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I n this month’s column:

• The Third Circuit, reversing the Tax Court, allows
banks to deduct the costs of making routine loans in
PNC Bancorp v. Commissioner.1

• The Sixth Circuit holds in Thomas v. United States2

that Ohio lottery winners did not realize an “eco-
nomic benefit” before actually being paid.

• The IRS rules that paying a disputed liability to a
trustee under the Section 461(f) regulations creates
a complex trust.3

• The IRS rules that utilities do not recognize income
from “financing orders” under an  electricity deregu-
lation plan.4

DEDUCTIONS FOR LOAN 
ACQUISITION COSTS

Last December, this column described the Tax Court
decision in PNC Bancorp, Inc. v. Commissioner,5 which
required a bank to capitalize wages and third-party
outlays associated with making loans.  The Third Circuit
has now reversed the Tax Court,6 illustrating that there
is still room for fairly basic conflicts about the reach of
the Supreme Court’s decision in INDOPCO v.
Commissioner.7

Background
Before 1988, banks generally reported income from

loan origination fees and deducted the associated
expenses at the inception of the loan.  In that year, the
financial accounting rules changed to require banks to
amortize the fees into income over the lifetime of the
loan.  Direct costs of labor and third-party outlays relat-
ing to the loans (loan acquisition costs) were required to
be amortized along with the related income.8

For tax purposes, loan fees have to be reported
immediately upon receipt under Schlude v. Comm-
issioner 9 and allied cases. The IRS, however, takes the
position that the loan acquisition costs must be capital-
ized because they relate to “separate and distinct
assets” under the Supreme Court’s decisions in
Commissioner v. Lincoln Savings & Loan Association10

and INDOPCO.11

In Lincoln Savings, the Supreme Court required a
bank to capitalize payments to a special deposit insur-
ance reserve, noting that the payments created a “sep-
arate and distinct additional asset” for the benefit of the
taxpayer. This language was sometimes read as imply-
ing that the presence of such an asset was necessary
for capitalization. In INDOPCO, however, the Court held
that capitalization could be required even in the
absence of a separate and distinct asset.  The key issue
was whether the expenditure presented a more than
“incidental” future benefit.12

INDOPCO did not create a “talismanic” rule that all
expenditures featuring any future benefit must be capi-
talized.13 Some expenditures that provide a benefit
beyond the taxable year remain currently deductible, as
the IRS itself has recognized in several published rul-
ings.14 These rulings are based on the sensible notion
that recurring expenditures should be currently deduct-
ed when the overall result will clearly reflect income.

Attributing Costs to Assets
The direct costs of acquiring a separate and distinct

asset must be capitalized into the asset’s basis.  This
rule applies to intangible assets as it does to any other
kind of assets.  Thus, in the companion cases of
Woodward v. Commissioner 15 and United States v.
Hilton Hotels Corp.,16 the Supreme Court required capi-
talization of legal, accounting, and appraisal expenses
incurred in buying out minority shareholders.  

The problems arise when a taxpayer’s routine operat-
ing costs are arguably attributable to an intangible
asset.  The issues are similar to those that have long
faced taxpayers in connection with various kinds of 
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tangible property.  A loan to a bank—like a widget to a
manufacturer, or improvements on a lot to a real estate
developer—is a routine product of day-to-day opera-
tions.   A loan is also—like the widget and the lot—an
asset, and clearly “capital” in the broad sense of some-
thing that belongs on a balance sheet.  What expendi-
tures should be included in the loan’s basis?

Long-standing regulations,17 and now the uniform
capitalization (UNICAP) rules of Code Section 263A,
require manufacturers and contractors to capitalize
direct materials and labor and provide for allocation of
overhead.  The pre-UNICAP regulations did not apply to
taxpayers constructing property for use in their own busi-
ness, but the Supreme Court considered the issue in
Commissioner v. Idaho Power Co.18 Even absent regula-
tions, the Court held that taxpayers had to capitalize not
only direct costs but also overhead—specifically, equip-
ment depreciation—into the cost of plant improvements.  

Now, the spotlight has shifted to intangible assets.   In
Norwest Corporation v. Commissioner,19 discussed in
the October 1999 issue of Corporate Business Taxation
Monthly, the court capitalized part of corporate officers’
regular salaries into the cost of an acquisition.  Wages
are direct costs, but it is notable that the salaries were
not attributable to the transaction on a “but for” basis,
since the court found the same salaries would have
been paid absent the deal.20 Then came PNC, and loan
acquisition costs, as to which the Tax Court has come
out one way, and the Third Circuit another.

The Real Issue
Both the Tax Court and the Third Circuit describe the

critical issue in ways that are somewhat misleading on
first glance.  Both opinions discuss at some length a tril-
ogy of pre-INDOPCO cases in which the Fourth, Eighth,
and Tenth Circuits held a potpourri of expenditures
associated with setting up credit card accounts to be
currently deductible as ordinary expenses of carrying
on the banking business.21 Although it did not hold
these “credit card cases” vitiated by INDOPCO, the Tax
Court held them inapplicable on the grounds that those
courts had found no separate and distinct asset, where-
as in PNC there were such assets—the loans.22 This
analysis holds water only on the basis of a fairly techni-
cal distinction between the credit card accounts and
the revolving loans that take place under their terms.

On the other hand, the Third Circuit cited the “credit

card cases” as suggesting that there was no separate
and distinct asset in PNC either.  The courts in those
cases did note, with varying emphasis, the absence of
an asset, but mainly in response to the argument that
the expenditures were capital because they fitted the
banks to enter a “new” business.23 A bank loan is clear-
ly an asset, as “separate and distinct” as any other.  No
one suggests a bank should deduct money it loans out.
The real issue being fought over is whether, and to what
extent, recurring costs should be attributed to intangible
assets.  There may also be a secondary question about
whether different rules should apply to “one of a kind”
assets like the acquired bank’s stock in Norwest than to
routine assets like the bank loans in PNC. 

The Third Circuit was right in suggesting the credit
card cases support its broader conclusion that recur-
ring business expenses ought to remain deductible
except when directly associated with a specific intangi-
ble asset.   It might have added mention of the Ninth
Circuit’s decision in Moss v. Commissioner,24 permitting
a hotel to deduct expenses relating to its program of
refurbishing rooms on a rotating three- to five-year
cycle.  Hotel rooms are certainly assets, or parts of
assets, and a three- to five-year overhaul might reason-
ably be argued to be capital.  The court, however, held
that because the expenses were routine and regularly
incurred, the overall accounting clearly reflected
income.  

A Clouded Crystal Ball
With the Third Circuit’s decision in PNC, the IRS faces

potentially hostile judicial precedent in five circuits.  It is
hard to predict, however, how likely the Supreme Court
is to take the case, and how the case might come out if
it did.  Four of the five circuit opinions at issue antedate
INDOPCO.  The Supreme Court case most closely on
point, Idaho Power, came out in favor of capitalization
not merely of direct costs, but also of overhead.25

On the other hand, Idaho Power itself justified capital-
ization in terms of the goal of matching expenses
against income.26 In PNC, because the loan fees have
to be reported at the inception of the loan under
Schlude, the matching principle militates in favor of an
immediate deduction.  A lurking wild card in this regard
is the Eighth Circuit’s holding in Johnson v.
Commissioner27 that otherwise capitalizable expenses
might be currently deductible if directly associated with
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income required to be reported “prematurely” under
Schlude. The Third Circuit did not discuss Johnson,
probably because PNC was largely briefed before the
appellate decision in Johnson was handed down.28 So
far the case has attracted little attention, aside from a bit
of casual vituperation in a recent field service advice.29

Courts might find its reasoning persuasive, however, on
the matching question.

The IRS began asserting its position on loan acquisi-
tion costs on audit in the early 1990s, as banks’ post-
1987 years came under audit, its efforts doubtless
receiving a boost from the then-recent decision in
INDOPCO.  By April 1993, the IRS announced a mora-
torium on accounting method changes involving this
issue.30 But PNC seems to have represented the IRS’s
first opportunity to test its position in court. 

PNC is thus clearly a high-profile case to the IRS,
which has not been shy about citing its Tax Court victo-
ry in other contexts.31 The government may well seek
certiorari, although the Supreme Court does not usually
take a tax case absent a conflict among the circuits,
and it is hard to identify a clear conflict here.   In any
event, the IRS can be expected to keep up the pressure
administratively.  The IRS’s 2000 business plan promis-
es further guidance—most likely a revenue ruling—
specifically on loan acquisition costs.32 Clearly the last
chapter of this saga has yet to be written.

LOTTERY WINNER DID NOT HAVE
“ECONOMIC BENEFIT”

In Thomas v. United States,33 the Sixth Circuit held that
Ohio lottery winners did not realize an economic bene-
fit from their rights before the prize was actually paid.
The taxpayers in Thomas won the Ohio Super Lotto
drawing on December 12, 1992.  The state lottery com-
mission verified the winning tickets twice, once when
the taxpayers filed a claim in mid-December, and again
on January 4, 1993, and the actual payment was made
in late January.

The “Economic Benefit” Doctrine
A cash-basis taxpayer is taxed on receipt of an eco-

nomic benefit if:

1. There is a transfer of money or property to a sepa-
rate fund segregated from the transferor’s creditors;
and

2.  The taxpayer possesses vested rights to, or secured
by, the fund.

This “economic benefit” doctrine is distinct from the
doctrine of “cash equivalence,” although both are
exceptions to the general rule that a cash-basis taxpay-
er is not taxed on the receipt of a mere promise to pay.
The taxpayer’s rights need not be transferable for value
for there to be an economic benefit.  Indeed, they may
be expressly nonassignable.34

The economic benefit doctrine dates from Sproull v.
Commissioner.35 Sproull involved a deferred compen-
sation trust, although other cases taxed somewhat sim-
ilar arrangements in connection with noninstallment
sales of property.36 As far as compensation is con-
cerned, the common-law economic benefit doctrine
has been displaced by Code Section 83, although the
analysis, valuation quirks aside, is largely similar.37

One area in which the common-law rules remain
potentially applicable is deferred payouts of lottery or
sweepstakes winnings.38 Domestic lotteries and
sweepstakes generally avoid creating an economic
benefit by not setting aside funds for the benefit of a
particular lottery winner.39 When the Irish Sweepstakes,
less accommodating to the quirks of U.S. tax law,
deposited a minor’s winnings in a court-administered
fund, the IRS ruled that the minor was immediately tax-
able,40 and the Tax Court agreed.41

The Thomas Holding
In Thomas the parties’ positions were the reverse of

the usual.  The taxpayers won the lottery in 1992, and
were paid in 1993.  In the meantime, the Omnibus
Budget Reconciliation Act of 1993 took effect, and the
nominal tax rate applicable to top earners rose from 31
percent to 39.6 percent.  The taxpayers initially report-
ed the lottery prize as income in 1993, but then filed a
refund claim for that year on the grounds that it was
properly taxed in 1992.  

The taxpayers had initially argued that their econom-
ic benefit consisted of a claim against the state lottery
fund, a segregated custodial account.  It turned out that
their award was so large that it had been paid from the
state’s general revenue account.  The circuit court
noted, however, that even the state lottery fund would
have failed to meet the requirement for a segregation of
assets because it would have remained subject to other
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lottery-related claims.42 As it was, the court had no
problem brushing aside the taxpayers’ fallback argu-
ment that state law created a “constructive trust,” and
finding that there had been no segregation from the
state’s creditors.  The court also confirmed the district
court’s holding that the taxpayers’ rights remained con-
tingent at year-end because the verification process ran
over into 1993.  Thus, the taxpayers met neither require-
ment for an economic benefit in 1992, and were taxable
only when they were paid in 1993. 

PAYMENT OF DISPUTED LIABILITY
CREATES COMPLEX TRUST

In Private Letter Ruling 200019006,43 the National
Office concluded that a cash-basis partnership’s pay-
ment of a disputed liability into a trust to obtain a deduc-
tion under Code Section 461(f) created a separately
taxable trust under Subchapter J of the Code.   The rul-
ing’s brevity disguises its importance in the context of
the complex and somewhat uncertain law that deter-
mines what tax regime applies to a settlement fund.

Code Section 461(f)
In United States v. Consolidated Edison Co. of New

York,44 the Supreme Court essentially held that a liability
could not be “paid” while its existence was disputed.
The Court’s reasoning was that the taxpayer’s remit-
tance could not qualify as an “unconditional payment” if
it was uncertain whether there was any liability to pay.45

Congress responded by enacting Code Section
461(f), providing that if payment is made “to provide for
the satisfaction of” a contested liability that, but for the
contest, would qualify for a deduction, then the deduc-
tion will be allowed on payment.  Either cash- or accru-
al-basis taxpayers can obtain a deduction under this
rule.  The regulations provide that taxpayers can make
payment “to provide for satisfaction of” a liability to the
person asserting the liability, to an escrowee or trustee,
or to a court with jurisdiction.  If the taxpayer chooses to
make payment to an escrowee or trustee, there must be
either an agreement with the claimant or an order of a
court or other government agency.46

Qualified Settlement Funds
The regulations under Code Section 461(f) specifical-

ly reserve on the “[t]reatment of money or property
transferred to an escrowee, trustee, or court” under that

provision and the “treatment of any income attributable
thereto.”47 Frequently, the absence of specific regula-
tions under Code Section 461(f) does not matter.  An
accrual basis taxpayer that wants to deduct a payment
against a disputed liability must satisfy the economic
performance requirement as well as Code Section
461(f).  For many types of disputed liabilities, economic
performance occurs only on payment.48 Ordinarily, if
payment is not made to the party asserting the liability,
it will only qualify as economic performance if it is made
to a qualified settlement fund.49

A “qualified settlement fund” (QSF) is a creature of the
regulations under Code Section 468B(g) (see below)
and subject to its own specialized tax regime.  Put sim-
ply, a QSF does not report contributions as income, nor
deduct distributions.  It does pay tax (at the maximum
individual rate) on the income it earns, minus adminis-
trative expenses.  Thus, QSFs are like C corporations in
that income is taxed twice:  once to the QSF, and again
(potentially) to the recipient when it is distributed.

Because of the economic performance requirement, a
QSF is frequently the only way to go for an accrual-basis
taxpayer that wants an immediate deduction.  There is
also some advantage to the certainty provided by the
QSF taxation regime.  As explained above, however,
there is a price, in the form of the double taxation of
income.  Moreover, the QSF rules do not cover every
type of settlement fund.  Funds to provide for the pay-
ment of certain types of liabilities are ineligible.50 A QSF
must also be approved by, and subject to the continuing
jurisdiction of, a court or other governmental authority.51

A QSF cannot be used in an entirely private settlement.

Non-QSF Funds
If a fund is not a QSF, then the “traditional,” pre-QSF,

rules apply.  A threshold question is whether the arrange-
ment creates a trust.  This basically turns on whether the
escrow agent or other fund manager has sufficient
investment and administrative autonomy to be consid-
ered a trustee.52 For example, a court, or a bank that is
merely a passive stakeholder, will not be a trustee.53

If the arrangement is a trust, the next issue is usually
whether the trust is subject to the Code’s grantor trust
rules—which tax a trust’s grantor as the owner of trust
property—and if so, who, transferor or transferee(s), is
to be treated as the grantor.  Under sections 673 and
677 of the Code, the grantor trust rules apply to the
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extent the grantor retains a 5 percent reversionary inter-
est in trust property, or the property is “held or accumu-
lated for future distribution” to the grantor, including
being used to pay the grantor’s liabilities.54

Two old Supreme Court cases set the parameters for
determining when trust property is being used to pay
the transferor’s liabilities.  In Douglas v. Willcuts,55 the
settlor-husband of an alimony trust was taxed on the
trust’s income because the Court held he remained
subject to a continuing liability for which the trust only
served as security.  By contrast, Helvering v. Fuller56

taxed income from another alimony trust to the transfer-
ee wife when the divorce decree left the husband “no
continuing obligation, contingent or otherwise,”57 and he
did not have a reversion, either.  On those facts, the trust
property had already been applied to satisfy the hus-
band’s obligation and now belonged to the wife.58

Code Section 682 now prescribes special rules for
alimony trusts, but the principles of Douglas and Fuller
continue to apply to other types of settlement trusts that
remain subject to Code Section 677.  The same basic
principles, although not the same Code sections, apply
if the arrangement does not constitute a trust.  The fund
usually winds up being treated as a sinking fund,59 or
else the stakeholder reports as some kind of nominee or
agent either for the transferor(s) or the transferee(s).
The rules applicable to the two basic models—owner-
ship by the transferor(s), and ownership by the transfer-
ee(s)—are thus fairly clear, although it is at times difficult
to classify a particular arrangement as falling on one
side of the line or the other.

The “Homeless Fund” Problem
The real problem arises when there is a “payment”

that satisfies the transferor’s obligation but there is no
transferee or group of transferees with a vested right to
the property.   If the arrangement does not even create
a trust, there is no one to tax.  In the “olden days,” courts
and the IRS glumly settled on taxing the transferees of
these so-called homeless funds on the accumulated
income when ownership was determined.60 In 1986,
Congress responded by enacting what later became
Code Section 468B(g), which provided as follows: 

Nothing in any provision of law shall be construed
as providing that an escrow account, settlement
fund, or similar fund is not subject to current income
tax.  The Secretary shall prescribe regulations pro-

viding for the taxation of any such account or fund
whether as a grantor trust or otherwise.

The regulations concerning QSFs were issued under
authority of the last sentence quoted above.  Although
these rules reach much more broadly than the home-
less-fund problem, they do not cover all homeless
funds.  If a homeless fund does not qualify as a QSF,
Code Section 468B(g) makes it clear that deferring tax-
ation is no longer acceptable, but does not say what is
acceptable.  The IRS has attempted to plug the gap by
extending the QSF regime to an even broader catego-
ry of “disputed settlement funds,” 61 but these regula-
tions remain in proposed form.  Consequently, uncer-
tainty persists.

Significance of the Ruling

Private Letter Ruling 200019006 provides much
needed guidance on the taxation of non-QSF settle-
ment funds, at least those that constitute trusts.  The rul-
ing makes explicit that a Section 461(f) “payment” is
inconsistent with continuing to treat the amount paid as
the property of the transferor under Code Section 677.
The money or other property will be treated as already
having been applied to the transferor’s liability, not as
being “held or accumulated” for future application.
Significantly, the ruling did not suggest that the transfer-
or partnership might be treated as the grantor under
Code Section 673, despite its presumably having a
contingent right to get its money back if the appeal was
resolved in its favor.  

The transferor thus successfully shifted the tax bur-
den off its back by making the “payment.”  The claimant
did not receive anything, and had no vested right to
receive anything, and so could not be taxed.  Therefore,
the trust was a separately taxable trust under
Subchapter J of the Code, and because current distri-
bution of income was not required, it was a “complex
trust” taxable under Code Section 661 et seq.    Trusts,
like QSFs, are taxable at the maximum individual rate,
beyond some very compressed lower brackets.62

Trusts generally do not pose a double taxation issue,
however,  because they are entitled to deduct distribu-
tions.63 A complex trust may prove a workable model for
taxation of a fund holding disputed property if a QSF is
not needed for other reasons, such as to secure an
accrual-basis transferor a deduction. 
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NO GROSS INCOME FROM UTILITY
“FINANCING ORDERS”

In three similar letter rulings, the National Office con-
cluded that utilities did not recognize income from
“financing orders” under a state plan to deregulate the
electricity market.64

The relevant state deregulation statute permits regu-
lators to issue financing orders imposing “transition
charges” on area consumers.  Utilities can collect these
charges from all electricity consumers—regardless of
their electricity supplier—to recover approved costs
incurred under the regulatory regime.  Each ruling
involved a utility that securitized its rights under financ-
ing orders by contributing them to a tax-transparent
special purpose entity (SPE) that issued debt.

The National Office’s conclusion that the utilities did
not recognize income from receipt of the financing
orders is natural if a financing order is to be treated as
an ordinary rate order, which merely represents the reg-
ulators’ permission to charge customers money in the
future.  Even accrual-basis taxpayers do not recognize
income from merely entering into an executory contract,
however advantageous,65 because the projected profits
are not yet paid, due, or earned.66 Likewise, when a util-
ity’s rates are reduced to “make up for” a prior windfall
in a prior period—without an obligation to repay a fixed
amount—the utility does not accrue a liability but simply

recognizes less gross income during the period while
the lower rate is in effect.67

Two wrinkles in this case probably accounted for the
taxpayers’ decisions to seek rulings.  First, the transition
charges were not confined to the utility’s customers.
Although a customer’s liability might depend on buying
electricity, the utility’s entitlement would not depend on
selling it.  Arguably, therefore, there was more involved
than a simple executory contract for sale of electricity.
Moreover, the utilities’ rights were transferable, at least
to a limited degree, so that they might be argued to be
taxable as having received a cash equivalent or some
other form of property with “ascertainable market
value.”68

The IRS has also relied on the executory contract
principle to allow taxpayers to exclude any windfall from
the initial award of government licenses and privileges,
such as liquor licenses,69 even if they can be transferred
for value.  The IRS has ruled on this basis that the initial
issuance of emission rights,70 natural resource leases,71

airport landing slots,72 gasoline rationing coupons,73 and
milk quotas74 is nontaxable.  The National Office con-
cluded in these letter rulings that the financing orders
should not give rise to taxable income under the same
principle.  The utilities also did not recognize taxable
income from transferring their rights to the SPEs—
whose separate existence was not recognized for tax
purposes—or from the SPEs’ issuance of debt. 
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