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Understanding the intricacies of tax laws related to losses is essential for taxpayers, especially when
dealing with transactions involving related parties. Disallowed losses between related taxpayers can
significantly impact tax calculations, deductions, and overall tax planning strategies. This article aims
to clarify the concept of disallowed losses, examine the rules governing related taxpayers, and
explore the correct answers to common multiple-choice questions on this topic.

---

Introduction to Disallowed Losses Between Related
Taxpayers

Tax laws in many jurisdictions, including the United States, have specific rules that restrict the ability
of taxpayers to deduct losses incurred from transactions with related parties. These rules are
designed to prevent tax avoidance strategies that manipulate income and deductions through
transfers of property or sales between parties who have a close relationship.

Related taxpayers typically include family members, entities under common control, and certain
affiliates. When a loss is realized in a transaction involving such parties, the IRS may disallow or limit
the deduction to prevent abuse of tax benefits.

---

Understanding the Concept of Related Taxpayers

Who Are Considered Related Taxpayers?
The definition of related taxpayers varies depending on the tax code, but generally includes:
- Family members (e.g., siblings, parents, children)
- Entities under common control (e.g., corporations, partnerships)
- Shareholders owning significant percentages of a company
- Certain trusts and estates



Why Are Transactions Between Related Taxpayers Treated
Differently?
The IRS recognizes that related parties may engage in transactions that are not at arm's length,
potentially resulting in inflated losses or deductions. To curb this, specific rules disallow or limit
losses, ensuring fair taxation.

---

Disallowed Losses: Key Principles and Rules

General Rules on Loss Disallowance
The core principle is that losses from sales or exchanges between related parties are often disallowed
if they are realized within a specific period, typically to prevent tax advantages from artificially
generating losses.

Common Situations Leading to Disallowed Losses
- Sale or exchange of property at a loss between related parties
- Losses on property transferred between related parties
- Certain wash sales or repurchases

Exceptions and Limitations
While many losses are disallowed, there are exceptions, such as:
- Disallowance applies only if the transaction results in a loss
- Losses may be deferred and recognized upon subsequent sale to an unrelated party
- Specific rules for partnerships, corporations, and estate-related transactions

---

Multiple Choice: What Is True Regarding Disallowed
Losses Between Related Taxpayers?

When faced with multiple-choice questions regarding disallowed losses, understanding the core
principles helps identify the correct answer. Here are typical options and explanations.

Option A: Losses from sales between related parties are



always deductible.
This statement is false. Losses from sales or exchanges between related parties are generally
disallowed, especially if they occur within a certain period and meet specific criteria. The IRS explicitly
limits these deductions to prevent tax abuse.

Option B: Disallowed losses can be recognized when the
related party subsequently sells the property to an unrelated
third party.
This statement is true. Under the tax code, if a loss is disallowed due to a transaction between related
parties, the loss is often deferred until the property is sold to an unrelated party. This rule ensures
that the loss is ultimately recognized, but only once it is realized in an arm’s-length transaction.

Option C: Losses between related taxpayers are never
deductible under any circumstances.
This statement is false. While many losses are disallowed at the initial transaction, they can
sometimes be recognized later when the property is sold to an unrelated third party.

Option D: The disallowance of losses applies only to personal
property and not to real estate transactions.
This statement is false. The rules concerning disallowed losses apply to both personal property and
real estate, depending on the specific circumstances and transaction types.

---

Deep Dive into the Rules and Regulations

Section 267 of the Internal Revenue Code
The primary regulation governing disallowed losses is Section 267, which stipulates that losses on
sales or exchanges between related taxpayers are disallowed. This applies to:
- Family members
- Controlled corporations
- Partnerships and S-corporations with overlapping ownership

Wash Sales and Their Impact
A related concept is the wash sale rule, which disallows a loss if the taxpayer repurchases
substantially identical stock within a 30-day window. Although primarily aimed at securities trading,
similar principles apply to related-party transactions.



Basis and Holding Period Considerations
Disallowed losses often lead to adjustments in the basis of the property, affecting future gains or
losses. The deferred loss adds to the basis when the property is eventually disposed of in an arm’s-
length transaction.

---

Implications for Tax Planning

Taxpayers should be aware of the rules regarding disallowed losses to optimize their tax strategies.
Proper planning can involve:
- Structuring transactions to avoid disallowance
- Recognizing losses at the appropriate time
- Understanding the impact of related-party transactions on basis adjustments

In some cases, engaging in transactions that trigger loss disallowance might be detrimental, so
consulting with a tax professional is advisable.

---

Summary of Key Takeaways

- Disallowed losses between related taxpayers are generally not deductible at the time of transaction.
- The loss is often deferred until the property is sold to an unrelated third party.
- The rules aim to prevent tax evasion through artificial loss recognition.
- Proper understanding of these rules can enhance tax compliance and strategic planning.

---

Conclusion

In summary, the correct response to the question "Which of the following is true regarding disallowed
losses between related taxpayers?" is that disallowed losses are deferred and recognized upon
subsequent sale to an unrelated third party. Taxpayers must navigate these rules carefully to ensure
compliance and optimize their tax positions. Understanding the detailed regulations, such as those
outlined in Section 267, is vital for effective tax planning and avoiding unexpected tax liabilities
related to related-party transactions.

---

Disclaimer: This article provides general information and should not replace professional tax advice
tailored to individual circumstances. Always consult a tax professional for specific questions or
complex situations involving related-party transactions.



Frequently Asked Questions

What is a key principle regarding disallowed losses between
related taxpayers?
Disallowed losses between related taxpayers cannot be used to offset other income or gains,
maintaining the integrity of transaction reporting.

Which of the following is true about the treatment of losses
between related taxpayers?
Losses incurred between related taxpayers are generally disallowed unless specific exceptions apply
under tax laws.

Can losses between related taxpayers be fully deducted in the
current year?
No, such losses are typically disallowed unless they meet certain exceptions or special rules specified
by tax regulations.

Under what circumstances might disallowed losses between
related parties become deductible?
They may become deductible if the transaction is not subsequently reversed or if the loss is
recognized upon sale or disposition outside the related party context.

Is the disallowance of related-party losses applicable only to
specific types of transactions?
Yes, it often applies to transactions like sales of property, loans, or other transfers between related
taxpayers to prevent tax abuse.

What is the primary purpose of disallowing losses between
related taxpayers?
To prevent taxpayers from artificially generating losses to reduce tax liability through transactions
with related parties.

Are there any exceptions to the rule that disallows losses
between related taxpayers?
Yes, certain exceptions exist, such as losses from certain wash sales or when the transaction is at
arm's length and properly documented.



How does the IRS generally treat losses from related-party
transactions?
The IRS generally disallows such losses unless specific criteria or exceptions are met, to prevent tax
avoidance.

What documentation is necessary to substantiate that a loss
between related taxpayers should not be disallowed?
Proper documentation showing the transaction was at fair market value and conducted at arm's
length can help support the deduction of such losses.

Which of the following best summarizes the rule about
disallowed losses between related taxpayers?
Losses from transactions between related taxpayers are typically disallowed unless they meet certain
exceptions or are recognized upon disposition outside of the related-party context.

Additional Resources
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Understanding the intricacies of tax law can often seem daunting, especially when it involves the
nuanced rules surrounding disallowed losses between related taxpayers. These provisions are
designed to prevent taxpayers from exploiting transactions to generate artificial tax benefits, such as
creating deductible losses that do not reflect genuine economic loss. This article delves into what the
law states about disallowed losses among related parties, clarifies common misconceptions, and
explores practical implications for taxpayers engaged in related-party transactions.

---

The Concept of Related Taxpayers in U.S. Tax Law

Before examining the specifics of disallowed losses, it’s important to clarify who qualifies as related
taxpayers under tax law. The Internal Revenue Code (IRC) and associated regulations define related
parties broadly, encompassing individuals and entities with close ties that could influence economic
outcomes and tax positions.

Who Are Considered Related Taxpayers?

Related taxpayers include, but are not limited to:

- Family members: Spouses, siblings, ancestors, and lineal descendants.
- Business entities and individuals: Corporations and their shareholders, partnerships and partners, or
S-corporation shareholders.
- Ownership and control: Entities that are controlled directly or indirectly by the same person or
group.



The IRS uses these definitions to establish when transactions between these parties are scrutinized
for potential tax abuse, including the disallowance of losses.

---

Disallowed Losses Between Related Taxpayers: The Core Principles

The primary rule is that losses generated from transactions between related parties are often
disallowed for tax deduction purposes. This is rooted in the principle that such losses could be
manipulated to shift income or create artificial tax benefits.

Key Principles of Disallowed Losses

- Prevention of Tax Abuse: To prevent taxpayers from creating artificial losses that offset income
elsewhere.
- Economic Substance vs. Tax Treatment: If a transaction lacks economic substance or is primarily
motivated by tax considerations, the resulting losses may be disallowed.
- Specific Code Sections: Sections such as IRC §267 and §267A explicitly address disallowance rules.

---

Section 267 of the Internal Revenue Code: The Foundation

IRC §267 is the primary statutory provision governing disallowed losses between related parties.

What Does IRC §267 State?

In essence, IRC §267 disallows deductions for losses on sales or exchanges of property between
related taxpayers. It applies mainly to:

- Losses from sales or exchanges of property between related parties.
- Losses on bad debts owed by related parties.
- Certain other transactions where the economic benefit is not realized.

Key Takeaways:

- Losses on property sales between related parties are disallowed, whether the property is sold at a
gain or a loss.
- The rule is designed to prevent taxpayers from generating artificial losses through transactions with
related entities.

Practical Implications

- If a taxpayer sells property at a loss to a related party, they cannot claim that loss on their tax
return.
- The loss is disallowed at the time of sale but may be adjusted if the transaction is later reversed or
the property is subsequently sold to an unrelated party.

---

Section 267A and Its Modern Significance



IRC §267A expanded upon the original rule, especially targeting transactional abuse involving
intangible property and related-party transactions.

What Is IRC §267A?

- It addresses tax shelters and transfers of property to related parties with the primary purpose of
avoiding taxes.
- It aims to prevent abuse of losses through step transactions or sham arrangements.

Main Features:

- It applies to sales or exchanges of property between related parties where the loss is more than
$50,000.
- It disallows such losses if the transaction lacks economic substance or substantial business purpose.

Impact:

- The rule tightens the scope for related-party transactions, making it harder for taxpayers to claim
losses that are disconnected from actual economic activity.

---

Disallowed Losses and Basis Adjustments: What Happens Next?

When a loss is disallowed under IRC §§267 or 267A, the typical course is that the loss cannot be
deducted in the current year. However, the disallowed loss may be suspended and carried forward or
adjusted depending on future transactions.

Key Points:

- The disallowed loss cannot be used to offset future income unless the property is sold to an
unrelated party.
- If the property is later sold to an unrelated third party at a gain, the disallowed loss may become
deductible to the extent of the gain realized.
- The basis of the property may be adjusted upward to reflect the disallowed loss, affecting future
gains or losses.

---

Common Scenarios and Examples

To illustrate how disallowed losses operate, consider the following scenarios:

Scenario 1: Loss on Sale to a Related Party

- A corporation sells inventory to a subsidiary at a loss.
- Under IRC §267, the loss is disallowed.
- The corporation cannot claim the loss now but may adjust the basis of the inventory.

Scenario 2: Reversal of Related-Party Sale



- The related party later sells the same property to an unrelated third party at a gain.
- The original disallowed loss can now be recognized to offset the gain, preventing the taxpayer from
permanently losing the benefit.

Scenario 3: Constructive Sale or Sham Transaction

- A transaction between related parties is purely tax-driven with no real economic purpose.
- The IRS may invoke anti-abuse rules, disallowing losses even if the transaction appears legitimate.

---

Practical Considerations for Taxpayers and Practitioners

Tax professionals must carefully analyze transactions between related parties to determine whether
losses are permissible.

Best Practices:

- Document economic substance: Maintain records demonstrating genuine business reasons for
transactions.
- Assess relatedness: Confirm whether the parties are legally related under the tax code.
- Monitor basis adjustments: Track basis changes resulting from disallowed losses for future tax
implications.
- Plan transactions carefully: Engage in transactions with bona fide economic purposes to avoid
disallowance.

---

Common Misconceptions and Clarifications

Misconception 1: All losses between related parties are disallowed.

Clarification: Not all related-party losses are automatically disallowed. The rules primarily target
specific transactions, such as sales or exchanges of property, especially when there is little economic
substance.

Misconception 2: Disallowed losses are permanently lost.

Clarification: Disallowed losses can often be recognized later when the property is sold to an
unrelated party at a gain, allowing the taxpayer to benefit from the original loss.

Misconception 3: The rules only apply to corporations.

Clarification: Related-party loss rules apply to individuals, partnerships, corporations, and other
entities.

---

Conclusion: The Significance of Understanding Disallowed Losses

The rules governing disallowed losses between related taxpayers serve as an essential safeguard for



the integrity of the tax system. By preventing taxpayers from artificially creating losses through
transactions with related parties, the IRS aims to ensure that deductions truly reflect genuine
economic events. Taxpayers involved in related-party transactions must be vigilant, properly
documenting the economic substance of their dealings and understanding the implications of
disallowed losses.

In summary, the statement "Which Of The Following Is True Regarding Disallowed Losses Between
Related Taxpayers?Multiple ChoiceA." encapsulates a critical aspect of tax law — that losses arising
from transactions between related parties are often disallowed at the time of the transaction but may
be recognized later under certain conditions. Recognizing and planning around these rules can
significantly impact tax outcomes, making professional guidance an invaluable component of
compliant and strategic tax planning.
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