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Tax Accounting

By James E. Salles

The early summer saw a fair amount of regula-
tory and administrative guidance emerge on tax
accounting issues. (More may be on the way; we
have Benefits Tax Counsel’s word that the proposed
regulations under section 457" will be finalized
“soon.”?) In this month’s column:

e More proposed regulations on “split-dollar” life
insurance fill in some of the gaps in the regula
tions package released last summer?;

e Further steps toward “spread periods” for
cumulative adjustments upon changes in meth-
ods of accounting?;

¢ The IRS concedes that some utilities” special
charges for fuel or conservation programs will
be treated like loans.’

More “Split-Dollar” Proposed

Regulations

In early May, the IRS issued proposed regula-
tions filling in some of the gaps in last summer’s
regulation package dealing with “split-dollar”
insurance arrangements.® The term “split-dollar”
refers to an arrangement under which two parties
split rights under a life insurance policy. (For sim-
plicity’s sake I shall refer to the party whose life is
insured, and is typically entitled to the residual
death benefit, as the “employee” and the other
party as the “employer,” although these arrange-
ments are also encountered outside the employ-
ment setting.) The tax treatment of such arrange-
ments has given rise to considerable confusion over
the years. The basic question is whether the
employer or the employee should be treated as the
policy owner, and the degree to which policy for-
malities (or the parties’ choice) should affect the
answer.

Revenue Ruling 64-328” allowed the employer to
be treated as the policy owner, while the employee
either paid for term coverage or was taxed upon its
value. As arrangements became more sophisticated,
however, distortions inherent in this treatment
became apparent. If the employer owns the policy,
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then logically any increases in the employee’s with-
drawal rights, at least to the extent that they reflect
employer contributions, should be currently taxable
under the “economic benefit” doctrine.* On the
other hand, if the employee is the owner, employer-
paid premiums are loans, meaning potential imput-
ed interest income to the employee.’ The policy’s
tax “ownership” should also determine, for exam-
ple, whether distributions are treated as passing
through the hands of the employer or as made
directly to the employee. However, taxpayers fre-
quently relied on Revenue Ruling 64-328 to avoid
recognizing income on the policy’s initial purchase,
without accounting for other aspects of the transac-
tion consistently with its assumption that the
“employer” owned the policy.

The IRS began to address these issues in Notice
2001-10," later superseded by Notice 2002-8." The
Notices basically allowed taxpayers to choose which
model to follow, so long as they did so consistently.
Among other things, under the “employer-owned”
model, employees must pay tax on increases in cash
surrender value resulting from employer contribu-
tions. (As discussed below, the taxation of increases
resulting from investment gains has been unsettled.)
On the other hand, if the employee is to be treated
as the owner, the parties must make a reasonable
effort to apply the imputed interest rules.

The 2002 Proposed Regulations

The Notices were intended as stop-gap rules
while new regulations were under consideration.
The new regulations will only be effective for
arrangements entered into (or “materially modi-
fied”) after their publication,” so taxpayers can rely
on the Notices for arrangements in the meantime.
Proposed regulations appeared in July, 2002.” Prop.
Regs. § 1.61-22 covers “economic benefits” provid-
ed by the policy owner to a non-owner, and Prop.
Regs. § 1.7872-15 “split-dollar” loans from the non-
owner to the owner, corresponding roughly to the
“employer-owner” and “employee-owner” models.

The regulations define a “’split-dollar” arrange-
ment” broadly to include any arrangement between
a policy owner and a non-owner under which one
of the parties is entitled to recover premiums paid
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from the policy proceeds." They will thus reach, for
example, a “plain vanilla” secured loan, even one
that does not date from inception of the policy. The
new rules also apply regardless of the parties’
motive for entering into the “split-dollar” arrange-
ment, although arrangements between service
provider and recipient, corporation and shareholder,
and donor and donee get special treatment in some
regards.” The regulations will apply to the first two
categories even if the parties’ arrangement does not
meet the general definition, if the service recipient or
corporation pays the premiums and the service
provider or shareholder gets the death benefit."*

The threshold issue remains identifying the poli-
cy owner. The regulations generally do away with
the Notices’ elective treatment. In the compensation
and gift contexts, the donor or service recipient is
automatically treated as the owner if the other
party’s rights are limited to current life insurance
protection. Otherwise, ownership is generally deter-
mined under the policy documents.”” Once the poli-
cy owner or owners have been identified, different
aspects of the arrangement can be classified accord-
ing to whether the payment (or benefit) flows from
the owner or a non-owner.

The first question concerning a payment by a
non-owner is whether it represents a “split-dollar”
loan under Prop. Regs. § 1.7872-15. Payments to (or
for benefit of) the policy owner by a non-owner will
generally be treated as “split-dollar” loans if they
are loans under general tax principles or else are
reasonably expected to be repaid.” However, these
rules do not apply in the compensation and gift set-
tings where the donor or the service recipient is
treated as the policy owner. In other words, the
service provider will not be treated as making a
loan to the service recipient, nor a donee to the
donor.” If the non-owner payment is not a split-dol-
lar loan, the next question is whether it is consider-
ation for an “economic benefit” described in Regs. §
1.61-22. If so, the non-owner will generally be enti-
tled to net the payment in computing income from
the benefit. Otherwise, general tax principles apply
in characterizing the payment.?”

In the other direction, any right that the non-
owner has under, or to a benefit of, the insurance
policy is an “economic benefit.” Policy distributions
and other payments to the non-owner (including
policy loans that are not expected to be repaid) are
treated as if made to the owner and then transferred
by the owner to the actual recipient. Death benefits
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received by the non-owner will be excludable if the
non-owner either paid for the coverage or took its
value into account as an economic benefit. Finally, if
ownership of the policy is transferred, its value is
taken into account at that time, with appropriate
provision to avoid double-counting.*

The “Inside Buildup” Problem

The treatment of increases in cash surrender
value that are attributable to investment return, as
opposed to additional premiums, has been a trou-
blesome issue, partly because it has been hard to
find the right analogy. Beneficiaries are taxed on the
“economic benefit” when amounts are first set apart
for them in a trust or escrow account, but they are
not normally currently taxed on later increases in
the value of their interests resulting from invest-
ment gains. In such situations, however, the invest-
ment gains will normally be currently taxable either
to the employer/settlor or to the trust itself.
Moreover, in the case of “employee trusts,”
Congress has expressly provided for taxation both
“inside” and “outside” the trust.? That is, not only
does the trust pay tax on its own income, but those
beneficiaries that are “highly compensated employ-
ees” are taxed annually on increases in the value of
their interests.”

By contrast, in the past, increases in split-dollar
policies’ cash values typically have not been report-
ed by anybody. In part, of course, this reflects the
exemption for “inside buildup” in a life insurance
policy. However, that exemption protects policy
owners, not third parties. If investment gains within
an employer-owned policy permit an employee to
obtain additional policy loans which in practice do
not have to be paid back, then the employee is
arguably in “constructive receipt” of the additional
cash value.

The IRS addressed the issue under “old” law in
a 1996 technical advice involving a “split-dollar”
arrangement between a corporation and a life insur-
ance trust for benefit of one of its executives.” The
corporation was entitled only to be repaid for the
premiums that it had advanced. The trust had all
the “incidents of ownership” and was entitled to all
the other benefits under the policy. Nonetheless, the
National Office, stuck with Revenue Ruling 64-328’s
“employer-as-owner” model, had to frame the issue
as measuring the economic benefits conveyed by
the “owner” (the corporation) on the “non-owner”
(the trust). One of these benefits was the increases
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in the policies’ cash surrender values. These increas-
es were attributable to policy earnings rather than
additional premiums paid. However, the ruling
concluded that “[ilncome will be reportable in later
years under section 83 to the extent that the cash
surrender values of the policies exceed . . . the
amount that is returnable” to the corporation to
“repay” the premiums.

This technical advice attracted much critical
comment, and the Notices punted on this issue,
promising that the IRS would not attempt to cur-
rently tax inside buildup pending further guid-
ance.” As initially released, the proposed regula-
tions only provided that the non-owner’s right to
any benefit under the policy “including, but not
limited to, an increase in the cash surrender value”
was an economic benefit.” The subparagraph
intended to address how to measure the income
from those benefits was reserved.”

The New Proposed Regulations

The new proposed regulations add the missing
subparagraph, which runs over a page in the Federal
Register. The proposal divides the economic benefits
to the non-owner into three categories:”

e current life insurance protection;

e policy cash value “to which the non-owner has
current access”; and

e other economic benefits, which the preamble
states should be understood broadly to cover
“any benefit, right, or feature” of the life insur
ance contract.”

The heart of the proposal is its treatment of the
“inside buildup” issue. The proposal defines the
portion of the policy’s cash value “to which the
non-owner has current access” as that portion
which is either accessible to the non-owner or inac-
cessible to the owner or its creditors.” Triggering
taxation when an amount is set aside from the
transferor’s creditors reflects the common law “eco-
nomic benefit” doctrine, and in particular early
cases holding that transfers of annuity policies rep-
resented more than mere “unfunded and unsecured
promises to pay.”* Taxing non-owners based on
access, on the other hand, is consistent with con-
structive receipt.

The new proposal addresses the major unre-
solved question in the intended regulatory scheme,
and matters may proceed relatively quickly here-
after. Treasury Deputy Benefits Counsel Michael
Doran has been quoted as advising taxpayers to

TA X ATI ON M ONTMHLY

expect final split-dollar regs “in the pretty near
future” after the scheduled July 29 hearing on the
new proposal.”

Uniform “Spread Periods” Proposed

Background

Section 481 generally requires a “cumulative
adjustment” to income in a year that a taxpayer
changes methods of accounting. The only statutory
relief is in section 481(b), an income-averaging pro-
vision that provides relatively limited benefits in
these days of flat rates. The IRS has used its author-
ity to prescribe the “terms and conditions” for
effecting a change in method* to encourage volun-
tary method changes by allowing taxpayers to
spread positive adjustments to income over varying
periods.

Starting in the 1980s, Congress began to get into
the act, specifying that particular method changes
required by legislation were to be treated as having
been initiated by the taxpayer with the required
consent.”* Frequently the drafters added that any
necessary adjustments were to be taken into
account over a specified number of years, usually
four,® or over a period “no longer than” that.”
Some of these provisions were transition rules that
applied for a limited period after enactment.
However, similar language has also appeared in
both codified® and uncodified® provisions of indefi-
nite duration that apply, for example, to all taxpay-
ers that make a particular election or must change
methods upon exceeding a revenue threshold.

These various statutory and administrative rules
have engendered some confusion,* which the IRS
seems to be trying to alleviate, as best it can, by
simplifying and standardizing the rules. A 1997
overhaul of the method change procedures* aban-
doned varying spread periods for different types of
changes in favor of a default period of four years,
like that allowed by most of the statutory provi-
sions. A later change headed off a possible revival
of an earlier controversy by allowing taxpayers to
deduct negative adjustments in full in the year of
change.”

New Proposed Regulations

The IRS has now moved to make the same
change under two statutory change of method pro-
visions that are drafted flexibly enough to permit it,
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issuing proposed regulations applying to method
changes under section 263A (the “uniform capital-
ization” rules) and section 448 (which restricts the
use of the cash method).* The preamble explains
that the changes are proposed to provide adminis-
trative flexibility and eliminate any incentive for
taxpayers to hold off making required changes in
the expectation of later making them on more
favorable terms.

The UNICAP rule illustrates the complexities
than can result from the interplay of statutory and
administrative method change provisions. Section
263A generally applies to taxpayers that produce
property, and to taxpayers that acquire property for
resale (“resellers”) with gross receipts over $10 mil-
lion. The section of the Tax Reform Act of 1986 that
originally enacted it provided that method changes
“required by the amendments made by this section”
shall be treated as initiated by the taxpayer with
consent and the spread period “shall not exceed
four years.”* Notably, the provision applies to
method changes for any taxable year, so that it can
still apply, for example, to a reseller that becomes
subject to the UNICAP rules upon exceeding the
$10 million threshold.

Reg. § 1.263A-7 provides rules for taxpayers
making a broad variety of accounting method
changes under section 263A. The current regula-
tions include a subparagraph, consistent with but
reaching more broadly than the statutory rule,
which provides that any taxpayers “required or per-
mitted” to change methods under section 263A
shall be treated as having initiated the change and
that the cumulative adjustment shall be taken into
account over a period not to exceed four taxable
years.” This provision does not itself provide con-
sent to the change, which taxpayers not covered by
the statutory provision must seek elsewhere in the
regulations or in the administrative procedures. Nor
does it specify exactly what period will be used.

The proposed amendments eliminate one layer
of complication by substituting language that states
that the taxpayer “must take the net section 481(a)
adjustment into account over the section 481(a)
adjustment period as determined under the applica-
ble administrative procedures.”* Of course, the
statutory rule applying to changes “required” by
section 263A (as originally enacted) remains in
effect, and will have to be taken into account in any
guidance. Unlike the former regulation, the statuto-
ry rule does provide for automatic consent, although

S
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its limitation on the spread period is likely to be
academic so long as the administrative procedures
do not prescribe a spread period exceeding four
years.

Section 448 generally forbids C corporations and
partnerships including C corporations from using
the cash method once their average annual gross
receipts over a test period exceed $5,000,000. The
statute provides that any necessary method changes
are to be treated as initiated by the taxpayer with
the IRS’ consent and that the spread period “shall
not exceed 4 years” (except for hospitals, which get
ten).” The current regulations provide for the
adjustment to be taken into account over four years,
or the number of years the taxpayer used the cash
method, if less. The adjustment is subject to acceler-
ation in certain circumstances, and a special rule
permits cooperatives to elect to take the entire
adjustment into account in the year of the change.*
As with the UNICAP-related changes, the proposed
regulations provide that any cumulative adjustment
shall be taken into account “over the section 481(a)
adjustment period as determined under the applica-
ble administrative procedures.”*

Comments Requested

The preamble to the proposed regulations also
requests comments on how to handle accounting
method changes under section 381, which governs
the succession of tax attributes, including account-
ing methods, in tax-free reorganization transactions.
Generally speaking, an acquiring or successor cor-
poration will “inherit” the accounting method of its
transferor or predecessor, but methods may have to
be changed in certain circumstances, such as when
two or more existing corporations are combined
into one.” The IRS requested comments about
which entity should recognize the cumulative
adjustment, appropriate spread periods, and associ-
ated procedural issues.

IRS: Utility “Fuel Cost

Overrecoveries” Treated As Loans

In Revenue Ruling 2003-39,” the IRS has conced-
ed that utilities’ “fuel cost overrecoveries” will be
treated as loans on facts similar to Houston
Industries, Inc. v. United States,” Florida Progress Corp.
v. Commissioner,” and Cinergy Corp. v. United States.™
Loan treatment would mean that the utilities would
never have to report these amounts as income so
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long as they were repaid in due course.

Regulated utilities” accounting has been at issue
in a number of recent court cases. Several of these
have involved disputes about whether a utility has
been ordered to repay excess collections or merely
to charge less in the future.®™ However, several tax-
payers have successfully established that their
rights to the “excess” amounts were sufficiently
limited that these amounts were never income in
the first place. The key question seems to be
whether the utility has contemporaneous obligation
to repay the excess received to an identifiable group
of customers—whether or not these are the same
customers that paid the amounts in the first place.
Consistently with the rules for accrued deductions,*
the fact that the liability may be due to a group or
the particular payee unknown does not rule out
treating the receipt as a loan.”

The forerunner of the cases cited in Revenue
Ruling 2003-39 was Illinois Power Co. v.
Commissioner.® There, the Seventh Circuit, reversing
the Tax Court, held that Illinois Power did not have
to report income from a special rate surcharge
designed to encourage conservation. It had been
clear all along that the utility would not be allowed
to keep the proceeds, which were eventually “redis-
tributed,” with interest, among its customers.
Although Illinois Power emphasized that regulators
treated the taxpayer as in effect a fiduciary for its
customers, and relied upon precedent holding that
receipts under an implicit trust are not income, later
cases have relied more squarely on loan principles.

In Houston Industries, the taxpayer was allowed
to charge customers a provisional “fixed fuel factor”
based on the previous year’s results. These charges
were subject to periodic reconciliations allowing the
taxpayer to recoup underrecoveries, or requiring it
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to repay overrecoveries, with interest. Citing
Commissioner v. Indianapolis Power & Light Co.,” in
which the Supreme Court had held a utility not tax-
able on customer deposits, the Federal Circuit held
that the taxpayer did not have sufficient “dominion
and control” over the “fuel factor” proceeds to be
taxed on them. The Tax Court in Florida Progress
reached the same result, again relying on
Indianapolis Power, with respect to a similar scheme
of fuel surcharges subject to periodic “true-up”
adjustments. Finally, earlier this year, the Court of
Federal Claims followed Houston Industries in
Cinergy, rejecting various asserted grounds for dis-
tinction.

Revenue Ruling 2003-39 merely summarizes the
facts of Houston Industries and then concludes that
“taxpayers may exclude fuel cost and energy con-
servation cost overrecoveries from gross income in
cases involving facts substantially similar” to the
cited cases, leaving the scope of the IRS’ concession
not wholly clear. For example, although the ruling
notes that interest was charged in Houston
Industries, this would not seem essential to loan
treatment. The Cinergy court rejected the lack of
interest in that case as a potential ground for dis-
tinction.® The courts’ reasoning was ultimately
based upon Indianapolis Power, where the Supreme
Court stated that the key to distinguishing a pay-
ment from a loan or a deposit was “not whether . . .
use of the funds is unconstrained during some
interim period. The key is whether the taxpayer has
some guarantee that he will be allowed to keep the
money.”* The crucial factor seems to be, as empha-
sized by all three courts, whether the obligation to
repay is unconditional from the outset, as opposed
to being conditional, for example, on customers’
further energy purchases.”
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