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Tax Accounting

By James E. Salles

This month’s column discusses United States v.
Brown,! in which the Tenth Circuit upheld the regu-
lations under section 468B(g) concerning “qualified
settlement funds” (“QSFs”). The court applied the
regulations to a court-supervised receivership, and
also addressed several issues concerning their inter-
pretation.

The procedural history of the Brown case at the
appellate level is a little unusual. The Tenth Circuit
issued its published opinion in July, 2003. The tax-
payers requested reconsideration and petitioned for
a rehearing “en banc” by the full Tenth Circuit. The
petition for rehearing by the full court was denied.
In November, however, the panel withdrew its
opinion in favor of a revised opinion that reached
the same result but modified one portion of the dis-
cussion. Interestingly, the court chose not to publish
the revised opinion. The published opinion has thus
been vacated, while the substitute opinion techni-
cally lacks precedential value. The earlier opinion,
however, is likely to continue to be cited to the
extent not affected by the modification, the more so
as there is little other authority on the issues that it
addresses.

Traditional Rules

Understanding what the parties were arguing
about in Brown requires an understanding of the
QSF regulations’ provisions and purpose. This in
turn requires some background in the “traditional”
rules for trusts, escrows, and similar arrangements
that preceded them, and which still apply to the
extent that the regulations have not displaced them.

Common escrow arrangements, or setting aside
money to pay debt, or disputed or contingent
claims, may result in a trust.? An arrangement is
generally treated as a trust if its purpose is to vest
in trustees responsibility for the protection and con-
servation of property for beneficiaries who cannot
share in the discharge of this responsibility.”?
Sometimes, however, a custodian or agent may not
have sufficient investment and administrative
autonomy to be considered a trustee.* For example,
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a court, or a bank that is merely a passive stake-
holder, will not be a trustee.® Whether or not the
arrangement is a trust, the basic dividing line is
drawn between property that is segregated to
secure or provide for payment of an obligation of
the settlor (“transferor”), and cases where tax own-
ership has actually been transferred, but for reasons
of security or administrative convenience the trans-
ferred property continues to be held by a trustee or
agent awaiting distribution.

Transferor Taxation

The grantor trust rules normally apply if the
grantor retains significant reversionary rights or the
trust accumulates income for future distribution to
the grantor Early Supreme Court cases
established,” and the Regulations now provide,® that
these provisions extend to trusts that accumulate
income that may be applied to meet the transferor’s
future or contingent obligations.’ Thus, for example,
In re Sonner™ taxed a bankruptcy debtor on income
in a post-confirmation liquidating trust when the
trust’s assets were to be sold and applied against
his liabilities."

The Supreme Court in Holywell Corporation v.
Smith' declined to apply the grantor trust provi-
sions in a similar setting when the assets passed to
the trust directly from the bankruptcy estate, distin-
guishing Sonner as a case where the assets had been
constructively distributed to the debtor before being
transferred to the trust. However, the question of
whether the debtor or the bankruptcy estate was
the grantor seems only to have been important
because the bankruptcy estate of an individual is a
separate taxable entity.”® Corporate debtors” bank-
ruptcy estates are not separate taxable entities, and
the court and the parties assumed without discus-
sion that a related corporate debtor was taxable on
income from a similar trust, although the parties
disagreed about who was responsible for filing the
corporation’s return and paying the associated tax.*

If the arrangement does not create a trust, the
end result will be much the same, apart from the
responsibility for filing a return and information
reporting, because the transferor will be treated as
beneficial owner of the property itself while it is

NOVEMBER 2003

19



CORPORATE B USINESS

held by the custodian. The authority frequently
cited for this proposition is Reg. § 1.61-13, which
addresses corporate “sinking funds.”” The regula-
tion, however, merely expresses the general princi-
ple that income from property is taxed to its owner.
Indeed, the early Supreme Court cases involving
trusts relied more on bedrock principles of owner-
ship than on the statutory grantor trust provisions.™

Transferee Taxation

The other basic taxation model applies after
there has been a transfer of beneficial ownership of
property in the fund. It was early settled that
escrowed sales proceeds could be treated as proper-
ty of the seller.” Some early cases simply deemed
the seller to have received the money and placed it
into escrow.” The later trend was to consider the
seller as having received a vested interest in segre-
gated assets,"” which is itself a form of “property.””
That the interest might be forfeited for future non-
performance would not prevent the seller’s rights
from vesting for this purpose. By the same logic, if
the sold property is escrowed to secure the buyer’s
obligations, the buyer is treated as its owner once
the benefits and burdens of ownership have
passed.” Similar principles apply in settings not
involving dispositions of property. For example, the
Tax Court recently treated a taxpayer as receiving
litigation proceeds held in his attorney’s trust
account pending resolution of a fee dispute.”

Normal tax principles govern such a transfer of
ownership. Not every transfer of fund property rep-
resents a “payment” or causes a “receipt,” just as
not every cash remittance does. A deposit or a loan,
for example, transfers tax ownership without being
a recognition event to either party.® However, if
fund property is applied against the transferor’s lia-
bility, the transfer of ownership ordinarily marks
the “payment.” Correspondingly, the transferee(s),
if identifiable, will have a “receipt,” and in most
cases will be taxable on future income from the
property either under the grantor trust rules or as
direct owners.

In Johnson v. Commissioner,” an auto dealer put
part of its proceeds from service contract sales into
a trust. The Tax Court rejected the dealer’s argu-
ment that it held the receipts in trust for its cus-
tomers. The court concluded that the customers had
given up rights to the amounts that they paid, and
that the trust was to secure the dealer’s conditional
obligation to make refunds. Consequently, the deal-
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er was taxable as owner of a grantor trust. Similarly,
in Revenue Ruling 63-228,% the trustee for a bank-
rupt partnership distributed property in kind to a
liquidating trust for benefit of creditors. The ruling
treated the creditors as having received undivided
interests in the property which they then trans-
ferred to the trust, so that the liquidating trust was
a grantor trust with respect to them. Reporting
aside, the results would have been much the same
in both cases if the trustees were “mere” agents.

Analyzing Potential Transfers

Sometimes it is hard to tell if the transferor or
transferee taxation model should apply. The critical
question is whether the fund property secures a
future obligation of the original transferor or
whether it has already been applied to pay that
obligation. Once property has been applied to satis-
fy an obligation, the transferor is no longer its bene-
ficial owner. By contrast, the transfer of an obliga-
tion secured by a trust or other fund may also be a
taxable event,® but does not affect tax ownership of
the collateral.

The distinction between property that secures an
obligation and property that has been applied against
an obligation is illustrated in three early Supreme
Court cases. In Douglas v. Willcuts” and Helvering v.
Leonard® the Court taxed settlors on income of an
alimony trust for benefit of their ex-wives, because
the Court determined that they remained subject to
continuing liabilities for which the trust only served
as security. On the other hand, in Helvering v. Fuller,”
the wife was held taxable when the divorce decree
left the husband “no continuing obligation, contin-
gent or otherwise” and no right to reversion of the
property.

The same line seems to divide cases such as
Sonner, where the trust assets were to be sold and the
proceeds applied to the debtor’s liabilities, from
Revenue Ruling 63-228, where the property was actu-
ally transferred to the creditors. Holywell implicitly
reinforces the analysis in the earlier Supreme Court
cases discussed above. The individual’s liquidating
trust was held separately taxable because the grantor
trust provisions did not apply, but the income of the
corporation’s trust was simply assumed to be attrib-
utable to the debtor. The possibility that either trust
might be a grantor trust as to the creditors was not
considered, evidently because the assets had not been
applied to the debtors’ liabilities.

The alimony trust cases considered both
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whether the settlor husbands retained any rights to
the trust property and whether their continuing lia-
bilities had been extinguished. The key considera-
tion seems to be the status of the property rather
than the liability. Confirmation of the bankruptcy
plans in Holywell and Sonner may have limited the
debtors’ liability,® but the debtors retained benefi-
cial ownership and — in Holywell,* and probably in
Sonner — at least theoretically had the right to any-
thing left over. This was evidently enough to con-
tinue to tax the debtors on the income from the
property. This conclusion is reinforced by authori-
ties holding that nonrecourse liabilities are still lia-
bilities of the grantor for purposes of determining
whether amounts are being accumulated to meet
the grantor’s liabilities.

The “Homeless Fund” Problem

The basic analysis described above may give
way to specific Code provisions. Section 402(b), for
example, provides that “employees’ trusts” will not
be grantor trusts as to the beneficiaries. If the trans-
feror/employer has transferred ownership — that
is, if the assets do not merely serve as security —
the trust will pay tax on its own undistributed
income. Beneficiaries are taxed upon distributions
from the trust’s income, although under the rules
applicable to annuities rather than the conventional
trust rules. Beneficiaries that are “highly-compen-
sated employees” may also be taxable on increases
in the value of their interest in the undistributed
assets in the trust. Alimony trusts now fall under
section 682, which taxes divorced or separated
spouses on trust income distributable to them that
would otherwise be taxed to their ex-spouse.®

In each of the cases discussed above, however,
the income from the trust property is being taxed
either to the transferor, the transferee, or to the trust
itself. The real problem arises when the transferor
has given up all rights to the property and has been
discharged of its obligation, but the transferees’
identity is uncertain. This situation can come about
because the interests of individual beneficiaries
have yet to be determined, or because of disputes
among the beneficiaries, or both. Traditional tax
principles do not justify taxing the transferor as the
owner of property to which it has given up all
rights.* On the other hand, unidentified beneficiar-
ies cannot be taxed on receipt of the property itself
or on income that it may earn.

If the arrangement creates a trust, and the
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grantor trust rules do not apply, the trust will be
currently taxable on its own income. Beneficiaries
are taxed on distributions from trust income, and
also potentially taxable as they receive principal,
depending on the nature of their claims. However,
in the “olden days,” if the arrangement did not cre-
ate a trust, there was no one to tax on undistributed
income. Courts and the IRS glumly settled on tax-
ing the transferees of these so-called “homeless
funds” on principal and accumulated income when
ownership was determined.®

Contested Liabilities: Section 461(f)

Contested liabilities add an additional wrinkle.
The Supreme Court held in United States v.
Consolidated Edison Co. of New York® that an accrual
taxpayer could not deduct amounts paid against a
contested liability. Disputed liabilities do not meet
the “all events” test,” and the Court held that the
payments did not change the result because the
remittances were necessarily “mere deposits” pend-
ing the outcome of the dispute. The Court’s
“deposit theory” seemed to deny both cash and
accrual taxpayers deductions even for amounts that
were paid over, with no strings attached, pending
the outcome of the dispute. This seemed especially
unfair because in such circumstances the claimant
would likely have to treat the amount as a receipt
under claim of right, not a deposit.

Congress responded to the problem posed by
Consolidated Edison in section 461(f), which provides
that (except for foreign taxes) if a contest of the lia-
bility is the only obstacle to a deduction, the deduc-
tion is allowed when “the taxpayer transfers money
or other property to provide for satisfaction of the
liability.” A “transfer to provide for satisfaction” of
a liability may stop short of a payment. The regula-
tions allow transfers to an escrow agent or trustee if
under either a written agreement among the par-
ties, or a court or agency order.*

Section 461(f) eliminated the mismatch created
by Consolidated Edison at the cost of creating a new
one. Consolidated Edison treated remittances that
would normally be payments as deposits, denying
transferors deductions even though the transferees
might have income. Section 461(f) reversed the
potential mismatch by treating a transfer to a fund
securing a contingent liability — which would not
ordinarily represent income to the claimant —- as the
equivalent of a payment. This posed the question of
who owned the property in the fund, and had to
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report its income. The regulations specifically
reserved on the subject.® If the arrangement creates
a trust, and the grantor trust rules do not apply, the
trust is probably taxable in its own right under nor-
mal trust rules.® Absent a trust, however, section
461(f) simply adds to the ranks of potential “home-
less funds.”

Section 468b and the QSF

Regulations

The Deficit Reduction Act of 1984 (“DEFRA")
modified the traditional “all events” test governing
accrual method taxpayers. Accrual taxpayers tradi-
tionally took liabilities into account when they were
fixed and their amount could be determined with
“reasonable accuracy.” After DEFRA, there must
also be “economic performance” as to the liability.”
The statute specified that “economic performance”
occurred as to workers’ compensation and tort lia-
bilities upon payment to the person asserting the
liability.”? Regulations later extended this payment
requirement to most other liabilities apart from
those incurred for property, services, or the use of
property.® Section 461(f) funds are of little use to
accrual taxpayers if the dispute involves a liability
subject to economic performance. “Payment” means
a remittance that would entitle a cash basis taxpay-
er to a deduction and require a cash basis recipient
to include income. Purchasing an asset to fund a lia-
bility is not treated as “payment” unless ownership
of that asset is transferred to the claimant.*

“Designated Settlement Funds”

Congress moved to address some of the result-
ing problems in the Tax Reform Act of 1986. The
1986 Act added section 468B, which was enacted as
a technical amendment retroactive to enactment of
the economic performance rules,* on the grounds
that DEFRA had left it unclear when payment into a
settlement fund qualified as economic
performance.*

Section 468B prescribed rules for “designated
settlement funds” (DSF’s) to provide for settlement
of tort-like liabilities “arising out of personal injury,
death, or property damage.” “Qualified payments”
to DSFs are treated as economic performance of
covered liabilities. Except as provided in regula-
tions, payments into other trusts or funds are not.*
DSF’s were thus envisioned as the exclusive means
by which accrual taxpayers could deduct payments
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into settlement funds with respect to covered liabili-
ties.

The statute provides for treatment of DSFs as
separate entities taxable on their own income. DSF
status requires an explicit election, and the fund has
to meet several restrictive requirements:
¢ The fund must be established to resolve or sat-
isfy claims arising out of personal injury, death, or
property damage.

e It must be established pursuant to a court order
and completely extinguish the settlor’s liability.

e It must only accept “qualified payments,” and
be administered by persons a majority of whom are
independent of the settlor. Neither the settlor nor
any related person may have any beneficial interest
in the fund.®

DSF’s could not be funded while the claims
were contested.”” Moreover, the restrictions on the
types of claims for which DSFs were available
posed significant obstacles to their use. Complex lit-
igation often involves a smorgasbord of claims,
some of which might be eligible for DSF treatment
and some not.

Section 468B(g)

The same section of the 1986 Act addressed
“homeless funds.”*

Nothing in any provision of law shall be con-
strued as providing that an escrow account, set-
tlement fund, or similar fund is not subject to
current income tax. The Secretary shall prescribe
regulations providing for the taxation of any
such account or fund whether as a grantor trust
or otherwise.

The quoted language, later codified by another
technical amendment™ as section 468B(g), applied
to accounts or funds established after August 16,
1986. The 1986 Act legislative history observed that
if the transfer to a fund were nondeductible, the
fund should be treated as a grantor trust.” The
report accompanying the codification was some-
what more forthcoming:

It is anticipated that these regulations will pro-
vide that if the amount is transferred pursuant to
an arrangement that constitutes a trust, then the
income earned by the amounts transferred will
be currently taxed under Subchapter J of the
Code. Thus, for example, if the transferor retains
a reversionary interest in any portion of the trust
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that exceeds 5 percent of the value of that por-

tion, or the income of the trust may be paid to

the transferor, or may be used to discharge a

legal obligation of the transferor, then the

income is currently taxable to the transferor

under the grantor trust rules.®

Treasury and the IRS might have followed the

legislative history and used the authority granted
by section 468B(g) to address the narrow question
of “homeless funds,” possibly extending the period
during which the transferor was treated as owning
the property and treating some non-trust arrange-
ments as trusts. They instead developed a remedy
for the DSF regime’s inadequacies that also covered
some (but not all) potential “homeless funds.”

Requirements for QSF Status

Regulations under section 468B(g) were pro-
posed in early 1992 and issued in final form at the
end of that year. These regulations set out rules for
taxing “qualified settlement funds,” or QSFs, which
were basically a broader and mandatory version of
the statutory DSF regime. The regulations boil the
requirements for QSF status down to three:

Firstly, the fund must be “established pursuant
to an order of, or . . . approved by,” a court, agency,
or other “instrumentality” of government, and be
subject to its continuing jurisdiction.* An out-of-
court settlement, for example, is not acceptable.”
Arbitration awards will generally qualify if the
fund remains subject to the continuing jurisdiction
of the panel or supervising government authority.®

Secondly, the fund must be “established to
resolve or satisfy” one or more “allowable liabili-
ties” resulting from past events. “Allowable liabili-
ties” are confined to those that arise under
Comprehensive Environmental Response,
Compensation, and Liability Act of 1980
(CERCLA)Y or “out of a tort, breach of contract, or
violation of law,” except as the IRS may provide in
a revenue ruling or procedure. Since economic per-
formance of an obligation to provide property or
services does not occur until these are actually pro-
vided, these types of obligations are generally not
“allowable liabilities” unless the obligation is to
provide services or property to the fund itself.*®
Finally, again except as provided by ruling or pro-
cedure, the regulations specifically exclude from
“allowable liabilities”:
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¢ Liabilities for workers compensation and health
benefits;

¢ Routine refunds, repairs, and replacements
relating to “products regularly sold in the ordinary
course of the transferor’s trade or business”; and

¢ Liabilities to the general run of creditors in
bankruptcy or other insolvency settings.*”

QSFs may also accept transfers relating to “non-
allowable liabilities,” but as discussed below, accru-
al basis taxpayers will not get a current deduction
for such transfers.®

The third and final requirement for QSF status is
that the fund must either be a trust under state law
(although the state law trust may be a business enti-
ty under federal tax principles®), or else the fund
assets must be otherwise segregated, such as in a
separate bank account.®? The fund need not, howev-
er, be protected against the transferors’ creditors.®

Taxation of the Fund and Its Transferor(s)
The taxation of QSF’s and their transferors is
consistent with the statutory DSF regime. The fund
pays tax on its “modified gross income” at the max-
imum trust rate, but is otherwise taxed much like a

corporation. Generally, a QSF’s “modified gross
income” is the income from its property minus
administrative expenses. The fund does not report
amounts transferred in to pay claims as income, nor
does it deduct distributions to claimants or other
payments on behalf of the transferor.”

Transferors’ deductions depend on their method
of accounting and the nature of the liability.
Economic performance of liabilities relating to serv-
ices, property, or the use of property occurs as the
consideration is provided.® Otherwise, apart from
certain specified liabilities and interest,* economic
performance occurs upon a payment — determined
under general tax principles — to the person assert-
ing the liability.” In most cases, QSF’s are encoun-
tered in connection with these “payment liabilities.”

Section 468B provides that economic perform-
ance of a liability eligible for DSF treatment occurs
when a “qualified payment” is made to a DSE, and
not upon payment into any other type of fund,
except as provided in regulations.®* The DSF thus
steps into the shoes of the claimants for the purpos-
es of receiving a payment. The QSF regulations
carry over the same approach. Economic perform-
ance of an allowable liability generally occurs when
the transfer is made to the QSF. However, transfers
of the taxpayer’s own obligation, or that of a related
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party, will not qualify as a transfer for this purpose.
As under general tax principles, a taxpayer cannot
pay an obligation by simply promising to pay or
otherwise perform.®

Moreover, even if cash or property is transferred
into the fund, economic performance will not occur
while the transferor retains either
* A current right to refund or reversion exercis-
able without the consent of an independent or
adverse party; or
e Aright to a refund subject only to conditions
that are certain to occur, such as the passage of
time.”

In other words, a deduction is not allowed for a
remittance while the payer has a current right to a
refund or a fixed right to an eventual refund. These
rules basically codify the “common law” rules for
distinguishing a true “payment” from a deposit.

The regulations do not address cash basis trans-
ferors’ deductions. However, cash basis taxpayers
generally deduct or otherwise take into account lia-
bilities upon payment, which is likely to take place
when economic performance occurs under the rules
described above. As cash basis taxpayers’ deduc-
tions are independent of “economic performance”
and the regulations, the restriction to payments in
respect of “allowable claims” and the rule disre-
garding transfers of related party obligations
should not apply. As discussed below, however,
such a transferor might be taxed when the fund
makes a distribution in respect of non-allowable
claims.

Whether or not the transfer itself is deductible,
transferors generally recognize gain or loss upon
property transferred to the fund, although losses
may be restricted in certain circumstances.” Apart
from administrative expenses, any amount distrib-
uted by the fund except in satisfaction of allowable
claims is deemed to be distributed to the transfer-
or(s). Transferors are potentially taxable to the
extent the distribution represents the return of
amounts previously deducted,” but then are enti-
tled to treat the amount as though they had paid
the actual recipient of the distribution directly.”

A Mixed Blessing

The QSF regulations made the restrictions on
DSFs — and the statutory election — academic.
Any arrangement that would have qualified to be a
DSF will be a QSE, whether the parties like it or
not.”* QSF’s cover a broader class of “allowable
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claims,” need not completely extinguish the trans-
feror’s liabilities, and may be funded while the lia-
bilities are still being contested. Moreover, while
DSF’s were limited to accepting “qualified pay-
ments,” QSFs may accept transfers that do not qual-
ify for deductions, either because they do not meet
the standard for economic performance or because
they relate to “non-allowable claims.” Thus, the
QSF rules extend well beyond what would have
been “homeless funds” under pre-1986 law, and
reach many funds that traditionally would have
been treated as trusts, or as owned by one or anoth-
er party.

The regulations’ broad sweep has attracted com-
ment because QSF status can be a mixed blessing.
The QSF rules provide administrative certainty and
a potential acceleration of transferors” deducticns,
at the cost of what is sometimes described as dou-
ble taxation of the fund’s income. For example, con-
sider a taxpayer that pays $100 into a fund that
earns $20 in income, paying $8 in tax, and then dis-
tributes its assets to claimants. The transferor gets
only a $100 deduction, while the claimants are
potentially taxed on $112. Had the transferor
instead kept the assets, it would have had to pay
tax on the $20 in income, but then it would have
gotten a deduction for $112. This result is theoreti-
cally reasonable because the transferor gets a
deduction when it pays the fund rather than when
the fund pays the claimants. However, if the trans-
feror is in financial difficulties—as is frequently the
case—the accelerated deduction may do it little
good. Possibly for this reason, proposed regulations
would allow an election to treat a QSF with only
one transferor as a grantor trust.”® Except for certain
government-sponsored funds, however, such an
election would only be available for funds estab-
lished after final regulations are published.”

On the other hand, despite their broad applica-
tion, the QSF rules do not provide a comprehensive
solution for the “homeless fund” problem. As to
other potential “homeless funds” that are not QSFs,
section 468B(g) makes clear that “no current taxa-
tion” is not an acceptable answer,” but does not tell
us what is. In 1999, the IRS proposed further regula-
tions that would cover other court-supervised
funds holding property that is “subject to conflict-
ing claims of ownership.””

The Brown Case
In United States v. Brown,” a group of domestic
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and offshore entities (the Wellshire group) transferred
property into court-supervised receivership in settle-
ment of German customers’ claims for securities fraud.
While the transfer enabled the Wellshire group to
obtain the release of certain other property, the group
members were not relieved of further liability. The
assets apparently appreciated between the transfer and
when the receiver liquidated them to pay claims. The
IRS filed a claim in the receivership proceeding on the
grounds that the receivership estate was a QSF and
owed tax. The receiver and the non-settling claimants
(henceforth, the “taxpayers”) objected.

Qualification of a QSF

The district court held that the receivership estate
failed the regulations’ second requirement for QSF sta-
tus because the fund was not established to “resolve or
satisfy” the securities claims. The court reasoned that
the immediate purpose of the receivership was to pro-
vide for restitution. The property in the hands of the
receiver was inadequate to satisfy the asserted liabili-
ties of the Wellstone group, which had been neither
determined nor discharged. Moreover, the court held
that one of the main purposes of the QSF rules was to
allow the transferors to obtain deductions, and the
court concluded that the identity of the transferor(s)
could not be determined because of the ongoing dis-
putes over ownership of various securities.

The Tenth Circuit, however, held that the require-
ment that the fund be established to “resolve or satisfy”
claims of the indicated type did not require that the
transferors be discharged of liability. Unlike the court
below, the appellate panel accorded significance to the
regulations’ omission of the statutory requirement that
the fund “completely extinguish” the transferors’ liabil-
ity. The transferors would, of course, be relieved of lia-
bility to the extent that the transferred assets were used
to pay claims against them, but their further liability
was irrelevant.

The appellate court also found the taxpayers’ con-
tentions about the identity of the transferors to be
beside the point. A taxpayer that exercises dominion
and control over property is its owner for tax purposes,
regardless of the “refinements of title.”® A taxpayer
that receives money without “substantial limitations or
restrictions” is taxable, even though the taxpayer’s
rights continue to be disputed.® Even embezzled
amounts to which the taxpayer has no right at all are
subject to inclusion.” The members of the Wellshire
group were the tax owners of the property transferred,
rightfully or not, and therefore the transferors.
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Moreover, the regulations made clear that QSF status
did not depend on transferors’ being able to get deduc-
tions.

The court further rejected arguments that the
receivership estate did not meet other aspects of the
regulations’ test for QSF status. The taxpayers argued
that the exclusion of obligations to refund, repair, or
replace in connection with “products regularly sold in
the ordinary course of the transferor’s trade or busi-
ness” meant that the transferors’ potential liabilities
under securities laws were not allowable claims. The
court however held that “products” generally referred
to tangible personal property and thus the exclusionary
language did not apply to liabilities relating to intangi-
bles such as securities. In the petition for rehearing, the
taxpayers suggested that securities should be consid-
ered tangible property if they were represented by cer-
tificates, but the court concluded that the asserted dis-
tinction was meaningless.

Finally, the court also held that the potential securi-
ties liabilities did not fall under the exclusion for liabili-
ties to “general trade creditors” and “debtholders” in a
bankruptcy or similar insolvency case. The court noted
that the preamble to the regulations specifically noted
that the exclusion covered only general liabilities to
creditors and that QSF treatment remained available
“for other liabilities such as tort liabilities irrespective
of whether the liability . . . relates to [an insolvency]
case.”®

Validity of the Regulations

The taxpayers’ broadest argument, which the dis-
trict court had not found necessary to reach, was that
the QSF regulations were invalid because they “sweep
more broadly in imposing tax than the carefully crafted
statute and that they completely subsume, and thus
render nugatory” the “carefully crafted” statutory DSF
rules and the accompanying election.* Before the
appellate court, the taxpayers added for good measure
that the section 468B(g) was an unconstitutional dele-
gation of Congress’ authority and conflicted with the
U.S.-German tax treaty. The Tenth Circuit made rela-
tively short work of these issues, concluding that the
regulations were validly issued pursuant to a specific
grant of statutory authority, and the treaty was irrele-
vant because the fund was a U.S. taxpayer not entitled
to treaty benefits. The end result was that the IRS’
claim against the receivership estate was upheld.

Brown is significant because it seems to be both the
first case in which QSF status was the central issue and
the first deliberative reading of the regulations by an
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appellate court. Besides adding its gloss to the regula-
tory language, the Tenth Circuit squarely upheld the
regulations’ expansion of the DSF regime and effective
elimination of the statutory election. Brown drives
home that a QSF can be created even though the par-
ties — and even the supervising court — have no idea
that they are creating one.* QSF status can have its ben-
efits. Custodians are likely to find it easier to file a QSF
return than to struggle to attribute and report income

BUSINESS

TAXATION MO NTHLY

to members of a large class, even if their individual
interests are theoretically determinable. Transferors can
avoid reporting income from property they have effec-
tively given up, and can generally get a deduction at
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QSF can be created and the responsibility for the result-
ing tax.
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