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If A Loss From Sale Or Exchange Of Property Between Related Parties Is Disallowed And
The Property Is a common concern in tax law, understanding its implications is vital for taxpayers,
accountants, and legal professionals alike. This scenario often arises when related parties—such as
family members, business affiliates, or entities under common control—engage in property
transactions that result in a loss. The IRS and other tax authorities generally disallow such losses to
prevent taxpayers from creating artificial tax advantages through transactions that lack genuine
economic substance.

In this comprehensive article, we will explore the legal framework surrounding disallowed losses from
sales or exchanges of property between related parties, clarify what constitutes related parties, and
provide guidance on how to handle such transactions for tax purposes. We will also examine the
exceptions, reporting requirements, and strategic considerations to ensure compliance while
optimizing tax outcomes.

Understanding the Disallowance of Losses Between
Related Parties

Legal Basis for Disallowing Losses

The Internal Revenue Code (IRC) and corresponding regulations specify that losses incurred from the
sale or exchange of property between related parties are disallowed for tax deduction purposes. The
primary rationale is to prevent tax abuse through transactions that are motivated by tax savings
rather than genuine economic activity.

Key provisions include:

¢ |IRC Section 267(a)(2): Disallows losses on sales or exchanges of property between related
parties.

e Regulations under Treasury Decision 9385: Clarify the scope and definitions related to related
parties.

When a loss is disallowed under these rules, it cannot be deducted in the current tax year. Instead,
the disallowed loss may be added to the basis of the property involved, affecting future gains or
losses when the property is eventually sold to an unrelated third party.



What Constitutes a Loss?

A loss occurs when the sale price of property is less than its adjusted basis (cost plus improvements
minus depreciation). In cases of related-party transactions, even if a genuine economic loss exists,
the IRS may still disallow the deduction if the sale or exchange is between related parties.

It is important to distinguish between:

e Disallowed losses: Not deductible currently but may affect basis.

¢ Gains: Generally recognized regardless of related-party status unless specific exceptions apply.

Who Are Related Parties? Definitions and Examples

Legal Definitions of Related Parties

The term “related parties” encompasses various relationships recognized by tax law, which influence
the application of loss disallowance rules. The IRS broadly defines related parties in IRC Section
267(b) and related regulations.

Common related-party relationships include:

Family members: Parents, children, siblings, grandparents, grandchildren, and spouses.

Business affiliates: Entities that are under common control, such as parent companies and
subsidiaries.

Partnership interests: Partners and partnerships with overlapping ownership.

Shareholders and corporations: Shareholders owning significant stakes in a corporation.

Examples:

- A father sells a property at a loss to his son.

- A corporation sells property at a loss to a subsidiary.
- Siblings exchange property resulting in a loss.

Understanding these relationships is crucial because transactions between these parties are
scrutinized under the related-party rules.

Implications of Related-Party Relationships

Transactions between related parties are subject to special tax rules because they might not reflect
arm’s-length market values. Losses resulting from these transactions are generally disallowed to
prevent tax evasion or artificial losses. However, gains from related-party transactions are usually



recognized, maintaining consistency in tax treatment.

Exceptions and Special Cases

When Are Losses Not Disallowed?

While the general rule disallows losses between related parties, certain situations permit the
deduction:

e Losses on sales to unrelated third parties: If the property is subsequently sold to an
unrelated party at a gain, the prior disallowed loss may be used to adjust the basis, potentially
reducing future gains.

e Losses on personal-use property: Losses on property that was used for personal purposes
are typically not deductible, regardless of the related-party status.

e Transfers at fair market value: If the transaction reflects a genuine sale at arm’s-length
value, the loss may be recognized.

Constructive Sales and Substitutes

Certain arrangements, like constructive sales or swaps that are designed to circumvent the rules, can
trigger additional tax consequences. The IRS scrutinizes such transactions, and penalties may apply if
transactions are deemed to lack economic substance.

Impact on Basis and Future Transactions

Adjusting Basis After Disallowed Losses

When a loss from a related-party sale is disallowed, the IRS typically requires that the disallowed loss
be added to the basis of the property. This adjustment ensures that future gains or losses reflect the
economic reality of the transaction.

Example:

- If a property with an adjusted basis of $100,000 is sold at a $20,000 loss to a related party, the loss
is disallowed.

- The basis in the property is increased by $20,000, making it $120,000.

- When the property is later sold to an unrelated party, this adjusted basis will be used to calculate
gain or loss.



Future Gains and Losses

The disallowed loss effectively becomes part of the property's basis, which can reduce future taxable
gains or increase future deductible losses if the property is sold to an unrelated third party.

Tax Planning Strategies and Compliance Tips

Ensuring Arm’s-Length Transactions

To avoid loss disallowance, taxpayers should:
¢ Obtain independent appraisals to establish fair market value.
e Document the transaction details thoroughly.

e Ensure the sale price reflects actual market conditions.

Utilizing Disallowed Losses Effectively

While disallowed losses cannot be deducted immediately, they can:
e Increase the basis of the property, reducing future gains.

» Be considered in the context of estate planning or inheritance strategies.

Consulting Tax Professionals

Given the complexity of related-party rules, engaging tax professionals is advisable to:
 Properly classify related-party relationships.
e Structure transactions to maximize tax benefits within legal bounds.

e Ensure compliance with current regulations and reporting requirements.

Reporting and Documentation Requirements



Required Disclosures

Taxpayers must report related-party transactions accurately on their tax returns, including:
 Details of the sale or exchange, including sale price and basis.
 Relationships between parties involved.

¢ Adjustments to basis resulting from disallowed losses.

Recordkeeping

Proper documentation is critical. Taxpayers should retain:
¢ Sale agreements and receipts.
e Appraisals and valuation reports.

e Correspondence related to the transaction.

Conclusion

Understanding the nuances of disallowed losses from the sale or exchange of property between
related parties is essential for compliance and strategic tax planning. While losses may be disallowed
initially, the adjustments to basis and future transaction considerations can influence overall tax
outcomes. By adhering to IRS definitions of related parties, documenting transactions thoroughly, and
consulting with tax professionals, taxpayers can navigate these rules effectively and avoid penalties
or unintended tax consequences.

In summary, when a loss from sale or exchange between related parties is disallowed, the key points
to remember are:

1. The disallowance aims to prevent tax abuse through non-arm’s-length transactions.

2. Related-party relationships include family, affiliates, and entities under common control.

3. Disallowed losses are added to the property's basis, impacting future gains or losses.

4. Exceptions exist, especially when the property is sold to unrelated parties at fair market value.

5. Proper documentation and professional advice are crucial for compliance.

By understanding these principles, taxpayers can better plan their property transactions, ensure
adherence to tax laws, and optimize their financial strategies.



Frequently Asked Questions

What happens if a loss from the sale or exchange of property
between related parties is disallowed?

The loss cannot be deducted for tax purposes, meaning the taxpayer cannot claim the loss as a
deduction on their tax return.

Under what conditions is a loss from sale or exchange of
property between related parties disallowed?

When the sale or exchange occurs between related parties as defined by tax laws, such as family
members or entities with significant ownership links, and the loss is recognized.

If the loss is disallowed due to related-party transactions, can
the property be used to generate future gains?

Yes, the property can still be used or sold in the future; however, the current loss cannot be deducted
from taxable income.

Does the disallowance of loss apply only to losses, or are
gains affected as well?

The disallowance specifically applies to losses; gains realized from related-party transactions are
generally recognized and taxed accordingly.

Are there any exceptions to the disallowance of losses from
related-party transactions?

Yes, certain exceptions may apply, such as transfers due to estate or inheritance, or if the transaction
is at arm's length and properly documented.

How does the disallowance of loss impact the basis of the
property for future transactions?

The disallowed loss does not reduce the basis of the property, which may affect the calculation of gain
or loss upon future sale.

What documentation is recommended to support transactions
between related parties to avoid disallowance of losses?

Proper documentation including valuation reports, transfer agreements, and proof of transaction
terms at arm's length can help substantiate the transaction and potentially avoid disallowance.



Can the disallowed loss be carried forward to future years?

Generally, no; since the loss is disallowed in the current year, it cannot be carried forward unless
specific provisions allow for it under certain circumstances.

How does the disallowance rule affect tax planning for
related-party property transactions?

Taxpayers need to carefully plan transactions to ensure compliance, possibly structuring sales to
avoid disallowance of losses, or utilizing other tax strategies to mitigate the impact of disallowed
losses.

Additional Resources

Loss Disallowance on Sale or Exchange of Property Between Related Parties: In-Depth Analysis

When dealing with taxation and property transactions, one of the critical areas of concern is the
treatment of losses incurred from the sale or exchange of property between related parties. The tax
laws generally aim to prevent taxpayers from manipulating transactions to generate unallowable tax
benefits. This comprehensive review explores the concept of disallowance of such losses and
examines the implications when the property involved is subsequently disposed of, transferred, or
retained.

Understanding the Concept of Related Parties

Before delving into loss disallowance, it is essential to clarify what constitutes related parties under
tax law. These relationships influence the treatment of transactions and losses.

Who Are Considered Related Parties?

In most tax jurisdictions, related parties include, but are not limited to:

- Family Members: Spouses, siblings, ancestors, and descendants.

- Ownership and Control Relationships:

- Corporations and their stockholders owning significant shares (e.g., more than 50% ownership).
- Partnerships and partners.

- Entities under common control or management.

- Other Relationships:
- Employers and employees.

- Certain trusts and beneficiaries.

Recognizing these relationships is crucial because they directly impact the deductibility of losses.



Legal Framework for Loss Disallowance

The core principle is that losses from sale or exchange of property between related parties are
generally disallowed for tax deduction purposes. This restriction is designed to prevent tax abuses,
such as artificially creating losses to offset income.

Legal Provisions

Most jurisdictions codify this principle in their tax codes. For example:
- Section XYZ (hypothetical) states that losses from sale or exchange of property between related
parties are disallowed unless certain exceptions apply.

- The law typically specifies that the disallowance applies regardless of whether the transaction was at
arm’s length.

Scope of Disallowance

The disallowance applies primarily to losses, not gains. Gains realized from transactions between
related parties are generally recognized unless explicitly restricted.

When Is a Loss Disallowed?

The disallowance is triggered under specific conditions:

- Sale or exchange of property occurs between related parties.
- The transaction results in a loss (i.e., the sale price is less than the property's adjusted basis).
- The loss is attributable directly to the transaction.

Implications When a Loss Is Disallowed

The immediate consequence is that the taxpayer cannot deduct the loss in the current tax year.
However, the story does not end here; the disallowed loss may have future implications depending on
subsequent property transactions.



Key Points of Disallowance

- The loss cannot be deducted or claimed as a deduction.

- The loss may be added to the basis of the property, affecting future gains or losses.

- The disallowance does not mean the loss is permanently lost; it is deferred until specific future
events occur.

What Happens When the Property Is Subsequently
Disposed of, Transferred, or Retained?

The treatment of the disallowed loss hinges on the future disposition of the property. Several
scenarios may arise:

1. The Related Party Sells the Property to an Unrelated Third
Party

- When the property is ultimately sold to an unrelated party, the previously disallowed loss may be
recognized and used to offset the gain.

- Basis Adjustment: The disallowed loss is added to the property's basis to determine gain or loss
upon the final sale.

- Effect: This ensures that the loss is not permanently lost but deferred until a subsequent sale to an
unrelated party.

2. The Property Is Transferred to a Related Party (e.g., Gift or
Inheritance)

- When property is transferred without consideration or as a qift, the basis for the transferee is
typically the donor's basis.

- The disallowed loss may be preserved in the basis, affecting future gain or loss upon eventual sale.
- If the transfer is part of a transaction designed solely to generate or realize losses, tax authorities
may scrutinize the transaction.

3. The Property Is Held by the Related Party Indefinitely

- If the property remains held by the related party without disposal, the disallowed loss remains
deferred.

- The loss can potentially be recognized when the property is eventually sold to an unrelated party or
disposed of in a taxable transaction.



4. The Property Is Abandoned or Destroyed

- If the property is abandoned or destroyed, the tax treatment depends on the circumstances.
- Typically, no loss is recognized if the property is abandoned or destroyed in a non-sale event.
- If the property is lost or destroyed as part of a sale or exchange, the deferred loss may be
recognized at that point, subject to applicable rules.

Special Rules and Exceptions

While the general rule disallows losses between related parties, certain exceptions and special
provisions may apply:

Exceptions to Disallowance

- Losses on certain property used in a trade or business may be partially or fully allowed if specific
conditions are met.

- Losses on property acquired in a tax-free exchange such as like-kind exchanges often qualify for
special treatment.

- Losses attributable to certain corporate transactions may be allowed if they meet specific criteria
outlined in the tax code.

Anti-Avoidance Measures

Tax authorities often implement anti-avoidance provisions to prevent taxpayers from circumventing
loss disallowance rules by structuring transactions in certain ways, such as:

- Step transactions: Combining multiple transactions to achieve a different tax result.
- Substance-over-form rules: Looking beyond the legal form to the real substance of the transaction.

Impact on Tax Planning and Compliance

Understanding the rules governing loss disallowance in related-party transactions is vital for effective
tax planning.

Strategic Considerations



- Timing of transactions: Taxpayers may prefer to defer related-party transactions until they can be
sold to an unrelated party.

- Basis management: Properly tracking basis adjustments resulting from disallowed losses is essential
to ensure correct calculation of gains or losses later.

- Documentation: Maintaining comprehensive documentation helps substantiate the nature of
transactions and supports the taxpayer's position.

Compliance and Risk Management

- Tax authorities may scrutinize related-party transactions for potential abuse.
- Proper adherence to legal provisions reduces the risk of disallowance, penalties, or audits.
- Consulting with tax professionals is advisable when engaging in complex related-party transactions.

Conclusion: Navigating Loss Disallowance in Related-
Party Transactions

The disallowance of losses from the sale or exchange of property between related parties is a
fundamental aspect of tax law designed to uphold fairness and integrity in the taxation system. When
a loss is disallowed initially, it does not vanish; rather, it is typically deferred and can be recognized
upon subsequent qualifying transactions, such as the sale to an unrelated third party.

Taxpayers involved in related-party transactions should carefully consider the implications of loss
disallowance, specifically how the basis adjustments can influence future gains or losses. Proper
planning, accurate documentation, and adherence to legal provisions are essential to ensure
compliance and optimize tax outcomes.

Understanding these rules helps prevent inadvertent disallowance and ensures that taxpayers can
effectively manage their tax liabilities while complying with applicable laws. As tax laws can be
complex and subject to change, consulting tax professionals is highly recommended for navigating
the nuances of related-party transactions and loss treatments.
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