and the exacerbation of other adverse public health 
consequences associated with cannabis use; preventing the 
growing of cannabis on public lands and the attendant public 
safety and environmental dangers posed by cannabis produc-
tion on federal lands; and preventing cannabis possession or 
use on federal property. 
 
The 2013 Cole Memo did not address any banking issues such 
as how to handle proceeds from the sale of cannabis, access to 
banking, and money laundering.  On February 14, 2014, the 
Department of the Treasury (Treasury) issued guidance for 
banks to address DOJ enforcement of money laundering and 
other banking laws.15 The DOJ report reiterated the “eight pri-
ority factors” cited earlier by the DOJ.16 In 2014, in response 
to increased raids on medical cannabis providers, Congress 
passed the Rohrabacher–Farr amendment.17 The Amend-
ment prohibited DOJ from prosecuting individuals acting in 
accordance with state law.18 Congress also intended that the 
Drug Enforcement Administration (DEA) was prohibited from 
investigating medical cannabis companies,19 provided that 
such dispensaries were acting in compliance with state law.20 

15 DOJ, Guidance Regarding Marijuana Related Financial Crimes (Feb. 
14, 2014). https://www.justice.gov/sites/default/files/usao-wdwa/lega-
cy/2014/02/14/DAG%20Memo%20-%20Guidance%20Regarding%20
Marijuana%20Related%20Financial%20Crimes%202%2014%20
14%20%282%29.pdf

16 On July 27, 2016, the Marijuana Business Daily published an interview 
between John Schroyer and then Deputy Attorney General James M. 
Cole. Deputy Attorney General Cole stated that the 2014 Report was an 
attempt to alleviate concerns of banks that did not want to work with 
law abiding licensed cannabis businesses.

17 The Rohrabacher–Farr amendment (also known as the Rohrabacher–
Blumenauer amendment) passed the House by a 219–189 vote in May 
2014 and was signed into law in December as part of an omnibus 
spending bill. It was renewed following a 242–186 House vote in 2015 
and was subsequently included in several short-term spending bills in 
2016 and 2017.

18 Id. Note that Maurice Hinchey, a Democrat from New York and a mem-
ber of the House of Representatives originally sponsored the federal 
spending provision in 2001. In 2003, Republican Congressman Dana 
Rohrabacher of California teamed up with Hinchey on the officially 
rebranded Hinchey-Rohrabacher measure.  

19 See also United States v. McIntosh, 833 F. 3d 1163 (9th Cir. 2016) (The 
Federal Court of Appeals cited the Amendment in holding that DOJ 
cannot prosecute state complaint medical cannabis actors). The Ninth 
Circuit also held that such defendants are entitled to evidentiary hear-
ings to determine whether they are complying with state law. Finally, if 
the Amendment expires, DOJ has five years to prosecute such individu-
als)

20 Id. A leaked DOJ Memo suggests that the DOJ’s interpretation of the 
Amendment only prevents actions from actual states, and not against 
individuals or businesses operating lawfully under state cannabis laws.  
But see U.S.A. v. Marin All.,  139 F. Supp. 3d 1039  (N.D. Cal. 2015), 
where the U.S. District Court for the Northern District of California 
ruled that the DEA's interpretation of a recent medical marijuana bill 
"defies language and logic," "tortures the plain meaning of the statute," 
and is "at odds with fundamental notions of the rule of law." The district 
court denied the business owner’s Motion to Dissolve the U.S. Govern-
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Finally, the Rohrabacher–Farr Amendment blocks DOJ from 
using federal funds to impede implementation of state medical 
cannabis laws.21

On January 4, 2018, Attorney General Jeff Sessions (Sessions 
Memo) rescinded nationwide guidance specific to cannabis 
enforcement.22 The Sessions Memo, acknowledging that the 
DOJ had “finite resources,” stated that DOJ should follow 
well-established principles in determining which cannabis 
activity cases to prosecute.  The Sessions Memo, in citing 
previous nationwide guidance issued by DOJ, stated that 
“given the Department’s well-established principles,23 previ-
ous nationwide guidance specific to marijuana enforcement 
is unnecessary.” The Sessions Memo provided prosecutorial 
discretion of United States attorneys to “weigh all relevant 
considerations, including federal law enforcement priorities 
set by the attorney general, the seriousness of the crime, the 
deterrent effect of criminal prosecution, and the cumulative 
impact of particular crimes on the community.”24

 
The Sessions Memo appears to be more symbolic than sub-
stantive. There has not been a substantial increase in DOJ en-
forcement of the CSA. However, FinCEN guidance (discussed 
below), is still in effect.
 
TAX ISSUES FOR CANNABIS BUSINESS 
OPERATIONS
 
Inclusion in Gross Income
Medical cannabis businesses, although illegal under federal 
law, are obligated to pay federal income tax on their taxable 
income.25 The Internal Revenue Code (“Code”) does not 
distinguish between income derived from legal sources and 
income derived from illegal sources.26 The purpose of the 
Code is not to punish unlawful behavior but to tax net income. 
Congress could change the tax code to include special tax 

ment’s injunction as it pertains to enforcement of the CSA.  The district 
court did note that the government could not enforce an injunction to 
the extent that a business owner complied with California law.

21 Id.  
22 Attorney General Jeff Session’s Memorandum to all United States At-

torneys regarding Marijuana Enforcement (Jan. 4, 2018). https://www.
justice.gov/opa/press-release/file/1022196/download

23 As reflected in Section 9-27.000 of the U.S. Attorney Manual.
24 Id.
25 U.S. Const. amend. XVI; See also §61(a), which includes in gross 

income “all income from whatever source derived.” See also James v. 
United States, 366 U.S. 213 (1961) overruling Commissioner v. Wilcox, 
327 U.S. 404 (1946). All section references are to the Internal Revenue 
Code of 1986, as amended (Code), or the Treasury regulations thereun-
der, unless otherwise indicated.

26 United States v. Sullivan, 274 U.S. 259 (1927) (formed basis of Al 
Capone conviction pertaining to taxation of gains from illicit trafficking 
of liquor); James v. United States, 366 U.S. 213, 218 (1961).

rules for illegal conduct if desired.27

Adjusted gross income for businesses generally includes gross 
income less any listed deductions, including those attribut-
able to a taxpayer’s trade or business.28 The Supreme Court 
has held that income in the context of a producer or re-seller 
means gross income and not gross receipts.29 For a cannabis 
producer or re-seller, gross income includes net gains derived 
from dealings in property, including controlled substances 
produced or acquired for resale.30 Gains derived from deal-
ings in property mean gross receipts less cost of goods sold 
(COGS).31 COGS pertain to “expenses necessary to acquire, 
construct or extract a physical product that is to be sold. The 
seller cannot recognize any gain until the seller recovers the 
economic investment made directly in the actual item sold.32 
Deductions are a matter of legislative grace.33

Effect of §280E
Section280E was enacted by the Reagan Administration in 
response to Edmondson v. Commissioner.34 In Edmondson, the 
Tax Court allowed the taxpayer to deduct expenses associ-
ated with selling amphetamines, cocaine, and marijuana that 
he incurred on consignment of such drugs in 1974.35  He was 
also allowed to deduct two-thirds of his residence as a home 
office expense, the cost of a small scale, packing expenses, 
telephone bills, and automobile expenses (he drove 29,000 
miles).  Although the taxpayer kept poor business records, the 
taxpayer provided enough evidence at trial of business deduc-
tion amounts to enable the Tax Court to permit such deduc-
tions. However, the Tax Court denied travel and entertainment 
expenses because the taxpayer could not substantiate such 
expenses.
 
Section 280E states that “ No deduction or credit shall be 
allowed for any amount paid or incurred during the tax-
able year in carrying on any trade or business if such trade 

27  Commissioner v. Tellier, 383 U.S. 687, 691 (1966) (taxpayer found 
guilty of violating Securities Act of 1933 and subsequently tried to 
deduct from gross income the legal fees he spent in defending himself).

28 §62(a).
29 Doyle v. Mitchell Bros. Co., 247 U.S. 179, 185 (1918) (Congress may 

not tax the return of capital), cited in CCA 201504011.  
30 §61(a)(3).
31 Reg. §1.61-3(a). See also §1001(a), §1011(a), §1012(a).
32 Reading v. Commissioner, 70 T.C. 730, 733 (1978).
33 CCA 201504011, also citing New Colonial Ice Co. v. Helvering, 292 

U.S. 435, 440 (1934).
34 T.C. Memo 1981-623.
35 Prior to the enactment of §280E, courts disallowed deductions for 

certain ordinary and necessary business expenses on the grounds that it 
frustrated the Public Policy Doctrine. See also §162(c), which codified 
the Public Policy Doctrine by denying deductions for illegal bribes, 
kickbacks, or other illegal payments under any law of the United States 
or any law of a state or any jurisdiction of the United States. 
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or business (or the activities which comprise such trade or 
business) consists of trafficking in controlled substances 
(within the meaning of schedule I and II of the Controlled 
Substances Act) which is prohibited by Federal law or the law 
of any State in which such trade or business is conducted.”36 
Although §280E disallows any deduction for ordinary and 
necessary business expenses, it excepts the cost of goods sold 
(COGS) from this prohibition.37 To preclude any challenges to 
the stature on constitutional grounds, Congress did not intend 
that any adjustment to gross receipts would be affected by any 
application of §280E.38

When enacting §280E, Congress exercised its authority to 
withhold the legislative grace. The statute disallows deduc-
tions for expenses that are not illegal per se, such as salaries, 
rent, and telephone. Thus, § 280E appears to have a greater 
reach than § 162(c), which disallows a deduction for specified 
illegal payments such as bribes and kickbacks.39 

Although §280E does not define “trafficking,” the Tax Court 
has defined the term to mean “engaging in commercial activ-
ity” or to “buy and sell regularly.”40 The Tax Court has applied 
this definition broadly to merely providing medical cannabis 
to patients and customers, even if legal under state law.41

Section 280E provides a harsh tax result to cannabis business 
owners who are operating legally under state law.  The IRS 
can assess income taxes on these sellers of controlled sub-
stances on their gross revenue instead of their net income.42 
The vigorous use of §280E to deny other valid business 
deductions will likely cause many state-sanctioned cannabis 
businesses to close and in some cases, file for bankruptcy.43  

Several cases listed below address the disconnection between 
36 Added Pub. L. No. 97–248, Title III, §351(a), Sept. 3, 1982.
37 S. Rep. No. 97-494, Vol. 1 (July 12, 1982), p. 309. See also Reg. §1.61-

3(a); Doyle v. Mitchell Bros. Co., 247 U.S. 179 (1918). See also Peyton 
v. Commissioner, T.C. Memo 2003-146; Franklin v. Commissioner, T.C. 
Memo 1993-184; McHan v. Commissioner, T.C. Memo 2006-84.

38 Id.
39 CCA 201504011.
40 Californians Helping to Alleviate Medical Problems, Inc. v. Commis-

sioner, 128 T.C. 173, 182 (2007).
41 Id. Note that there is only one other provision in the Code that defines 

trafficking –§7208 (Knowingly or willfully buying, selling, offering for 
sale, or giving away…washed or restored stamps to any person for use). 
See also 21 U.S.C. §801(2), which describes trafficking as “the illegal 
importation, distribution and possession, and improper use of controlled 
substances.”

42 It has been estimated that if a cannabis business’s expenses exceed 
16.5% of gross receipts, the business will operate at a loss.  See Wei-
Chih Chiang et al., Judicial Guidance on Medical Marijuana Tax 
Issues, 92 Practical Tax Strategies 266, 270 (2014).

43 By permitting state-sanctioned cannabis businesses to operate and take 
deductions like other types of operating businesses, such entities would 
remain profitable.

federal and state law. It is necessary to first review the defini-
tion and application of COGS.

COGS

CCA  201504011 provides guidance regarding the capitaliza-
tion of inventory costs and deduction of cost of goods sold 
for taxpayers considered to be trafficking in Schedule I and 
II controlled substances. A taxpayer derives COGS using the 
following formula: Beginning inventories plus current-year 
production costs (in the case of a producer) or current-year 
purchases (in the case of a re-seller) fewer ending inventories. 
The taxpayer determines gross income by subtracting COGS 
from gross receipts, and then determines taxable income. 

When Congress enacted §280E, taxpayers using an inventory 
method of accounting were subject to the inventory-costing 
regulations under §471.44 In 1986, Congress enacted the Tax 
Reform Act, which added the uniform capitalization rules of 
§263A to the Code. Re-Sellers and producers of merchan-
dise were required to treat inventory costs as direct costs of 
property purchased or produced, and  a proper share of such 
costs are allocable to such property.45 Any cost but for the 
application of §263A that cannot be taken into account in 
computing taxable income, cannot be taken and/or deducted 
using §263A.

CCA 201504011 provides the method for determining the 
COGS for cannabis dispensaries.46 To be deductible by a 
business enterprise, a business expense must be “ordinary and 
necessary” within the meaning of §162 and must satisfy the 
requirements of §461.47 Once these requirements are satisfied, 
the amount of that expense is deducted in the current tax-
able year unless another provision of the Code or regulations 
requires the deduction to be deferred to a subsequent taxable 
year.48 For producers of property, inventory-costing rules typi-
cally require the capitalization of costs that are “incident to 
and necessary for the production or manufacturing operations 
or processes” or costs that “can be identified or associated 
with particular units or groups of units of specific property 
produced.”49

The IRS takes the position that a lawfully operating medical 
cannabis dispensary cannot use §263A to circumvent §280E.  

44  CCA 201504011. Re-Sellers were subject to Reg. §1.471-3(b) and 
producers were subject to Reg. §1.471-3(c) and Reg. §1.471-11 (full 
absorption regulations).

45 §263A(a).
46 See also Reg.§1.162-1(a).
47 §461 provides the general rule for the taxable year of deduction.
48 CCA 201504011 provides examples of other Code section such as 

§267(a)(2), §471(a), §263A(a), and §280E.  
49 Id.

Cannabis...
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To permit such action would convert a non-deductible expense 
into a capitalized cost. For a re-seller, §471 inventory costs 
would include the invoice price of cannabis purchased minus 
trade or other discounts, plus transportation or other necessary 
charges incurred in acquiring possession of the cannabis. For 
a producer, §471 inventory costs would include direct material 
costs for cannabis seeds or plants, direct labor costs of plant-
ing, cultivating, harvesting and sorting, and certain indirect 
costs. 

To permit a medical cannabis dispensary to capitalize ex-
penses under §263A would allow capitalization of purchas-
ing, handling, and storage expenses, as well as a portion of 
third-party service costs such as accounting or legal fees to 
be included in COGS, in addition to costs covered by §471 
regulations.50

Cannabis Business Owners’ challenges to §280E and 
§263A

CHAMP v. Commissioner
Cannabis business owners have had limited success in mount-
ing challenges to the application of §280E. One successful 
victory for these taxpayers occurred in the CHAMP case.51

 
In C.H.A.M.P., (“CHAMP” or “Petitioner”) the Petitioner 
was organized on December 24, 1996, as a CA Public Benefit 
Corporation. On May 6, 2002, the Board of Directors decided 
to dissolve the corporation. The Petitioner provided counsel-
ing and other caregiving services to its members, who were 
individuals with debilitating diseases. 

CHAMP’s caregiving services were extensive. The staff held 
various weekly or biweekly support group sessions that could 
be attended only by petitioner’s members.  
The “wellness group” discussed healing techniques and 
occasionally hosted a guest speaker. The HIV/AIDS group 
addressed issues of practical and emotional support.

The women’s group focused on women-specific issues in 
medical struggles.

The “Phoenix” group helped elderly patients with lifelong ad-
50 Id. The IRS views §263A as a timing provision only. Because Congress 

did not amend or repeal §280E when it enacted §263A, the IRS will 
challenge any capitalization of any §263A type of expenses. The IRS 
believes, contrary to this author’s opinion, that medical cannabis 
dispensaries can determine inventory costs using only the applicable 
regulations under §471 as they existed when §280E was enacted. Also, 
the IRS can require a taxpayer to change from a memorandum of agree-
ment (MOA) that does not clearly reflect income to a MOA that does. 
See §446(b).

51 Californians Helping to Alleviate Medical Problems, Inc. v. Commis-
sioner, 128 T.C. 173 (2007).

diction problems. The “Force” group focused on spiritual and 
emotional development. Petitioner provided its low-income 
members with daily lunches. Petitioner also made available 
to its members hygiene supplies such as toothbrushes and 
toothpaste. Petitioner allowed its members to consult with a 
counselor about benefits, health, housing, safety, and legal 
issues.

CHAMP also coordinated for its members weekend social 
events including a Friday night movie or guest speaker, as 
well as a Saturday night social with live music and a hot meal. 
Members went on monthly field trips to locations such as 
beaches, museums, or parks. The organization instructed its 
members on yoga and other topics such as how to participate 
in social services at its facilities and how to follow mem-
ber guidelines. Petitioner provided its members with online 
computer access and delivered to them international services 
through its website. CHAMP even encouraged its members to 
participate in political activities.
 
CHAMP furnished its services at its main facility in San Fran-
cisco, and at an office in a community church in San Fran-
cisco. CHAMP also maintained a storage unit for confidential 
medical records at a third location in San Francisco.  CHAMP 
did not use or distribute any medical cannabis at the church or 
at the storage unit. The main facility was approximately 1,350 
square feet. The medical marijuana was dispensed there at a 
counter in the main room of the facility, taking up approxi-
mately 10% of the main facility. CHAMP required members 
to have a doctor’s letter recommending marijuana as part of 
his or her therapy, and an unexpired photo identification card 
from the California Department of Public Health verifying 
the authenticity of the doctor’s letter. CHAMP required that 
its members not resell or redistribute the medical marijuana 
received from the organization. Any violations were grounds 
for expulsion from membership.   
 
On August 4, 2005, the IRS mailed Petitioner a Statutory No-
tice of Deficiency, claiming all of CHAMP’s expenses to be 
non-deductible under §280E. The IRS claimed that petitioner 
incurred the expenses in connection with the trafficking of a 
controlled substance.
 
The IRS determined deficiency in the amount of $355,056 for 
petitioner’s 2002 federal income tax and a $71,011 accuracy-
related penalty. In Tax Court, IRS made certain concessions, 
however: CHAMP was not liable for accuracy-related penalty; 
CHAMP was entitled to deduct COGs from its gross receipts; 
CHAMP substantiated its expenses underlying its deductions; 
§280E does not apply to COGs.52

52 IRS Counsel did not disagree with the amounts allowed as deductions 
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 The IRS still disputed Petitioner’s total deductions of 
$212,958, even though the expenses were ordinary, necessary, 
and reasonable expenses that Petitioner incurred in operating 
its business. The IRS claimed the Petitioner incurred these 
expenses in connection with the illegal sale of drugs. These 
expenses consisted of the following: compensation of officers;  
salaries and wages;  repairs and maintenance; rents at the 
main facility, church and storage; payroll taxes; depreciation; 
advertising; employee benefits (health insurance); internet 
services; accountant; legal/professional fees; insurance; other 
miscellaneous expenses. The Tax Court noted that the Execu-
tive Director directed overall operations but was not directly 
engaged in provision of medical marijuana, and seven of the 
24 other employees (25 total) were involved in provision of 
medical marijuana.

CHAMP argued that it engaged in two trades or businesses, 
and that the supplying of medical marijuana to its members 
was a secondary trade or business. Therefore, the company 
should at least be able to deduct those expenses incurred in its 
primary trade or business.

The Tax Court held the following:  §280E does not distin-
guish between marijuana for recreational use and marijuana 
prescribed by a physician for medical purposes;53 §280E pre-
cludes the petitioner from deducting its expenses attributable 
to its provision of medical marijuana; Petitioner’s caregiving 
services and its provision of medical marijuana were separate 
trades or businesses for purposes of §280E; §280E does not 
preclude petitioner from deducting the expenses attributable to 
the caregiving services.

Regarding the Tax Court’s analysis of whether CHAMP’s 
furnishing of its caregiving services is a separate trade or 
business from that of providing medical marijuana, the Tax 
Court noted that this was a question of fact.54 This depended 
upon the degree of economic interrelationship between the 
two undertakings. The IRS will generally accept a taxpayer’s 
characterization of two or more undertakings as separate ac-
tivities unless the characterization is artificial or unreasonable. 
The Tax Court did not think the characterization was artificial 
or unreasonable. Petitioner was regularly and extensively 

but instead argued that such expenses were not deductible because of 
the application of §280E. It is interesting how CCA 201504011 attempts 
to use §280E to limit COGS, however! 

53 Id. at 15-17, noting that Raich v. Ashcroft, 352 F. 3d 1222, 1228 (9th 
Cir. 2003) did make this distinction, but the Supreme Court [Gonzales 
v. Raich, 545 U.S. 1, 26-28, 31-33 (2005)] rejected this reasoning.

54 Id. Whether an activity is a separate trade or business is a question of 
fact.  It depends on: The degree of economic interrelationship between 
the two undertakings; the business purpose served by carrying on the 
undertakings separately or together; the similarity of the undertakings.  
See Reg. §1.183-1(d)(1); Schlafer v. Commissioner, T.C. Memo. 1990-
66. See also Tobin v. Commissioner, T.C. Memo. 1999–328; Trupp v. 
Commissioner, T.C. Memo. 2012-108 (April 12, 2012).

involved in the provision of caregiving services. The caregiv-
ing services were substantially different from the provision of 
medical marijuana.
 
The Tax Court also noted that: The executive director testified 
credibly and without contradiction that the primary purpose 
was to provide caregiving services for terminally ill patients; 
a taxpayer can carry on more than one trade or business at the 
same time; the mere fact that an expenditure bears a remote 
relation to an illegal act does not make such an expenditure 
non-deductible; IRS counsel’s  assertion that petitioner’s 
only income was from marijuana-related matters except for a 
couple of small donations was not supported by fact. The fact 
that a member had access to all of CHAMP’s goods and ser-
vices without further charge or explicit differentiation as to the 
portion of the fee that was paid for the goods versus services 
did not establish that CHAMP’s operations were simply one 
trade or business.
 
How did the Tax Court apportion Petitioner’s overall expenses 
to account for the separate trades or businesses? The Tax 
Court noted that the record, while not offering a perfect al-
location, permitted the Tax Court with “sufficient confidence” 
to allocate the expenses, based upon the number of employees 
and the portion of its facilities devoted to each business.   The 
Tax Court also allowed deductions for expenses incurred in 
renting facilities at the church because the church was not 
used to provide medical marijuana. The Tax Court also al-
lowed CHAMP to deduct all truck and auto expenses, laundry 
and cleaning expenses. 

The Tax Court held that CHAMP could also deduct its remain-
ing 9/10 of expenses allowed (90% of the square footage of 
the main facility not used in provision of medical marijuana).55 
Finally, the Tax Court noted that IRS counsel conceded the 
costs of the medical marijuana business of $203,661 in labor 
and $43,783 in other costs were properly reported on the 
return as COGS.56

Although CHAMP might serve as a model for cannabis 
business owners, most cannot provide successful challenges 
to §280E due to poor business operations, including poor 
recordkeeping, operating only one trade or business, or failing 
to allocate specific locations or employees for providing can-
nabis to medical patients.

55 The Tax Court was silent about the storage unit rental, but this presum-
ably includes such expenses.

56 Id. The author notes that IRS Counsel never challenged the accuracy of 
these costs!

Cannabis...
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Treas. Reg. § 20.2053-1(b)(3). The Tax Court noted that 
it held in past cases that interest incurred for a loan to pay 
estate taxes was an allowable administration expense. Id. at 
391; see also Treas. Reg. § 20.2053-3(a); Estate of Todd v. 
Commissioner, 57 T.C. 288 (1971) (interest incurred for a 
loan to pay federal estate taxes and state inheritance taxes 
was an allowable administration expense). The court also 
noted that it previously held that projected interest payments 
are deductible for estate tax purposes as administration 
expenses. 56 T.C.M. (CCH) at 391, citing Estate of Bahr v. 
Commissioner, 68 T.C. 74 (1977). 

The court held that “the amount of interest on the note is 
not vague or uncertain but instead is capable of calculation 
($204,218 × 15% × 15 years = $459,491). The court rea-
soned that the promissory note could not be prepaid, either 
as to principal or interest. The court also found credible Paul 
Graegin's testimony as to his intent to cause the loan to be 
timely repaid. The court concluded that the amount of inter-
est on the note was ascertainable with reasonable certainty, 
and that it would be paid. See also Estate of Bailly v. Com-
missioner, 81 T.C. 246 (1983), supplemental opinion at 81 
T.C. 949 (1983).

The court also held that the estate “actually and necessar-
ily incurred” the interest expense, a requirement found in 
regulation section 20.2053-3(a). In rejecting the Service’s 
argument that the borrowing by the estate from Graegin Cor-
poration was not a true loan because Paul Graegin controlled 
both the borrower and lender of an unsecured note, the court 
stated that it needed to review the facts and circumstances of 
the subject transaction. It cited Busch v. Commissioner, 728 
F. 2d 945 (7th Cir. 1984) in this regard. The court stated that 
the existence of a loan is determined by whether repayment 
was in fact contemplated by the borrower and lender. It cited 
Tollefsen v. Commissioner, 431 F. 2d 511 (2d Cir. 1970) for 
this proposition. The court found Paul Graegin’s testimony 
regarding his intent to repay the loan to be credible. It de-
termined that the interest rate was reasonable, even though 
it was based on the prime rate of interest, a short-term 
obligation interest rate, while the loan in question was for a 
15-year period.

The court was “disturbed” by the fact that the note consisted 
of one balloon payment but stated that this repayment term 
was not unreasonable given the decedent's postmortem asset 
arrangement. The court also noted that both the bank and the 
guardian ad litem for the minor heirs, even though they were 
not adverse parties, concurred in the decision to borrow from 
the Graegin Corporation and that the probate court approved 
the loan.

Although the court agreed with the Service that Paul Grae-
gin’s relation to the borrower and lender required scrutiny 
of the transaction, it stated that “such identity of interest per 
se is not fatal in characterizing the transaction as a loan.” 56 
T.C.M. (CCH) at 391. The court understood the potential of 
abuse but reiterated that it found Paul Graegin’s testimony to 
be credible, and that there was a 3% outside shareholder of 
the corporation who could object to the transaction. 

The Court held that the estate lacked liquidity and would 
have to borrow money to satisfy its federal estate tax liabil-
ity. It held that estate expenses incurred to prevent financial 
loss to an estate resulting from forced sales of its assets in 
order to pay estate taxes are deductible administration ex-
penses. It cited Estate of Todd v. Commissioner, 57 T.C. 288 
(1971) and Estate of Huntington v. Commissioner, 36 B.T.A. 
698 (1937) in this holding.

Post – Graegin: Factors in Determining the Validity of 
the Loan
Although the Graegin court looked at several factors in 
upholding the interest expense deduction, courts have stated 
that such factors are not exclusive and thus no single factor 
is determinative of the issue. See Patrick v. Commissioner, 
T.C. Memo. 1998-30, affd. without published opinion 
181 F.3d 103 (6th Cir. 1999), cited in Estate of Kahanic v. 
Commissioner, T.C. Memo. 2012-81 at 41. The court uses 
these factors as objective criteria in analyzing all relevant 
facts and circumstances. See Also Duncan v. Commissioner, 
T.C. Memo 2011-255. The ultimate issue is whether there 
was a “genuine intention to create a debt with a reasonable 
expectation of repayment and whether that intention fits the 
economic reality of creating a debtor-creditor relationship.” 
Estate of Kahanic v. Commissioner, T.C. Memo. 2012-81 
at 41, citing Litton Bus. Sys., Inc., v. Commissioner, 61 T.C. 
367, 377 (1973).

In Kahanic, the Tax Court held the absence of a demand to 
repay a loan at the time the loan is made does not evidence 
any lack of intent to create a genuine debt. Estate of Kahanic 
at 43. It determined that the decedent’s ex-wife-lender did 
not demand repayment of the loan because doing so would 
have exhausted the estate’s funds. The estate would have 
been unable to challenge the Service’s deficiency determina-
tions, thus potentially subjecting the executor to transferee 
liability. The court noted that the executor intended to repay 
the loan in full and received advice from accountants that the 
estate had enough assets to repay the principal and accrued 
interest. Id. at 43–44.

The Kahanic case involved the difficulty in repaying a loan 

graegin...
(continued from Page 8)
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caused by the decrease in value and lack of availability of 
estate assets. The estate held two valuable non-liquid assets, 
the decedent’s medical practice and unpaid compensation 
from that practice due him for the year before his death. The 
decedent’s former business adviser advised the estate that 
selling the medical practice as a going concern would yield 
the most money. However, when the estate needed to pay its 
federal and Illinois tax liabilities, it had not been able to find 
a buyer for the medical practice.

Additionally, the executor learned that the decedent’s former 
employees were considering a potential lawsuit related to 
any attempts to sell the medical practice as a going concern. 
Thus, with limited cash on hand and desiring to avoid a 
forced sale of the business, the estate made the decision that 
it needed to borrow money in order to timely pay its federal 
and Illinois estate taxes.

The court determined that if the estate liquidated the medical 
practice and sold its individual assets in a forced sale the 
result would be a financial loss. Seventy-six percent of the 
total business assets were accounts receivable. If the estate 
chose to sell the accounts receivable it likely would have 
been at a deep discount to reflect the present values of the 
receivables and possibility of un-collectability. 

In addition, the business lacked the cash necessary to pay the 
decedent’s unpaid compensation. The business had a limited 
amount of cash, which was insufficient to pay any winding-
up expenses and an existing balance on a line of credit. 
The executor also had to evaluate the possibility of two 
medical malpractice lawsuits and a lawsuit brought by the 
decedent’s former employees. The court weighed these facts 
and circumstances and determined that the estate “actually 
and necessarily incurred” the interest on the loan and could 
deduct such interest against the estate tax balance.

Courts have provided additional guidance regarding the 
determination of liquidity. First, it is not necessary that the 
estate exhaust all sources of liquidity in order to deduct in-
terest. Estate of Thompson v. Comm’r, 76 T.C.M. (CCH) 426 
(1998); Estate of Sturgis v. Commissioner, 54 T.C.M. (CCH) 
221 (1987). Second, if the estate subsequently determines 
that it has enough liquid assets to satisfy the tax liability, 
some portion of the interest incurred may be deemed non-
deductible. Estate of Gilman v. Commissioner, T.C. Memo 
2004-286 (2004). Third, courts will consider the term of the 
loan and may require the term to have some relation to the 
time period of illiquidity for the entire interest amount to be 
deductible. Id.

In Estate of Koons v. Commissioner, T.C. Memo. 2013-94, 

the Court held that the estate could deduct interest for the 
Graegin Loan form the family entity because the loan was 
not necessary. In Koons, the decedent’s revocable trust 
owned 46.9% of the voting stock and 51.5% of the non-vot-
ing stock of a company distributing PepsiCo products. The 
company sold these assets, transferring the remaining assets, 
owned by the children or owned by trusts for their benefit, to 
a limited liability company. The LLC offered to redeem such 
interests. The Estate borrowed $10.75 Million from the LLC 
in exchange for a promissory note at 9.5% per annum, pay-
able over 6 ½ years, but not to begin until 18 years after the 
date of the promissory note. The LLC had over $200 Million 
of “highly liquid assets.” Interest payments over the loan 
term approximated $71.4 Million. Id.  at 1.

The Tax Court disallowed the interest deduction, reason-
ing that the revocable trust could have forced a distribution 
form the LLC to pay the estate tax, and that the loan merely 
delayed the time for such a distribution. The Court rejected 
the taxpayer's argument that a cash distribution would leave 
the LLC with less cash to buy businesses (the purpose of the 
LLC was to invest in businesses), noting that the loan also 
depleted the LLC of cash. Finally, the Court reasoned that 
the Estate would be open 25 years, preventing proper and 
efficient settlement of the Estate. Id. at 3.

Advantages of the Graegin Loan
The advantage to structuring a Graegin loan is that the estate 
may deduct any interest on the loan in computing estate 
taxes. The estate may be able to defer estate tax payments 
provided the estate meets certain qualifications. I.R.C. § 
6166. The estate may also include terms in the note that per-
mit the estate to delay payments under the loan. This frees 
up cash to the estate for use in business operations or for 
other purposes. Whether or not the estate qualifies for estate 
tax deferral under section 6166 will not affect its ability to 
qualify for a deduction on the interest paid in connection 
with the loan. Estate of McKee v. Commissioner, 72 T.C.M. 
(CCH) 324 (1996).

An executor may elect to pay all or part of the estate tax due 
in two or more (but not exceeding ten) equal installments if 
the decedent was a citizen or resident of the United States 
when he died. The value of the interest in the closely held 
business must exceed 35% of the value of the decedent’s 
gross estate. I.R.C. § 6166(a)(1). In addition to an interest as 
a proprietor, a closely held businesses interest can be held as 
a partner in a partnership or a shareholder in a corporation 
that qualifies under section 6166(b)(1). A partnership interest 
qualifies if 20% or more of the total capital interest in the 

graegin...
(continued from Page 17)
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partnership is included in the gross estate or the partnership 
has fewer than 45 partners carrying on a trade or business. 
I.R.C. § 6166(b)(1)(B).  A shareholder interest qualifies if 
20% or more of the value of the voting stock is included in 
determining the gross estate or the corporation had 45 or 
fewer shareholders. I.R.C. § 6166(b)(1)(C).  Determining 
the decedent’s interest in a close-held entity may consider 
ownership attribution rules such as spousal or family inter-
est, and entity attribution by use of the “look through” rules. 
I.R.C. § 6166(b)(2)(C). 

Any deferred amounts, including interest, penalties and costs 
are subject to a special estate tax lien in favor of the United 
States government. Property subject to the lien include 
interests in real property, interests in other types of property 
to the extent such property is expected to survive the period 
of deferral, and other property designated by agreement. The 
estate tax lien is a lien upon the gross estate for ten years 
from the decedent’s date of death. See generally I.R.C. § 
6324A and 6324(a)(1).

The Service does not have to record the estate tax lien for it 
to be effective and enforceable. Nor does it have to keep a 
record of the release of the lien. See IRM 5.5.8 (Estate Tax 
Liens). Further discussion of estate tax liens is beyond the 
scope of this article.

Carrying on a Trade or Business in real estate
The determination as to whether an interest qualifies as 
an interest in a closely held business is made immediately 
before the decedent’s death in order to determine whether 
the estate qualifies for the extension. I.R.C. § 6166(b)(2)(A). 
For purposes of determining value, passive assets (assets not 
used in carrying on a trade or business) are excluded from 
the calculation. I.R.C. § 6166(b)(9)(B)(i).

The use of property managers or third parties to conduct 
one’s business in a real estate setting causes issues for 
meeting the “carrying on trade or business” definition. Even 
if some of the business activities are conducted by such 
agents, the business will still qualify under section 6166 if 
such activities are not “of such a nature that the activities 
of the decedent, partnership, LLC or corporation (and their 
respective agents and employees) are reduced to the level 
of merely holding investment property.” Rev. Rul. 2006-34, 
2006-26 I.R.B. 1171, 1173.

Revenue Ruling 2006-34 provides useful guidance. The Ser-
vice recognizes that business owners often employ indepen-
dent contractors such as property management companies 
to perform the business’ day-to-day operations and activi-
ties. But if the business owner uses an unrelated property 

management company to perform most of the activities 
associated with the real estate interests, the Service takes the 
position that an active trade or business does not exist.

Revenue Ruling 2006-34 employs several nonexclusive 
factors to determine whether the decedent’s interest in real 
property is an interest in an asset in an active trade of busi-
ness, none of which are dispositive to such issue. The first 
factor is the amount of time the decedent, decedent’s agents 
or employees (includes the partnership, limited liability com-
pany or corporation – and for all the listed factors) devote to 
the trade or business. The second factor is whether an office 
was maintained for the conduct or coordination of such 
activities and whether regular business hours were main-
tained for that purpose. The third factor is the extent that the 
decedent (or agents/employees and the entities listed above) 
are actively involved in finding new tenants or negotiating/
executing new leases.

The fourth factor is the extent to which the decedent (or 
agents/employees and the entities listed above) provided 
landscaping, grounds care or other services beyond the mere 
furnishing of the leased premises. The fifth factor is the ex-
tent to which the decedent (or agents/employees and the en-
tities listed above) personally made, arranged for, performed 
or supervised repairs and maintenance to the property, 
including acts such as painting, carpentry and plumbing. The 
final factor articulated in the revenue ruling is the extent to 
which the decedent (or agents/employees and the entities 
listed above) handled tenant repair requests and complaints.

Purpose of the “Graegin” Loan
Courts will closely scrutinize loans between related parties 
to determine whether the loans are for a bona fide, non-tax 
purpose. This is especially true when there is an identity 
of interest between the lender and the borrower. Estate of 
Graegin, supra, at 387; TAM 200513028. In addition, the 
loan must be for the benefit of the estate and not for any of 
the estate beneficiaries. Estate of Graegin, supra, at 448.

It is important to consider all the after-tax savings or issues 
to all parties involved in the “Graegin” Loan transaction, 
especially when the loan is from a family member, a trust 
such as an ILIT for the benefit of family members, or a fam-
ily owned entity. There may also be issues if the closely-held 
company files bankruptcy proceedings. This contravenes the 
purpose of “Graegin” loans, which is predicated upon not 
selling an illiquid asset. Additionally, a lender will have to 
pay income taxes on interest income.
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Additionally, a lender will have to pay income taxes on 
interest income. A tax-exempt lender-entity would not be 
subject to income tax, however, thus enhancing the overall 
tax savings. Finally, there are also issues regarding invest-
ment objectives of intra-family lenders, who may choose to 
invest in less risky (in terms of bankruptcy) publicly traded 
securities. 

Alternative Solutions to the Liquidity Problem
If an estate cannot qualify for tax deferral under section 
6166, it should consider applying for relief under section 
6161. For estate tax due and owing as determined on the 
estate’s return, section 6161(a) permits an extension of time 
up to one year for which to pay such estate tax due. The 
estate may obtain an extension for payment of any part of 
any installment (including any part of a deficiency prorated 
to any installment under such section) of ten years if it can 
establish reasonable cause. I.R.C. § 6161(a)(2)(B). For any 
deficient tax amounts, the maximum extension for which to 
pay the tax is four years if the estate can show reasonable 
cause. I.R.C. § 6161(b).

for health insurance based on the 2017 tax act removing the 
penalty and went on to hold that, because the mandate is in-
severable from the legislation, the entire Affordable Care Act 
is invalid (the plaintiffs were denied an injunction effectively 
allowing the status quo to continue pending appeal).

In IRS Information Letter 2018-22, IRS stated that a prepay-
ment in 2017 of 2018 property taxes will be deductible in 2017 
if the tax was “assessed” in the earlier year as determined by 
local law (presumably requiring a finalization of both the tax 
rate and deemed value of the property).

In Legal Advice Issued by Associate Chief Counsel 2018-4, 
IRS stated that the test as to convenience of the employer in 
the case of employer-provided meals is whether the meals are 
necessary for the employee to properly perform duties of the 
job, giving favorable examples of occasional emergencies or 
busy periods at mealtimes; the Advice suggests that IRS should 
look at employer policies and how they serve employer goals 
to see if the meals constitute disguised income.

An estate may also request a distribution from the close-held 
business entity. The estate may also redeem some or all the 
decedent’s interest in such entity. The IRS may challenge 
such distributions as taxable transactions, and such transac-
tions may be included in a decedent’s gross estate. Addition-
ally, entity documents may contain certain restrictions on 
such distributions or redemptions.

Conclusion
Graegin Loans are an available estate planning tool for 
decedents whose estate assets consist primarily of an owner-
ship interest in a business, including real estate development. 
They are available in the event the estate lacks liquidity for 
which to pay estate taxes and other estate administrative 
expenses. The loans allow a decedent’s family or successors 
to continue the business. They also provide the estate and/
or decedent’s beneficiaries to sell any assets at fair market 
value rather than a distressed price.

RETIREMENT AND ESTATE PLANNING

Proposed Regulations under Code Section 2010 provide that an 
individual utilizing the higher unified credit from 2018 through 
2025 for gifts will not be adversely affected upon death through 
a “clawback” after the credit is cut in half in 2026.

In Plaza Staffing Services, Inc. v. Commissioner, 122 AFTR2d 
2018-5396, the Third Circuit Court of Appeals agreed with the 
Tax Court that an ESOP failed to satisfy minimum participa-
tion standards when it covered only the sole employee of one 
corporation in a brother-sister controlled group and did not 
cover any of the five employees of the sister entity.

In Gillette v. Commissioner, TC Memo 2018-195, the Tax Court 
determined that a taxpayer who took prescription medication 
for restless legs syndrome and demonstrated compulsive be-
havior including incessant casino gambling could not avoid 
the early withdrawal penalty due to disability.
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In In Re:  Lerbakken, 122 AFTR2d 2018-6359, the US Bank-
ruptcy Appellate Panel for the Eighth Circuit agreed with a Min-
nesota Bankruptcy Court that an IRA account is not protected 
in a bankruptcy where it was obtained through interspousal 
transfer pursuant to a divorce.

In Estate of Turner v. Commissioner, 151 TC No. 10, a divided 
Tax Court determined that an estate is not required to reduce 
the marital deduction by the amounts of federal estate and state 
death taxes as these taxes are solely attributable to property 
included in the gross estate; the Court also found that the marital 
deduction amount could not be increased by post-death income 
generated by marital deduction property.

In Information Letter 2018-17, IRS reminded that an IRA 
is currently taxed if it holds an operating business or assets 
financed by debt.

BUSINESS

In Hagos v. Commissioner, TC Memo 2018-166, the Tax Court 
disallowed all expenses claimed by an Uber driver except for 
the mileage allowance on 9,439 miles reported to Uber; the 
taxpayer had claimed 70,000 business miles and had reported 
both mileage and actual expenses as a deduction.

In Eldred v. Commissioner, TC Summary Opinion 2018-49, 
the Tax Court allowed certain business expenses of a video 
producer but denied a “double dip” where both actual automo-
bile expenses and mileage were claimed; it denied deductions 
for movie tickets, and on demand video services found in the 
research and development expense category.

In Pine Mountain Preserve LLLP v. Commissioner, 151 TC No. 
14, the Tax Court by majority decision agreed with the Fourth 
Circuit Court of Appeals rather than an opposite decision of the 
Fifth Circuit, holding that a conservation easement may not be 
deducted if alternative property may be substituted in the future.

In Patients Mutual Assistance Collective Corporation v. Com-
missioner, 151 TC No. 11, the Tax Court once again denied a 
marijuana dispensary a deduction for expenses other than cost 
of goods sold, the dispensary arguing unsuccessfully that its 
carrying of other merchandise accounting to about ½ percent 
of revenue negated the prohibition; in Alternative Health Care 
Advocates v. Commissioner, 151 TC No. 13, the Tax Court 
disallowed expenses of a separate business entity created to 
handle payroll and other expenses of a marijuana dispensary.  

In Ford v. Commissioner, 122 AFTR2d 2018-5398, the Sixth 
Circuit Court of Appeals agreed with the Tax Court that an 
heiress and former recording artist lacked a profit motive in 

owning a music venue where expenses consistently exceeded 
revenue and amounts charged for admission, snacks and bev-
erages were low.

In Dasent v. Commissioner, TC Memo 2018-202, the Tax Court 
agreed with IRS that a person claiming to operate an education 
consulting business assisting recent college graduates, returning 
military personnel and women rejoining the workforce, who 
never charged for services, cannot deduct business expenses 
inasmuch as she was not carrying on a trade or business.

In United States v. Commander, the US Supreme Court declined 
to review a decision of the Third Circuit Court of Appeals at 121 
AFTR2d 2018-1861, affirming a New Jersey Federal District 
Court’s determination that a 50 percent owner with an ability 
to pay payroll taxes and with knowledge of the lack of payment 
is equally liable notwithstanding that the other individual was 
given specific responsibility for the payment of taxes.

In United States v. Ulasi, 122 AFTR2d 2018-6910, a Texas Fed-
eral District Court found both husband and wife, each holding a 
25 percent interest, to be responsible individuals who willfully 
did not pay payroll taxes, discounting their argument that they 
did not have access to business accounts while in Nigeria.

In Notice 2018-76, IRS adopted a broad definition of “meals” 
and set forth that food and drink, even if purchased at an en-
tertainment event and separately stated, remains 50 percent 
deductible.

In Notice 2018-99, IRS provided guidance for determining the 
amount of parking expense for employees that is nondeduct-
ible based on reserved employee spots plus customary usage 
of other spots by employees on a typical business day in spots 
not reserved for customers.

PROCEDURE

Public Law 115-332, Protecting Access to the Courts for Tax-
payers Act, allows the transfer of misfiled tax cases from other 
federal courts to the Tax Court.

In Namakian v. Commissioner, TC Memo 2018-200, the Tax 
Court determined that anxiety and depression are insufficient 
reasons for abatement of late filing and late payment penal-
ties where the individual carried on other normal activities 
without issue.

In Curtis v. Commissioner, TC Summary Opinion 2018-50, 
taxpayers failing to report a distribution from a retirement plan 
were determined not to be responsible for the accuracy penalty 
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because the IRS did not introduce any evidence of managerial 
approval of the penalty.

In Mathews v. Commissioner, TC Memo 2018-212, the Tax 
Court refused to sustain a civil fraud penalty on an individual 
with limited education who was convicted of filing a false return 
(as opposed to evasion which requires willfulness).

In Bontrager v. Commissioner, 151 TC No. 12, the Tax Court 
determined that restitution may be assessed upon a person who 
has aided and abetted in another’s tax liability (in this case a 
son assisting his father).

In Czerw v. Lafayette Storage & Moving Corporation, 122 
AFTR2d 2018-5416, a New York Federal District Court ruled 
that both a business and a responsible individual can be liable 
in a civil action by an injured party where a fraudulent infor-
mation return was filed.

In Khafra v. United States, 122 AFTR2d 2018-6610, a Mary-
land Federal District Court threw out a claim for refund filed 
April 16, 2015 where the original deadline for filing the 2011 
return was April 17, 2012, the Court stating that the three-year 
period for claiming refunds runs from the applicable April 15 
without consideration for weekends and holidays.

In Melasky v. Commissioner, 151 TC No. 9, a divided Tax 
Court determined that amounts received by IRS were invol-
untary and could be applied as IRS wished when the taxpayer 
delivered a check to IRS and four days later IRS levied which 
caused the check not to be honored (there was no indication 
that IRS acted willfully to cause the check to be disallowed as 
the levy was generated by a campus location).

In United States v. Lebeau, 122 AFTR2d 2018-6294, a Cali-
fornia Federal District Court granted a motion to stay collec-
tion action during the pendency in Tax Court of an innocent 
spouse claim.

In Schorse v. Commissioner, TC Memo 2018-176, the Tax 
Court denied innocent spouse status to a business owner mar-
ried to an OB-GYN who took lead in preparing joint returns and 
deducted losses although the wife’s accountant for the practice 
told him that there was insufficient basis for utilizing them.

Feshbach v. Department of Treasury, 122 AFTR2d 2018-6661, 
a Florida Federal District Court agreed with a Bankruptcy Court 
that a couple who made an average of $1.5 million per year over 
nine years while tax debt was accruing could not discharge the 
liability in bankruptcy due to willful evasion.

In Rogers v. Commissioner, 122 AFTR2d 2018-6683, the 

Seventh Circuit Court of Appeals agreed with the Tax Court 
that an attorney-MBA spouse who assisted her attorney spouse 
in a merits trial could not subsequently argue that she was an 
innocent spouse.

In Revenue Procedure 2019-9, IRS set forth what must be 
disclosed to avoid penalties on a return with respect to an 
“unreasonable position”; provided, no relief is available even 
with disclosure as to tax shelter items, failure to keep books 
and records and where the position has no reasonable basis.

The IRS Manual was revised to explain a new process for 
international and domestic voluntary disclosures, generally 
involving six years, with willful FBAR penalties applying and 
the civil fraud penalty applying on Form 1040 to the year with 
the highest tax liability.

The IRS Small Business and Self-Employed Division an-
nounced that it has commenced the first seizures of virtual 
currency and predicts an uptick in cryptocurrency tax enforce-
ment in the coming years.

JanuarY-marCh, 2019

INDIVIDUALS

In Doyle v. Commissioner, TC Memo 2019-8, the Tax Court 
determined that a settlement received by an individual who was 
fired for “whistleblowing” which allegedly caused stress bring-
ing on multiple physical problems was taxable; the complaint 
said nothing about emotional or physical injuries (the CPA 
reported the settlement payments over two years on a Schedule 
C, offsetting the payments in one year by the words “personal 
injury” and in the other year by the words “pain and suffering”).

In Gaylor v. Mnuchin, 123 AFTR2d 2019-1056, the Seventh 
Circuit Court of Appeals reversed a decision of a Wisconsin 
Federal District Court and determined that the housing allow-
ance for the clergy is constitutional and does not violate the 
First Amendment as endorsing religion, the Court concluding 
that the law was to offer religious leaders the same benefit as 
secular employees whose jobs have housing requirements.

In 2590 Associates LLC v. Commissioner, TC Memo 2019-3, 
the Tax Court allowed an entity owned in part by Alabama 
football coach, Nick Saban, to claim a bad debt deduction as 
assignee of a loan made by Saban to a developer, the Court 
finding that Saban expected repayment on advancing the funds 
as did the assignee after the transfer.
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In Bea v. Commissioner, 123 AFTR2d 2019-585, the Eleventh 
Circuit Court of Appeals agreed with the Tax Court that no 
remedy was available when a preparer unilaterally without 
a discussion with the taxpayer waived the net operating loss 
carryback in an amount of almost $12 million. 

In Siegel v. Commissioner, TC Memo 2019-11, the Tax Court 
allowed a deduction to the pre-2019 payor of lump sum 
alimony where a contempt order had been issued; the Court 
distinguished a contempt order from a money judgment, pay-
ment under which would not have been deductible to the payor.

In Totten v. Commissioner, TC Summary Opinion 2019-1, 
the Tax Court agreed with the IRS denial of most employee 
business expenses and charitable contributions for lack of 
substantiation, the Court noting that the strict substantiation 
rule applies to transportation expenses and to larger donations.

In Mann v. United States, 123 AFTR2d 2019-599, a Maryland 
Federal District Court disallowed a donation of a house for 
purpose of training by the fire department, citing Maryland law 
that there is no conveyance without recordation but noting, even 
with recordation, the deduction would have been disallowed 
as the house should have been valued for salvage.

In Mancini v. Commissioner, TC Memo 2019-16, the Tax Court 
denied a user of pramipexole, a treatment for Parkinsons’s Dis-
ease but believed to cause loss of impulse control, a casualty 
loss deduction for his $3.5 million net gambling losses.

In Cash v. United States, 123 AFTR2d 2019-________, a Penn-
sylvania Federal District Court determined that the individual 
shared responsibility payments do not violate the Fifth or Tenth 
Amendment and reiterated that the Supreme Court had already 
ruled the absence of a violation of the Sixteenth Amendment.

The IRS Website, despite the literal language of the statute 
to the contrary pending a technical correction, was revised to 
show that a deduction for attorney fees is permitted by victims 
of sexual harassment by employers even if a confidentiality 
agreement is included.

In Letter Ruling 201903017.  IRS indicated that employer 
provided “snacks”, even when continuously offered, are a de 
minimis fringe benefit while meals are not and accordingly are 
subject to the “convenience of the employer” test to determine 
taxability.

RETIREMENT AND ESTATE PLANNING

In In Re:  Arehart, 123 AFTR2d 2019-________, a Idaho Bank-
ruptcy Court determined that an inherited IRA was protected in 

bankruptcy under state law notwithstanding a prior unanimous 
decision of the US Supreme Court that an inherited IRA is not 
protected under federal law.

In In Re:  Correra, 123 AFTR2d 2019-________, a Texas 
Bankruptcy Court declined to protect IRAs in bankruptcy when 
they had engaged in prohibited transactions.

In Kress v. United States, 123 AFTR2d 2019-________, a 
Wisconsin Federal District Court examined two valuations by 
donors of stock in a family-owned S corporation and one by 
IRS, accepting one of the valuations by the donors subject to 
reducing the lack of marketability discount by three percent 
to 27 percent in two years and 25 percent in the third year be-
cause the valuation considered non-arms lengths restrictions 
in a shareholder agreement; the donors’ primary expert utilized 
comparables and a second expert reached a close result by 
weighing capitalized earnings to the extent of 86 percent and 
market to the extent of 14 percent (the Court found S status to 
be a neutral consideration in valuation due to both advantages 
and disadvantages).

In Dieringer v. Commissioner, 123 AFTR2d 2019-1020, the 
Ninth Circuit Court of Appeals agreed with the Tax Court that 
the proper charitable deduction on Form 706 is the amount 
actually received by the charity and not necessarily the date 
of death value.

In Manley v. DeVazier, 123 AFTR2d 2019-831, the Eighth 
Circuit Court of Appeals agreed with an Arkansas Federal Dis-
trict Court that a Personal Representative had no claim under 
federal law for contribution from a trustee in the case of a trust 
included in the federal estate until payment has been made by 
the estate, the Court noting that the statutory language requires 
payment prior to the claim and the Personal Representative had 
paid only the taxes on the estate apart from the trust.

In Notice 2019-18, reversing 2015 guidance, IRS announced 
that it will no longer be proposing regulations which would 
have prohibited taking a lump sum or other accelerated pay-
ment from a defined benefit plan after commencing an annuity.  

In Delegation Order 7-16, IRS gave authority to Employee Plan 
Determination Area Managers to allow amending of employee 
plans after expiration of remedial amendment periods.

The IRS Website corrects prior instructions and states that the 
exemption for qualified disability trusts applies from 2018-
2025 despite the general repeal and is not subject to a phaseout.

(continued on Page 24)
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BUSINESS

Final Regulations under Code Section 199A provide numerous 
definitions for computation of the Qualified Business Income 
Deduction (QBID) including “net capital gain” and “related 
trade or business” and clarify that qualified business income 
from a Specified Service Trade or Business must be reduced 
by the mandated percentage within the phase-out range before 
application of the netting and carryover rules.

Proposed Regulations under Sections 301-304 have been with-
drawn; in the withdrawal, IRS asserted that shareholders should 
compute gain on a share by share basis and not be able to shift 
unrecovered basis to other stock in most cases which conflicted 
with certain portions of the withdrawn Proposed Regulations.

In Pugh v. Commissioner, TC Summary Opinion 2019-2, 
the Tax Court termed interest on land acquired for a future 
headquarters of a sole proprietorship as business interest not-
withstanding that the idea was abandoned due to deteriorating 
business conditions.

In Estate of Andersen v. Commissioner, TC Memo 2019-2, the 
Tax Court threw out a large number of business and personal 
deductions where there was no substantiation and accepted the 
IRS recomputation of basis in two properties which were sold 
where the taxpayer had claimed little gain.

In Langston v. Commissioner, TC Memo 2019-19, a tax attor-
ney and her husband were denied depreciation deductions for 
a yacht and a recreational vehicle that they claimed were used 
in his marina management business after the Revenue Agent 
examined both and found substantial evidence of personal use.

In Rodriguez v. Commissioner, TC Summary Opinion 2009-
4, the Tax Court agreed with IRS that two Schedule Cs for a 
consultant and delivery business were primarily to provide 
private tutorials and transportation for a couple’s severely 
handicapped daughter.

In Bonilla v. United States, 123 AFTR2d 2019-________, a 
Connecticut Federal District Court determined that a former 
wife who received a stock interest in an S corporation whose 
charter had lapsed still had to report her distributive share of 
income and notwithstanding that she was only the equitable and 
not the legal owner due to the lack of formalities in providing 
her with a stock certificate.

In Kurdziel v. Commissioner, TC Memo 2019-20, the Tax 
Court concluded that a retired fighter pilot and commercial 
airline captain who bought a British warplane intending to sell 
rides but limited by law to using them in air shows and who 

claimed tax losses in excess of $117,000 in each of four years 
was engaged in a hobby despite the plane’s arguable rise in 
value prior to a crash.

In Feinberg v. Commissioner, 123 AFTR2d 2019-847, the 
Tenth Circuit Court of Appeals agreed with the Tax Court 
on multiple issues resulting in a denial of deductions for two 
medical marijuana dispensaries beyond the proven costs of 
cost of goods sold.

In Revenue Ruling 2019-9, IRS suspended two old revenue rul-
ings regarding the active conduct of a trade or business in order 
to study issues; the 62 year old rulings denied tax retreatment 
to divisions when one segment of the divided business was real 
estate assets in one case and exploratory activities in the other.

In Revenue Procedure 2019-3, IRS announced that it will not 
give an advanced ruling on whether an activity constitutes a 
trade or business.

In Revenue Procedure 2019-11, IRS created alternative defi-
nitions for the term “W-2 wages” for purpose of the Section 
199A deduction requiring in any event exclusion of any wages 
that do not relate to qualified business income; the simplest of 
the alternatives is to total entries in box 1 (wages for federal 
income tax) or in box 5 (wages for medicare) and take the 
lesser number.

In Revenue Procedure 2019-12, IRS indicated that payments 
made by a C corporation to a nonprofit organization in consider-
ation for a state or local tax credit are fully deductible; however, 
in the case of a pass through entity, the payment is ordinarily 
only deductible if it reduces a tax imposed at the entity level.

In Notice 2019-7, IRS created a “safe harbor” under Code 
Section 199A for determining whether real estate constitutes a 
business for individuals and passthrough entities under which 
multiple properties can be separated or combined (except for 
commercial and residential real estate) with consistent treat-
ment required from year to year absent a significant change 
in facts; the safe harbor requires separate record keeping, 250 
hours of rental services exclusive of financial or investment 
management until 2023 (for that year and subsequent years a 
three out of five year test will be utilized) as shown by detailed 
contemporaneous records (triple net lease property is excluded 
from the safe harbor) and a signed statement that the require-
ments of the safe harbor are met.

In Action on Decision 2019-3, IRS acquiesced in the result but 
not the reasoning of Jacobs v. Commissioner, 148 TC No. 24 
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(2017) in which the Tax Court permitted the Boston Bruins to 
deduct 100 percent of the meals provided the hockey team, 
coaches and administrative personnel at away games as a de 
minimis fringe benefit.

PROCEDURE

In Montrois v. United States, 123 AFTR2d 2019-920, the 
District of Columbia Circuit Court of Appeals reversed a DC 
Federal District Court and determined that the PTIN charge 
is valid.

In Burbach v. Commissioner, TC Memo 2019-17, the Tax 
Court agreed with IRS that a late filing penalty applies where 
a corporation delayed filing because its preparer advised that 
corporations had six years in which to file their returns.

In Haynes v. United States, 123 AFTR2d 2019-570, the Fifth 
Circuit Court of Appeals reversed and remanded a decision of 
a Texas Federal District Court and, while stating that reliance 
on an accountant alone is not reasonable cause, indicated that a 
rejected e-filed return where the taxpayer did not receive notice 
may constitute reasonable cause for late filing.

In ATL & Sons Holdings, Inc. v. Commissioner, 152 TC No. 8, 
the Tax Court concluded that an S corporation was liable for the 
failure to file penalty even though all shareholders timely filed 
their individual returns and found that supervisory approval was 
not needed for this penalty as it was automatically calculated.

In Walquist v. Commissioner, 152 TC No. 3, the Tax Court 
held that the requirement of supervisory approval for accuracy-
related penalties does not apply to penalties which are auto-
matically calculated through electronic means; in Palmolive 
Building Investors, LLC v. Commissioner, 152 TC No. 4, the 
Tax Court ruled that written approval may be on any form.

In Horowitz v. United States, 123 AFTR2d 2019-362, a Mary-
land Federal District Court determined that an individual who 
failed to disclose Swiss bank accounts acted with “willful 
blindness” when he testified that he believed the income was 
nontaxable based on conversations with other expatriates al-
though he failed to ask the question of his accountant; however, 
the wife was found not responsible for years prior to when she 
was given a power of attorney over the account (which did not 
happen at its opening due to her unavailability).  

In United States v. Garrity, 123 AFTR2d 2019-941, a Con-
necticut Federal District Court found that IRS could impose the 
statutory FBAR penalty of 50 percent of the account balance 
despite old regulations with a $100,000 cap which had not been 

changed; the courts are deeply divided.

In United States v. Chesteen, 123 AFTR2d 2019-887, a Loui-
siana Federal District Court overruled a bankruptcy court and 
determined that the shared responsibility payment was a tax 
and not a penalty despite use of the word “penalty” 18 times 
in the statute and use of the word “tax” not at all.

In Gregory v. Commissioner, 152 TC No. 7, the Tax Court 
held that a notice of deficiency was valid even if sent to an old 
address and that a taxpayer’s last known address to IRS does 
not change by the filing of a power of attorney or extension 
of time to file.

In Jordan v. Commissioner, TC Memo 2019-15, the Tax Court 
determined that the date on a late US Post Office postmark 
controlled over a timely private postage label and threw out a 
Tax Court petition as untimely.

In Turner v. Internal Revenue Service, 123 AFTR2d 2019-1099, 
a California Federal District Court ruled that the petitioner, who 
was serving 29 years to life for first degree murder, could not 
use a writ of habeas corpus to seek a tax refund.

In United States v. Flor, 123 AFTR2d 2019-521, a Minnesota 
Federal District Court balanced the equities and allowed IRS 
to seize a principal residence of an individual who falsely 
reported income, received an erroneous refund and, without 
significant other assets, could not make payment; in United 
States v. Jackson, 123 AFTR2d 2019-594, a Missouri Federal 
District Court did the same and allowed seizure of a principal 
residence where a couple owed almost $2.4 million and en-
gaged in fraudulent conveyances.

In United States v. Nelson, 123 AFTR2d 2019-________, a 
South Dakota Federal District Court ruled that the spouse of a 
tax delinquent whose individually titled home was seized by 
IRS had a homestead right under state law equivalent to the 
value of her life estate in the property and, accordingly, must 
be compensated by IRS despite not being on the title to the 
property.

In Campbell v. Commissioner, TC Memo 2019-4, the Tax Court 
found that an IRS Appeals Officer abused her discretion when 
she included assets transferred ten years ago and investments 
not made to avoid a tax liability in the computation of “reason-
able collection potential.”

In In Re:  Clark, 123 AFTR2d 2019-798, a Georgia Bankruptcy 
Court allowed a doctor and his wife to discharge taxes in bank-
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ruptcy despite having two residences where he did not have 
an otherwise lavish lifestyle and had irregular employment.

In Henry v. Commissioner, TC Memo 2019-24, the Tax Court 
granted equitable innocent spouse relief to an individual who 
claimed that she was unaware of income received by her former 
husband even though he had income from this secondary source 
in the previous year and it was a subject in divorce proceedings, 
the Court finding that she should have known of the unreported 
income but that this was the only factor weighing against relief 
and five other factors favored relief.

In Contreras v. Commissioner, TC Memo 2019-12, the Tax 
Court granted innocent spouse status to a stay at home mother 
who was the victim of physical and verbal abuse, finding that 
she signed joint returns under duress and that she met all of the 
criteria for relief; the Court threw out the IRS argument that a 
transfer of assets to her was a fraudulent conveyance when it 
was part of a court order.

In Brooks v. Commissioner, TC Summary Opinion 2019-5, the 
Tax Court denied innocent spouse relief to an individual who 
earned most of the income shown on a joint return and whose 
wife had filed for bankruptcy, noting that the only factors in his 
favor were health issues and that he did not receive a significant 
benefit from the unpaid tax liability.

In Notice 2019-25, IRS announced that the penalty for under-
payment of estimated taxes will not apply for 2018 if 80 percent 
of actual liability is paid in estimated tax installments or through 
withholding (superseding Notice 2019-11, which would have 
lowered the threshold from 90 percent to only 85 percent).

In Chief Counsel Advice 201906008, IRS stated that it may 
use “reliable secondary evidence” to prove that a taxpayer 
signed an extension of the statute of limitations on collection 
that could not be located.

Where there’s uncertainty about the parties’ intentions,

[t]he question whether the relation of landlord and tenant 
exist[s] between the parties ... [is] a question of law to be de-
termined by the Court upon the consideration of the facts."12

Taxation of Vacation Rental Income
Rental agreements by owners of vacation rentals, hotels, 
motels, and Airbnb, are typically licenses, not leaseholds.  
Where an owner of a vacation rental grants a license for use 
of property, and offers significant personal services as well, 
income from the activity is reported on Schedule C, Profit or 
Loss from Business, and generates self-employment tax.  

So, what are “significant personal services”?  Pub. 527, Resi-
dential Rental Property, tells us significant or “substantial” 
services are those offered primarily for the renter’s conve-
nience, like regular cleaning, changing linen, or maid service.13  
Substantial services do not include services similar to those 
customarily performed in high end commercial or residential 
rental property, like cleaning and maintenance of common 
areas, routine repairs, trash collection, elevator service, and 

12 Delauter, at 427 (Md 2003), citing Howard v. Carpenter, 22 Md. 10, 23 
(1864).

13 Pub. 527, p. 12.  

VaCation rental rules...
(continued from Page 8)

security at entrances or perimeters.14   We’re informed by 
regulation that any definition of significant personal services 
should take 

all of the relevant facts and circumstances . . . into account.  
Relevant facts and circumstances include the frequency 
with which such services are provided, the type and amount 
of labor required to perform such services, and the value of 
such services relative to the amount charged for the use of 

14 Pub. 527, p. 12; Treasury Reg. Sec. 1.469-1T(e)(3)(ii) - General rules 
(temporary).   
 
Note that Reg. Sec. 1.469-1T(e)(3)(i) is denominated “temporary”, but 
has the force of law, entitling it to judicial or “Chevron” deference.  As 
first described in Chevron v. Natural Resources Defense Council, 467 
U.S. 837 (1984), Chevron deference is the highest deference accorded 
a regulation.  Reg. Sec. 1.469-1T(e)(3)(i) has been cited and judicially 
enforced multiple times in tax court opinions finding that time spent on 
short term rentals does not support the status of Real Estate Profession-
al.  See Hoskins v. Commissioner, T.C. Memo. 2013-36, 105 T.C.M. 
(CCH) 1242 (2013); Bailey v. Commissioner, No. 28706-09S (T.C. 
Mar. 2, 2011); Lapid v. Commissioner, T.C. Memo. 2004-222 (2004); 
Bailey v. Commissioner, T.C. Memo. 2001-296, 82 T.C.M. (CCH) 
868 (2001).  In addition, certain provisions of Reg. Sec. 1.469-1T are 
referenced by (permanent) regulation Reg. Sec. 1.469-1, suggesting at 
least the provisions cited have the same legal force and effect as the 
permanent regulation referencing them.  

FeDeral tax upDate...
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the property.15 

As the language above notes, the value of personal services 
may be “significant” if the cost is high enough relative to 
rent charged. The only measure we have is in the regulation’s 
Example 4, where maid and linen services provided to renters 
cost less than 10% of the amount charged for rent.  On that ba-
sis, Example 4 tells us these services aren’t significant enough 
to remove a rental from the category of “real estate rental”.16   

The regulations also presume that a person renting a prop-
erty for seven days or less is providing “services significant 
enough to justify the conclusion that the person is engaged 
in a service business rather than a rental activity.”17   In other 
words, there’s a definitional nexus between a rental of seven 
days or less, and the provision of personal services, that au-
tomatically turns a vacation rental lasting a week or less into 
a vacation rental service business (so to speak), reportable on 
Schedule C. 

The regulations also reference a rental of more than seven, but 
not more than 30 days, without attaching any presumption.18  
If the owner of a rental lasting eight to 30 days offers signifi-
cant personal services, the activity is more akin to a service 
business, and reported on Schedule C.19  If the owner doesn’t 
offer significant personal services, income from the rental 
appears on Schedule E.  The regulations don’t address rentals 
exceeding 30 days, possibly because those are more likely to 
be leaseholds.  Issues surrounding the provision of significant 
personal services and rental duration are explored more fully 
in Part 2 of this article. 

Is a vacation rental exceeding seven days, unaccompanied 
by significant personal services, and properly reported on 
Schedule E, a passive activity, like a leasehold?  To the extent 
a vacation rental reportable on Schedule E won’t generate 
self-employment tax, it’s like a conventional real estate rental 
excluded from self-employment tax under IRC Sec.1402(a)
(1).  But unlike losses from conventional real estate rent-
als, the losses from expenses allocated under IRC Sec. 280A 
governing vacation rentals aren’t subject to the passive loss 
limitations.20  This sets all vacation rentals, including those for 
more than seven days, unaccompanied by personal services, 
apart from conventional real estate rentals.21  The inapplicabil-

15  Reg. Sec. 1.469-1T(e)(3)(iv)(A).  
16 Reg. Sec. 1.469-1T(e)(3)(viii), Example 4.  
17  Reg. Sec. 1.469-1T(e)(3)(ii)(A); T.D. 8175, p. 3 (2/25/88).
18 Reg. Sec. 1.469-1T(e)(3)(ii)(A).
19 See Reg. Sec. 1.469-1T(e)(3)(ii)(B).  
20 IRC Sec. 469(j)(10); Regs. Sec. 1.469-2(c)(7)(vii) & 1.469-2(d)(2)(xii).  
21 Given this confluence of inconsistent features, it’s unclear whether 

a vacation rental unaccompanied by significant personal services is 
properly characterized as non-passive activity, a passive activity not 

ity of the passive loss limitations may also have implications 
for whether hours spent on a vacation rental can accrue toward 
status as a Real Estate Professional.  This is an issue further 
explored in Part 2.  

Regardless of whether a vacation rental is more like a service 
business, or a conventional real estate rental, expenses for 
vacation rentals are always apportioned and deducted by 
formula.  This formula is explained at the end of this article, in 
the section titled “Vacation Rentals, Deduction of Expenses”.  
Under the formula, deduction of expenses for vacation rentals 
are limited to gross income.22  This is true even for vacation 
rental service businesses with material participation, and all 
investment at risk.  Losses that can’t be taken in Year 1 are 
carried forward to Year 2, subject to the same limits as Year 
1.23   Even if the taxpayer stops using the dwelling unit as a 
residence by Year 2, the Year 1 limits still apply to a carryfor-
ward from that year.24 

The section below on deduction of vacation rental expenses 
lays out two methodologies for apportioning expenses indi-
rectly attributable to the rental, like mortgage interest and real 
estate taxes.  One is the IRS method.25   The other, often called 
the “Tax Court” method, was utilized by the court in Bolton 
v. Commissioner,26 and later in McKinney v, Commissioner.27  
The IRS method results in a greater deduction of indirect 
expenses from rental income, with less income left over from 
which to subtract direct expenses and depreciation.  The Tax 
Court method deducts a lesser amount of indirect expenses 
from rental income, allowing for a larger deduction of direct 
expenses.  Though the Tax Court method is usually advanta-
geous to the taxpayer, it also shifts more indirect expense to 
Schedule A.  That could be problematic following the Tax 
Cuts and Jobs Act, P.L.115-97 limiting itemized deductions of 
state and real estate taxes on Schedule A to $10,000. 

Although the Bolton court rejected the IRS’ methodology, the 
IRS never acquiesced to the ruling, and continues to use the 
same methodology.28   Theoretically, this could mean a prac-

subject to the passive loss limitations, or sui generis, and incapable of 
characterization.  Fortunately, for this discussion, the question is largely 
academic.

22 IRC Sec. 280(c)(5).  
23 Id.
24 Id.
25 The IRS method is described in Prop. Reg. § 1.280A-3(c) & (d), 45 

Fed. Reg. 52405 (Aug. 7, 1980), and Publication 527, Residential 
Rental Property (Including Rental of Vacation Homes). 

26 77 T.C. 104 (1981), aff'd, 694 F.2d 556 (9th Cir. 1982).
27 41 T.C.M. (CCH) 1272 (1981), modified by 42 T.C.M. (CCH) 467, 

aff'd, 732 F.2d 414 (10th Cir. 1983). 
28 See Prop. Reg. § 1.280A-3(c) & (d), 45 Fed. Reg. 52405 (Aug. 7, 

(continued on Page 28)
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titioner apportioning indirect expenses using the Tax Court 
method might encounter a challenge by the IRS in states out-
side the jurisdiction of the 9th and 10th circuits, where Bolton 
and McKinney were decided.29  That said, popular software 
programs allow practitioners to freely elect the Tax Court 
method for allocating indirect expenses, facilitating a com-
parison of whichever method, IRS or Tax Court, offers greater 
benefit to the taxpayer.  This widespread use of the Tax Court 
method suggests the IRS may not be not inclined to challenge 
it, regardless of jurisdiction.  

Vacation Rentals, Deduction of Expenses
As indicated earlier, there’s a formula for apportioning and de-
ducting vacation rental expenses.  Expenses indirectly related 
to the vacation rental, like mortgage interest, real estate taxes, 
and casualty losses, are multiplied by the following fraction: 
number of days rented/365.  The result is subtracted from 
rental income.  Remaining indirect expenses are deducted on 
Schedule A.30  
Rental Income, less indirect expenses allocable to the rental, 
yields income available for deduction of direct expenses.  

1980), and Pub. 527, cited above, n. 23.  See also, Pub. 527, Worksheet 
5-1.

29 See n. 24 and 25.
30 IRC Reg. Sec. 280A(c)(4)(C) & Prop. Reg. Sec. 1.280A-3(d)(3).  
31 Chart adapted from Conor Gilson, John McKinley & Matthew Geiszler, 

IRS vs. TAX COURT METHODOLOGY31

IRS BOLTON

Rental Income $10,000 $10,000

Less:  Indirect Expenses

Real Estate Taxes (60/90) x $8,400 = $5,600 (60/365) $8,400 = $1,381 

Mortgage Interest (60/90) x $3,000 = $2,000 (60/365) $3,000 = $493 

Total Indirect Expenses $7,600 $1,874 

Rental Income -  10,000 $10,000

Total Indirect Expenses = -$7,600 -$1,874

Remainder for Direct Expenses $2,400 $8,126

Operating (Direct) Expenses

  Utilities (60/90) x  $350 = $233 (60/90) x  $350 = $233

  Maintenance (60/90) x $1,650 = $1,100 (60/90) x $1,650 = $1,100

Total Operating (Direct) Expenses $1,333 $1,333

Remainder for Direct Expenses - $2,400 $8,126

Total Operating (Direct) Expenses = -$1,333 $1,333

Remainder for Depreciation $1,067 $9,459

Depreciation (60/90) x $7,000 = $4,667 (60/90) x $7,000 = $4,667

Remainder for Depreciation - $1,067 $9,459

Depreciation = -$4,667 -$4,667

Net Rental Income 0 $4,792

Carryover -$3,600 0

Those are multiplied by the following fraction: number of 
days rented/total number of days used for any purposes.  
Subtracting the result yields income, if any, available to offset 
depreciation.  Note that the IRS, however, uses the same frac-
tion to allocate all expenses, indirect and direct, to income:  
number of days rented/total number of days used for any 
purpose.  

These calculations are illustrated below.  They assume tax-
payer uses the dwelling unit as a residence for 30 days during 
the year, and rents it out for 60 days.   Real estate taxes on 
the home are $8,400, mortgage interest is $3,000, utilities 
are $350, maintenance expense is $1,650, and depreciation is 
$7,000.

Vacation rentals, leaseholds, Aibnb . . . all such rentals have 
different legal parameters, and different requirements for re-
porting and taxation.  It’s worth revisiting them occasionally, 
to reacquaint ourselves in light of new developments in the 
law and marketplace.

Vacation home rentals and the TCJA, Journal of Accountancy (2018), 
accessed at  https://www.journalofaccountancy.com/issues/2018/sep/
vacation-home-rentals-tax-deductions/, and Vlad Frants, Deducting 
Mixed-Use Vacation Home Expenses:  Uncertainty in the Taxpayer's 
Favor, Winter  Points to Remember (2010) 19 at 21, accessed at www.
americanbar.org/content/dam/aba/publishing/aba_tax_times/pointstore-
member4.authcheckdam.pdf; both last visited 2/18/19
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