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Overview
The Center for Legal Education (CLE) of the New Mexico State Bar Foundation is a self-
sustaining, nonprofit entity dedicated to providing high quality, affordable, professional training
and education programs to the legal community. Live credit options include live seminars, video
webcasts, video replays and teleseminars. Self-study credit options include on-demand streaming
videos from your computer and DVDs. CLE receives no subsidy from membership licensing fees.

CLE Credit Information
New Mexico
CLE will file New Mexico attorney CLE credits with the New Mexico Supreme Court MCLE
Board within 30 days following programs. Credits for live programs and video replays are
based on the attendee sign-in sheets at the registration desk. Credits for teleseminar and online
courses—video webcasts and on-demand streaming videos—are based on phone call and website
attendance reports accessed by staff. Certificates of attendance are not necessary. Credits for DVD
courses must be filed by attendees.

Other States and Paralegal Division
CLE will provide certificates of attendance upon request. Attendees are responsible for forwarding
certificates to the organizations to which they belong.

Center for Legal Education
New Mexico State Bar Foundation
P.O. Box 92860
Albuquerque, NM 87199-2860
585-797-6020 or 1-800-876-6227
cleonline@nmbar.org
www.nmbar.org
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Purpose and Use of Materials
These materials reflect the opinions of the authors and/or the reference sources cited and are not necessarily the
opinions of the Center for Legal Education (CLE) of the New Mexico State Bar Foundation (NMSBF), the State Bar of
New Mexico (SBNMJ, or any Division, Comumittee or Section thereof. They were prepared to furnish the participants
with a general discussion of certain specific types of legal issues and problems commonly incurred in connection
with representing clients in matters related to the subject of these materials. The issues selected for comment, and the
comment concerning the issues selected, are not intended to be all-indusive in scope, nor a definitive expression of
the substantive law of the subject matters.

The issues discussed herein are intended as illustrative of the types of issues which can arise in the course of
representation and are not intended to address, nor do they address the broad range of substantive issues which could
potentially arise in the scope of such representation.

The authors/speakers suggest that careful independent consideration, to include a review of more exhaustive reference
sources, be undertaken in representation of a client regarding this subject, and therefore the practitioner should not
solely rely upon these materials presented herein.

No representation or warranty is made concerning the application of the legal or other principles discussed by CLE
instructors or authors to any specific fact situation, nor is any prediction made concerning how any particular judge,
or other official, will interpret or apply such principles. The proper interpretation or application of these materials is a
matter for the considered judgment of the individual practitioner, and therefore CLE, NMSBF and SBNM disclaim all
liability.

Disclaimer
Publications of the Center for Legal Education of the NMSBF and the SBNM are designed to provide accurate
and current information with regard to the subject matter covered as of the time each publication is printed and
distributed. They are intended to help attorneys and other professionals maintain their professional competence.
Publications are sold with the understanding that CLE, NMSBF and SBNM are not engaged in rendering legal,
accounting, or other professional advice. If legal advice or other expert assistance is required, the service of a
competent professional should be sought. Attorneys using CLE, NMSBF and SBNM publications in dealing with
specific legal matters should also research the original source of authority cited in these publications.

© Copyright 2017 by
Center for Legal Education of the New Mexico State Bar Foundation

‘The Center for Legal Education of the NMSBF owns the copyright to these materials. Permission is hereby granted
for the copying of individual pages or portions of pages of this by photocopy or other similar processes, or by manual
transcription, by or under the direction of licensed attorneys for use in the practice of law. Otherwise, all rights
reserved, and no other use is permitted which will infringe the copyright without the express written consent of the
Center for Legal Education of the NMSBE

Photo Release
The majority of CLE programs are videotaped for later showings and are webcast over the Internet. In addition, a
State Bar photographer may take photos of participants. These photos are for NMSBT and SBNM use only and may
appear in publications and on the website. Your attendance constitutes consent for videotaping, photographing and its
subsequent usage.
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Benjamin C. Roybal is a shareholder and director of the Albugquerque law firm of Betzer.
Rovbal & Eisenberg, PC. where he concentrates on business planning, business transactions and
federal and state taxation. His work includes matters relating to planning. organizing and
financing corporate and non-corporate business entities. as well as business sales and
acquisitions and general commercial matters. Roybal also handles federal and state tax disputes.
He received his B.B.A. from the University of New Mexico Anderson School of Management,
his 1.D.. cum laude. from the University of New Mexico and his L.L.M. degree in taxation from
New York University.

Bruce MceGovern is a tenured member of the faculty at South Texas College of Law Houston.
where he also serves as director of the school’s Low Income Taxpayer Clinic. He received his
undergraduate degree from Columbia University and his law degree from Fordham University
School of Law. After law school. he served as a judicial clerk for Judge Thomas Meskill on the
U.S. Court of Appeals for the Second Circuit in New York. He then practiced law with the law
firm of Covington & Burling in Washington. D.C. He subsequently earned an LL.M. in
Taxation from the University of Florida Levin College of Law, where he taught as a visiting
faculty member before joining the faculty at South Texas College of Law Houston. Professor
McGovern teaches and writes in the areas of business organizations and taxation. His courses
include federal income taxation, U.S. taxation of international transactions, partnership and
subchapter S taxation and federal tax procedure. He frequently speaks on recent developments
in federal income taxation. Professor McGovern is a member of the Council of the State Bar of
Texas Tax Section, a former Chair of the Houston Bar Association Section of Taxation and a
fellow of the American College of Tax Counsel.

Judge James Halpern was appointed to the Tax Court on July 10. 1990. reappointed

Nov. 2. 2005, and became a senior judge on Oct. 16, 2015. He received a B.S. from the
Wharton School, University of Pennsylvania, J.D. from the University of Pennsylvania Law
School and LL.M. from New York University. Prior to his appointment to the Tax Court, Judge
Halpern was a partner at Baker and Hostetler in Washington, D.C. He was an associate at
Mudge. Rose, Guthrie & Alexander in New York City from 1972 to 1974. He was an assistant
professor of law at the Law School of Washington and Lee University from 1975 to 1976 and
St. John's University in New York City from 1976 to 1978. He was a visiting professor at New
York University Law School from 1978 to 1979. Judge Halpern was an associate at Roberts and
Holland in New York City from 1979 to 1980. Judge Halpern served as Principal Technical
Advisor to the Assistant Commissioner (Technical) and Associate Chief Counsel (Technical)
for the Internal Revenue Service from 1980 to 1983. Judge Halpern has been teaching as an
adjunct professor at the George Washington University Law School since 1984,

Ed Hyvmson is a research fellow at the State Bar of New Mexico. He holds a 1.D. from American
University Law School. a L.L.M. in tax law from Temple Untversity Law School. and a Ph.D. in
economics from UCLA. He practiced commercial and tax law as an associate general counsel for
Consolidated Rail Corporation for 18 years.

Shavon M. Ayala is the sole-shareholder of Avala PC. a law practice that serves the
entrepreneurial and nonprofit communities. focusing on Business Law with an emphasis on
entity. contract. tax. and intellectual property issues. She especially values working with tech-



based and socially conscious companies. She volunteers regularly as an attorney, and
generally, and is involved in a number of community projects and local nonprofits. Avala aims
to foster social enterprise. community development. and economic growth through service to
her clients and within the community.

Laurence S. Donahue is the founding attorney for Law 4 Small Business. PC (1.4SB). a law
firm based in Albuquerque that has experienced more than 400 percent growth in revenues.
clients and online sales each year. for the past four years. With partner offices in San
Francisco. Houston. Dallas, Tampa and Chicago. L 4SB is poised to become an International
brand in licensed legal services in competition with the VC-backed. Internet-based. non-law
firms.

William  Slease is chief disciplinary counsel for the New Mexico Supreme Court
Disciplinary Board. In addition to his duties as chief disciplinary counsel. he serves as an
adjunct professor at the University of New Mexico School of Law where he has taught
employment law, ethics and trial practice skills. He also chairs the New Mexico Supreme
Court Lawver Succession and Transition Committee and serves on the State Bar of New
Mexico Commission on Professionalism and is a member and the 2016-17 president of the
National Organization of Bar Counsel.

Oscar Ornelas is president and founder of the Omelas Firm and is a licensed tax attorney in
New Mexico and Texas. He also is admitted to practice before the U.S. Tax Court. Ornelas
graduated from Texas Tech University School of Law and then earned his L.L.M. from the
graduate tax program at New York University School of Law. He practiced at one of El Paso’s
oldest law firms. where he advised small businesses and foreign investors on tax planning
matters. tax and entity structuring and restructuring and state and federal tax issues.
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State Tax Update
Selected Recent Developments

Benjamin C. Royvbal
Betzer. Roybal & Eisenberg. P.C.

Selected Statutory Changes

2016 Legislative Changes

Corporate Income Tax

Prior law: Due date for corporate income tax return was 15" day of the third month following
the end of the tax year (March 15 for calendar year taxpayers).

Amendment: Amends Section 7-2A-9A of the Corporate Income and Franchise Tax Act to
conform New Mexico corporate income tax due dates to the due dates for federal returns. '

Gross Receipts Tax

Prior Law: Sections 7-9-77.1 and 7-9-93 of the Gross Receipts and Compensating Tax Act allow
a deduction for receipts from payments by Medicare and certain qualifving insurance companies
and managed care organizations for qualifving healthcare services provided by healtheare
practitioners. Department regulations allowed certain business entities that provide qualifying
healthcare services through qualifying healthcare providers to claim the deduction, but excluded
hospitals. HealthSouth Rehabilitation, a rehabilitation hospital, filed various claims for refund
for gross receipts tax paid on receipts from payments by Medicare and insurance companies for
healthcare services provided by its employed healthcare practitioners. The Department granted
HealthSouth’s claim for refund for receipts from payments by Medicare for healthcare services
provided to Medicare benetficiaries, but denied the refund claims for services provided to
otherwise qualifying insurers. HealthSouth protested. Afier a formal hearing, the Hearing
Officer determined that the deduction applied to payments by health insurance companies for
healthcare services performed by practitioners employed by HealthSouth and granted
HealthSouth’s protest (and refund claim}).

' Beginning in the 2016 tax year. the return due date for calendar vear C corporations basis moves from March 15th
to April 15th following the end of the taxable year.



2016 Amendment

In response to HealthSouth. the legislature passed (and the governor signed) Senate Bill 6. SB 6,
among other things, amended Sections 7-9-77.1 and 7-9-93 to limit the deduction under those
sections to receipts of a healthcare practitioner. The scope of the amendment is unclear. at best.
and has caused great concern and confusion among healthcare providers and practitioners,
including providers that practice through business entities. such as professional corporations,
business corporations and limited liability companies.

Administrative Response

As a result of the confusion surrounding the meaning of the changes to Sections 7-9-77.1 and 7-
9-93 under SB6, in late December 2016, in response to a request for clarification by the New
Mexico Medical Society, the Department issued Bulletin 200.30 which provides (in pertinent
part} as follows:

Prior to the HealthSouth D&O, the Taxation and Revenue Department had consistently
taken the position that these deductions [under §7-9-77.1 and §7-9-93] were for only the
receipts of a health care practitioner. Thus, the Senate Bill 6 amendments do not change,
but rather reinstate, the Department’s historic interpretation of the law. The bill was not
intended to, and does not affect. the deductions under Sections 7-9-77.1 and 7-9-93 NMSA
1978 for receipts of physicians, osteopaths or other health care practitioners who practice
as sole proprietors.

The bill does not affect the deductions under Sections 7-9-77.1 and 7-9-93 NMSA 1978
for receipts of corporations, limited liability companies, partnerships and other legal
entities from the provision of otherwise qualifving health care services provided by
physicians, osteopaths or other health care practitioners who own and are employed by the
legal entity. The numerous regulations in place under Section 7-9-93 NMSA 1978 remain
in place and are effective as they were always in line with the Department’s interpretation
of the section.

High-wage jobs tax credit

Prior law: NMSA §7-9-61 et seq. provides tax credits (against gross receipts, compensating and
withholding tax) for new high wage jobs—jobs that pay greater than $60,000 in certain
jurisdictions, and $40,000 in others; credit available for wages paid to eligible employees by
eligible employers: eligible employees are New Mexico residents employed by an eligible
employer and who are not related to the eligible emplover; eligible emplovers are those that sold
more than 50% of their goods or services produced in New Mexico outside the state or were
certified by the economic development department as eligible to receive development training
program assistance; the amount of credit is up 10% of wages paid to an eligible employee (up to
$12.000 for 4 vears per period): taxpavers could aggregate credits for multiple vears (single
application).

Amendment: Amends Section 7-9G-1 NMSA 1978 several ways:

S}



(1} Modifies the definition of an eligible employer to make clear the credit applies to
manufacturing and non-retail service businesses:

(2) Requires applicants to file credit applications annually for the new jobs they create.
instead of aggregating multiple vears:

(3) Requires taxpayers to maintain increased employment levels in order for jobs to
continue to qualify for the credit in the second. third. and fourth years:

(4) Provides for credit extinguishment for taxpayers that cease business in New Mexico
while applications are pending; and

(5) Adds additional certification requirements to the application process.

2017 Legislative Changes

Tax Administration Act

Prior law: Taxpayers with unpaid taxes (covered by TAA) could request an installment
agreement for up to 5 vears.

Amendment: Amends Section 7-1-21A to increase the maximum term for an installment
agreement to 72 months.

Prior law: No requirement that taxpayers pay undisputed amount to protest assessment (by
design a prepayment dispute resolution procedure).

Amendment: Amends Section 7-1-23 (election of remedies provision) to provide that the
taxpayer may either protest the undisputed amount or pay the amount of the assessment and file a
claim for refund. Amends Section 7-1-24 to require taxpayers to pay the undisputed amount in
order to protest or enter into an installment agreement for payment prior (o filing the protest.
Also amends Section 7-1-24 to provide that it a protest to a notice of assessment is not filed
within the required time, the amount of tax determined to be due becomes final and the taxpayer
has waived the right to dispute the amount, unless the taxpaver pays the tax and timely files a
claim for refund.

Prior law: Refund claims must include certain information as set by statute; no statutory
. . « . -~ - . 7
requirement to include supporting documentation or an amended return for the refund period.”

Linder prior lavw, a claim for refund was valid if certain statutory requirements mei, including:

(1) the taxpayvers name, address and identification number: (2} the type of 1ax for which a refund is being
claimed. the credit or rebate denied or the property levied upon: (3} the sum of money or other property
heing claimed. (4) with respect 1o refund, the period for which overpayment was made: and (5} a brief
statement of the facts and the Iavw onwhich the claim is based. which may be referred 1o as the basis for the

refund

(e



Amendment: Amends Section 7-1-26 to require taxpavers to include documentation supporting
and substantiating the claim and basis for the refund; also requires taxpayers to include a copy of
an amended return for each tax period covered by the claim: not clear what you do if the claim
results from a Department audit and assessment. In addition. and importantly, provides that a
claim for refund is not complete if the Department requests additional relevant documentation
from the taxpayer that the taxpayer fails to provide.

Prior law: Taxpayers with pending refund claims may elect to protest or file suit if the
Department fails to act on the claim within 120 days of filing: taxpayers must file a protest or
suit prior to the expiration of 210 days (or refile the claim). Refiling option is only available if
not barred by the statute of limitations.

Amendment: Amends Section 7-1-26 to allow protest for inaction after 180 days; eliminates
requirement that taxpayer protest or file suit prior to the expiration of 210 days.

Prior law: Tax for purposes of successor in business provisions excludes penalties and interest
(see High Country Buick GMC).

Amendment: Amends Section 7-1-61 NMSA 1978 to include penalties and interest in the
definition of “tax™ overruling High Country Buick GMC.

Prior law: Under Section 7-1-68 no interest paid on refund resulting from certain tax credits

Amendment: Amends Section 7-1-68 to add additional credits to the list barring interest on the
refund claim.



Recent New Mexico Court of Appeals Decision

High Country Buick GMC. Inc. vs. Taxation and Revenue Department of the State of New
Mexico, 2016 NMCA-027. 2015 N.M. App. Lexis 127

Taxpayver acquired assets of several auto dealerships from group of companies that were acquired
bv a secured lender---a former sharcholder who recovered the stock of the prior owner when the
prior owner’s shareholders defaulted under the terms of a note and security agreement. Shortly
after the closing of the acquisition of the assets by Taxpayer, the Department assessed Taxpayer
for the gross receipts tax, penalties and interest assessed against the prior owner under NMSA 7-
I1-61 et. seq. Taxpayer protested the assessment contending (among other things) that it was not
a successor because it acquired the dealerships from an intervening secured lender and that (if it
was) successor in business liability under the act was limited to the tax and not the penalties and
interest. The Court of Appeals rejected Taxpayer’s intervening secured creditor argument
(determining that the exception to successor liability for foreclosures by secured lenders did not
apply) and held that Taxpayer was a successor in interest to the prior owner. The Court agreed
that the Taxpayer’s hability was limited to the tax owed by the predecessor (and did not include
penalties and interest).

Selected 2016 D&Os

No. 16-16: HealthSouth Rehabilitation

HealthSouth Rehabilitation, a rehabilitation hospital, filed various claims for refund for gross
receipts tax paid on receipts from payments Medicare and insurance companies for healthcare
services provided by its employed healthcare practitioners. The Department granted
HealthSouth’s claim for refund for receipts from payments by Medicare for healthcare services
provided to Medicare beneficiaries, but denied the refund claims for services provided to
otherwise qualifving insurers. HealthSouth protested. After a formal hearing. the Hearing
Officer determined that the deduction applied to payments by health insurance companies for
healthcare services performed by practitioners employed by HealthSouth and granted
HealthSouth’s protest (and refund claim).

No. 16-42: Weil Construction Inc.

Taxpayer, a construction contractor, constructed a new fire station for the County of Santa Fe in
Edgewood. Taxpaver paid gross receipts tax on the receipts derived from performance of the
construction services. Subsequently, a local accounting firm was retained to perform a cost
segregation study to determine which (if any) of items of tangible personal property sold to the
county in connection with the construction project were deductible under NMSA 7-9-54 and
applicable tax regulations. After completion of the study, Taxpayer filed an application for
refund for gross receipts tax paid on segregated items. The Department failed to timely act on
the claim and Taxpayer filed a protest. While the protest was pending, the Department granted a
partial refund for receipts from certain items easily removed from the fire station, including
window treatments, appliances and fire extinguishers, among other items. Afier a formal



hearing, the Hearing Officer determined that the items that Taxpayer claimed were deductible
sales of tangible personal property were construction materials under the applicable statutes
(which. according to the Hearing Officer controlled in this case) and. even if not construction
materials, that the Taxpayer had failed to establish it met the requirements of the regulation.
Taxpayer’s protest was denied.

No. 16-55: ATC Healthcare Services Inc.

Taxpayer. a Franchisor of home care franchises, entered into a franchise agreement with a New
Mexico corporation for the operation of a home care services franchise in New Mexico. Under
the agreement, the Franchisee was responsible for recruitment, selection, training, testing, hiring,
firing and establishing the salary and benefits for the home care employees. The Taxpayer,
however, was the legal employer of the home care employees and was responsible for the health
care (but not other Franchisee™) emplovees” wages. Taxpayer performed all billing and collected
all revenue from the Franchisee’s clients, depositing all funds into a separate bank account.
Taxpayer used some of the collected tunds for payroll for the temporary home care emplovees,
retained some as its share of the home care revenue and for other allowable costs under the
franchise agreement and paid the balance (presumably) to the Franchisee (for its share of the
revenue). After an audit. the Department assessed Taxpayer for gross receipts tax on the
collected revenue, including the revenue used for payroll costs and to pay the Franchisee its
share of home care revenue. Taxpaver protested the assessment on numerous grounds. At a
formal hearing, the Taxpayer argued, among other things. that the payments from Franchisee’s
clients and used for payroll or for the Franchisee’s share of revenue were received by Franchisor
in its capacity as disclosed agent for the Franchisee and thus were not subject to gross receipts
tax. Relying extensively on MPC Ltd. vs. the Taxation & Revenue Department, and the lack of
evidence that the employees knew that they had the contractual right to proceed against the
Franchisec for their wages. the Hearing Officer rejected the Taxpayer's argument that it was
acting as disclosed agent for the Franchisee with respect to funds used to pay Taxpayer’s
employees. For similar reasons, the Hearing Officer rejected the Taxpayers argument that it was
acting as disclosed agent for the Franchisee with respect to the funds received and remitted to the
Franchisee as its portion of the home care service revenue. Taxpayer’s protest was denied
(although the protest of penalties was granted).

Selected 2017 D&Os

No. 17-04: Auto Glass Technologies

Taxpayer. a limited Hability company, owned operated an auto glass repair business. Taxpayer’s
member formerly worked at a similar business operated by her step father (“Former Company™)
The Former Company got into financial trouble and ultimately ceased operations. At the time it
ceased operations the Former Company (presumably) owed the Department for unpaid gross
receipts tax, penalty and interest. The Department determined that the Taxpayer was a successor
to the former company and assessed Taxpaver for the Former Company’s tax lability (plus
penalties and interest). Relving (ostensibly) on the multi factor test set forth in applicable
regulations (NMAC 3.1.10.16(A)). the Hearing Officer determined that the Taxpayer was a
successor to the Former Company because the Taxpayer provided the same service to some of



the same customers, and the same emplovees worked in both companies. In a partial victory for
the Taxpayer, the Hearing Officer rejected the Department’s claim that the Taxpayer was liable
for penalties and interest as a mere continuation of the Former Company.

No. 17-24: Helmerich & Payne International Drug

The Department assessed Taxpayer for corporate income tax, penalty, and interest (theory
unknown). Taxpayer filed a formal protest (contending that the assessment was contrary to law)
that included a request for fees and costs. Taxpayer filed a motion for summary judgment. The
Department failed to respond to the motion, but abated the assessment. After abatement.
Taxpayer renewed its request for costs and fees. The Department denied Taxpayer was entitled
to its costs and fees claiming that Taxpayer was not the prevailing party because the Department
abated the assessment before the Hearing Officer rendered a decision on the merits. The Hearing
Officer rejected the Department’s argument and awarded Taxpayer $50.000.00 for costs and
fees.

No. 17-25. Louie Casais:

Taxpayer operated a trucking company as a sole proprietorship for many vears. In 2003, on the
advice of his accountant. Taxpaver formed a limited liability company to own and operate the
business. Taxpayer was audited by the Department. The Department determined that Taxpayer
owed several hundred thousand dollars in unpaid gross receipts tax and issued an assessment
against Taxpayer. Taxpayer protested the assessment. The Department issued a partial
abatement of the assessment and Taxpayer withdrew his protest (effectively admitting conclusive
liability for the balance of the assessment). Subsequently. before the assessment was paid,
Taxpayer ceased all business operations. The Department filed a Claim of Tax Lien against
Taxpayer personally for the remaining tax due, penalty, and interest. Taxpayer filed a second
protest, this time claiming that the lien should not have been filed against him personally because
the business was operated through the limited liability company. The Hearing Officer rejected
the Taxpayer’s argument finding, among other things, that Taxpayer was unable to establish that
the business was transferred to the limited liability company and that the Taxpayer had already
admitted conclusive liability under the assessment. The Hearing Officer denied the second
protest.

No. 17-29: Ptolemy

Taxpayer. an individual, engaged in cattle operation on a part time basis in New Mexico and
Colorado. Taxpaver lost money on the operation for 5 consecutive tax years. The Department’s
“above the line unit” audited Taxpayer, disallowed the losses (relying on Internet Revenue Code
Section 183) and assessed Taxpaver additional income tax. penalties and interest. Taxpayer
protested the assessment. The Hearing Office applied the 9 factor test set forth in applicable IRS
regulations and found 6 of 9 weighed in favor of Taxpayer. The Hearing Officer granted
Taxpayer’s protest.



No. 17-32: Martin D. Moore

The Department conducted a Schedule C audit and assessed Taxpayer gross receipts tax.
penalties and interest. Taxpayer failed to timely file a protest of the assessment. The
Department issued a warrant of levy. The Taxpayer protested the warrant of levy. The Hearing
Officer determined that the warrant of levy was properly issued. and. quite properly. did not
allow Taxpayer to argue the merits of the assessment at the protest hearing. Note: Hearing
Officer took judicial notice that FY1 406 (rights of Taxpayer) actually provided to Taxpayer.



Current Selected Audit Issues

(ross receipts tax

e [Deductions for sales of tangible personal property on non IRB projects
s  Conflicting regulations-IRB: Fixture: Butlding
e Scope of building regulation
e Impact of Weil Construction case

e Taxation of guaranteed payments
e NMAC §3.2.1.14(S)4)
e NMSA §7-9-48
e §1.707-1(c); Rev Rul. 66-95

e Rent vs. services for independent and assisted living facilities
e Exported services deductions (NMSA §7-9-57)
e NTTC

e (Other Evidence

Compensating Tax

e [mposition of compensating tax on the purchase of tangibles that are not incorporated into
a construction project
e PLR 405-94-2

Income Tax

e Above the line income tax deductions for certain businesses
e Holt Case
e [RC §183.

9



7-6-77.1. Deduction; gross receipts tax; certain medical and health care services.

A. Receipts of 2 health care practitioner from payments by the United States government or
any agency thereof for provision of medical and other health services by i
or of medical or other health and palliative services by hospices or nursing homes to medicare
beneficiaries pursuant to the provisions of Title 18 of the federal Social Security Act may be
deducted from gross receipts.

B. Receipts from payments by a third-party administrator of the
federal TRICARE program for provision of medical and other health services by medical doctors
and osteopathic physicians to covered beneficiaries may be deducted from gross receipis.

C. Receipis from payments by or on behalf of the Indian health
service of the United States department of health and human services for provision of medical
and other health services by medical doctors and osteopathic physicians to covered beneficiaries
may be deducted from gross receipts. ‘

D. Receipts from payments by the United States government or any
agency thereof for medical services provided by the clinical laboratory to medicare beneficiaries
pursuant to the provisions of Title 18 of the federal Social Security Act may be deducted fom
gross receipis.

E. Receipts from payments by the United States government or any
agency thereof for medical, other health and palliative services provided by the home health
agency to medicare beneficiaries pursuant to the provisions of Title 18 of the federal Social
Security Act may be deducted from gross receipts.

F. Prior to July 1, 2024, receipt - from payments by the United States
government or any agency thereof for medical and other health services provided by the dialysis
facility to medicare beneficiaries pursuant to the provisions of Title 18 of the federal Social
Security Act may be deducted from gross receipts.

G. A taxpayer allowed a deduction pursuant to this section shall report the amount of the
deduction separately in a manner required by the department. A taxpayer who has receipts that
are deductible pursuant to this section and Section 7-9-93 NMSA 1978 shall deduct the receipts
under this section prior to calculating the receipts that may be deducted pursuant to Scction
7-9-93 NMSA 1978

H. The department shall compile an annual report on the deductions created pursuant to this
section that shall include the number of taxpayers approved by the department to receive each
deduction, the aggregate amount of deductions approved and any other information necessary to
evaluate the effectiveness of the deductions. The department shall compile and present the annual
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reporis to the revenue stabilization and tax policy commitiee and the législative [inance
committee with an analvsis of the effectivencss and cost of the deductions and whether the
deductions are providing a benefif to the state.
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HISTORY:

1978 Comp., § 7-9-77.1, enacted by Laws 1998, ch. 96, § 1; 2000 (2nd S.S.}, ch. 16, § 1; 2003,
ch. 350, § 1; 2003, ch. 351, § 1; 2005, ch. 91, § 1. 2007, ch. 361, § 4; 2014, ch. 56, § 1; 2016
2nd 8.8.),ch. 3, § 4.

Amendment Notes.

The 2014 amendment, effective July 1, 2014, added F through H and I(8); redesignated former F
and F(8) through F(28) as | and {7} through H27Y, and substituted "Chapler 61, Arlicle 12F NMSA 19787
for "Chapter 61, Article 12E NMSA 1878 in {12}

The 2016 {Znd S.8.) amendment, effective Nov. 1, 2018, rewrote A F and |; added "of a health care
practitioner” in B and C; added "of a clinical laboratory” in D added “of a home health agency” in B added
the second sentence of G; deleted "Beginning in 2020 and every five years thereafler that this section isin
effect” at the beginning of the second sentence of H, and made siylistic changes.




7-9-93. Deduction; gross receipts; certain receipts for services provided by health care
practitioner.

Receipts from fee-for-service payments by a health care insurer mav not be
deducted from gross receipts.

B. The deduction provided by this section shall be applied only to gross receipts remaining
after all other allowable deductions available under the Gross Receipts and Compensating Tax
Act have been taken and shall be separately stated by the taxpayer.

C. For the purposes of this section:

{1} “commercial contract services” means health care services performed by a health care
practitioner pursuant to a confract with & managed health care provider or health care insurer
other than those health care services provided for medicare patients pursuant to Title 18 of the
federal Social Security Act or for medicaid patients pursuant to Title 19 or Title 21 of the federal
Social Security Act;

{2} “health care insurer” means a person that:

{a} has a valid certificate of authority in good standing pursuant to the New
Mexico Insurance Code to act as an insurer, health maintenance organization or nonprofit health
care plan or prepaid dental plan; and

(b} contracts to reimburse licensed health care practitioners for providing basic
health services to enrollees at negotiated fee rates;

{3} “health care practitioner” means:

(a} a chiropractic physician licensed pursuant to the provisions of the Chiropractic
Physician Practice Act;

(b} a dentist or dental hvgicnist licensed pursuant to the Dental Health Care Act;

{e} a doctor of oriental medicine hcensed pursuant 1o the provisions of the
Acupuncture and Oriental Medicine Practice Act;

{d} an optometrist hicensed pursuant to the provisions of the Oplometry Act;

(e} an osteopathic physician or an osteopathic physician’s assistant licensed
pursuant to the provisions of the Osteopathic Medicine Act;
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(D) 2 physical therapist licensed pursuant to the provisions of the Physical Therapy
Act;

(2) a physician or physician assistant licensed pursuant to the provisions of the
Medical Practice Act;

(h) a podiatrist licensed pursuant to the provisions of the Podiatry Act;

(i) a psychologist licensed pursuant to the provisions of the Professional
Psychologist Act;

(j) a registered lay midwife registered by the department of health;

(k) a registered nurse or licensed practical nurse licensed pursuant to the
provisions of the Nursing Practice Act;

(D) a registered occupational therapist licensed pursuant to the provisions of the
Occupational Therapy Act;

(m) a respiratory care practitioner licensed pursuant to the provisions of the
Respiratary Care Act;

(n) a speech-language pathologist or audiologist licensed pursuant to the
Speech-Language Pathology, Audiology and Hearing Aid Dispensing Practices Act;

(0) a professional clinical mental health counselor, marriage and family therapist
or professional art therapist licensed pursuant to the provisions of the Counseling and Therapy
Practice Act who has obtained a master’s degree or a doctorate;

(p) an independent social worker licensed pursuant to the provisions of the Social
Work Practice Act; and

(g) a clinical laboratory that is accredited pursuant to 42 U.S.C. Section 263a but
that is not a laboratory in a physician’s office or in a hospital defined pursuant to 42 U.S.C.
Section 1395x;

(4) “managed health care provider” means a person that provides [or the delivery of
comprehensive basic health care services and medically necessary services to individuals
enrolled in a plan through its own employed health care providers or by contracting with selected
or participating health care providers. “Managed health care provider” includes only those
persons that provide comprehensive basic health care services to enrollees on a contract basis,
including the following:

(a) health maintenance organizations;
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(b) ﬁreferred provider orgaﬁizatiens;

(¢} individual practice associations;

(d} competitive medical plans;

(e} exclusive prox}ider organizations;

(f) integrated delivery systems;

(g) independent physician-provider organizations;
(h) physician hospital-provider organizations; and
(i) managed care services organizations; and

(5) “medicare part C services” means services performed pursuant to a contract with a
managed health care provider for medicare patients pursuant to Title 18 of the federal Social
Security Act.

HISTORY:
1978 Comp., § 7-9-93, enacted by Laws 2004, ch. 116, § 6; 2006, ch. 36, § 1; 2007, ch. 361, § 5;
2016 (2nd S.S.), ch. 3, § 5.

Effective dates.
Laws 2004, ch. 116, § 8 makes the act effective January 1, 2005.
Amendment Notes.

The 2016 (2nd S.S.) amendment, effective Nov. 1, 2016, rewrote the first sentence of A, which
formerly read: "Receipts from payments by a managed health care provider or health care insurer for
commercial contract services or medicare part C services provided by a health care practitioner that are
not otherwise deductible pursuant to another provision of the Gross Receipts and Compensating Tax Act
may be deducted from gross receipts provided that the services are within the scope of practice of the
person providing the service; redesignated the former last sentence of A as B, added “applied only to
gross receipts remaining after all other aflowable deductions available under the Gross Receipts and
Compensating Tax Act have been taken and shall be” in B; redesignated former B as C; in C(3}{e),
deleted “licensed pursuant to the provisions of Chapter 61, Article 10 NMSA 1578 preceding “or an
osteopathic physician’'s assistant” and substituted “Osteopathic Medicine Act” for "Osteopathic Physicians'
Assistants Act”, and substituted "the Medical Practice Act” for "Chapter 61, Article 6 NMSA 1978" in

C(3Xg)-
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NEW MEXICO  TAXATION
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N E W M E XTI C O

Clarification of Amendments to Deductions from Gross Receipts
for Certain Medical Services

2016 Special Session Legislation

Amendments to the Gross Receipts and Compensating Tax Act, passed by the New
Mexico Legislature in Senate Bill 6 in the 2016 Special Session and signed into law by
Govemor Martinez, became effective on November 1, 2016. This publication
addresses the changes to clear up any resulting confusion.

Section 7-9-77.1 NMSA 1978 provides a deduction from gross receipts for certain medical and health care
services. Section 7-9-93 NMSA 1978 provides a deduction from gross receipts for certain receipts for
services provided by a health care practitioner.

Senate Bill 6 amended both of these Sections to clarify that receipts eligible for either of these deductions
must be the receipts of a “health care practitioner.” These changes legislatively reverse a Decision and Order
{D&0O) issued by the Administrative Hearings Office, 16-16 HealthSouth Rehabilitation (May 11, 2016), in
which a for-profit hospital was allowed to take the deduction provided by Section 7-9-93 NMSA 1978
because of a percerved gray area in the language of the statute at that time.

Prior to the HealthSouth D&O, the Taxation and Revenue Department had consistently taken the position that
these deductions were for only the receipts of a health care practitioner. Thus, the SB 6 amendments do not
change, but rather reinstate, the Department’s historic interpretation of the law. The bill was not intended to,
and does not affect, the deductions under Sections 7-9-77.1 and 7-9-93 NMSA 1978 for receipts of
physicians, osteopaths or other health care practitioners who practice as sole proprietors.

The bill does not affect the deductions under Sections 7-9-77.1 and 7-9-93 NMSA 1978 for receipts of
corporations, limited lability companies, partnerships and other legal entities from the provision of otherwise
qualifying health care services provided by physicians, osteopaths or other health care practitioners who own
and are employed by the legal entity. The numerous regulations in place under Section 7-9-93 NMSA 1978
remain in place and are effective as they were always in hine with the Department’s interpretation of the

Section.
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7-1-21. Installment payments of taxes; installment agreements. {Effective until June 16,
2017}

A. Whenever justified by the circumstances, the secretary or the secretary’s delegate may
enter into a written agreement with a taxpayer in which the taxpayer admits conclusive liability
for the entire amount of taxes due and agrees to make monthly installment payments according to
the terms of the agreement, but not for a period longer than sixty months. No installment
agreement shall prevent the accrual of interest otherwise provided by law.

B. The agreement provided for in this section is to be known as an “installment agreement”.
If entered into after a court acquires jurisdiction over the matter, the agreement shall be part of a
stipulated order or judgment disposing of the case.

C. At the time of entering into an installment agreement, the secretary shall require the
affected taxpayer or person to furnish security for payment of the taxes admitted to be due
according to the terms of the agreement, but if the taxpayer does not provide security, the
secretary shall cause a notice of lien to be filed in accordance with the provisions of Section
7-1-38 NMSA 1978, and when so filed it shall constitute a lien upon all the property or rights to
property of the taxpayer in that county in the same manner as in the case of the lien provided for
in Section 7-1-37 NMSA 1978.

D. An installment agreement is conclusive as to liability for payment of the amount of taxes
specified therein but does not preclude the assessment of any additional tax.

E. After entering into the agreement, except in unusual circumstances as require the secretary
in his discretion to take further action to protect the interests of the state, no further attempts to
enforce payment of the tax by levy or injunction shall be made; however, if installment payments
are not made on or before the times specified in the agreement, if any other condition contained
in the agreement is not met or if the taxpayer does not make payment of all other taxes for which
he becomes liable as they are due, the secretary may proceed to enforce collection of the tax as if
the agreement had not been made or may proceed, as provided in Section 7-1-54 NMSA 1978,
against the security furnished.

F. Records of installment agreements in excess of one thousand dollars ($1,000) shall be
available for inspection by the public. The department shall keep the records for a minimum of
three years from the date of the instaliment agreement.
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7-1-21. Installment payments of taxes; installment agreements. [Effective June 16,
2017}

A. Whenever justified by the circumstances, the secretary or the secretary’s delegate may
enter into a written agreement with a taxpayer in which the taxpayer admits conclusive liability
for the entire amount of taxes due and agrees to make monthly installment payments according to
the terms of the agreement, but not for a period longer than seventy-two months. No installment
agreement shall prevent the accrual of interest otherwise provided by law.

B. The agreement provided for in this section is to be known as an “installment agreement”.
If entered into after a court acquires jurisdiction over the matter, the agreement shall be part of a
stipulated order or judgment disposing of the case.

C. At the time of entering into an installment agreement, the secretary shall require the
affected taxpayer or person to furnish security for payment of the taxes admitted to be due
according to the terms of the agreement, but if the taxpayer does not provide security, the
secretary shall cause a notice of lien to be filed in accordance with the provisions of Section
7-1-38 NMSA 1978, and when so filed it shall constitute a lien upon all the property or rights to
property of the taxpayer in that county in the same manner as in the case of the lien provided for
in Section 7-1-37 NMSA 1978.

D. An installment agreement is conclusive as to liability for payment of the amount of taxes
specified therein but does not preclude the assessment of any additional tax.

E. After entering into the agreement, except in unusual circumstances as require the secretary
in the secretary’s discretion to take further action to protect the interests of the state, no further
attempts to enforce payment of the tax by levy or injunction shall be made; however, if
instaliment payments are not made on or before the times specified in the agreement, if any other
condition contained in the agreement is not met or if the taxpayer does not make payment of all
other taxes for which the taxpayer becomes hable as they are due, the secretary may proceed to
enforce collection of the tax as if the agreement had not been made or may proceed, as provided
in Section 7-1-54 NMSA 1978, against the security furnished.

F. Records of installment agreements in excess of one thousand dollars ($1,000) shall be
available for inspection by the public. The department shall keep the records for a minimum of
three vears from the date of the installment agrcement.

€5 2017 Matthew Bender & Company, Inc., a member of the LexisNexis Group. All rights reserved. Use of this product 1s subject (o the

restrictions and terms and conditions of the Maithew Bender Master Agreement.



7-1-23. Disputing liabilities; election of remedies. [Effective until June 16, 2017]

Any taxpayer must clect to dispute the taxpayer’s liability for the payment of taxes either by
protesting the assessment thereof as provided in Section 7-1-24 NMSA 1978 without making
payment or by claiming a refund thereof as provided in Section 7-1-26 NMSA 1978 after making
payment. The pursuit of one of the two remedies described herein constitutes an unconditional
wativer of the right to pursue the other.

7-1-23. Disputing liabilities; election of remedies. [Effective June 16, 2017]

Any taxpayer must elect to dispute the taxpayer’s liability for the payment of taxes either by
protesting the assessment thercof as provided in Section 7-1-24 NMSA 1978 without making
payment of the disputed tax liability or by claiming a refund thereof as provided in Section
7-1-26 NMSA 1978 after making payment of the disputed tax liability. The pursuit of one of the
two remedies described herein constitutes an unconditional waiver of the right to pursue the
other.
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7-1-24. Disputing Habilities; administrative protest. [Effective until June 16, 2017]

A. A taxpayer may dispute:
(1) the assessment to the taxpayer of any amount of tax;

(2) the application to the taxpayer of any provision of the Tax Administration Act except
the issuance of a subpoena or summons; or

(3) the denial of or failure either to allow or to deny a:
(a) credit or rebate; or
(b) claim for refund made in accordance with Section 7-1-26 NMSA 1978.

B. The taxpayer may dispute a matter described in Subsection A of this section by filing with
the secretary a written protest. Every protest shall identify the taxpayer and the tax credit, rebate,
property or provision of the Tax Administration Act involved and state the grounds for the
taxpayer’s protest and the affirmative relief requested. The statement of grounds for protest shall
specify individual grounds upon which the protest is based and a summary statement of the
evidence, if any, expected to be produced supporting each ground asserted; provided that the
taxpayer may supplement the statement at any time prior to ten days before the hearing conducted
on the protest pursuant to the provisions of the Administrative Hearings Office Act or, if a
scheduling order has been issued, in accordance with the scheduling order. The secretary may, in
appropriate cases, provide for an informal conference before a hearing of the protest is set by the
administrative hearings office or before acting on a claim for refund. In the case of an assessment
of tax by the department, a protest may be filed without making payment of the amount assessed.

C. A protest by a taxpayer shall be filed within ninety days of the date of the mailing to or
service upon the taxpayer by the department of the notice of assessment or other peremptory
notice or demand, the date of mailing or filing a return, the date of the application to the taxpayer
of the applicable provision of the Tax Administration Act, the date of denial of a claim pursuant
to Section 7-1-26 NMSA 1978 or the last date upon which the department was required to take
action on the claim but failed to take action. If a protest is not filed within the time required, the
secretary may proceed to enforce collection of any tax if the taxpayer is delinquent within the
meaning of Section 7-1-16 NMSA 1978. The fact that the department did not mail the
assessment or other peremptory notice or demand by certified or registered mail or otherwise
demand and receive acknowledgment of receipt by the taxpayer shall not be deemed to
demonstrate the taxpayer’s iability to protest within the required time.

D. No proceedings other than those to enforce collection of an amount assessed as tax and to

protect the interest of the state by injunction, as provided in Sections 7-1-31, 7-1-33, 7-1-34,
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7-1-40, 7-1-53, 7-1-56 and 7-1-58 NMSA 1978, are stayed by timely filing of a protest pursuant
to the provisions of this section.

E. Nothing in this section shall be construed to authorize a criminal proceeding or to
authorize an administrative protest of the issuance of a subpoena or summons.

7-1-24. Disputing liabilities; administrative protest. [Effective June 16, 2017]

A. A taxpayer may dispute:
(1) the assessment to the taxpayer of any amount of tax;

(2) the application to the taxpayer of any provision of the Tax Administration Act except
the issuance of a subpoena or summons; or

(3) the denial of or failure either to allow or to deny a:
(a) credit or rebate; or
(b) claim for refund made in accordance with Section 7-1-26 NMSA 1978.

B. The taxpayer may dispute a matter described in Subsection A of this section by filing with
the secretary a written protest. Every protest shall identify the taxpayer and the tax credit, rebate,
property or provision of the Tax Administration Act involved and state the grounds for the
taxpayer’s protest and the affirmative relief requested. The statement of grounds for protest shall
specify individual grounds upon which the protest is based and evidence supporting each ground
asserted; provided that the taxpayer may supplement the statement at any time prior to ten days
before the hearing conducted on the protest pursuant to the provisions of the Administrative
Hearings Office Act or, if a scheduling order has been issued, in accordance with the scheduling
order. The secretary may, in appropriate cases, provide for an informal conference before a
hearing of the protest is set by the administrative hearings office or before acting on a claim for
refund.

C. In the case of an assessment of tax by the department, a protest may be filed without
making payment of the amount assessed; provided that, if only a portion of the assessment is in
dispute, any unprotested amounts of tax, interest or penalty shall be paid, or, if applicable, an
installment agreement pursuant to Section 7-1-21 NMSA 1978 shall be entered into for the
unprotested amounts, on or before the due date for the protest.

D. A protest by a taxpayer shall be filed within ninety days of the date of the mailing to or
service upon the taxpayer by the department of the notice of assessment or other peremptory
notice or demand, the date of mailing or filing a return, the date of the application to the taxpayer
of the applicable provision of the Tax Administration Act, the date of demal of a claim pursuant
to Section 7-1-26 NMSA 1978 or the last date upon which the departiment was required to take
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action on the claim but failed to take action.
E. If a protest to a notice of assessment is not filed within the time required:
(1) the amount of tax determined to be due becomes final;

(2) the taxpayer is deemed to have waived and abandoned the right to question the
amount of tax determined to be due, unless the taxpayer pays the tax and claims a refund of the
tax pursuant to Section 7-1-26 NMSA 1978; and

(3) the secretary may proceed to enforce collection of any tax if the taxpayer is delinquent
within the meaning of Section 7-1-16 NMSA 1978.

F. The fact that the department did not mail the assessment or other peremptory notice or
demand by certified or registered mail or otherwise demand and receive acknowledgment of
receipt by the taxpayer shall not be deemed to demonstrate the taxpayer’s inability to protest
within the required time.

G. No proceedings other than those to enforce collection of an amount assessed as tax and to
protect the interest of the state by injunction, as provided in Sections 7-1-31, 7-1-33, 7-1-34,
7-1-40, 7-1-53, 7-1-56 and 7-1-58 NMSA 1978, are stayed by timely filing of a protest pursuant
to the provisions of this section.

H. Nothing in this section shall be construed to authorize a criminal proceeding or to
authorize an administrative protest of the issuance of a subpoena or summons.
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7-1-26. Disputing liabilities; claim for credit, rebate or refund. [Effective until June 16,
2617}

A. A person who believes that an amount of tax has been paid by or withheld from that
person in excess of that for which the person was liable, who has been denied any credit or rebate
claimed or who claims a prior right to property in the possession of the department pursuant to a
levy made under authority of Sections 7-1-31 through 7-1-34 NMSA 1978 may claim a refund by
directing to the secretary, within the time limited by the provisions of Subsections D and E of
this section, a written claim for refund. Except as provided in Subsection I of this section, a
refund claim shall include:

(1) the taxpayer’s name, address and identification number;

(2) the type of tax for which a refund is being claimed, the credit or rebate dented or the
property levied upon;

(3) the sum of money or other property being claimed;
(4) with respect to refund, the period for which overpayment was made; and

(5) a brief statement of the facts and the law on which the claim is based, which may be
referred to as the “basis for the refund”™.

B. The secretary or the secretary’s delegate may allow the claim in whole or in part or may
deny the claim.

(1) If the claim is denied in whole or in part in writing, no claim may be refiled with
respect to that which was denied, but the person, within ninety days after either the mailing or
delivery of the denial of all or any part of the claim, may elect to pursue one, but not more than
one, of the remedies in Subsection C of this section.

(2) If the department has neither granted nor denied any portion of a claim for refund
within one hundred twenty days of the date the claim was mailed or delivered to the department,
the person may refile it within the time limits set forth in Subsection D of this section or may
within ninety days elect to pursue one, but only one, of the remedies in Subsection C of this
section. After the expiration of the two hundred ten days from the date the claim was mailed or
delivered to the department, the department may not approve or disapprove the claim unless the
person has pursued one of the remedies under Subsection C of this section.

C. A person may elect to pursue no more than one of the remedies in Paragraphs (1) and (2)
of this subsection. A person who timely pursues more than one remedy shall be deemed to have
elected the first remedy invoked. The person may:
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(1) direct to the secretary, pursuant to the provisions of Section 7-1-24 NMSA 1978, a
written protest that shall set forth:

{(a) the circumstances of: 1) an alleged overpayment; 2) a denied credit; 3) a
denied rebate; or 4) a denial of a prior right to property levied upon by the department;

(b) an allegation that, because of that overpayment or denial, the state is indebted
to the taxpayer for a specified amount, including any allowed interest, or for the property;

(¢) demanding the refund to the taxpayer of that amount or that property; and
(d) reciting the facts of the claim for refund; or

(2) commence a civil action in the district court for Santa Fe county by filing a complaint
setting forth the circumstance of the claimed overpayment, denied credit or rebate or denial of a
prior right to property levied upon by the department alleging that on account thereof the state is
indebted to the plaintiff in the amount or property stated, together with any interest allowable,
demanding the refund to the plaintiff of that amount or property and reciting the facts of the
claim for refund. The plaintiff or the secretary may appeal from any final decision or order of the
district court to the court of appeals.

D. Except as otherwise provided in Subsection E of this section, no credit or refund of any
amount may be allowed or made to any person unless as the result of a claim made by that person
as provided in this section:

(1) within three years of the end of the calendar year in which:

(a) the payment was originally due or the overpayment resulted from an
assessment by the department pursuant to Section 7-1-17 NMSA 1978, whichever is later;

(b) the final determination of value occurs with respect to any overpayment that
resulted from a disapproval by any agency of the United States or the state of New Mexico or any
court of increase in value of a product subject to taxation under the Oil and Gas Severance Tax
Act, the Oil and Gas Conservation Tax Act, the Oil and Gas Emergency School Tax Act, the Oil
and Gas Ad Valorem Production Tax Act or the Natural Gas Processors Tax Act;

(c) property was levied upon pursuant to the provisions of the Tax Administration
Act; or

{d) an overpayment of New Mexico tax resulted from: 1) an internal revenue
service audit adjustment or a federal retund paid due to an adjustment of an audit by the internal
revenue service or an amended federal return; or 2) making a change to a federal return for which
federal approval is required by the Internal Revenue Code;
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(2) when an amount of a claim for credit under the provisions of the Investment Credit
Act, Laboratory Partnership with Small Business Tax Credit Act or Technology Jobs Tax Credit
Act or for the rural job tax credit pursuant to Section 7-2E-1.1 NMSA 1978 or similar credit has
been denied, the taxpayer may claim a refund of the credit no later than one year after the date of
the denial;

(3) when a taxpayer under audit by the department has signed a waiver of the limitation
on assessments on or after July 1, 1993 pursuant to Subsection F of Section 7-1-18 NMSA 1978,
the taxpayer may file a claim for refund of the same tax paid for the same period for which the
waiver was given, until a date one year after the later of the date of the mailing of an assessment
issued pursuant to the audit, the date of the mailing of final audit findings to the taxpayer or the
date a proceeding is begun in court by the department with respect to the same tax and the same
period;

(4) if the payment of an amount of tax was not made within three years of the end of the
calendar year in which the original due date of the tax or date of the assessment of the department
occurred, a claim for refund of that amount of tax can be made within one year of the date on
which the tax was paid; or

(5) when a taxpayer has been assessed a tax on or after July 1, 1993 under Subsection B,
C or D of Section 7-1-18 NMSA 1978 and when the assessment applies to a period ending at
least three years prior to the beginning of the year in which the assessment was made, the
taxpayer may claim a refund for the same tax for the period of the assessment or for any period
following that period within one year of the date of the assessment unless a longer period for
claiming a refund is provided in this section.

E. No credit or refund shall be allowed or made to any person claiming a refund of gasaline
tax under Section 7-13-11 NMSA 1978 unless notice of the destruction of the gasoline was given
the department within thirty days of the actual destruction and the claim for refund is made
within six months of the date of destruction. No credit or refund shall be allowed or made to any
person claiming a refund of gasoline tax under Section 7-13-17 NMSA 1978 unless the refund is
claimed within six months of the date of purchase of the gasoline and the gasoline has been used
at the time the claim for refund 1s made.

F. If as a result of an audit by the department or a managed audit covering multiple periods an
overpayment of tax is found in any period under the audit, that overpayment may be credited
against an underpayment of the same tax found in another periocd under audit pursuant to Section
7-1-29 NMSA 1978, provided that the taxpayer files a claim for refund for the overpayments
identified in the audit.

G. Any refund of tax paid under any tax or tax act admimstered under Subsection B of
Section 7-1-2 NMSA 1978 may be made, at the discretion of the department, in the form of
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credit against future tax payments if future tax liabilitics in an amount at least equal to the credit
amount reasonably may be expected to become due.

H. For the purposes of this section, “oil and gas tax return” means a return reporting tax due
with respect to oil, natural gas, liquid hydrocarbons, carbon dioxide, helium or nonhydrocarbon
gas pursuant to the Oil and Gas Severance Tax Act, the Oil and Gas Conservation Tax Act, the
Oil and Gas Emergency School Tax Act, the Oil and Gas Ad Valorem Production Tax Act, the
Natural Gas Processors Tax Act or the Oil and Gas Production Equipment Ad Valorem Tax Act.

I. The filing of a fully completed original income tax return, corporate income tax return,
corporate income and franchise tax return, estate tax return or special fuel excise tax return that
shows a balance due the taxpayer or a fully completed amended income tax return, an amended
corporate mcome tax return, an amended corporate income and franchise tax return, an amended
estate tax return, an amended special fuel excise tax return or an amended oil and gas tax return
that shows a lesser tax liability than the original return constitutes the filing of a claim for refund
for the difference in tax due shown on the original and amended returns.

7-1-26. Disputing liabilities; claim for credit, rebate or refund. [Effective June 16, 2017]

A. A person who believes that an amount of tax has been paid by or withheld from that
person in excess of that for which the person was liable, who has been denied any credit or rebate
claimed or who claims a prior right to property in the possession of the department pursuant to a
levy made under authority of Sections 7-1-31 through 7-1-34 NMSA 1978 may claim a refund by
directing to the secretary, within the time himited by the provisions of Subsections F and G of this
section, a written claim for refund. At the time the written claim is submitted, except as provided
in Subsection K of this section, a refund claim shall include:

(1) the taxpayer’s name, address and identification number;

(2) the type of tax for which a refund is being claimed, the credit or rebate denied or the
property levied upon;

(3) the sum of money or other property being claimed;
(4) with respect to refund, the period for which overpayment was made;

(5) a brief statement of the facts and the law on which the claim is based, which may be
referred to as the “basis for the refund”, which shall include documentation that substantiates the
written claim and supports the taxpayer’s basis for the refund; and

(6) a copy of an amended return for each tax period for which the refund is claimed.

B. A claim for refund that meets the requirements of Subsection A of this section shall be
deemed to be properly before the department for consideration, regardless of whether the
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department requests additional documentation after receipt of the claim for refund; provided that
the claim for refund is filed within the time himitations provided in Subsections F and G of this
section.

C. If the department requests additional relevant documentation from a taxpayer who has
submitted a claim for refund, the claim for refund will not be considered complete until the
taxpayer provides the requested documentation. The provisions of Paragraph (2) of Subsection D
of this section and of Section 7-1-68 NMSA 1978 do not apply until a refund claim is complete.

D. The secretary or the secretary’s delegate may allow the claim in whole or in part or may
deny the claim. If the:

(1) claim is denied in whole or in part in writing, no claim may be refiled with respect to
that which was denied, but the person, within ninety days after either the mailing or delivery of
the denial of all or any part of the claim, may elect to pursue one, but not more than one, of the
remedies in Subsection E of this section; and

(2) department has neither granted nor denied any portion of a complete claim for refund
within one hundred eighty days of the date the claim was mailed or otherwise delivered to the
department, the person may elect to treat the claim as denied and elect to pursue one, but not
more than one, of the remedies provided in Subsection D of this section.

E. A person may elect to pursue no more than one of the remedies in Paragraphs (1) and (2)
of this subsection. A person who timely pursues more than one remedy shall be deemed to have
elected the first remedy invoked. The person may:

(1) direct to the secretary, pursuant to the provisions of Section 7-1-24 NMSA 1978, a
written protest that shall set forth:

(a) the circumstances of: 1) an alleged overpayment; 2} a denied credit; 3) a
denied rebate; or 4) a denial of a prior right to property levied upon by the department;

(b) an allegation that, because of that overpayment or denial, the state is indebted
to the taxpayer for a specified amount, including any allowed interest, or for the property;

(¢) demanding the refund to the taxpayer of that amount or that property; and
(d) reciting the facts of the claim for refund; or

(2) commence a civil action in the district court for Santa Fe county by filing a complaint
setting forth the circumstance of the claimed overpayment, denied credit or rebate or demnial of a
prior right to property levied upon by the department alleging that on account thereof the state is
indebted to the plaintiff in the amount or property stated, together with any interest allowable,
demanding the refund to the plamniiff of that amount or property and reciting the facts of the
claim for refund. The plaintiff or the secretary may appeal from any final decision or order of the
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district court to the court of appeals.

F. Except as otherwise provided in Subsection G of this section, no credit or refund of any
amount may be allowed or made to any person unless as the result of a claim made by that person
as provided in this section:

(1) within three years of the end of the calendar year in which:

(a) the payment was originally due or the overpayment resulted from an
assessment by the department pursuant to Section 7-1-17 NMSA 1978, whichever is later;

(b) the final determination of value occurs with respect to any overpayment that
resulted from a disapproval by any agency of the United States or the state of New Mexico or any
court of increase in value of a product subject to taxation under the Oil and Gas Severance Tax
Act, the Oil and Gas Conservation Tax Act, the Oil and Gas Emergency School Tax Act, the Oil
and Gas Ad Valorem Production Tax Act or the Natural Gas Processors Tax Act;

(¢) property was levied upon pursuant to the provisions of the Tax Administration
Act; or

(d) an overpayment of New Mexico tax resulted from: 1) an internal revenue
service audit adjustment or a federal refund paid due to an adjustment of an audit by the internal
revenue service or an amended federal return; or 2) making a change to a federal return for which
federal approval is required by the Internal Revenue Code;

(2) when an amount of a claim for credit under the provisions of the Investment Credit
Act, Laboratory Partnership with Small Business Tax Credit Act or Technology Jobs and
Research and Development Tax Credit Act or for the rural job tax credit pursuant to Section
7-2E-1.1 NMSA 1978 or similar credit has been denied, the taxpayer may claim a refund of the
credit no later than one year after the date of the denial;

(3) when a taxpayer under audit by the department has signed a waiver of the limitation
on assessments on or after July 1, 1993 pursuant to Subsection F of Section 7-1-18 NMSA 1978,
the taxpayer may file a claim for refund of the same tax paid for the same period for which the
waiver was given, until a date one vear after the later of the date of the mailing of an assessment
issued pursuant to the audit, the date of the mailing of final audit findings to the taxpayer or the
date a proceeding is begun in court by the department with respect to the same tax and the same
pertod;

(4) if the payment of an amount of tax was not made within three years of the end of the
calendar year in which the original due date of the tax or date of the assessment of the department
occurred, a claim for refund of that amount of tax can be made within one year of the date on
which the tax was paid; or
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(5) when a taxpayer has been assessed a tax on or after July 1, 1993 under Subsection B,
C or D of Section 7-1-18 NMSA 1978 and when the assessment applies to a period ending at
least three years prior to the beginning of the year in which the assessment was made, the
taxpayer may claim a refund for the same tax for the period of the assessment or for any period
following that period within one year of the date of the assessment unless a longer period for
claiming a refund is provided in this section.

G. No credit or refund shall be allowed or made to any person claiming a refund of gasoline
tax under Section 7-13-11 NMSA 1978 unless notice of the destruction of the gasoline was given
to the department within thirty days of the actual destruction and the claim for refund is made
within six months of the date of destruction. No credit or refund shall be allowed or made to any
person claiming a refund of gasoline tax under Section 7-13-17 NMSA 1978 unless the refund is
claimed within six months of the date of purchase of the gasoline and the gasoline has been used
at the time the claim for refund is made.

H. If as a result of an audit by the department or a managed audit covering multiple periods
an overpayment of tax is found in any period under the audit, that overpayment may be credited
against an underpayment of the same tax found in another period under audit pursuant to Section
7-1-29 NMSA 1978, provided that the taxpayer files a claim for refund for the overpayments
identified in the audit.

I. Any refund of tax paid under any tax or tax act administered under Subsection B of Section
7-1-2 NMSA 1978 may be made, at the discretion of the department, in the form of credit against
future tax payments if future tax liabilities in an amount at least equal to the credit amount
reasonably may be expected to become due.

J. For the purposes of this section, “oil and gas tax return” means a return reporting tax due
with respect to oil, natural gas, liquid hydrocarbons, carbon dioxide, helium or nonhydrocarbon
gas pursuant to the Oil and Gas Severance Tax Act, the Oil and Gas Conservation Tax Act, the
01l and Gas Emergency School Tax Act, the Oil and Gas Ad Valorem Production Tax Act, the
Natural Gas Processors Tax Act or the Oil and Gas Production Equipment Ad Valorem Tax Act.

K. The filing of a fully completed original income tax return, corporate income tax return,
corporate income and franchise tax return, estate tax return or special fuel excise tax retum that
shows a balance due the taxpayer or a fully completed amended income tax return, an amended
corporate income tax return, an amended corporate income and franchise tax return, an amended
estate tax return, an amended special fuel excise tax return or an amended o1l and gas tax return
that shows a lesser tax liability than the onginal return constitutes the filing of a claim for refund
for the difference in tax due shown on the original and amended returns.
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7-1-68. Interest on overpayments. [Effective until June 16, 2017}

A. As provided in this section, interest shall be allowed and paid on the amount of tax
overpaid by a person that is subsequently refunded or credited to that person.

B. Interest on overpayments of tax shall accrue and be paid at the underpayment rate
established pursuant to Section 6621 of the Internal Revenue Code, computed on a daily basis;
provided that if a different rate is specified by a compact or other interstate agreement to which
New Mexico is a party, that rate shall apply to amounts due under the compact or other
agreement.

C. Unless otherwise provided by this section, interest on an overpayment not arising from an
assessment by the department shall be paid from the date of the claim for refund until a date
preceding by not more than thirty days the date of the credit or refund to any person; and interest
on an overpayment arising from an assessment by the department shall be paid from the date of
overpayment until a date preceding by not more than thirty days the date of the credit or refund to
any person.

D. No interest shall be aliowed or paid with respect to an amount credited or refunded if:
(1) the amount of interest due is less than one dollar ($1.00);
(2) the credit or refund is made within:

(a) fifty-five days of the date of the claim for refund of income tax, pursuant to
either the Income Tax Act or the Corporate Income and Franchise Tax Act for the tax year
immediately preceding the tax year in which the claim is made;

(b) sixty days of the date of the claim for refund of any tax not provided for in this
paragraph;

(¢) seventy-five days of the date of the claim for refund of gasoline tax to users of
gasoline off the highways;

(d) one hundred twenty days of the date of the claim for refund of tax imposed
pursuant to the Resources Excise Tax Act, the Severance Tax Act, the Oil and Gas Severance
Tax Act, the Oil and Gas Conservation Tax Act, the Oil and Gas Emergency School Tax Act, the
Oil and Gas Ad Valorem Production Tax Act, the Natural Gas Processors Tax Act or the Oil and
Gas Production Equipment Ad Valorem Tax Act; or

(e) one hundred twenty days of the date of the claim for refund of income tax,
pursuant to the Income Tax Act or the Corporate Income and Franchise Tax Act, for any tax year
more than one year prior to the vear in which the claim is made;
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(3) Sections 6611(f) and 6611(g) of the Internal Revenue Code, as those sections may be
amended or renumbered, prohibit payment of interest for federal income tax purposes;

(4) the credit results from overpayments found in an audit of multiple reporting periods
and applied to underpayments found in that audit or refunded as a net overpayment to the
taxpayer pursuant to Section 7-1-29 NMSA 1978;

(5) the department applies the credit or refund to an intercept program, to the taxpayer’s
estimated payment prior to the due date for the estimated payment or to offset prior liabilities of
the taxpayer pursuant to Subsection E of Section 7-1-29 NMSA 1978;

(6) the credit or refund results from overpayments the department finds pursuant to
Subsection F of Section 7-1-29 NMSA 1978 that exceed the refund claimed by the taxpayer on
the return; or

(7) the refund results from a tax credit pursuant to the Film Production Tax Credit Act or
a high-wage jobs tax credit.

E. Nothing in this section shall be construed to require the payment of interest upon interest.

7-1-68. Interest on overpavments. [Effective June 16, 2017]

A. As provided in this section, interest shall be allowed and paid on the amount of tax
overpaid by a person that is subsequently refunded or credited to that person.

B. Interest on overpayments of tax shall accrue and be paid at the underpayment rate
established pursuant to Section 6621 of the Internal Revenue Code, computed on a daily basis;
provided that if a different rate is specified by a compact or other interstate agreement to which
New Mexico is a party, that rate shall apply to amounts due under the compact or other
agreement.

C. Unless otherwise provided by this section, interest on an overpayment not arising from an
assessment by the department shall be paid from the date of the claim for refund until a date
preceding by not more than thirty days the date of the credit or refund to any person; and interest
on an overpayment arising from an assessment by the department shall be paid from the date of
overpayment until a date preceding by not more than thirty days the date of the credit or refund to
any persomn.

D. No interest shall be allowed or paid with respect to an amount credited or refunded if:
(1) the amount of interest due is less than one dollar ($1.00);
{2} the credit or refund 18 made within:
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(a) fifty-five days of the date of the complete claim for refund of income tax,
pursuant to either the Income Tax Act or the Corporate Income and Franchise Tax Act for the tax
vear immediately preceding the tax year in which the claim is made;

(b) sixty days of the date of the complete claim for refund of any tax not provided
for in this paragraph;

(¢) seventy-five days of the date of the complete claim for refund of gasoline tax
to users of gasoline off the highways;

{d) one hundred twenty days of the date of the complete claim for refund of tax
imposed pursuant to the Resources Excise Tax Act, the Severance Tax Act, the Oil and Gas
Severance Tax Act, the Oil and Gas Conservation Tax Act, the Oil and Gas Emergency School
Tax Act, the Oil and Gas Ad Valorem Production Tax Act, the Natural Gas Processors Tax Act
or the Oil and Gas Production Equipment Ad Valorem Tax Act; or

(e) one hundred twenty days of the date of the complete claim for refund of
income tax, pursuant to the Income Tax Act or the Corporate Income and Franchise Tax Act, for
any tax year more than one year prior to the year in which the claim is made;

(3) Sections 6611(f) and 6611(g) of the Internal Revenue Code, as those sections may be
amended or renumbered, prohibit payment of interest for federal income tax purposes;

(4) the credit results from overpayments found in an audit of multiple reporting periods
and applied to underpayments found in that audit or refunded as a net overpayment to the
taxpayer pursuant to Section 7-1-29 NMSA 1978;

(5) the department applies the credit or refund to an intercept program, to the taxpayer’s
estimated payment prior to the due date for the estimated payment or to offset prior liabilities of
the taxpayer pursuant to Subsection E of Section 7-1-29 NMSA 1978;

(6) the credit or refund results from overpayments the department finds pursuant to
Subsection F of Section 7-1-29 NMSA 1978 that exceed the refund claimed by the taxpayer on
the return; or

(7) the refund results from a tax credit pursuant to the Investment Credit Act, Laboratory
Partnership with Small Business Tax Credit Act, Technology Jobs and Research and
Development Tax Credit Act, Film Production Tax Credit Act, Affordable Housing Tax Credit
Act or a rural job tax credit or high-wage jobs tax credit.

E. Nothing in this section shall be construed to require the payment of interest upon interest.
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§ 3.2.212.22. TANGIBLE PERSONAL PROPERTY IN PROJECTS FINANCED
BY INDUSTRIAL REVENUE OR SIMILAR BONDS

A. For the purposes of this section, a "bond project” is an arrangement entered into under the
authority of the Industrial Revenue Bond Act, the County Industrial Revenue Bond Act or similar
act in which a private person agrees (i) to arrange for the constructing and equipping of a facility
for a state or local government by acting as agent for the government in procuring construction
services, other services, tangible personal property which becomes an ingredient or component
part of a construction project and other tangible personal property necessary for constructing and
equipping the facility, (ii) to lease the completed facility from the government and (iii) to buy the
facility upon repayment of the bonds. The government agrees to own the facility, to finance the
project in whole or in part through the issuance of bonds, to designate the private person as its
agent in procuring the necessary property and services, to lease the facility to the private person
and to sell the facility to the private person upon repayment of the bonds.

B. Receipts from the sale of tangible personal property to the private person who is acting as
agent for the government with respect to the bond project are deductible under Section 7-9-54
NMSA 1978 if the tangible personal property is not an ingredient or component part of a
construction project. To be deductible, the bond project tangible personal property must meet all
of the following criteria:

(1) the cost of the tangible personal property does not increase the basis, as determined under
the provisions of Section 1011 of the Internal Revenue Code in effect on the date the bond
project commences, of the structure or other facility included in the definition of construction;
and

(2) the tangible personal property is:

(a) not included in, or similar to, the list of structures and facilities specifically itemized in
the definition of construction at Section 7-9-3 NMSA 1978; and

(b) classified for depreciation purposes as 3-year property, 5-year property, 7-year property,
10-year property or 15-year property by Section 168 of the Internal Revenue Code in effect on
the date the bond project commences or, if the Internal Revenue Code is amended to rename or
replace these depreciation classes, would have been classified for depreciation purposes as 3-year
property, 5-year property, 7-year property, 10-year property or 15-vear property but for the
amendment.

C. A bond project commences when the governing body of the state or local government
takes official action to enter into the arrangement, but no earlier than the adoption of an
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inducement resolution.

D. Receipts from the sale of tangible personal property which becomes an ingredient or
component part of a construction project, whether the sale is to the private person acting as agent
for the government or to the government itself, are not deductible under Section 7-9-54 NMSA
1978.

(2/22/95, 11/15/96; 3.2.212.22 NMAC — Rn & A, 3 NMAC 2.54.22, 5/31/01)

HIERARCHY NOTES: See 3.2.212 NMAC
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3.2.209.22 NMAC INGREDIENT AND COMPONENT PARTS OF A
CONSTRUCTION PROJECT.

In determining whether tangible personal property will become an ingredient or component
part of a construction project, the department will use the following criteria, but not exclusively:

A. Did the tangible personal property become "fixtures” as defined under Subsection [ of
Section 3.2.1.11 NMAC?

B. Was the person performing the work using the tangible personal property required to be
licensed under the Construction Industries Licensing Act, Sections 60-13-1 to 60-13-59 NMSA
19787

C. Did the work for which the tangible personal property was used require a permit from one or
more of the trade boards established by the Construction Industries Licensing Act or from a
municipal building or mechanical department?

[6/18/79, 4/7/82, 5/4/84, 4/2/86, 11/26/90, 11/15/96; 3.2.209.22 NMAC - Rn, 3 NMAC 2.51.22
& A, 5/31/01]



3.2.1.11. CONSTRUCTION

1 Meaning of "building".

(1) As used in Section 7-9-3.4 NMAC NMAC NMSA 1978, the noun "building" means a
roofed and walled structure designed for permanent use but excludes an enclosure so closely
combined with the machinery or equipment it supports, houses or serves that it must be replaced,
retired or abandoned contemporaneously with the machinery or equipment.

(2) A "building" includes the structural components integral to the building and necessary to
the operation or maintenance of the building but does not include equipment, systems or
components installed to perform, suppori or serve the activities and processes conducted in the
building and which are classified for depreciation purposes as 3-year property, 5-year property,
7-year property, 10-year property or 15-year property by Section 168 of the Internal Revenue
Code or, if the Internal Revenue Code is amended to rename or replace these depreciation
classes, would have been classified for depreciation purposes as 3-year property, 5-year property,
7-year property, 10-year property or 15-year property but for the amendment.

(3) Example: A building may include any of the following equipment, systems or
components:

(a) elevators and escalators used in whole or in part to move people;

(b} heating, cooling and air conditioning systems except for air conditioning and air handling
systems and components, separately depreciated under Section 168, installed to meet
temperature, humidity or cleanliness requirements for the operation of machinery or equipment
or the manufacture, processing or storage of products;

{c) electrical systems except for electrical systems and components, separately depreciated
under Section 168, installed to power machinery or equipment operated as part of the activities
and processes conducted in the building and not necessary to the operation or maintenance of the
building; and

(d) plumbing systems except for plumbing systems and components, separately depreciated
under Section 168, instailed to perform, serve or support the activities and processes conducted
in the building, such as for the handling, transportation or treatment of ingredients, chemicals,
waste or water for a manufacturing or other process.



Ruling 4035-94-2
Issued: July 11, 1994
Effective: July 11, 1994

A ruling has been requested concerning the applicability of certain provisions of the Gross Receipts
and Compensating Tax Act to the following facts:

X is a general partnership engaged in four lines of business which are providing construction
management services, performing engineering and design services, performing construction
services and purchasing and reselling of tangible personal property. X is a licensed general
contractor in New Mexico.

D, a manufacturer, is expanding its plant in New Mexico. X has entered into a contract with
D. X's contract with D requires X to 1) manage the New Mexico construction of the
expansion, 2) combine and install equipment and other tangible personal property at [D's
plant in New Mexico, 3} perform engineering and design services and 4) perform
construction services. E is a political subdivision of New Mexico financing the expansion of
D's facilities through industrial revenue bonds. The new plant and equipment are nominally
the property of E and D is an agent of E with respect to the completion of the new plant.

In addition to performing construction management, construction, engineering and design
and other services, X is obligated to purchase various items of tangible personal property
and equipment which are resold to E for installation at D's plant. Some of the tangible
personal property and equipment purchased by X will become an ingredient or component
part of the construction project and some of the tangible personal property and equipment
will not become an ingredient or component part of the construction project. I as agent for
E has executed a Type 9 Nontaxable Transaction Certificate to X to cover the purchase of
tangible personal property and equipment that will not become an ingredient or component
part of the expansion.

X has entered into a subcontract with B, a licensed general contractor in New Mexico. X's
subcontract with B is for the purchase of construction services and services to combine and
install tangible personal property and equipment that will not become ingredients or
component parts of the expansion project. B has entered into subcontracts with various
subcontractors (collectively called “Y™) and has executed Type 7 NTTCs with Y. Band Y
have separately identified the tangible personal property that will become an ingredient or
component part of the construction project from the tangible personal property that will not
become an ingredient or component part of the construction project. X has contracted
directly with Y to purchase the items identified as tangible personal property that will not
become an ingredient or component part of a construction project. X then bills D directly for
the tangible personal property purchased from Y.

X asks if it may properly execute a Type 2 Nontaxable Transaction Certificate to Y and may Y
accept the Type 2 Nontaxable Transaction Certificate in good faith since Y is already in receipt of a Type 7
Nontaxable Transaction Certificate from B?



Section 7-9-47 NMSA 1978 states in part:

“Receipts from selling tangible personal property may be deducted from gross receipts or
from govemnmental gross receipts if the sale is made to a person who delivers a nontaxable
transaction certificate to the seller. The buyer delivering the nontaxable transaction certifi-
cate must resell the tangible personal property either by itself or in combination with other
tangible personal property in the ordinary course of business.”

X may properly execute a Type 2 Nontaxable Transaction Certificate to Y. Even though X and B
are licensed general contractors in New Mexico, X is required under the terms of the contract with D to
purchase tangible personal property that will not become an ingredient or component part of a construction
project. X is selling tangible personal property in the ordinary course of business. In the event X and B are
also purchasing both tangible personal property that will become an ingredient or component part of a
construction project and tangible personal property that will not become an ingredient or component part of
a construction project from Y, X and B should also execute a Type 6 Nontaxable Transaction Certificate
with Y in accordance with Section 7-9-51 NMSA 1978.



S. Owner's receipts from transactions with owned entity are gross receipts:

(1) When a person who owns all or part of an entity has receipts from the sale of property in New
Mexico to, the lease of property employed in New Mexico to or the performance of services in
New Mexico for the entity, the person's receipts are gross receipts except when the transaction
may be characterized for federal income tax purposes as a contribution of capital. The person's
receipts include the actual amount of money received by the person plus the value of any
additional consideration. Additional consideration mcludes forbearance of charges agamst the
person's ownership interest. These gross receipts are subject to the gross receipts tax unless an
exemption or deduction applies.

(2) For the purposes of Subsection S of Section 3.2.1.14 NMAC, an "entity" means any business
organization or association other than a sole proprietorship.

(3) Example: Q is a partner in a partnership. Q is entitled to 25% of the partnership's profits and
losses and to bear 25% of its expenses. Q also operates a stationery store in New Mexico as a
sole proprietor. Q's store sells some merchandise to the partnership for the partnership's use. The
partnership pays Q the amount charged and apportions 25% of the cost to Q's ownership interest.
Q's teceipts from the sale are gross receipts and are subject to gross receipts tax unless an
exemption or deduction applies. Same facts as above except that Q is not paid by the partnership
hut instead receives amounts characterized as reimbursements directly from the other partners
totaling 75% of the amount charged for the merchandise. (J's ownership account is not charged
any expense with respect to this transaction. Q's sole proprietorship has gross receipts from the
transaction. The gross receipts equal the sum of the money received from the other partners plus
the value of the amount not charged to ('s ownership account by the partnership (in this case
one-third of the amount received from the other partners). The deduction provided by Section 7-
9-67 NMSA 1978 for refunds and allowances does not apply to this transaction.

(4) Example: L is a partner in a partnership. L performs services for third parties as part of
L's duties as a pariner and is compensated for doing so by the partnership. To the extent that
such compensation may be treated as wages for federal income tax purposes, L's receipts from
the partuership in the form of compensation are exempt.

(5) Example: C is a corporation and S is C's wholly owned subsidiary corporation. C and S
create L, a limited hability company; C and S each own 50% of L. L purchases a 20% interest in
P, a limited partnership. C sells goods to P. P pays the amount charged. C has gross receipts from
this transaction equal to the amount received for the goods.



7-9-48. Deduction; gross receipts tax; governmental gross receipts; sale of a service for
resale.

Receipts from selling a service for resale may be deducted from gross receipts or from
governmental gross receipts if the sale is made to a person who delivers a nontaxable transaction
certificate to the seller. The buyer delivering the nontaxable transaction certificate must resell the
service in the ordinary course of business and the resale must be subject to the gross receipts tax
or governmental gross receipts tax.

HISTORY:
1953 Comp., § 72-16A-14.3, enacted by Laws 1969, ch. 144, § 38; 1992, ch. 100, § 6; 2000, ch.
84,8 2.

Research References and Practice Aids

Cross references.

Payment; limits: disclosure; nontaxable transaction certificate, 47-14-18 NMSA 1978.
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9/13/20617 Tax and Accounting Center

Ioomberg Tax and Accounting

BNA Center™

Treasury Regulations
§ 1.707-1 Transactions Between Partner And Partnership.

1.707-1(c) Guaranteed Payments.

Payments made by a partnership to a partner for services or for the use of capital are considered as made to a
person who is not a partner, to the extent such payments are determined without regard to the income of the
partnership. However, a partner must include such payments as ordinary income for his taxable year within or
with which ends the partnership taxable year in which the partnership deducted such payments as paid or
accrued under its method of accounting. See section 706(a) and paragraph {a) of § 1.706-1. Guaranteed
payments are considered as made to one who is not a member of the partnership only for the purposes of section
61(a) (relating to gross income) and section 162(a) (relating to trade or business expenses). For a guaranteed
payment to be a partnership deduction, it must meet the same tests under section 162(a) as it would if the
payment had been made to a person who is not a member of the partnership, and the rules of section 263
(relating to capital expenditures) must be taken into account. This rule does not affect the deductibility to the
partnership of a payment described in section 736(a){(2} to a retiring partner or to a deceased partner’'s successor
in interest. Guaranteed payments do not constitute an interest in partnership profits for purposes of sections
706(b}{(3), 767(b), and 708(b}. For the purposes of other provisions of the internal revenue laws, guaranteed
payments are regarded as a partner's distributive share of ordinary income. Thus, a partner who receives
guaranteed payments for a period during which he is absent from work because of personal injuries or sickness is
not entitled to exclude such payments from his gross income under section 105(d). Similarly, a partner who
receives guaranteed payments is not regarded as an employee of the partnership for the purposes of withholding
of tax at source, deferred compensation plans, etc. The provisions of this paragraph may be illustrated by the
following examples:

Example (1}

Under the ABC partnership agreement, partner A is entitled to a fixed annual payment of $10,000 for services,
without regard to the income of the partnership. His distributive share is 10 percent. After deducting the
guaranteed payment, the partnership has $50,000 ordinary income. A must include $15,000 as ordinary income
for his taxable year within or with which the partnership taxable year ends ($10,000 guaranteed payment plus
$5,000 distributive share).

Exampie (2}

Partner C in the CD partnership is to receive 30 percent of partnership income as determined before taking into
account any guaranteed payments, but not less than $10,000. The income of the partnership is $60,000, and Cis
entitled to $18,000 (30 percent of $60,000) as his distributive share. No part of this amount is 3 guaranteed
payment. However, if the partnership had income of $20,000 instead of $60,000, $6,000 (30 percent of $20,000)
would be partner C's distributive share, and the remaining $4,000 payable to C would be a guaranteed payment.

Example (3)

Partner X in the XY partnership is to receive a payment of $10,008 for services, plus 30 percent of the taxable
income or loss of the partnership. After deducting the payment of $10,000 to partner X, the XY partnership has a
loss of $9,000. Of this amount, $2,700 (30 percent of the loss) is X's distributive share of partnership loss and,
subject to section 704(d), is to be taken into account by him in his return. In adgition, he must report as ordinary
income the guaranteed payment of $10,000 made to him by the partnership.

Example (4}

Assume the same facts as in example (3) of this paragraph, except that, instead of a $9,000 loss, the partnership
has $30,000 in capital gains and no other items of income or deduction except the $10,000 paid X as a
guaranteed payment. Since the items of partnership income or loss must be segregated under section 762{a),
the partnership has a $10,000 ordinary loss and $30,000 in capital gains. X's 30 percent distributive shares of
these amounts are $3,000 ordinary loss and $9,000 capital gain. In addition, X has received a $10,000
guaranteed payment which is ordinary income to him.
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RECENT DEVELOPMENTS IN FEDERAL INCOME TAXATION
“Recent developments are just like ancient history. except they happened less long ago.”
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Note: This outline was prepared jointly with Martin J. McMahon. Jr., James J. Freeland Eminent
Scholar in Taxation and Professor of Law, University of Florida College of Law. Gainesville,
FL. and Cassady V. (*“Cass™) Brewer, Associate Professor of Law, Georgia State University
College of Law, Atlanta, GA.

This recent developments outline discusses, and provides context to understand the significance
of. the most important judicial decisions and administrative rulings and regulations promulgated
by the Internal Revenue Service and Treasury Department during the most recent twelve months

- and sometimes a little farther back in time if we find the item particularly humorous or
outrageous. Most Treasury Regulations, however, are so complex that they cannot be discussed
in detail and, anyway, only a devout masochist would read them all the way through; just the
basic topic and fundamental principles are highlighted — unless one of us decides 1o go nuts and
spend several pages writing one up. This is the reason that the outline is getting (o be as long as
it is. Amendments 1o the Internal Revenue Code generally are not discussed except to the extent
that (1) they are of major significance, (2) they have led to administrative rulings and
regulations, (3) they have affected previously issued rulings and regulations otherwise covered
by the outline, or (4) they provide an opportunity to mock ouwr elected representatives; again,
sometimes at least one of us goes nuts and writes up the most trivial of legislative changes. The
outline focuses primarily on topics of broad general interest (1o us, at least) — income lax
accounting rules, determination of gross income, allowable deductions, treatment of capital
gains and losses, corporate and partnership taxation, exempt organizations, and procedure and
penalties. It deals summarily with qualified pension and profit sharing plans, and generally does
not deal with international taxation or specialized indusiries, such as banking, insurance, and
financial services.
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I. ACCOUNTING

A. Accounting Methods
1. The Tax Court sides with the taxpayer on application of the completed
contact method of accounting to development of planned residential communities. Shea
Homes Inc. v. Commissioner, 142 T.C. 60 (2/12/14). The taxpayer was a home builder using the
completed contract method allowed by § 460(e) (which provides an exception to the percentage-
of-completion method otherwise required): the taxpayer developed large. planned residential
communities. The question was whether the subject matter of the contracts consisted only of the
houses and the lots on which the houses are built, as argued by the IRS, or the home as well as
the larger development, including amenities and other common improvements. as argued by the
taxpayer. The contracts were home construction contracts under § 460(e)(6) because Reg.
§ 1.460-3(b)(2)(ii1) provides the cost of the dwelling units includes “their allocable share of the
cost that the taxpayer reasonably expects to incur for any common improvements (e.g., sewers,
roads, clubhouses) that benefit the dwelling units and that the taxpayer 1s contractually obligated,
or required by law, to construct within the tract or tracts of land that contain the dwelling units.”
More specifically. the taxpayer’s position was that the contracts were completed when they meet
the test under Reg. § 1.460-1(c)(3)(i}A) that the property was used by the customer for its
intended purpose and 95 percent of the costs of the development had been incurred. Under this
argument. final completion and acceptance pursuant to Reg. § 1.460-1(c)3)B) did not occur
(excluding secondary items, if any. pursuant to Reg. § 1.460-1(c)3)(B)(ii)) until the last road
was paved and the final bond was released. The Tax Court (Judge Wherry), upheld the
taxpayer’s position. He rejected the IRS's argument that the common improvements were
“secondary items.” A key element in the holding was that the taxpayer was required by the
contracts and by state law to complete common improvements, and that obligation was secured
by “hefty performance bonds.”
e The decision might be narrower than it appears on its face.
Footnote 24 of the opinion states as follows:
We are cognizant that our Opinion today could lead taxpayers to believe that large
developments may qualify for extremely long, almost unlimited deferral periods.
We would caution those taxpayers a determination of the subject matter of the
contract is based on all the facts and circumstances. If Vistancia, for example,
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attempted to apply the contract completion tests by looking at all contemplated
phases, it is unlikely that the subject matter as contemplated by the contracting
parties could be stretched that far. Further, sec. 1.460-1(c)3)(iv)(A). Income Tax
Regs.. may prohibit taxpayers from inserting language in their contracts that
would unreasonably delay completion until such a super development is
completed.

a. And the Ninth Circuit says the Tax Court was correct in holding
that homebuyers value amenities. Shea Homes. Inc. v. Commissioner. 834 F.3d 1061 (9th Cir.
8/24/16). In an opinion by Judge Fernandez. the Ninth Circuit affirmed the Tax Court’s decision
on the ground that the only issue on which the Tax Court’s decision rested was a question of
fact—what was the subject matter of the taxpayers” home construction contracts, that is. what
were the taxpayers obligated to provide to the buyers—and that the Tax Court’s fact finding was
not clearly erroneous. The IRS’s argument in the Tax Court was limited to “a dispute about the
subject matter content of the contracts”™ and the IRS “took the very crabbed view that the subject
matter was limited to the house and the lot.” The Tax Court. however, “determined that, as a
matter of fact. the subject matter included the house. the lot, ““the development ... and its
common improvements and amenities.”” The Court of Appeals observed that “[t]his was not a
simple case of buvers purchasing homes and having no substantial interest in whether the
development would be and remain the kind of development that they wished to live in for some
time in the future,” adding that “[e]ach person in the planned community would, indeed. have an
interest in the use of other property in the development, and that would include not only the
common amenities but also the use that others in the development made of their own properties.”
Thus, the IRS’s argument that “a buyer's contract cannot encompass more than the house and lot
or, as a fall-back position, more than the house, the lot, and the common improvements™ was
rejected.

b. The Ninth Circuit got it wrong, says the IRS. A.0.D. 2017-03.
2017-15 LR.B. 1072 (4/12/17). The IRS has nonacquiesced in the Ninth Circuit’s decision in
Shea Homes. “The Service disagrees with the court’s conclusion that the 95-percent completion
test can properly be applied with reference to the costs of an entire development or phase.
Contract completion and the 95-percent completion test apply on a contract-by-contract basis.”
The IRS will follow the Shea Homes decision in cases appealable to the Ninth Circuit, but will
continue to assert its positon in cases appealable to other U.S. Courts of Appeals.
2. It turns out that 6666, not 666, is the mark of the devil for the IRS.
Burnett Ranches, 1td. v. United States, 753 F.3d 143 (5th Cir. 5/22/14). Burnett Ranches, Ltd.
operated two cattle and horse breeding operations and reported on the cash method. The
principal owner, beneficial owner, and the manager. of Burnett Ranches, Anne Burnett Windfohr
Marion, interposed an S corporation between herself and one of the two major ranch properties
(6666, the Four Sixes) and had a direct interest in and was a beneficiary of a trust that held an
interest in the other major ranch property (Dixon Creek). The IRS took the position that Burnett
Ranches was a “farming syndicate” required by § 464 to use the accrual method of accounting.
Speaking generally, § 464 requires farming partnerships to use the accrual method if they are a
farming syndicate. which is generally defined as a partnership (or any other enterprise other than
a corporation which is not an S corporation} engaged in the trade or business of farming if either
(1) interests in the partnership or enterprise have been offered for sale in any securities offering
or (2) more than 35 percent of losses are allocable to limited partners. But because it is targeted
at late twentieth century tax shelters, it has a number of exceptions that cover “family farms.”
The taxpayer maintained that the exception in § 464(c)2)(A) applied. This exception treats the
following interests (among others) as not being held by a limited partner: “in the case of any
individual who has actively participated (for a period of not less than 5 vears) in the management
of any trade or business of farming. any interest in a partnership or other enterprise which is
attributable to such active participation. The government conceded that (1) Ms. Marion did
“actively participate” in the management of Burnett Ranches’ agricultural business for not less
than five vears previously, and (2) her interest in Burnett Ranches is “attributable to™ her active
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participation, but argued that the interposition of the S corporation between the entity owning the
ranch and Ms. Marion rendered the exception inapplicable. The District Court granted judgment
in favor of the taxpayer, and. in an opinion by Judge Wiener, the Fifth Circuit affirmed. The
court rejected the government’s argument that the interest of the individual actively managing
the farm or ranch had to be held by direct legal title for the exception to apply. Focusing on the
language of § 464(h)(2)(A). which describes the excepted interest as “In the case of any
individual who has actively participated (for a period of not less than five vears) in the
management of any trade or business of farming. any interest in a partnership or other enterprise
which is attributable to such active participation.” the court reasoned that by using the language
“interest ... attributable to such active participation.” “Congress did not restrict sub-subsection
(A)’s particular exception to interests of which such an actively participating manager holds
legal title in his or her name.”
e The Tax Technical Corrections Act of 2014, Pub. L. No. 113-
295, Division A, § 221{a)(58)XB)i), moved the text of § 464(¢) as in effect in the years involved in
this case to § 461(j). Section 461(j) already existed, but through an apparent typographical error the
text was moved to § 461(j) instead of § 461(k).
a. We’'re not giving up, says the IRS. A.0.D. 2017-0G1. 2017-7 L.LR.B.
868 (02/14/2017). The IRS has nonacquiesced in the Fifth Circuit’s decision in Burnett Ranches,
Ltd. “[T]he statute excludes a partnership interest of “any individual”™ who meets the active
participation requirement. The statute does not exclude a partnership interest held by an S
corporation, even if the S corporation is owned by an individual who has actively participated.”
The IRS will follow the Burnetr Ranches decision in cases appealable to the Fifth Circuit, but
will continue to assert its positon in cases appealable to other U.S. Courts of Appeals.
3. It doesn’t have to be a valid method of accounting to be a method of
accounting a change of which requires the IRS’s consent. Nebeker v. Commissioner, T.C.
Memo. 2016-155 (8/16/16). The taxpayer operated a cash method sole proprietorship that began
in 1995. He included payments made by clients in the year payment was received but from 2004
through 2009 deducted the expenses associated with generating that revenue in the yvear payment
was received even if the expenses had been incurred in a prior year. The Tax Court (Judge
Goeke) held that the taxpaver’s method of deferring deductions was erroneous for a cash method
taxpayver, see Reg. § 1.466-1(c){1)(iv}{a}, but it nevertheless was a method of accounting that he
consistently used. Thus, the IRS’s adjustment to that item for tax years 2006 and 2009
constituted a change in his accounting method. which, because the IRS’s consent was not
secured under § 446(e), triggered the application of § 481.

B. Inventories
1. If you find yourself waking up at night worrying about the establishment
of dollar-value LIFO inventory pools by taxpayvers using IPIC pooling methods, you will
want to read these proposed regulations. REG-125946-10, Dollar-Value LIFO Regulations:
Inventory Price Index Computation (IPIC) Method Pools, 81 F.R. 85450 (11/28/16). These
proposed regulations provide rules regarding the proper pooling of manufactured or processed
goods and wholesale or retail (resale) goods by taxpayers that establish dollar-value last-in, first-
out (LIFO) inventory pools and use the inventory price index computation (IPIC) pooling
method. The proposed regulations amend the IPIC pooling rules to clarify that those rules are
applied consistently with the general LIFO pooling rule that manufactured or processed goods
and resale goods may not be included in the same dollar-value LIFO pool. Thus, an IPIC-method
taxpayer who elects the IPIC pooling method described in Reg. § 1.472-8(b)(4) or (c)2) and
whose trade or business consists of both manufacturing or processing activity and resale activity
may not commingle the manufactured or processed goods and the resale goods within the same
IPIC pool. The Treasury Department and the IRS have specifically requested comments on the
requirement that a taxpayer engaged in both manufacturing and resale activities within the same
trade or business is required to use IPIC pooling for both activities. These amendments of the
regulations will apply for taxable vears ending on or afier the date final regulations are published

in the Federal Register.
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C. Installment Method
1. Can an installment sale between related parties ever nor have the
proscribed tax avoidance purpose requisite for denving installment reporting? Vest v.
Commissioner. T.C. Memo. 2016-187 (10/6/16). The taxpayers owned 85 percent of
Truebeginnings. LLC. which was an accrual basis partnership for federal tax purposes.
According to the reported opinion. Truebeginnings in turn owned 100 percent interests in two
other partnerships, H.D. Vest Advanced Systems. LLC (VAS). and Metric. LLC (Metric). (We
do not understand how a 100 percent owned LLC can be a partnership rather than a disregarded
entity or a corporation, but the opinion says they were partnerships and the issue could not have
arisen if they were disregarded entities.) In consideration of [Q-year promissory notes,
Truebeginnings sold computer equipment to VAS and Metric and sold zero-basis intangible
assets with an appraised value of $2,885.175 to VAS. Truebeginnings reported over $3 million
of gain on the § 453 instaliment method. The Tax Court (Judge Lauber) upheld the IRS’s
conclusion that the sales did not quality for installment sale treatment pursuant to § 453(g)(1).
which disallows installment reporting for installment sales of depreciable property between
related persons unless “it is established to the satisfaction of the Secretary that the disposition did
not have as one of its principal purposes the avoidance of Federal income tax.” L.R.C.
§ 453(g)(2). TB. VAS, and Metric were clearly “related persons,” and the computer equipment
and intangible assets that TB sold to VAS and Metric were “depreciable property.” The taxpayer
failed to carry the burden of proof that tax avoidance “was not among the principal purposes of
the asset sale transaction.” Judge Lauber reasoned that § 453(g}2) “resembles other Code
sections providing that certain tax treatment will be available only if the taxpayer establishes that
the plan or transaction did not have “as one of its principal purposes the avoidance of Federal
income tax,” and that™ Tax Court precedent establishes that ““a taxpayer in such cases can satisty
his burden of proof only by submitting ‘evidence [that] clearly negate[s] an income-tax-
avoidance plan.”” Tecumseh Corrugated Box Co. v. Commissioner, 94 T.C. 360, 381-382 (1990)
(addressing § 453(e)7)), aff'd. 932 F.2d 526 (6th Cir. 1991). The taxpayer’s burden in such cases
is “a heavy one.” Pescosolido v. Commissioner, 91 T.C. 52, 56 (1988} (addressing § 306(b}4)),
aff'd. 883 F.2d 187 (Ist Cir. 1989). In ascertaining the true purpose of the transaction. Judge
Lauber stated, the Tax Court accords “more weight to objective facts than to the taxpayer’s
‘mere denial of tax motivation.”” The enhanced depreciation deductions available to the related
buyer is relevant in deciding whether the seller had a principal purpose of avoiding tax. Guenther
v. Commissioner, T.C. Memo. 1995-280. In this case, the court stated, “[t]he substance of the
transaction at issue clearly reveals a principal purpose of tax avoidance.”
Notwithstanding the asset sale, petitioner through TB retained full control over
the ad-optimization business. By use of installment reporting, TB aimed to defer
for 10 years virtually all the tax on its $3.2 million gain, while VAS and Metric
would receive stepped-up bases in, and be able to claim correspondingly large
depreciation or amortization deductions on, the assets transferred. ... This tax-
avoidance purpose is particularly clear with respect to the intangible assets sold to
VAS. Those assets had a zero cost basis in TB's hands, thus yielding zero
amortization deductions to it. But VAS claimed a stepped-up basis in those assets
of $2.885.175, yielding amortization deductions of $192.345 annually. The
enhanced amortization deductions claimed by VAS and Metric, totaling $644.772
for 2008-2010 alone, dwarf the $29.798 gain that TB reported for 2008.
a. The Fifth Circuit affirms. Vest v. Commissioner.  Fed. Appx.
_(5th Cir. 6/2/17). In a per curiam opinion, the U.S. Court of Appeals for the Fifth Circuit
affirmed. In response to the taxpayer’s argument that the sale of assets from Truebeginnings to
the related partnerships had a business purpose, the court stated:
Even if the sale was motivated by a business purpose. this fact would not
necessarily mean that the sale did not also have a principal purpose of 1ax
avoidance. Merely arguing that the sale had a business purpose is not inconsistent

P
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with it also having tax avoidance as one of its principal purposes. Accordingly.

Vest has failed to demonstrate clear error on the Tax Court’s part

D. Year of Inclusion or Deduction

1. Almost as rare as a total solar eclipse: a cash-method taxpayer is entitled

to deduct estimated, future expenses. Gregory v. Commissioner. 149 T.C. No. 2 (7/11/17). The
taxpayers. a married couple. held 80 percent of the stock of a cash-method S corporation that
owned and operated a landfill in Texas. All landfills, regardless of size. must clean up and
restore the site upon their inevitable closing. Closing a landfill and complying with federal, state.
and local environmental regulations is an expensive endeavor. For this reason, § 468 generally
permits a “taxpayer” owning and operating a landfill to deduct currently estimated “qualitied
reclamation or closing costs™ anticipated in a future year or years. When the future costs actually
are paid in a future year, § 468 disallows a deduction to the extent the costs do not exceed the
taxpayer’s previously established and annually calculated § 468 reserve. (Of course, § 468 is
more complicated than the foregoing statements might lead one to believe. but the essence of the
statute is to allow landfill owners like the taxpayers’ S corporation to take a current deduction for
future reclamation and clean-up costs.) From 1996 through 2007, the taxpayers’™ S corporation
had utilized § 468 without challenge by the IRS. For tax years 2008 and 2009, however, the IRS
contested the S corporation’s § 468 deduction on the grounds that the term “taxpayver” in § 468
refers only to accrual-method taxpayers, not cash-method taxpayers. In a case of first impression,
the Tax Court unanimously disagreed with the IRS. In a reviewed (and surprisingly long)
opinion by Judge Holmes, the Tax Court held that the term “taxpayer” in § 468 does indeed refer
to both accrual-method and cash-method taxpayers. The court relied primarily on the statutory
language of § 468, which does not distinguish between cash-method and accrual-method
taxpayers. The court also examined several other sources of guidance, including § 77G1(a)(14).
which defines the term “taxpayer” simply as “any person subject to any internal revenue tax,” as
well as the legislative history of § 468. Apparently, this was news to the IRS, which argued
voluminously to the contrary, but to no avail. In a lengthy concurring opinion, Judge Lauber
(joined by Judges Marvel, Gale, Nega. and Ashford) traced the legislative history of § 468 (and
§ 468A regarding nuclear decommissioning costs), which appeared in preliminary bills as
exceptions to the § 461(h) economic performance requirement, and concluded that Congress
likely had intended § 468 to be available only to accrual-method taxpavers. Judge Lauber also
suggested that, if Treasury had issued regulations that defined “taxpaver” for purposes of § 468
as meaning an accrual-method taxpayer, the result in the case might have been difterent. In the
absence of regulations, Judge Lauber concluded. the court “reasonably concludes that nothing in
the text of section 468 necessitates giving the term “taxpayer” a meaning less comprehensive
than the ordinary meaning it has elsewhere in the Code.

II. BUSINESS INCOME AND DEDUCTIONS

A. Income
1. Bying is not inconsistent with deducting. [Estate of Backemever v.
Commissioner, 147 T.C. No. 17 (12/8/16). The Tax Court (Judge Laro) held that the tax benefit
rule did not require the recapture of deductions claimed by a taxpayer on his 2010 return for farm
supplies property that remained on-hand upon his death in 2011 and the value of which was
deducted as an expense by his surviving spouse, who acquired the farm supplies by inheritance,
when the supplies were used in 2011, “[N]either Mr. Backemeyer’s death nor the distribution of
the farm inputs to and their use by Mrs. Backemeyer was fundamentally inconsistent with the
premises on which the initial ... deduction for the 2010 tax year was based.”
B. Deductible Expenses versus Capitalization
1. The long reach of the uniform capitalization rules. Wasco Real Properties
I LLC v. Commissioner, T.C, Memo. 2016-224 (12/13/16). The Tax Court (fudge Buch) held
that real estate taxes on land on which commercial almond trees were planted were subject to
capitalization as indirect costs under § 263A:




Although WRP I deducted its property taxes, those taxes directly benefit the
growing of the almond trees and are allocable to the produced property (the
almond trees) that will produce income in the future. Allowing a current
deduction of the property taxes would distort WRP ['s actual income for the
subject vears and would otherwise allow WRP | to offset its unrelated income.
This is precisely the mismatch of expenses and revenues that section 263A was
enacted to prevent.
In addition, interest on a loan to acquire the land on which the commercial almond trees were
planted was subject to capitalization under § 263A(f). “The land does not have to be the property
that is being produced to bring interest on a financing of the land within the reach of section
263A. Rather. pursuant to the command of section 263A(f)(2)(A)(i), the interest that the entities
paid on their financing of their land must be capitalized as a cost of their almond trees if the cost
of the land is a production expenditure with respect to the almond trees.” Capitalized interest is
added to the basis of the almond trees, not the land.

C. Reasonable Compensation

D. Miscellaneous Deductions
1. Standard mileage rates for 2017. Notice 2016-79, 2016-52 LR.B. 918
(12/13/16). The standard mileage rate for business miles in 2017 goes down to 53.5 cents per
mile (from 54 cents in 2016) and the medical/moving rate goes down to 17 cents per mile (from
19 cents in 2016). The charitable mileage rate remains fixed by § 170(i) at 14 cents. The portion
of the business standard mileage rate treated as depreciation is 25 cents per mile for 2017
(increased from 24 cents in 2016).

E. Depreciation & Amortization

1. Perhaps he should have played an antique violin. Kilpatrick v.
Commissioner. T.C. Memo. 2016-166 (8/29/16). The taxpayer. a CPA. claimed deductions, as
“office expenses™ or “supplies” for the cost of certain antiques-—oak armchairs, a desk. a number
of paintings. two soup tureens. a chandelier, a lamp, a clock—used in his home office. which the
IRS conceded qualified for business deductions under § 280A. He did not elect on his return to
deduct the cost under § 179. The Tax Court (Judge Morrison) held that the costs were not § 162
ordinary and necessary business expenses but rather were capital expenditures. Furthermore, the
taxpayer was not allowed to take depreciation deductions with respect to the antiques. A
depreciation deduction under § 167 is not allowable ““for an asset the value of which is not
reduced by the passage of time or by use™™ (quoting Hawkins v. Commissioner, 713 F.2d 347
(8th Cir. 1983)), and while some antiques might lose their value through use or through the
passage of time, the taxpayer failed to prove that his antiques would do so. The court therefore
held that his furnishings would retain their value.

2. Section 280F 2017 depreciation tables for business autos, light trucks, and
vans. Rev. Proc. 2017-29, 20617-14 LR.B. 1065 (3/24/17). The IRS has published depreciation
tables with the 2017 depreciation limits for business use of small vehicles:

2017 Passenger Automobiles with § 168(k) first year recovery:

Ist Tax Year $11,160
2nd Tax Year $ 5,100
3rd Tax Year g 3,050
Each Succeeding Year $ 1.875
2017 Trucks and Vans with § 168(k) first year recovery:
Ist Tax Year $11.560
2nd Tax Year $ 5.700
3rd Tax Year $ 3.450
Each Succeeding Year $ 2,075
2017 Passenger Automobiles (no § 168(k) first year recovery):
Ist Tax Year $ 3.160
2nd Tax Year $ 5,100
3rd Tax Year $ 3.050



Each Succeeding Year $ 1.875
2017 Trucks and Vans (no § 168(k) first year recovery):

Ist Tax Year $ 3.560

2nd Tax Year $ 5.700

3rd Tax Year $ 3.450

Each Succeeding Year $ 2.075

F. Credits

1. Nearly fifteen years after the issuance of proposed regulations, Treasury
has issued final regulations defining “internal use software.” T.D. 9786, Credit for Increasing
Research Activities. 81 F.R. 68299 (10/4/16). Treasury and the IRS have finalized, with only
minor changes. proposed amendments (REG-153656-03, Credit for Increasing Research
Activities, 80 F.R. 2624 (1/20/15)) to the regulations under § 41(d)(4 ) E) that define internal use
software. Section 41(d) defines the term “gualified research™ for purposes of the § 41 research
credit. Section 41(d}4)E) generally excludes from the definition of “qualified research™ all
“research with respect to computer software which is developed by (or for the benefit of) the
taxpayer primarily for internal use by the taxpayer.” unless the software is for use in either an
activity that constitutes qualified research or a production process with respect to which the
requirements of § 41(d)(1) (defining qualified research) are met. The 1986 legislative history of
§ 41(d)(4)E) provides that the regulations should make the costs of new or improved internal
use software eligible for the credit only if the research satisfies, in addition to the general
requirements for credit eligibility, an additional three-part high threshold of innovation test:
(1) that the software is innovative, (2)that the software development involves significant
economic risk, and (3) that the software is not commercially available for use by the taxpayer.
Final regulations on internal use software were issued in 2001 (T.D. 8930, Credit for Increasing
Resecarch Activities, 66 F.R. 280 (01/03/01)). In response to concerns expressed about the final
regulations, Treasury and the IRS subsequently issued proposed regulations (REG-112991-01,
Credit for Increasmg Research Activities, 66 F.R. 66362 (12/26/01)) that never were finalized.
Instead, Treasury and the IRS issued an advance notice of proposed rulemaking (REG-153656-
03, Credit for Increasing Research Activities, 69 F.R. 43 (01/02/04)) in which they solicited
comments on the definition of internal use software. The 2015 proposed regulations responded to
those comments and have now been made mal

e Reg. § 1.41-4(c)o)(iil) prov;des that “software is developed by
(or for the benefit of) the taxpayer przmamly for the taxpayer's internal use if the software is
developed for use in general and administrative functions that facilitate or support the conduct of the
taxpayer’s trade or business.” For this purpose, general and administrative functions are financial
management functions (including functions such as accounts payable and receivable, inventory
management, and strategic business planning). human resources management functions (including
functions such as recruiting, hiring, payroll and benefits), and support services (including data
processing, janitorial and other facility services, marketing, legal services, and government
compliance). Software that a taxpayer develops primarily for the internal use of a related party (as
defined in § 41(f)) is considered internal use soﬁwate Conversely, under Reg. § 1.41-4(c)(6)(iv).
software is not developed primarily for the taxpayer’s internal use if it is not developed for use in
general and administrative functions that facilitate or support the conduct of the taxpayer’s trade or
business, such as: (1) s } ftware developed to be commercially sold. leased, licensed, or otherwise
marketed to third parties.” or (2) “[s]oftware developed to enable a taxpayer to interact w nh third
parties or to allow third parties to initiate functions or review data on the taxpayer’s system.’

e Under Reg. § 1.41-4(c)6)(7). research with respect to computer
software that is developed by (or for the benefit of) the taxpayer primarily for the taxpayer’s internal
use is eligible for the research credit only if: (1) the software satisfies the requirements of § 41(d)(1)
(dcfmmg qualified research), (2)the software is not otherwise excluded from the definition of
“qualified research™ under § 41(d)4). and (3) the software satisfies the high threshold of innovation
test (set forth in Reg. § 1.41-4(c)(6)(vity). The final regulations clarify that the internal use software
rules of Reg. § 1.41-4(c)6) do not apply to (1) software developed for use in an activity that
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constitutes qualified research. (2) software developed for use in a production process to which the
requirements of § 41(d)(1) are met, and (3) a new or improved package of software and hardware
developed together by the taxpayer as a single product. Thus. the high threshold of innovation test
does not apply to software in these three categories. The final regulations provide a number of
examples,

e The final version of Reg. § 1.41-4(c)(6) applies to tax years
ending on or after 10/4/16. However, for tax vears ending on or after 1/20/15 (the date the 2015
proposed regulations were published in the Federal Register) and beginning before 10/4/16, the IRS
will not chalienge return positions consistent with all of the provisions of either the final or the 2015
proposed version of Reg. § 1.41-4(c)(6). For tax years ending before 1/20/15, taxpayers can choose
to follow all of the provisions of § 1.41-4(c)(6) as set forth in either the 2001 final regulations (T.D.
8930, Credit for Increasing Research Activities. 66 F.R. 280 (01/03/01)) or the 2001 proposed
regulations (REG-112991-01, Credit for Increasing Research Activities, 66 F.R. 66362 (12/26/01)).

G. Natural Resources Deductions & Credits
H. Loss Transactions, Bad Debts, and NOLs
I. At-Risk and Passive Activity Losses

[Il. INVESTMENT GAIN AND INCOME

A. Gains and Losses

1. There’s now a statutory income tax cost for low-balling estate tax
valuation. The Surface Transportation and Veterans Health Care Choice Improvement Act of
2015. § 2004(a). added § 1014(f). which requires that the basis of any property taking a § 1014
date-of-death-value shall not exceed the final value as determined for estate tax purposes, or, if
the value of the property has not been finally determined for estate tax purposes, the value stated
in a statement (required by new § 6035(a) to be provided by the executor of any estate required
to file an estate tax return) identifying the value of the property. Section 1014(f)(2) provides that
the consistency rule applies only to property the inclusion of which in the decedent’s estate
increased the estate tax liability (reduced by allowable credits). Thus, if the total value of the
decedent’s estate, as correctly determined. is less than the decedent’s unified credit exemption. it
appears that the consistency requirement does not apply or if the taxable estate is reduced to no
more than the exclusion amount by the estate tax marital deduction or the estate tax charitable
deduction. Also, an estate tax return filed solely to enable a surviving spouse to claim a deceased
spouse’s unused unified credit under the portability rules would not invoke the consistency
requirement. The basis has been finally determined for estate tax purposes only if (1) the value of
the property as shown on the estate tax return was not contested by the IRS before the statute of
limitations expired, (2) the value is specified by the IRS on audit and was not timely contested by
the executor of the estate, or (3) the value is determined by a court or pursuant to a settlement
with the IRS.

e Act §2004(b) also added Code § 6035, which requires the
executor of any estate required to file an estate tax return to report to the IRS and each beneficiary
acquiring any interest in property included in the decedent’s gross estate a statement identifying the
value of each interest in such property as reported on such return and any other information as the
Treasury and IRS may prescribe. New Code § 6035(b) directs the Treasury Department to
promulgate regulations as necessary to carry out the new provision, including regulations relating to
(1) the application of § 6035 to property with regard to which no estate tax return is required to be
filed, and (2)situations in which the surviving joint tenant or other recipient may have better
information than the executor regarding the basis or fair market value of the property.

e Act §2004(c) added new Code § 6662(b)8) to extend the
20 percent accuracy related penalty to “any inconsistent estate basis.,” which is defined in new
§ 6662(k) as a basis claimed on an income tax return that exceeds the basis determined under
§ 10T4(h).

¢ These provisions apply to property with respect to which an
estate tax retumn is filed after 7/31/15.
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a. Despite the effective date of the new legislation, the statements
required by new § 6035(a)(1) and (a)(2) are not due before February 29, 2016. Notice 2015-
57.2015-36 LR.B. 294 (8/21/15). Section 6035(a)(3)(A) provides that cach statement required 10
be furnished under § 6035(a)(1) or (a)(2) shall be furnished at such time as the IRS prescribes.
but no later than the earlier of (i) 30 days after the due date of the estate tax return (including any
extensions) or (ii) 30 days after the date the estate tax return is filed. The new legislation applies
to estate tax returns filed after 7/31/15 and therefore, absent further guidance. the statements
required by § 6035(a) could be due as early as 8/31/15. This notice provides that. for statements
required under § 6035(a) to be filed with the IRS or furnished to a beneficiary before 2/29/16. the
due date under § 6035(a)(3) is delayed to 2/29/16. According to the notice, this delay is to allow
Treasury and the IRS to issue guidance implementing the reporting requirements of § 6035. The
notice directs executors and other persons required to file or furnish a statement under § 6035(a)
not to do so until Treasury and the IRS issue forms or further guidance. The notice is effective on
8/21/15 and applies to executors of estates and to other persons who are required under § 6018(a)
or (b} to file a return if that return is filed after 7/31/15.

b. The IRS has issued the final version of Form 8971, on which estate
executors must report pursuant to § 6035(a)(1) and (a)(2) the value of property included in
the decedent’s gross estate. On 1/29/16, the IRS issued the final version of Form 8971,
Information Regarding Beneficiaries Acquiring Property From a Decedent. An executor required
to file Form 8971 must send Schedule A of the Form to each beneficiary receiving property
included on the estate tax return. At the time the estate tax return is filed, the estate may not have
made distributions and may not have identified the specific property that a beneficiary will
receive. To account for this situation, the instructions to Form 8971 indicate that the Schedule A
issued to a beneficiary should report “all items of property that could be used. in whole or in part,
to fund the beneficiary’s distribution on that beneficiary’s Schedule A.” When the estate later
distributes property to the beneficiary, the executor must file a supplemental Form 8971 and
issue a corresponding Schedule A.

c. A further delay: the statements required by new § 6035(a)(1) and
(a}(2) are not due before March 31, 2016. Notice 2016-19, 2016-9 LR.B. 362 (2/11/16). This
notice provides that, for statements required under § 6035(a) to be filed with the IRS or furnished
to a beneficiary before 3/31/16, the due date under § 6035(a)(3) is delayed to 3/31/16. According
to the notice, this delay is to provide executors and others with a filing obligation the opportunity
to review proposed regulations to be issued shortly under §§ 1014(f) and 6035 before preparing a
Form 8971 and any Schedule A. The notice recommends that executors and other persons
required to file or furnish a statement under § 6035(a) not do so until the proposed regulations
are issued. The notice is effective on 2/11/16 and applies to executors of estates and to other
persons who are required under § 6018(a) or (b) to file a return if that return is filed after
7/31/15.

d. The IRS issues proposed and temporary regulations. Consistent
Basis Reporting Between Estate and Person Acquiring Property from Decedent, REG-127923-
15,81 F.R. 11486 (3/4/16); T.D. 9757, 81 F.R. 11431 (3/4/16). Treasury and the IRS have issued
proposed and temporary regulations regarding (1) the requirement of § 1014(f) that a recipient’s
basis in certain property acquired from a decedent be consistent with the value of the property as
finally determined for federal estate tax purposes. and (2) the reporting requirements of § 6035
for executors or other persons required to file federal estate tax returns. The proposed regulations
clearly state that if. after taking into account all available credits other than the credit for
prepayment of tax, no estate tax is pavable. no property is subject to the basis consistency
requirements. Prop. Reg. § 1.1014-10(b)(3). See also STAFF OF THE JOINT COMMITTEE ON
TAXATION, GENERAL EXPLANATION OF TAX LEGISLATION ENACTED IN 2015, 27 (JCS-1-16,
March 2016). However, for a taxable estate, the basis consistency rules do not apply to
(1) property qualifying for the estate tax charitable or marital deductions, and (2) tangible
personal property for which an appraisal is not required under Reg. § 20.2031-6(b), which
requires an appraisal for “household and personal effects articles having marked artistic or
intrinsic value of a total value in excess of $3.000.” Prop. Reg. § 1.1014-10(b)2). Until the final
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value of property subject to the consistency rule has been determined. the recipient may use as
his unadjusted basis the amount reported to him by the executor, Prop. Reg. § 1.1014-10(¢c)(2)
(the amount reported on Form 8971 as required by § 6035). but if final value is later determined
to be different. the beneficiary may be subject to deficiency procedures. “[Aljfter discovered or
omitted property” not reported on the initial estate tax return or a supplemental return prior to the
expiration of the assessment period has a zero basis. as does all property in an estate if no estate
tax return has been filed by an estate that is required to file. until either a return is filed or a final
value determined by the IRS. Prop. Reg. § 1 TO(cH3).

Prop. Reg. § 1.6035-1 prmrdes very detarled suidance—{far more detailed than is noted
here—regarding ‘the procedures under new § 6035 requiring the executor of any estate required
to file an estate tax return to furnish to the IRS and to each beneficiary acqmrmg any interest in
property included in the gross estate a statement identifying the value of each interest in such
property as reported on such return and any other information that the IRS may prescribe. The
reporting requirement does not apply if a return is not required to be filed, but was filed for the
purpose of making a generation skipping tax allocation, a portability election, or any protective
filing to avoid penalties if value is later determined to cause a return to be required. Prop. Reg.
§ 1.6035-1(a)2). An executor must file a supplemental statement when “any change [occurs] to
the information required to be reported on the Information Return or Statement that causes the
information as reported to be incorrect or incomplete.” Prop. Reg. § 1.6035-1(e)(1) and (2). The
proposed regulations make it clear that § 6035 applies more broadi than the basis consistency
rule of § 1014(1), which applies only to that property included in the gross estate that causes an
increase in federal estate tax liability; § 6035 requires reporting of “the value of property
included on a required Federal estate tax return,” which includes, for example, an estate that is
not taxable due to martial or charitable deductions that reduce the amount of tax otherwise due to
less than the allowable unified credit.

Upon publication of final regulations in the Federal Register, the proposed regulations
will apply to property acquired from a decedent (or by reason of the death of the decedent)
whose return required by section 6018 is filed after 7/31/15. Taxpayers can rely on the proposed
regulations prior to the issuance of final regulations.

e. Another reprieve for executors: the statements required by new
§ 6035(a)(1) and (a)(2) are not due before June 30, 2016. Notice 2016-27, 2016-15 LR.B. 576
(3/24/16). This notice provides that, for statements required under § 6035(a) to be filed with the
IRS or furnished to a beneficiary before 6/30/16. the due date under § 6035(a)(3) is delayed to
6/30/16. According to the notice, this delay is in response to numerous comments received by
Treasury and the IRS indicating “that executors and other persons have not had sufficient time to
adopt the systemic changes that would enable the filing of an accurate and complete Form 8971
and Schedule A.” The notice is effective on 3/23/16 and applies to executors of estates and to
other persons who are required under § 6018(a) or (b) to file a return if that return is filed after
7/31/15
£. Final regulations confirm that the statements required by new
§ 6035(a)(1) and (a}2) are not due before June 30, 2016. T.D. 9797, Consistent Basis
Reporting Between Estate and Person Acquiring Property From Decedent, 81 F.R. 86953
(12/2/16). The Treasury Department and the IRS have issued final regulations that merely
rcmrate the guidance in Notice 2016-27, 2016-15 LR.B. 576 (3/24/16), and provide that
executors or other persons required to file or furnish a statement under § 6035(a)(1) or (2) before
6/30/16 need not have done so until 6/30/16
e The government issued these final regulations to avoid an issue
about the retroactive application of regulations. Under § 7805(b)(1). proposed, temporary and final
regulations relating to the intemal revenue laws cannot apply to any taxable period ending before
the earliest of: (1 )the date on which such regulation is filed with the Federal Register; (2} in the
case of any final regulation. the date on w hich any proposed or temporary r eﬂukatron to which such
final regulation relates was filed with the Federal Register: or (3) the date on which any notice
substantially describing the expected contents of any temporary, proposed, or final regulation is
issued to the public. However. under § 7805(b)(2). this rule does not apply to rcguiatrons issued
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within 18 months of the date of the enactment of the statutory provision to which the regulation
relates. These final regulations were issued within 18 months of 7/31/15, the date of enactment of
the Surface Transportation and Veterans Health Care Choice Improvement Act of 2015, which
added to the Code §§ 1014(f) and 6035.
2. The Tax Court emphasizes that the alchemy of transforming § 1231 gain

into capital gain does not render § 1231 assets to be capital assets. CRI-Leslie, LLC v.
Commissioner. 147 T.C. No. 8 (9/7/16). The taxpayver, an LLC treated as a TEFRA partnership.
entered into a contract to sell a hotel property that it owned and received a deposit of $9.7
mithion. The buver under the contract defaulted and forfeited the $9.7 million deposit, which was
retained by the taxpayer. The hotel property was a § 1231 asset, not a capital asset. The taxpayer
reported the $9.7 million forfeited deposit as net long-term capital gain, and the IRS asserted a
deficiency based on treating the forfeited deposit as ordinary income. The taxpayer argued that
its characterization of the forfeited deposit as long-term capital gain was supported by § 1234A,
which provides that:

Gain or loss attributable to the cancellation, lapse, expiration, or other termination

of

(1) a right or obligation (other than a securities futures contract, as

defined in section 1234B) with respect to property which is (or on

acquisition would be) a capital asset in the hands of the taxpaver,

or

(2} a section 1256 contract (as defined in section 1256) not

described in paragraph (1) which is a capital asset in the hands of

the taxpayer.,

shall be treated as gain or loss from the sale of a capital asset. The preceding

sentence shall not apply to the retirement of any debt instrument (whether or not

through a trust or other participation arrangement).
The taxpayer’s position was that “Congress clearly intended for section 1234A to apply not only
to payments received from contract terminations relating to capital assets but also to payments
from terminations relating to section 1231 property.” The IRS argued that the “plain and
unambiguous wording™ of § 1234A requires a narrow interpretation limited to a “capital asset in
the hands of the taxpayer.” The Tax Court (Judge lLaro) agreed with the IRS’s position. The
court rejected the taxpayer’s argument that the legislative history of § 1234A, see S. Rept. No.
105-33, at 134 (1997), 1997-4 C.B. (Vol. 2) 1067, 1214, warranted extending § 1234A to § 1231
assets because it demonstrated that Congress enacted § 1234A to “ensure that taxpayers received
the same tax characterization of gain or loss whether the property is sold or the contract to which
the property is subject is terminated.” The court reasoned that “[s]ince section 1234A expressly
refers to property that is “a capital asset in the hands of the taxpayer’ and no other type of
property, and since property described in section 1231 is excluded explicitly from the definition
of “capital asset” in section 1221, we must conclude that the plain meaning of “capital asset” as
used in section 1234A does not extend to section 1231 property.” The court was “unable find
anvthing in the legislative history of section 1234A to support [the taxpayer’s] assertion that
Congress intended to include section 1231 property within its ambit.”

3. Another case illustrating that vou really need to stop developing the
property in order to claim successfully that the property is not held primarily for sale to
customers. Boree v. Commissioner, 837 F.3d 1093 (11th Cir. 9/12/16), aff o T.C. Memo. 2014-
85 (5/12/14). The taxpavers, a married couple, held land through a limited liability company,
Glen Forest. LLC. (The LLC had been formed by the husband. Gregory Boree. a former logger.
and another individual, but the other individual later sold his interest to Mr. Boree, after which
Mr. Boree and his wife were the sole members of the LLC.) The LLC acquired 1.892 acres of
vacant real property in Baker County. Florida. In early 2003, the LLC submitted a proposal with
respect to the property to the Baker County Planning and Zoning Department for a planned
residential development that would consist of more than one hundred 10-acre lots. to be
developed and sold in multiple consecutive phases. From 2003 through 2004, the LLC engaged
in various development-related activities, such as seeking exemptions from certain requirements,

I3




forming a homeowners™ association and providing for representation of the LLC on the
association’s board. obtaining county approval of the first three phases of development of the
community, applying for an environmental resource permit, and constructing an unpaved road on
the property. The LLC sold 15 lots in 2003. 26 lots in 2004. & lots in 2005. and none in 2006.
From late 2004 through early 20035, the Baker County Board of Commissioners adopted a series
of land-use restrictions that affected the LLC's development. including a moratorium on
development and a requirement that all roads within subdivisions be paved. To comply with the
paving requirement would have cost the LLC approximately $7 million. To make development
more economical. Mr. Boree developed and submitted for approval a higher-density
development plan featuring residential. commercial and recreational areas. but following the
county’s adoption in 2006 of a requirement that developers pave certain roads leading to
developments, the Borees sold the remaining lots to a developer and realized a gain of
approximately $8.5 million. The taxpayers reported their gain as long-term capital gain. In an
opinion by U.S. District Judge Coogler (sitting by designation), the Eleventh Circuit affirmed the
conclusion of the Tax Court (Judge Foley) that the taxpayers’ gain was ordinary income. In
reaching this conclusion. the Eleventh Circuit rejected the taxpayers™ argument that their purpose
in holding the property had changed when the land use restrictions adopted by the county in 2005
and 2006 made development of the property prohibitively expensive. and that the Tax Court
therefore had erred in considering their purpose in holding the property during periods of time
prior to its sale in 2007. Considering the taxpayer’s purpose in holding property in the years
leading up to its sale, the court reasoned, is consistent with prior decisions of the Fifth and
Eleventh Circuits, including Suburban Realty Co. v. United States, 615 F.2d 171 (5th Cir. 1980)
and Sanders v. United States, 740 F.2d 886 (11th Cir. 1984). Further, the court concluded. the
taxpayers’ attempts to respond to the land use restrictions by proposing a higher density
development and taking other actions are “evidence of strategic and thorough involvement in
pursuit of developing the property [that] indicates that the Borees were holding the property for
sale in the ordinary course of business right up until they sold it.” The court similarly rejected
other arguments raised by the taxpayer.

e« Although it affirmed the Tax Court’s conclusion that the
taxpayers held the property primarily for sale to customers, the Eleventh Circuit reversed the Tax
Court’s imposition of a 20 percent accuracy-related penalty for substantial understatement of
income tax under § 6662(b)(2). The Eleventh Circuit concluded that the taxpayers had successfully
established a reasonable cause, good faith defense to the penalty by relying on their accountant,
whom the court described as someone who enjoyed a good reputation in the community, in part
because he served “as a tax professor at the University of Florida Levin College of Law.”

4. The IRS searched unsuccessfully for sale or exchange treatment on
Monster.com. Estate of McKelvey v. Commissioner, 148 T.C. No. 13 (4/19/17). The decedent
in this case was the founder and CEO of Monster Worldwide. Inc. (Monster), known for its job-
search website, monster.com. In 2008, the decedent entered into variable prepaid forward
contracts (VPFC) with two investment banks. Pursuant to the terms of each VPFC, the decedent
received a cash payment from each investment bank in exchange for his agreement to deliver
Monster shares or their cash equivalents over the course of several future settlement dates. The
number of shares of Monster that the decedent was obligated to deliver varied and was
determined by a formula that took into account the closing price of Monster shares on the
settlement dates. In connection with each VPFC, the decedent pledged a specified number of
shares of Monster stock to secure his obligations but could substitute other collateral with the
bank’s consent. In the same vear. prior to the first settiement date. the decedent entered into an
agreement with each investment bank pursuant to which the decedent made a cash payment to
each bank in exchange for the bank’s agreement to extend the settlement dates. Following the
decedent’s death, his estate delivered the requisite number of Monster shares to the banks. The
IRS acknowledged that the mnitial VPFCs qualified for open transaction reporting under Rev.
Rul. 2003-7, 2003-1 C.B. 363. However. the IRS took the position that the agreements pursuant
to which the settlement dates were extended: (1) were taxable exchanges of the original VPFCs
for the extended VPFCs that resulted in short-term capital gain of $88 million, and (2) resulted in
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constructive sales of the underlying Monster shares under § 1259 that gave rise to long-term
capital gain of $112.8 million. The Tax Court (Judge Ruwe) hdd that the extension agreements
did not result in taxable exchanges and that the extensions did not constitute constructive sales
under § 1259, The court reasoned that, in order for the extensions to constitute taxable exchanges
of the VPFCs. “two conditions must be satisfied: (1) the original VPFCs must constitute property
to decedent at the time of the extensions and (2} the property must be exchanged for other
property differing materially either in kind or in extent.” The first condition, the court concluded.
was not satisfied. The VPFCs were not property of the decedent, but rather obligations of the
decedent. Once the decedent had received the cash payments under the VPFCs, the decedent had
only the obligation to deliver a Specified number of Monster shares or their cash equivalent. The
court also rejected the government’s argument that the extensions resulted in constructive sales
of the under!ymw Monster shares under § 1259, Section 1259(a)(1) provides that, if there is a
constructive sale of an appreciated financial position, the taxpayer must recognize gain as if that
position were sold. assigned. or otherwise terminated at its fair market value on the date of the
constructive sale. Under § 1259(¢)(1)C), a constructive sale of an appreciated financial position
occurs if a taxpayer “enters into a future or forward contract to deliver the same or substantially
identical property.” but according to the provision’s legislative history, a forward contract does
not result in a constructive sale of stock if it calls for the delivery of “an amount of property,
such as shares of stock, that is subject to significant variation under the contract terms.” The
court reasoned that the IRS’s acceptance of open transaction reporting for the initial VPFCs
meant that the IRS acknowledged that the initial VPFCs did not trigger a constructive sale under
§ 1259. Accordingly. the IRS’s argument that the extensions resulted in constructive sales under
§ 1259 “is predicated upon a finding that there was an exchange of the extended VPFCs for the
original VPFCs,” a finding that the court had already declined to make.

5. The taxpavers’ “pump and dump” refund claim survives despite a
bizarre interpretation of the § 165 theft loss regulations by the IRS and the Claims Court.
Adkins v. United States. 856 F.3d 914 (Fed. Cir. 5/8/17). rev’g 125 Fed. CL. 304 (2016). The
taxpayers in this refund suit were victims of a so-called “pump and dump™ investment scheme
carried out between 1997 and 2001. The taxpayers™ investment adviser, Donald & Co., would
purchase stock on the public markets. advise its clients to do the same. and subsequently sell the
artificially inflated stock without informing its clients. In 2000, the taxpayers had a $3.6 million
investment portfolio with Donald & Co. By the end of 2001, their investment portfolio had
declined in value to only $9,849. In F ebrualy of 2002, the taxpayers uncovered their investment
advisor’s fraudulent scheme and instituted arbitration proceedings with the National Association
of Securities Dealers (NASD). In 2004, criminal indictments were returned against the principals
of Donald & Co. in the U.S. District Court for the Eastern District of New York, and in that same
year, several of the principals of Donald & Co. pleaded guilty and were sentenced. Criminal
proceedings against other Donald & Co. principals continued until as late as 2009, at which time
the taxpayers” NASD arbitration claim concluded. Meanwhile, in 2006, the taxpayers filed a
refund claim with the IRS asserting a § 165 theft loss deduction for 2004. The IRS denied the
claim on the grounds that in 2004 the taxpayers could not show with “reasonable certainty™ their
losses would not be recovered in the arbitration proceeding. The U.S. Court of Federal Claims
(Judge Sweeney) up held the IRS’s denial of the taxpavers’ refund claim, reasoning that the
regulations under § 165 require a greater evidentiary showing of no prospect of recovery
(“reasonable certainty™) in a year fo}]m\mg the dzswver} of a theft loss than in the vear of
discovery itself (“rcdsenal le prospect”). In her decision. Judge Sweeney relied upon a similar
interpretation of the § 165 regulations (by another Claims Court wudgey i Johnson v United
States, 74 Fed. C1. 360 (2006). Presumably. the Claims Court \Aouid have allowed the taxpayers
a § 165 theft loss deduction in 2002 when the fraudulent “pump and dump”™ scheme was initially
discovered. but disallowed the deduction in 2004 due to the pendency of the arbitration claim.
Fortunately, the U.S. Court of Appeals for the Federal Circuit reversed and remanded the case to
the Claims Court for further proceedings. In an opinion by Judge O Malley, the Court of Appeals
reasoned that the regulations under § 165 do not impose different evidentiary standards in the
vear of discovery of theft versus subsequent years but simply a showing that in the year the theft
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loss is claimed there is no reasonable prospect of recovery. Because the IRS and the Claims
Court had misinterpreted the law. the case was remanded for further consideration of the
taxpayers’ refund claim for 2004.

B. Interest, Dividends, and Other Current Income

C. Profit-Seeking Individual Deductions

D. Section 121

E. Section 1031

1. The Tax Court confirms that § 1031 is an exception to the principle that
substance controls over form. Estate of Bartell v. Commissioner, 147 T.C. No. 5 (8/10/16).
This case involved a reverse like-kind exchange structured before the promulgation of Rev. Proc.
2000-37, 2000-2 C.B. 308 (effective for qualified exchange accommodation arrangements
entered into by an exchange accommodation titleholder on or after September 15, 2000). In
1999, Bartell Drug (an S corporation) entered into an agreement to purchase a property (Property
#2). To further structuring the disposition of another property already owned by Bartell Drug
(Property #1) as a § 1031 like-kind exchange. Bartell Drug assigned its rights in the purchase
agreement to a third-party exchange facilitator (EPC) and entered into an agreement with EPC
that provided for EPC to purchase Property #2 and gave Bartell Drug a right to acquire Property
#2 from EPC for a stated period and price. EPC purchased Property #2 on August 1, 2000, with
bank financing guaranteed by Bartell Drug. Bartell Drug then supervised construction of a
drugstore on Property #2 using proceeds of the EPC financing guaranteed by Bartell Drug. Upon
substantial completion of the construction in June 2001, Bartell Drug leased the store from EPC
until Bartell Drug acquired Property #2 on December 31, 2001. In late 2001. Bartell Drug
contracted to sell Property #1 to another party. Bartell Drug thereupon entered an exchange
agreement with intermediary SS and assigned to SS its rights under the sale agreement and under
the earlier agreement with EPC. SS sold Property #1. applied the proceeds of that sale to the
acquisition of Property #2 from EPC and transferred Property #2 to Bartell Drug on December
31, 2001. The Tax Court (Judge Gale) held that the transactions qualified as a § 1031 like-kind
exchange of Property # 1 for Property #2. The Court rejected the IRS’s argument that under a
“benefits and burdens™ analysis Bartell Drug was the owner of Property #2 long before the
formal transfer of title on December 31, 2001 and treated EPC as the owner of Property #2
during the period it held title to the property. Alderson v. Commissioner, 317 F.2d 790 (9th Cir.
1963), rev'g 38 T.C. 215 (1962), and Biggs v. Commissioner, 69 T.C. 905 (1978), aff'd. 632 F.2d
1171 (5th Cir. 1980), were cited as precedent for the proposition that § 1031 is formalistic, and
that the exchange facilitator does not bear the benefits and burdens of ownership during the
period it holds title to the property for the purpose of facilitating a like kind exchange on behalf
of a taxpaver who contractually does bear the benefits and burdens of ownership does not
preclude § 1031 nonrecognition for the deferred exchange. “[Gliven that the caselaw has
countenanced a taxpavyer's pre-exchange control and financing of the construction of
improvements on the replacement property while an exchange facilitator held title to it, see J H.
Baird Publ’g. Co. v. Commissioner, 39 T.C. 608, 610-611 (1962), we see no reason why the
taxpayer’s pre-exchange, temporary possession of the replacement property pursuant to a lease
from the exchange facilitator should produce a different result.”

a. If you wish to engage in a reverse like-kind exchange in which the
exchange accommeodation titleholder holds title to the replacement property for more than
180 days, proceed at vour own peril, savs the IRS. A.O.D. 2017-06, 2017-33 LR.B. 194
(8/23/17). The IRS has nonacquiesced in the Tax Court’s decision in Bartell. In its
nonacquiescence. the IRS emphasized Rev. Proc. 2000-37, 2000-2 C.B. 308, which provides a
safe harbor for reverse like-kind exchanges in which replacement property is parked with an
exchange accommodation titleholder if certain requirements are met. If all of the requirements
are met, then the exchange accommodation titleholder is considered the owner of the property to
which it holds title regardiess of who bears the benefits and burdens of ownership. One
requirement is that the exchange accommodation titleholder must not hold the property for more
than 180 days. It the requirements of the revenue procedure are not met. then the determination
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whether the taxpayer or the exchange accommodation titleholder is the owner of the property is
made without regard to the provisions of the revenue procedure. In Barrell, the exchange
accommodation titlecholder held title to the property for 17 months. In this action on decision, the
IRS stated:
[Tlin determining whether a reverse exchange outside the scope of Rev. Proc.
2000-37 meets the requirements of § 1031, the Service will not follow the
principle in the court opinions that an exchange facilitator may be treated as the
owner of property regardless of whether it possesses the benefits and burdens of
ownership. ... Taxpavers that use accommodating parties outside the scope of
Rev. Proc. 2000-37 have not engaged in an exchange if the taxpayer. rather than
the accommodating party, acquires the benefits and burdens of ownership of the
replacement property before the taxpayer transfers the relinquished property. The
Service will not follow the Tax Court’s opinion in Bartell 1o the extent the
opinion provides otherwise.

F. Section 1633
G. Section 1035
H. Miscellaneous

IV. COMPENSATION ISSUES

A. Fringe Benefits
1. The IRS provides guidance on the application of the Affordable Care
Act’s market reforms to HRAs, EPPs, FSAs, and EAPs — it’s the bee’s knees! Notice 2013-
54, 2013-40 LR.B. 287 (9/13/13), supplemented by Notice 2015-87, 2015-52 L.R.B. 889
(12/16/15). The Patient Protection and Affordable Care Act amended the Public Health Service
Act to implement certain market reforms for group health plans, including requirements that:
(1) group health plans not establish any annual limit on the dollar amount of benefits for any
individual, and (2) non-grandfathered group health plans provide certain preventive services
without imposing any cost-sharing requirements for the services. The notice provides guidance,
in Q&A format. on the application of these market reforms to: (1)health reimbursement
arrangements (including HRAs integrated with group health plans), (2) group health plans under
which employers reimburse employees for premium expenses incurred for an individual health
insurance policy (referred to in the notice as “employer payment plans™), and (3) health flexible
spending arrangements. The notice also provides guidance on employee assistance programs and
on § 125(0H)(3). which generally provides that a qualified health plan offered through a health
insurance exchange established under the Affordable Care Act is not a qualified benefit that can be
offered through a cafeteria plan. The notice applies for plan yvears beginning on and after 1/1/14, but
taxpavers can apply the guidance provided in the notice for all prior periods. The Department of
Labor has issued guidance in substantially identical form (Technical Release 2013-03) and the
Department of Health and Human Services is issuing guidance indicating that it concurs.
a. The obvious solution has a great big catch in it. In a Q&A issued on
5/13/14, available on the IRS s web site (https://perma.cc/FKSA-FRF2), the IRS states:
Q1. What are the consequences to the emplover if the employer does not establish
a health insurance plan for its own employees, but reimburses those employees
for premiums they pay for health insurance (either through a qualified health plan
in the Marketplace or outside the Marketplace)?
[A 1] Under IRS Notice 2013-54, such arrangements are described as emplover
payment plans. An employer payment plan, as the term is used in this notice,
generally does not include an arrangement under which an employee may have an
after-tax amount applied toward health coverage or take that amount in cash
compensation. As explained in Notice 2013-54, these employer payment plans are
considered to be group health plans subject to the market reforms, including the
prohibition on annual limits for essential health benefits and the requirement to
provide certain preventive care without cost sharing. Notice 2013-54 clarifies that
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such arrangements cannot be integrated with individual policies to satisfy the
market reforms. Consequently, such an arrangement fails to satisfy the market
reforms and may be subject to a $100/day excise tax per applicable emplovee
(which is $36.500 per vear. per employee) under section 4980D of the Internal
Revenue Code.

b. Good news (7} for some employers: the IRS reiterates prior
guidance and clarifies issues related to employer payment plans and provides transition
relief from the § 4980D excise tax. Notice 2015-17. 2015-14 L.LR.B. 845 (2/18/15). This notice
reiterates the conclusion in prior guidance. including Notice 2013-54. 2013-40 L.LR.B. 287. that
employer payment plans are group health plans that will fail to comply with the market reforms
that apply to group health plans under the Affordable Care Act. The notice provides guidance. in
Q&A format, on several issues, including the treatment of: (1) an S corporation’s payment or
reimbursement of premiums for individual health insurance coverage covering a 2-percent
shareholder. (2) an employer’s reimbursement of an employee’s Medicare premiums or payment
of medical expenses for employees covered by TRICARE, (3)an employer’s increase of an
emplovee’s compensation to assist with payments for individual coverage. and (4) an employer’s
provision of premium assistance on an after-tax basis. The notice also provides a transition rule
under which the IRS will not assert the excise tax imposed by § 4980D for any failure to satisfy
the market reforms by employer payment plans that pay, or reimburse employees for individual
health policy premiums or Medicare part B or Part D premiums: (1) for 2014 for employers that
are not applicable large employers for 2014, and (2) for 1/1/15 through 6/30/15 for employers
that are not applicable large emplovers for 2015. Generally. applicable large employers are those
that emploved an average of at least 50 full-time employees on business days during the
preceding calendar year. Employers eligible for this transition rule are not required to file Form
8928 (Return of Certain Excise Taxes Under Chapter 43 of the Internal Revenue Code) solely as
a result of having employer payment plans for the period for which the employer is eligible for
the relief.

c. Final regulations provide guidance on many issues under the
Affordable Care Act and incorporate prior guidance issued in forms other than
regulations. T.D. 9744, Final Rules for Grandfathered Plans, Preexisting Condition Exclusions,
Lifetime and Annual Limits, Rescissions. Dependent Coverage, Appeals. and Patient Protections
Under the Affordable Care Act. 80 F.R. 72192 (11/18/15). The Treasury Department and the IRS
have issued final regulations regarding grandfathered health plans, preexisting condition
exclusions, lifetime and annual dollar limits on benefits, rescissions, coverage of dependent
children to age 26, internal claims and appeal and external review processes, and patient
protections under the Affordable Care Act. Among many other changes. the final regulations
provide guidance on integration of health reimbursement arrangements with other group health
plan coverage and modify Notice 2015-17 by providing a special rule for employers with fewer
than 20 employees who offer group health plan coverage to employees who are not eligible for
Medicare but do not offer coverage to employees who are eligible for Medicare. If such an
employer is not required by the applicable Medicare secondary payer rules to offer group health
plan coverage to employees who are eligible for Medicare coverage, then the employer’s
reimbursement of Medicare part B or D premiums may be integrated with Medicare and deemed
to satisfy the annual dollar limit prohibition and the preventive services requirements if the
employees who are not offered other group health plan coverage would be eligible for that group
health plan but for their eligibility for Medicare. The regulations are effective on 1/19/16 and
apply to group health plans and health insurance issuers beginning on the first day of the first
plan year (or, in the individual market, the first day of the first policy year) beginning on or after
1/1/17.

d. Just in time for Christmas! The IRS continues to prove that the
Affordable Care Act, like the jelly-of-the-month club, is, as cousin Eddie put it, “the gift
that keeps on giving [guidance] the whole vear.” Notice 2015-87. 2015-52 [LR.B. 889
(12/16/15). This notice. in Q&A format. provides guidance on the application of various
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provisions of the Affordable Care Act to unpiovez provided hca!th coverage. The notice
supplements the guidance in Notice 2013-54. 2013-40 LR.B. 287 (9/13/13) and I . 9744, Final
Rules for Grandfathered Plans, Pru\sstmg Condition Exclusions, Lifetimc and Annual Limits,
Rescissions. Dependent Coverage, Appeals, and Patient Protections Under the Affordable Care
Act, 80 F.R. 72192 (11/18/15). The notice (1) provides guidance on the application of the
Affordable Care Act’s market reforms for group health plans to various types of employer health
care arrangements. including health reimbursement arrangements and group health plans under
which an employer reimburses an employee for some or all of the premium expenses incurred
for an individual health insurance policy; (2} clarifies certain aspects of the employer shared
responsibility provisions of §4980H: (3)clarifies certain aspects of the application to
government entities of 4980H the information reporting provisions for applicable large
employers under §603() dnd application of the rules for health savings accounts to persons
cligible for benefits administered by the Department of Veterans Affairs; (4) clarifies the
application of the COBRA continuation coverage rules to unused amounts in a health flexible
spending arrangement carried over and available in later years. and conditions that may be put on
the use of carryover amounts; and (5) addresses relief from penalties under §§ 6721 and 6722
that has been provided for employers that make a good faith effort to comply with the
requirements under § 6056 to report information about offers made in calendar year 2015. The
guidance provided in the notice generally applies for plan years beginning on and after 12/16/15,
but taxpayers can apply the guidance provided in the notice for all prior periods.

e. Colleges and wuniversities providing health insurance premium
reductions to students who perform services might have employer payment plans that
violate the Affordable Care Act’s market reforms, and may need to look at alternatives.
Notice 2016-17, 2016-9 L.R.B. 358 (2/5/16). Colleges and universities often provide students,
especially graduate students, with health coverage at greatly reduced or no cost as part of a
package that includes tuition assistance and a stipend for living expenses. Some of these students
perform services for the school (such as teaching or research), which raises the issue whether
these premium reduction arrangements might be viewed as employer-sponsored group health
plans that are employer payment plans thal violate the market reform provisions of the
Affordable Care Act. The notice concludes that whether such arrangements constitute group
health plans will depend on all of the facts and circumstances, and that they might or might not
be viewed as employer payment plans. To give colleges and universities time to examine this
issue and adopt suitable alternatives if necessary, the notice provides that Treasury (and the
Department of Labor and the Department of Health and Human Services) will not assert that a
premium reduction arrangement fails to satisfy the Affordable Care Act’s market reforms if the
arrangement is offered in connection with other student health coverage (either insured or self-
insured) for a plan year or policy year beginning before 1/1/17. Thus, colleges and universities
have relief for plan vears or policy vyears that are roughly coterminous with academic years
beginning in the summer or fall of 2016 and ending in 2017. This notice applies for plan years
beginning before 1/1/17.

£. Congress provides relief from the &}4980D excise tax for small
employers offering health reimbursement arrangements, imposes new reporting
requirements, limits the exclusion from gross income under § 106, and coordinates HRAs
with the § 36B premium tax credit. The 21st Century Cures Act (“Cures Act™), Pub. L. No.

14-255. was signed by the President on 12/13/16. Among other changes, the Cures Act made
several modifications to the rules related to health reimbursement arrangements.

Health Reimbursement Arrangements Offered by Small Employers—Section 18001(a)( 1)
of the Cures Act amends Code § 9831 by adding subsection (d), which provides that, for
purposes of title 26 (other than the Cadiliac Tax of § 49801), a “gualified small employer health
reimbursement arrangement’” (QSEHRA}) is not treated as a group health plan. The effect of this
amendment is to allow employers to offer health reimbursement arrangements that meet the
definition of a QSEHRA without becoming subject to the excise tax of § 4980D. An arrangement
is a QSEHRA if it (1) is offered by an “cligible employer:™ (2) subject to certain exceptions, is
provided to all “eligible emplovees™ on the same terms. (3) is funded solely by the emplover and
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does not call for contributions through salary reduction: (4) provides for the payment or
reimbursement of documented expenses for medical care (as defined in § 213(d)) incurred by the
employee or the employee’'s family members: and (5)the amount of payments and
reimbursements for the vear do not exceed $4.950 ($10.000 in the case of an arrangement that

also provides for payments or reimbursements for family members of the employee). These
dollar limitations will be adjusted for inflation after 2016. An “eligible employer™ is an employer
that is not an applicable Iarg:c emplover as defined in § 4980H(¢)(2) and does not ofter a group
health plan to any of its employees. An “eligible employee™ generally is any employee of the
employer, but the terms of the arrangement may exclude from consideration certain employees.
such as those who have not completed 90 days of service, those who have not attained age 25,
and part-time or seasonal employees. This relief from the § 4980D excise tax applies for years
beginning after 12/31/16, which means that employers may begin offering QSEHRAS beginning
in2017

New Reporting Obligations—The Cures Act imposes two new reporting requirements
related to health reimbursement arrangements. First, Code § 9831(d)}4). as added by
§ 18001(a)(1) of the Cures Act, provides that an employer funding a QSEHRA for any year must
provide to each eligible employee a written notice not later than 90 days before the beginning of
the year (or, if later. the date on which the employee becomes an eligible employee). The notice
must include the following information: (1) a statement of the amount of the employee’s
permitted benefit under the arrangement for the year; (2) statement that the employee should
provide the amount of his or her permitted benefit to any health insurance exchange to which the
employee applies for advance payment of the premium tax credit; and (3) a statement that, if the
employee is not covered under minimum essential coverage for any month, the employee may be
subject to tax under section § 5000A for that month and reimbursements under the arrangement
may be includible in gross income. An employer that fails to provide the required notice is
subject to a $50 penalty per employee for each incident of failure. subject to a $2,500 calendar
year maximum for all failures. Second, new Code § 6501(a)15). as added by § 18001(a)6) of
the Cures Act, requires an employer to report on Form W-2 the amount of each employee’s
permitted benefit under a QSEHRA. These rules regarding reporting apply to years beginning
after 12/31/16. However, the legislation provides that a person shall not be treated as failing to
provide the written notice required by § 9831(d)(4) if the notice is provided not later than 90
days after the date of the enactment of the Cures Act.

FExtension of Relief Provided by Notice 2015-17—Notice 2015-17. 2015-14 1.R.B. 845
(2/18/15), provided a transition rule under which the IRS would not assert the excise tax imposed
by § 4980D for any failure to satisfy the market reforms by employer payment plans that pay or
reimburse employees for individual health policy premiums or Medicare part B or Part D
prcmiums: (1) for 2014 for employvers that are not applicable large employers for 2014, and
(2) for 1/1/15 through 6/30/15 for employers that are not applicable Iazge employers for 2015.
Section 18001(a)(7)B) of the Cures Act provides that the relief under lotice 2015-17 shall be
treated as applying to any plan year beginning on or before 12/31/16. This means that employers
that are not applicable large employers will not be subject to the § 4980D excise tax as a result of
offering an employer payment plan for plan years beginning on or bcforc 12/31/16.

[,mmaimn on the Exclusion of Code §106—New Code § 106(g). as added by

18001(a)2) of the Cures Act, provides that, for purposes of Code §§ 305 and 106, pavments or
reimbursements to an individual for medical care from a QSEHRA shall not be treated as paid or
reimbursed under employer-provided coverage for medical expenses under an accident or health
plan if. for the month in which the medical care is provided, the individual does not have
minimum essential coverage within the meaning of § S000A(f). The effect of this amendmuﬂ is
that payments or reimbursements under a QSEHRA are included in an individual™s gross income
it the individual does not have minimum essential coverage.

Coordination with the § 368 Premium Tax Credit—Code § 36B(c)y(4), as added by
§ 18001(a)3) of the Cures Act. makes an individual ineligible for the § 36B premium tax credit
for any month if the individual is provided a QSEHRA for the month that constitutes affordable
coverage. If the QSEHRA does not constitute affordable coverage. then the employee remains
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eligible for the premium tax credit for the month, but the amount of the credit is reduced by the
1712 of the employee’s permitted benefit under the QSEHRA for the year. A QSEHRA
constitutes affordable coverage for a month (and therefore makes an employee ineligible for the
premium tax credit) if the excess of (1) the premium for the month for self-only coverage under
the second lowest cost silver plan offered in the relevant individual health insurance market, over
(2) 1/12 of the employee’s permitted benefit under the QSEHRA. exceeds 1/12 of 9.69 percent
(for 2017) of the employee’s household income. (Note that this calculation requires using the
cost of self-only coverage. even for employees with insured family members.) The statutory
rules provide for adjusting the calculation in the case of employees employed for less than a full
vear. An emplovee must provide the amount of his or her permitted benefit to any health
insurance exchange to which the employee applies for advance payvment of the premium tax
credit.

Application of the Cadillac Tax—Generally, § 49801, which was enacted as part of the
Affordable Care Act, imposes a 40 percent excise tax on the amount by which the cost of group
health coverage provided by an employer (referred to as “applicable employer-sponsored
coverage™) exceeds a specified dollar limit. Subsequent to the enactment of the Affordable Care
Act, Congress in 2015 delayed the effective date of the Cadillac Tax to taxable years beginning
after 12/31/19. Section 18001(a)(4) of the Cures Act amends Code § 49801{(d)(2)(D) to provide
that a QSEHRA is considered “applicable employer-sponsored coverage™ for purposes of the
Cadillac Tax. Accordingly, the cost of a QSEHRA to the employer must be taken into account in
determining the applicability of the Cadillac Tax.

g. Employers offering Qualified Small Emplover Health
Reimbursement Arrangements in 2017 need not provide the initial written notice to
employees until after the IRS provides guidance. Notice 2017-20, 2017-11 LR.B. 1010
(2/27/17). The 21st Century Cures Act, signed by the President on 12/13/16. added Code
§ 9831(d)¥4). which requires each employer that funds a QSEHRA to provide each eligible
employee a written notice with specified information not later than 90 days before the beginning
of the vear (or. if later. the date on which the employee becomes an eligible employee). For
2017, the legislation provides that employers will be treated as complying with this requirement
if they provide the notice not later than 90 days after the date of enactment of the Cures Act. The
90th day was 3/13/17. An employer that fails to provide the required notice is subject to a $50
penalty per employee for each incident of failure, subject to a $2,500 calendar year maximum for
all failures. Because employers might have difficulty complying with the notice requirement in
the absence of guidance, the IRS has announced that employers funding QSEHRASs in 2017 need
not provide the initial written notice until after the IRS issues such guidance.

2. Providers of minimum essential health coverage and employers subject to
the Affordable Care Act’s shared responsibility pavment get a break—statements required
to be furnished to individuals for 2016 have a delayed due date, but the date for filing with
the IRS remains unchanged. Notice 2016-70, 2016-49 1.R.B. 784 (11/18/16). Sections 6055
and 6056 were added to the Code by the Patient Protection and Affordable Care Act. Section
6055 requires annual information reporting by health insurance issuers, self-insuring employers,
government agencies, and other providers of health coverage and requires the provider to furnish
a related statement to each individual whose information is reported. The IRS has designated
Forms 1094-B and 1095-B to meet the requirements of § 6055. Section 6056 requires annual
information reporting by applicable large emplovers relating to the health insurance that the
emplover offers (or does not offer) to its full-time emplovees and requires the employer to
furnish related statements to employees that employees may use to determine whether, for each
month of the calendar vear, they may claim on their individual tax returns a premium tax credit
under § 36B. The IRS has designated Forms 1094-C and 1095-C to meet the requirements of
§ 6055. The IRS and Treasury previously issued final regulations implementing these reporting
requirements. T.D. 9660, Information Reporting of Minimum Essential Coverage. 79 F.R. 13220
(3/10/14); T.D. 9661. Information Reporting by Applicable Large Emplovers on Health
Insurance Coverage Offered Under Employer-Sponsored Plans, 79 F.R. 13231 (3/10/14). Under
the final regulations, the required statements generally must be furnished to individuals or
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emplovees for a calendar year on or before January 31 of the succeeding year. and the
information returns for a calendar vear generally must be filed on or before February 28 of the
succeeding year (March 31 if filed electronically). The regulations generally apply for calendar
years beginning after 12/31/14. This notice extends the due date for furnishing to individuals the
2016 Forms 1095-B and 1095-C to 3/2/17. Because of this extension. those furnishing Forms
1095-B and 1095-C do not have, as they normally would. the ability to request a 30-day
extension. However. this notice, unlike similar reliet granted in prior years. does not extend the
due date for filing with the IRS Forms 1094-B. 1095-B. 1094-C. or 1095-C. The due date for
filing remains 2/28/17. if not filed electronically, or 3/31/17. if filed electronically. Nevertheless.
an automatic 30-day extension of the due date for filing is available by filing Form 8809 on or
betfore the due date.

¢ Because the extended due dates may delay an individual’s receipt
of Forms 1095-B or 1095-C, the notice provides that, for 2016, individuals do not need to wait to
receive Forms 1095-B and 1095-C before filing their returns. Instead, taxpayers can rely on other
information received from their employers or coverage providers about their offers of coverage for
purposes of determining either eligibility for the § 36B premium tax credit or to confirm that they
had minimum essential coverage. Such individuals should keep the information on which they rely
with their tax records but need not send it to the IRS.

e The notice extends transition relief from penalties under §§ 6721
and 6722 for incorrect or incomplete information reported on the retumn or statement to reporting
entities that establish they made good-faith efforts to comply with the information-reporting
requirements under §§ 6055 and 6056 for 2016 (both for furnishing to individuals and for filing
with the Service). However. no penalty relief is available for failing to file an information return or
furnish a statement by the due dates (as extended by the notice).

3. The Tax Court ices the IRS by allowing the Boston Bruins’ 100%
deduction for away-game meals as a de minimis fringe, while the winning slap shot may be
that hotel and banquet facilities can be “leased.” Jacobs v. Commissioner, 148 T.C. No. 24
(6/26/17). The taxpavers, a married couple, own the S corporation that operates the Boston
Bruins professional hockey team. When the Bruins travel to away games, the team provides the
coaches. players, and other team personnel with hotel lodging as well as pre-game meals in
private banquet rooms. Game preparation (e.g., strategy meetings. viewing films. discussions
among coaches and players) also takes place during these team meals. The Bruins enter into
extensive contracts with away-game hotels, including terms specifying the food to be served and
how the banquet rooms should be set up. The taxpayers’ S corporation spent approximately
$540,000 on away-game meals at hotels over the years 2009 and 2010, deducting the full amount
thereof pursuant to §§ 162, 274(n)(2)(B), and 132(¢). Section 274(n) generally disallows 50
percent of meal and entertainment expenses, but § 274(n)(2)(B) provides an exception if the
expense qualifies as a de minimis fringe benefit under § 132(e). Under Reg. § 1.132-7, employee
meals provided on a nondiscriminatory basis qualify under § 132(e) if (1) the eating facility is
owned or leased by the employer: (2) the facility is operated by the emplover; (3) the facility is
located on or near the business premises of the employer: (4) the meals furnished at the facility
are provided during, or immediately before or after, the employee’s workday: and (5) the annual
revenue derived from the facility normally equals or exceeds the direct operating costs of the
facility. The IRS argued that the Bruins® expenses do not qualify under § 132(e) and thus should
be limited to 50 percent under § 274(n) because meals at away-game hotels are neither at
facilities “operated by the emplover.” nor “owned or leased by the employer.” nor “on or near
the business premises of the emplover.” After easily determining that the other requirements for
de minimus fringe benefit treatment were met, the Tax Court (Judge Ruwe) focused upon
whether., for purposes of § 132(e) and Reg. § 1.132-7. the Bruins’ away-game hotels can be
considered facilities that are “operated by the employer.” “leased by the employer.” and “on or
near the business premises of the emplover.” Judge Ruwe held that because away-game travel
and lodging are indispensable to professional hockey and because the Bruins® contracts with the
hotels specify many of the details regarding lodging, meals, and banguet rooms. the meal
expenses are 100 percent deductible as a de minimis fringe. The hotel facilities are “operated by
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the employer” because the regulations expressly construe that term to include being operated
under contract with the employer. The hotel facilities also should be considered “leased™ by the
employer, the court concluded, due to the extensive contracts and the team’s exclusive use and
occupancy of designated hotel space. Further. the court concluded that. because away-game
travel and lodging is an indispensable part of professional hockey. the hotel facilities should be
considered the business premises of the employer.

e The slap shot to the IRS: The Tax Court’s holding that the
Bruins’ “lease™ the hotel facilities is somewhat at odds with regulations under § 512, Reg.
§ 1.512(b)-1(c)(5) provides that amounts received for the use or occupancy of space where personal
services are rendered to the occupant (e.g., hotel services) does not constitute rent for purposes of
the § 512 exclusion from unrelated business taxable income. See also Rev. Rul. 80-298. 1980-2
C.B.197 (amounts received by tax-exempt university for professional football team’s use of playing
field and dressing room along with maintenance, linen, and security services is not rental income for
purposes of § 512 exclusion from UBTI). Judge Ruwe’s decision may embolden tax-exempt
organizations seeking to exclude so-called “facility use fees™ (e.g., payments made to an aquarium
for exclusive use of its space for corporate events) from UBTIL.

B. Qualified Deferred Compensation Plans

1. Relief for certain closed defined benefit pension plans. Notice 2014-5,
2014-2 LR.B. 276 (12/13/13). This notice provides temporary nondiscrimination relief for
certain “closed” defined benefit pension plans (i.e., those that provide ongoing accruals but that
have been amended to limit those accruals to some or all of the employees who participated in
the plan on a specified date). Typically, new hires are offered only a defined contribution plan,
and the closed defined benefit plan has an increased proportion of highly compensated
employees.

a. The relief is extended to plan years beginning before 2017. Notice
2015-28. 2015-14 1.R.B. 848 (3/19/15). This notice extends for an additional year the temporary
nondiscrimination relief originally provided in Notice 2014-5, 2014-2 LR.B. 276 (12/13/13). by
applying that relief to plan years beginning before 2017. The notice cautions that all remaining
provisions of the nondiscrimination regulations under § 401(a}(4) (including the rules relating to
the timing of plan amendments under Reg. § 1.401(a)(4)-5) continue to apply. Treasury and the
IRS anticipate issuing proposed amendments to the § 401(a)(4) regulations that would be
finalized and apply after the relief under Notice 2014-5 and this notice expires.

b. Proposed regulations provide nondiscrimination relief for certain
closed plans and formulas and make other changes. REG-125761-14, Nondiscrimination
Relief for Closed Defined Benefit Pension Plans and Additional Changes to the Retirement Plan
Nondiscrimination Requirements, 81 F.R. 4976 (1/29/16). The Treasury Department and the IRS
have published proposed amendments to the regulations under § 401(a)4), which provides
generally that a plan is a qualified plan only if the contributions or benefits provided under the
plan do not discriminate in favor of highly compensated employees. The proposed regulations
modify a number of provisions in the existing regulations under § 401(a}4) to address situations
and plan designs that were not contemplated in the development of the existing regulations.
Many of the changes in the proposed regulations provide nondiscrimination relief for certain
closed plans and formulas, but the proposed regulations also include other changes that are not
limited to closed plans and formulas. The proposed amendments generally would apply to plan
vears beginning on or after the date of publication of final regulations and, subject to some
significant exceptions. taxpayers are permitted to apply the provisions of the proposed
regulations for plan years beginning on or after 1/1/14.

c. The relief is extended to plan vears beginning before 2018. Notice
2016-57, 2016-40 L.R.B. 432 (9/19/16). This notice extends for an additional year the temporary
nondiscrimination relief originally provided in Notice 2014-5. 2014-2 L.R.B. 276 (12/13/13). by
applving that relief to plan vears beginning before 2018, The IRS has done so because it
anticipates that the proposed regulations (REG-125761-14, Nondiscrimination Relief for Closed
Defined Benefit Pension Plans and Additional Changes to the Retirement Plan
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Nondiscrimination Requirements, 81 F.R. 4976 (1/29/16)) will not be published as final
regulations in time for plan sponsors to make plan design decisions based on the final regulations
before expiration of the relief provided under Notice 2014-5 (as extended by Notice 2015-28).
Therefore, the IRS has extended the relief for an additional vear,

2. If vou use an ESOP to attempt to reduce tax liability, failing to pay
vourself compensation for services can be costly. DNA Pro Ventures. Inc. Emplovee Stock
Ownership Plan v, Commissioner. T.C. Memo. 2015-195 (10/5/15). The IRS determined that an
ESOP was not qualified under § 401(a) and that its related trust therefore was not tax-exempt
under § 501(a). In this declaratory judgment action, the Tax Court (Judge Dawson) held that the
IRS did not abuse its discretion in making this determination. The sponsor of the ESOP, DNA
Pro Ventures, Inc., was formed by an orthopedic surgeon (Dr. Prohaxka) and his wife. who were
the corporation’s sole stockholders, directors. and employees. In 2008, the corporation issued
1,150 shares of class B common stock to the ESOP’s trust with a par value of $10 per share. The
trust then allocated those shares to Dr. Prohaska’s ESOP account. The corporation paid no
compensation to Dr. Prohaska or his wife in 2008. Under § 401(a)(16). a trust is not qualified if
the plan provides for benefits or contributions that exceed the limitations of § 415, which for the
2008 plan year limited annual additions (the sum of employer contributions, employee
contributions, and forfeitures) to the lesser of $40.000 or 100% of the participant’s
compensation. The court held that, because neither Dr. Prohaska nor his wife received any
compensation from the corporation for 2008, their contribution limits were zero, and the
corporation’s transfer of the class B common stock in 2008 was an employer contribution that
exceeded the contribution limit by $11.500. Accordingly. the court held, the ESOP failed the
requirements of § 401{a)(16) and was not a qualified plan for 2008. Further, a § 415 failure is a
continuing failure, and therefore the ESOP was not a § 401(a) qualified plan for all subsequent
plan vears. The ESOP also failed to be a § 401(a) qualified plan because it had failed to obtain
annual appraisals in violation of the plan itself. which required valuation of the trust fund on
each valuation date.

a. The Eighth Circuit sees it the same way. DNA Pro Ventures, Inc. v,
Commissioner, 856 F.3d 557 (8th Cir. 5/9/17). In an opinion by Judge Loken. the U.S. Court of
Appeals for the Eighth Circuit affirmed the Tax Court’s decision. The court held that, because
neither Dr. Prohaska nor his wife received any compensation from the corporation for 2008, their
contribution limits were zero, and the corporation’s transfer of the class B common stock of
DNA Pro Ventures, Inc. to the ESOPs trust in 2008 was an emplover contribution that exceeded
the contribution limit of § 415. Under § 401(a)(16), a trust is not qualified if the plan provides for
benefits or contributions that exceed the limitations of § 415. Accordingly, the ESOP was not
qualified under § 401(a) and its related trust therefore was not tax-exempt under § 501(a) for
2008 and the subsequent tax vears under audit.

3. IRA trustees and plan administrators can take the taxpaver’s word for it
that the taxpayer is eligible for a waiver of the 60-day rollover period. Rev. Proc. 2016-47,
2016-37 1.R.B. 346 (8/24/16). This revenue procedure provides for a self-certification procedure
(subject to verification on audit) that a taxpaycr can use to claim eligibility for a waiver with
respect to a rotlover into a qualified plan or IRA. Under §§ 4()”(@)(3) dnd 4()8(d) (3}, any amount
distributed from a qualified plan or IRA is excluded from gross income if it is transferred to an
eligible retirement plan no later than the 60th day foi!()mng the day of receipt. A similar rule
applies to §403(a) annuity plans, §403(b) tax sheltered annuities, and § 457 eligible
governmental plans. A taxpaver who fails to meet the 60-day requirement can seck a waiver,
pursuant to §8§ 402¢(c)3XB) and 408(dX3)1}, on the grounds that “failure to waive such
requirement would be against equity or good conscience, including casualty, disaster. or other
events beyond the reasonable control of the individual subject to such requirement.” Taxpayers
seck a waiver by submitting a request for a private letter ruling pursuant to Rev. Proc. 2003-16
2003-1 C.B. 359. This revenue procedure does not eliminate a taxpayer’s ability to seek a private
letter ruling. but allows a taxpayer to make a written self-certification to a plan administrator or

n IRA trustee provided that three conditions are met: (1) the IRS has not previously denied a
waiver request with respect to the rollover, (2)the taxpaver failed to meet the 60-day
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requirement because of the taxpayer's inability to complete a rollover due to one or more of
several specified reasons. including an error by the financial institution receiving the contribution
or making the distribution, the taxpayer's misplacement and failure to cash the distribution
check, severe damage to the taxpayer’s principal residence, incarceration of the taxpayer. serious
illness of the taxpayer or a member of the taxpayer’s family, or the death of a member of the
taxpayer’s family. and (3) the taxpayer makes the contribution to the plan or IRA as soon as
practicable after the circumstance justifyving the waiver no longer prevents the taxpayer from
making the contribution. (This third requirement is deemed to be satisfied if the contribution is
made within 30 days after the circumstance justifying the waiver no longer prevents the taxpayer
from making the contribution.} The revenue procedure provides a model letter that taxpayers can
use for a self-certification. A plan administrator or IRA trustee can rely on a taxpayer’s self-
certification in determining whether the taxpayer has satistied the conditions for a waiver of the
60-day rollover requirement unless the administrator or trustee has actual knowledge to the
contrary. However, IRA trustees will be required to report on Form 5498 that a contribution was
accepted after the 60-day deadline. The self-certification allows a taxpayer to report a
contribution as a valid rollover, but the IRS can challenge on audit the taxpayer’s eligibility for a
waiver and can still seek to impose penalties such as the failure-to-pay penalty of § 6651. The
revenue procedure modifies Rev. Proc. 2003-16 by providing that the IRS may grant a waiver
during an examination of the taxpayer’s income tax return. The revenue procedure is effective on
8/24/16.

a. The IRS examination division has authority to grant a hardship
waiver of the 60-day rollover period, and the IRS’s decision is subject to judicial review,
says the Tax Court. Trimmer v. Commissioner, 148 T.C. No. 14 (4/20/17). Shortly after the
taxpayer had retired from the New York City Police Department in 2011 and his post-retirement
job as a security guard had fallen through, the taxpayer began experiencing symptoms of major
depressive disorder. His depression lasted approximately one year. His wife testified that. during
this period. he was “‘like a lost soul.” and when she came home from work in the evening she
would often find him where she had left him in the moming.” During this period. the taxpayer
received two checks in the total amount of approximately $100.000 from his retirement accounts
with the New York City Employees” Retirement System and the New York City Police Pension
Fund. The checks stayed on his dresser for about one month before he deposited them in the
couple’s joint bank account. The funds remained in the bank account for approximately nine
months when. on the advice of the couple’s tax return preparer, the taxpayer moved the funds
into an IRA at the same bank. The IRS issued Notice CP-2000 asserting that the taxpayer had to
include the $100,000 in gross income and was subject to the 10 percent penalty tax of § 72(t).
The taxpayer responded to the notice with a letter in which he explained that he had experienced
depression and that the funds had been moved into an IRA and stated:

I went through a rough time upon separation from my job, causing me emotional

hard times that caused this situation. Penalizing me and my family would not

benefit anybody, only cause extreme duress and punish my children who played

no part in this situation. I ask vou to consider these facts and please come to a fair

decision.
The IRS responded with a letter summarily denying relief that did not mention the availability of
a hardship waiver under § 402(c)(3}B) of the normal requirement that funds withdrawn from a
qualified plan be rolled over within 60 days to an eligible retirement plan in order to be excluded
from gross income. The taxpayer filed a petition in the Tax Court in response to the IRS's
subsequent issuance of a notice of deficiency. The IRS asserted two main arguments: (1) the
hardship waiver provision of § 462(c¥3)}B) was inapplicable because the taxpayer had failed to
request a private letter ruling pursuant to Rev. Proc. 2003-16, 2003-1 C.B. 359 and therefore the
IRS examination division had no authority to determine whether the taxpaver qualified for a
waiver: and (2) even if the examination division did have authority to consider a hardship
waiver, the IRS’s determination concerning the waiver is not subject to judicial review. The Tax
Court (Judge Thomton) rejected both of the IRS’s arguments and concluded that the taxpayer
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was eligible for a hardship waiver of the 60-day rollover requirement. With respect to the
authority of the IRS to consider a hardship waiver during an examination, the court reviewed
Rev. Proc. 2003-16. 2003-1 C.B. 359, and its modification by Rev. Proc. 2016-47, 2016-37
[.LR.B. 346 (8/24/16). and concluded that “the purpose and effect of the 2016 modification of
Rev. Proc. 2003-16 [to permit the grant of a waiver during examination} ... was not to create
some new authority that had not previously existed for IRS examiners to consider hardship
waivers during examinations, but rather to make clear the existence of that authority.” According
to the court. the IRS had. in fact. made a final determination to deny the taxpaver a hardship
waiver. With respect to the issue whether the IRS’s determination of eligibility for a hardship
waiver is subject to judicial review, the court concluded that the jurisdiction conferred by the
taxpayer’s filing of a timely petition in response to the notice of deficiency “includes reviewing
administrative determinations that are necessary to determine the merits of deficiency
determinations.” Further, there were no reasons, the court explained, for the court to refrain from
reviewing the IRS’s exercise of administrative discretion. The appropriate standard of review of
the IRS’s determination concerning a hardship waiver., according to the court, is abuse of
discretion. The court concluded that the IRS—which had “failed to address or even acknowledge
any of the facts and circumstances [the taxpayer] set forth in his letter”—had abused its
discretion in denying the taxpayer a hardship waiver. Finally, the court concluded based on all of
the evidence that the taxpayer qualified for a hardship waiver of the 60-day rollover period.
Because the distributions were not included the taxpayer’s gross income, the 10 percent penalty
tax of § 72(t) also did not apply.
¢« The taxpayer was represented by students enrolled in the Low
Income Taxpayer Clinic at Fordham University School of Law.
4. Retirement plans can make loans and hardship distributions to victims of
natural disasters.
a. Relief for Louisiana flood vietims. Announcement 2016-30, 2016-37
I.LR.B. 355 (8/30/16). Section 401¢k) plans and similar employer-sponsored retirement plans can
make loans and hardship distributions to victims of flooding that began in Louisiana on August
11, 2016. Participants in § 401(k) plans, employees of public schools and tax-exempt
organizations with § 403(b) tax-sheltered annuities, as well as state and local government
emplovees with § 457(b) deferred-compensation plans, may be eligible to take advantage of
these streamlined loan procedures and liberalized hardship distribution rules. IRA participants
are barred from taking out loans, but may be eligible to receive distributions under liberalized
procedures. Pursuant to this relief, an eligible plan will not be treated as failing to satisfy any
requirement under the Code or regulations merely because the plan makes a loan, or a hardship
distribution for a need arising from these Louisiana storms, to an employee, former employee, or
certain family members who live or work in one of the parishes identified as part of a covered
disaster area because of the Louisiana storms. To qualify for this relief, hardship withdrawals
must be made by 1/17/17. To facilitate access to plan loans and distributions, the IRS will not
treat a plan as failing to follow procedural requirements for plan loans or distributions imposed
by the terms of the plan merely because those requirements are disregarded for any period
beginning on or after 8/11/16 and continuing through 1/17/17, provided the plan administrator
(or financial institution in the case of IRAs) makes a good-faith diligent effort under the
circumstances to comply with those requirements. As soon as practicable, the plan administrator
(or financial institution in the case of IRAs) must make a reasonable attempt to assemble any
forgone documentation.
e This relief means that a retirement plan can allow a victim of the
Louisiana flooding to take a hardship distribution or borrow up to the specified statutory limits from
the victim’s retirement plan. It also means that a person who lives outside the disaster area can take
out a retirement plan loan or hardship distribution and use it to assist a son. daughter, parent,
grandparent or other dependent who lived or worked in the disaster area.
e A plan is allowed to make loans or hardship distributions before
the plan is formally amended to provide for such features. Plan amendments to provide for loans or
hardship distributions must be made no later than the end of the first plan year beginning after
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12/31/16. In addition. the plan can ignore the reasons that normally apply to hardship distributions,
thus allowing them. for example. to be used for food and shelter.

e Lxcept to the extent the distribution consists of already-taxed
amounts. a hardship distribution made pursuant to this relief will be includible in gross income and
generally subject to the 10-percent additional tax of § 72(1).

b. Relief for victims of Hurricane Matthew. Announcement 2016-39,
2016-45 LR.B. 720 (10/21/16). Similar relief allows § 401(k} plans and similar employer-
sponsored retirement plans to make loans and hardship distributions to victims of Hurricane
Matthew. Pursuant to this relief. an eligible plan will not be treated as failing to satisty any
requirement under the Code or regulations merely because the plan makes a loan. or a hardship
distribution for a need arising from Hurricane Matthew, to an employee, former employee, or
certain family members who live or work in one of the counties identified as part of a covered
disaster area because of Hurricane Matthew. To qualify for this relief, hardship withdrawals must
be made by 3/15/17. To facilitate access to plan loans and distributions, the IRS will not treat a
plan as failing to follow procedural requirements for plan loans or distributions imposed by the
terms of the plan merely because those requirements are disregarded for any period beginning on
or after 10/4/16 (10/3/16 for Florida) and continuing through 3/15/17. provided the plan
administrator (or financial institution in the case of IRAs) makes a good-faith diligent effort
under the circumstances to comply with those requirements. As soon as practicable. the plan
administrator (or financial institution in the case of IRAs) must make a reasonable attempt to
assemble any forgone documentation. A qualified employer plan that does not provide for them
must be amended to provide for loans or hardship distributions no later than the end of the first
plan vear beginning after 12/31/16.

5. Some inflation adjusted numbers for 2017. LR, 2016-141 (10/27/16).

¢ FElective deferral in §§ 401(k), 403(b). and 457 plans remains
unchanged at $18,000 with a catch up provision for employees aged 50 or older of $6.000.

e The limit on contributions to an IRA will be unchanged at
$5.500. The AGI phase out range for contributions to a traditional IRA by employees covered by a
workplace retirement plan is increased to $62.000 to $72.000 (from $61.000-$71.000) for single
filers and heads of household, increased to $99.000-$119.000 (from $98.000-$118,000) for married
couples filing jointly in which the spouse who makes the IRA contribution is covered by a
workplace retirement plan, and increased to $186,000-$196,000 (from $184.000-$194.000) for an
IRA contributor who is not covered by a workplace retirement plan and is married to someone who
is covered. The phase-out range for contributions to a Roth IRA is increased to $186,000-$196.000
(from $184,000-$194.000) for married couples filing jointly, and increased to $118.000-$133,000
(from $117.000-$132,000) for singles and heads of household.

e The annual benefit from a defined benefit plan under § 415 is
increased to $215,000 (from $210,000).

s The limit for defined contribution plans is increased to $54,000
{from $53,000).

e The amount of compensation that may be taken into account for
various plans is increased to $270,000 (from $265.000). and is increased to $400,000 (from
$395.000) for government plans.

o  The AGI limit for the retirement savings contribution credit for
low- and moderate-income workers is increased to $62.000 (from $61.500) for married couples
filing jointly, increased to $46.500 (from $46,125) for heads of household, and increased to $31.000
(from $30.,750) for singles and married individuals filing separately.

C. Nongqualified Deferred Compensation, Section 83, and Stock Options

D. Individual Retirement Accounts
1. A lesson on how not to handle a deceased spouse’s IRA. Ozimkoski v.
Commissioner, T.C. Memo. 2016-228 (12/19/16). The will of the taxpaver’s deceased husband
appointed the taxpayer as personal representative and. with minor exceptions, left all of his
property to the taxpaver. The taxpayer and her deceased husband each had a traditional IRA with

27



Wachovia (later acquired by Wells Fargo). The deceased husband’s adult son. who was the
taxpayer's stepson. petitioned the probate court to revoke the will. In settlement of the stepson’s
claims, the taxpayer and the stepson agreed that the taxpayer would transfer to the stepson a
1967 Harley Davidson motorcycle and $110.000. The agreement provided that “[a]ll payments
shall be net payments free of any tax.” Because of the stepson’s claims. Wachovia froze the
deceased husband’s [RA. In 2008. following the settlement. Wachovia transferred approximately
$235.000 from the deceased husband’s IRA to the taxpayer’s IRA. The taxpayer, who was age
53. then withdrew a total of approximately $175.000 from her IRA during 2008. $110.000 of
which she paid to the stepson. Wachovia issued a Form 1099-R reporting the distributions as
early distributions. The taxpayer filed her 2008 income tax return twenty-four days late and did
not include the IRA distributions in her gross income. The IRS issued a notice of deficiency
asserting an income tax deficiency of $62.185. a § 72(t) penalty tax for early withdrawal by a
taxpayer not vet age 59-1/2 of $17.460, a late-filing penalty of $3.100, and an accuracy-related
penalty of $12.437 for substantial understatement of income tax. The taxpayer, who appeared pro
se, argued that $110,000 of the distributions should not be included in her gross income because
the stepson was entitled to that amount through the probate litigation and resulting settlement.
The Tax Court (Judge Paris) first concluded that Wachovia had incorrectly rolled the deceased
husband’s IRA into the taxpayer’s IRA because she was not a named beneficiary of the deceased
husband’s IRA. In the court’s view, Wachovia should have distributed the assets of the deceased
husband’s IRA to his estate. Nevertheless, the court reasoned that it could not unwind that
transaction and had to decide the issues based on the transfers that had actually occurred. The
court held that the taxpayer had to include in her gross income all of the 2008 distributions from
her IRA, including the $110.000 that she paid to her stepson. The court also upheld the
imposition of the § 72(t) penalty tax. Although an exception § 72(t)(2)(A)(i1) provides that the
penalty tax does not apply to distributions “made to a beneficiary (or to the estate of the
employee) on or after the death of the employee.” the court relied on prior decisions, including
Gee v. Commissioner, 127 T.C. 1 (2006), to conclude that the exception does not apply where, as
here, a beneficiary rolls over the funds from a deceased spouse’s IRA into his or her IRA and
then withdraws funds from his or her IRA. The court also upheld the late-filing penaity because
the taxpayver had failed to establish that the late filing was due to reasonable cause and not due to
willful neglect. However. the court held that, taking into account all the circumstances, including
the taxpayer’s experience, knowledge. and education, the taxpayer had established a reasonable
cause, good faith defense to the accuracy-related penalty with respect to the portion of the
understatement attributable to the $110,000 the taxpayer paid to her stepson (but not with respect
to the portion attributable to the remaining $65,000 in distributions).

e It appears to us that, with proper advice and planning, the
taxpayer could have avoided both the 10 percent penalty of § 72(t) and the inclusion in her gross
income of the $110,000 she paid to her stepson. Rather than transfer the $235,000 balance of her
deceased husband’s IRA into her own IRA, the taxpayer could have left the funds in her deceased
husband’s IRA. This should have permitted a direct payment of $110,000 from her deceased
husband’s IRA to the stepson without inclusion of those funds in her gross income. It also should
have permitted her to avoid the 10 percent penalty by taking advantage of the exception in
§ 722X A)I).

2. The form of the transaction was a mystery, but Judge Gustafson peers
through the fog to find that the substance was what the taxpayer said it was. McGaugh v.
Commissioner, T.C. Memo. 2016-28 (2/24/16). The taxpaver had a self-directed IRA of which
Merrill Lynch was the custodian. Among its other assets, the IRA held stock in First Personal
Financial Corp. The taxpayer asked Merrill Lynch to purchase additional stock in First Personal
Financial Corp. for the IRA. Although the investment in First Personal Financial Corp. was not a
prohibited investment for the IRA. Merrill Lynch. for reasons not reflected in the record. refused
to purchase the stock directly. At the taxpaver’s request. Merrill Lynch issued a wire transfer
directly to First Personal Financial Corp.. and more than 60 days thereafter. First Personal
Financial Corp. issued the stock in the name of the taxpayer’s IRA. Merrill Lynch attempted to
deliver the stock certificate to the taxpaver. but at trial. the possession of the stock certificate
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issued in the name of the IRA was unclear. The record indicated that if the stock certificate had
been received by Merrill Lynch within the 60-day period. it would have been accepted. Merrill
Lynch reported the transaction on Form 1099-R as a taxable distribution because it had
determined that the wire transfer was a distribution to the taxpayer that was not followed by a
rollover investment within the 60-day period permitted under § 408(d)3). The IRS determined
that the wire transfer issued by Merrill Lynch constituted a “distribution™ from the IRA and was
includible in gross income under §§ 408(d) and 72 and that. because the taxpayer had not vet
reached age 59-1/2. it was an “early distribution™ subject to the § 72(t) 10 percent additional tax.
The Tax Court (Judge Gustafson) held that there had not been a distribution from the IRA to the
taxpayer and did not uphold the deficiency. The opinion noted that there was no evidence that
the taxpayer requested an IRA distribution to himself. “No cash, check, or wire transfer ever
passed through [the taxpayer’s] hands. and he was therefore not a literal “payee or distributee™ of
any amount.” The taxpayer “was, at most, a conduit of the IRA funds.” The court distinguished
Dabney v. Commissioner, T.C. Memo. 2014-108, which involved a similar wire transfer of self-
directed IRA funds to purchase an asset and in which the court found a taxable distribution, on
the basis that the asset purchased in Dabney (land) was one that the IRA custodian would not
permit the IRA to hold. In contrast, the asset purchased in this case. stock of First Personal
Financial Corp., was a permissible investment that the IRA already held.
a. The Seventh Circuit agrees. McGaugh v. Commissioner, 860 F.3d

1014 (7th Cir. 6/26/17). aff’e T.C. Memo. 2016-28 (2/24/16). In an opinion by U.S. District
Judge DeGuilio (sitting by designation), the U.S. Court of Appeals for the Seventh Circuit
affirmed the Tax Court’s decision. The government argued on appeal that the taxpayer had
constructively received the IRA proceeds and therefore had to include them in gross income. The
court rejected this argument:

McGaugh didn’t direct a distribution to a third party: he bought stock. That is a

prototypical. permissible IRA transaction. ... Further, there is no indication that

McGaugh orchestrated this purchase for the benefit of [First Personal Financial

Corp.] or for any reason other than because he wished to obtain stock to be held

by his IRA. Thus, there is no evidence that he constructively received funds,

either in ordering Merrill Lynch to wire funds to [First Personal Financial Corp.].

or in any other respect.

V. PERSONAL INCOME AND DEDUCTIONS
A. Rates

B. Miscellaneous Income
1. Hallelujah! The government finally recognizes that nonpayment of a debt

still owed is not necessarily COD income. T.D. 9793, Removal of the 36-Month Non-Payment
Testing Period Rule, 81 F.R. 78908 (11/10/16). The IRS and Treasury have finalized proposed
amendments (REG-136676-13, Removal of the 36-Month Non-Payment Testing Period Rule, 79
F.R. 61791 (10/15/14)) to Reg. § 1.6050P-1 that eliminate the rule that a deemed discharge of
indebtedness for which a Form 1099-C, “Cancellation of Debt.” must be filed occurs at the
expiration of a 36-month non-payment testing period. The Preamble explains the change as
follows:

Because reporting under the 36-month rule may not reflect a discharge of

indebtedness, a debtor may conclude that the debtor has taxable income even

though the creditor has not discharged the debt and continues to pursue collection.

Issuing a Form 1099-C before a debt has been discharged may also cause the IRS

to initiate compliance actions even though a discharge has not occurred.

Additionally. § 1.6050P-1(e}9) provides that no additional reporting is required

if a subsequent identifiable event occurs. Therefore. in cases in which the Form

1099—C is issued because of the 36-month rule but before the debt is discharged.

the IRS does not subsequently receive third-party reporting when the debt is

discharged. The IRS’s ability 1o enforce collection of tax for discharge of
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indebtedness income may. thus, be diminished when the information reporting

does not reflect an actual cancellation of indebtedness.
The final regulations are applicable to information returns required to be filed. and payee
statements required to be furnished. after 12/31/16. The deadline for filing information returns
and furnishing payee statements for calendar year 2016 is after 12/31/16. Accordingly. the
expiration of a 36-month testing period during 2016 does not trigger a requirement to file
information returns and furnish payee statements. (This effective date is a change from the
proposed regulations, which were proposed to be effective and applicable as of the date of
publication of final regulations in the Federal Register.)

2. An interest in a defined benefit pension plan is not an asset for purposes
of determining whether a taxpayer is insolvent and therefore eligible to exclude COD
income. Schieber v. Commissioner, T.C. Memo. 2017-32 (2/9/17). The taxpayer, a retired police
officer, received monthly payments from the California Public Employees™ Retirement System
(CalPERS) defined benefit pension plan. During 2009, a creditor of the taxpayer cancelled
$418.596 of debt. On the joint return for 2009 that the taxpayer and his wife filed, they excluded
a portion of the cancelled debt from gross income on the basis that they were insolvent. The IRS
issued a notice of deficiency in which the IRS determined that the taxpayers had to include in
gross income the entire amount of the cancelled debt. Section 108(d)(3) defines “insolvent™ as
the amount by which a taxpayer’s liabilities exceed the fair market value of the taxpayer’s assets
immediately before the debt is cancelled. The IRS argued that. in determining whether the
taxpayers were insolvent, the taxpayers’ interest in the CalPERS pension plan must be
considered an asset. Taking into account this asset, the IRS argued, the taxpayers were not
insolvent. The Tax Court (Judge Morrison) held that the taxpayers™ interest in the plan was not
an asset for purposes of the insolvency exclusion. The taxpayers™ interest in the plan, the court
noted, entitled them only to monthly payments, could not be converted to a lump-sum cash
amount, and could not be sold or assigned. The taxpayers could neither borrow against the
interest nor borrow from the plan. The relevant inquiry established in prior cases such as Carlson
v. Commissioner, 116 T.C. 87 (2001) for determining whether an item is an asset for this purpose
is whether the item gives the taxpaver the ability to pay an immediate tax on income from the
cancelled debt. not whether it gives the taxpayer the ability to pay the tax gradually over time.
Because the taxpayers’ interest in the plan was not considered an asset, they were insolvent by
$293.308 and entitled to exclude this portion of the $418,596 cancelled debt.

C. Hobby Losses and § 280A Home Office and Vacation Homes

D. Deductions and Credits for Personal Expenses

1. Proposed and temporary regulations on deducting casualty losses in the
preceding tax vear. T.D. 9789, Election to Take Disaster Loss Deduction for Preceding Year,
81 F.R. 70938 (10/14/16). The Treasury Department and the IRS have issued proposed and
temporary regulations under § 165(i), which allows a taxpayer to elect to treat an allowable loss
occurring in a disaster area and attributable to a federally declared disaster as a casualty loss
sustained in the tax year immediately prior to the tax year in which the disaster occurred
(preceding year). The temporary regulations generally provide that the due date for making the
§ 165(i) election is six months after the due date for filing the taxpayer’s federal income tax
return for the disaster vear (determined without regard to any extension of time to file). The
temporary regulations also extend the period of time for revoking a § 165(i) election to ninety
days after the due date for making the election. The temporary regulations are effective
immediately.

a. Guidance on the manner of making the § 165(i) election. Rev. Proc.
2016-53, 2016-44 LR.B. 530 (10/13/16). This revenue procedure sets forth the rules and
procedures regarding the election under § 165(1) (and the revocation of a § 165(1) election) to
deduct a disaster loss for the tax year immediately preceding the tax vear in which the disaster
occurred. Generally, a taxpayer makes the election by deducting the disaster loss on either an
original federal tax return or an amended federal tax return for the preceding year. A taxpaver
must include with the original or amended return an election statement indicating the taxpayer is
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making a § 165(i) election. For an election made on an original return. a taxpayer must provide
the information required by section 3.02 of the revenue procedure on Lines | or 19 (as
applicable) of Form 4684 (Casualties and Thefts). (A taxpayer filing an original federal tax
return electronically may attach a statement as a PDF document if there is insufficient space on
Form 4684 to provide the required information.) For an election made on an amended return. a
taxpaver may provide the required information by any reasonable means.

2. Proposed regulations address reporting requirements and related issues
for education tax credits allowed by § 25A. REG-131418-14. Reporting for Qualified Tuition
and Related Expenses: Education Tax Credits. 81 F.R. 50657 (8/2/16). The Treasury Department
and the IRS have issued proposed amendments to (1) the regulations under § 25A and § 6050S to
reflect amendments to §§ 25A and 6724 under the Trade Preferences Extension Act of 2015,
Pub. L. No. 114-27 (TPEA) and amendments to §§ 25A and 6050S under the 2015 PATH Act,
and (2) the regulations under § 25A to update the definition of qualified tuition and related
expenses to reflect changes made by the American Recovery and Reinvestment Act of 2009,
Pub. L. No. 111-5 (ARRA), to clarify the prepayment rule in Reg. § 1.25A-5(¢), and to clarify
the rule for refunds in Reg. § 1.25A-5(1). Among other requirements, the proposed regulations
implement the TPEA s requirement for qualified tuition and related expenses paid in tax years
beginning after 6/29/15 that taxpayers must receive a Form 1098-T to claim an education credit
(the American Opportunity Tax Credit or Lifetime Leaming Credit) under § 25A or the
deduction under § 222; the 2015 PATH Act’s requirement that the American Opportunity Tax
Credit is not allowed if the TIN of the student or the taxpaver claiming the deduction is issued
after the due date for filing the return or if the return does not include the EIN of the educational
institution to which tuition was paid: and the 2015 PATH Act’s requirement that educational
institutions must report on From 1098-T amounts paid, rather than amounts billed, effective for
amounts paid after 12/31/15 for education furnished in academic periods beginning after that
date. The proposed regulations will be effective upon publication in the Federal Register as final
regulations.

¢ The IRS previously issued Announcement 2016-17. 2016-20
I.R.B. 853 (4/27/16). which states that the IRS will not impose penalties under section §§ 6721 or
6722 for failure to file or furnish correct or timely information returns solely because an eligible
educational institution reports the aggregate amount billed for qualified tuition and related expenses
for the 2016 calendar year.

3. Standard deduction for 2017. Rev. Proc. 2016-55, 2016-45 1L.LR.B. 707
(10/25/16). The standard deduction for 2017 will be $12,700 for joint returns and surviving
spouses (increased from $12.,600), $6,350 for unmarried individuals and married individuals
filing separately (increased from $6.300), and $9,350 for heads of housecholds (increased from
$9.300).

4. A dependency exemption, but not the child tax credit, is available for a
permanently and totally disabled child who has attained age seventeen. Polsky v. United
States, 844 F.3d 1706 (3d Cir. 12/15/16). The taxpayers, a married couple appearing pro se, had a
daughter who was permanently disabled and who was over age seventeen. For the years 2010
and 2011, the taxpayers claimed a child tax credit with respect to their daughter under § 24. The
IRS disallowed the credit on the ground that their daughter had attained age seventeen. Section
24(c)( 1)y allows the credit only for a “qualifving child,” defined in § 24(c)}(1) as “a gualitving
child of the taxpayer (as defined in section 152(c)) who has not attained age 17." The taxpayers
argued that the credit nevertheless was available because the cross-reference in § 24(c¥( 1} to
§ 152(c) incorporates § 152(c)(3)(B). which states that a child is a qualitying child without
regard to the child’s age if the child is permanently and totally disabled. In a per curiam opinion,
the U.S. Court of Appeals for the Third Circuit affirmed the District Court and held that the child
tax credit is available only when the qualifying child both “meets the non-age-related
requirements of § 152(c) and ‘has not attained age 17.77 Accordingly. the taxpayers were not
entitled to the credit. The court quoted from the District Court’s opinion:
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Section 24 imports the basic qualifications from § 152(¢). and adds an age

limitation of seventeen years. ... The age restriction in § 24(c) 1) is intended to

end the tax credit when the child reaches seventeen years of age. In contrast, the

special rule applicable to permanently and totally disabled dependents in

§ 152(¢H3XUBY is calculated to extend the tax deduction as long as the child is

disabled. Therefore, the taxpaver can take a dependent deduction regardless of the

child’s age as long as the child is permanently and totally disabled. but cannot

receive a tax credit for a disabled child who. by the close of the taxable year, was

seventeen vears of age.

5. Proposcd regulations address several issues related to the definition of a
dependent. REG-137604-07. Definition of Dependent. 82 F.R. 6370 (1/19/17). The Treasury
Department and the IRS have issued proposed regulations that address several issues related to
the definition of a dependent. Section 151 authorizes the deduction of an exemption amount for
cach dependent as defined in § 152. The term * depcndem also is relevant for purposes of other
Code provisions. Generally, the term “dependent” is defined in § 152(a) as a qualifying child or a
qualifying relative. The following summary discusses some of the highlights of the proposed
regulations.

Relationship Test (Qualifving Child and Qualifying Relative)—Under § 152(d)(1), an
individual can be a qualifying relative of a taxpaver only if. among other requirements, the
individual is not a qualifying child of the taxpayer or any other taxpayer. This rule could prevent
a taxpayver from claiming a dependency exemption deduction for an unrelated child that the
taxpayer supports, e.g., if the unrelated child and the child’s parent both live with the taxpayer.
The proposed regulations adopt the rule in Notice 2008-5, 2008-2 1.R.B. 256 (12/18/2007), and
provide that an individual is not a qualitying child of a person if that person (1) is not required to
file an income tax return under § 6012, and (2) either does not file an income tax return or files
an income tax return solely to claim a refund of estimated or withheld taxes.

Residency Test (Principal Place of Abode)—For a person to be a qualifying child of a
taxpayer under § 152(c)(1). the person must. among other requirements, have the same principal
place of abode as the taxpayer for more than one-half of the taxable year. Similarly. under
§ 152(d), a person other than the taxpayer’s spouse can be a qualifving relative of the taxpayer if.
among other requirements. the person has the same principal place of abode as the taxpayer and
is a member of the taxpayer’s household. In Prop. Reg. § 1.152-4(c), “principal place of abode”
is defined as “the primary or main home or dwelling where the taxpayer resides.” The proposed
regulations provide that (1) temporary lodging such as a homeless shelter or relief housing
resulting from displacement by a natural disaster may qualify as a person’s principal place of
abode; (2) a person has the same principal place of abode as the taxpayer despite a temporary
absence, defined as occurri ng “if the taxpayer would have resided at the abode but for the
absence and, under the facts and circumstances, it is reasonable to assume that the person will
return to reside at the place of abode;” and (3) a person is treated as having the same principal
place of abode as the taxpayer for more than one-half of the taxable year if the individual resides
with the taxpayer for at least 183 nights during the taxable year (or at least 184 nights during leap
years). The proposed regulations provide rules for determining nights of residence.

Age Test—For a person to be a qualifying child of a taxpayer under § 152(c)(1}). the
person must, among other requirements, be younger than the taxpayer and, as of the close of the
calendar year, not have attained the age of 19 or be a student who has not attained the age of 24.
In Prop. Reg. § 1.152-1(b)(2). the term “student” is defined as an individual who, during some
part of each of five calendar months during the calendar vear is a full-time student at an
educational organization described in § 170(b)(1 )} A)(1i)—generally a school that normally
maintains a regular faculty and curriculum and has a regular body of students in attendance—or
is pursuing a full-time course of institutional on-farm training under the supervision of specified
authorities.

Support Test—TFor a person to be a qualitying child of a taxpayer under § 152(c)}(1). the
person must, among other requirements, not provide more than one-half’ of the person’s own
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support. Similarly, under § 152(d). a person can be a qualifying relative of the taxpayer if, among
other requirements, the taxpayer provi ides more than one-halt of the person’s support. /\cmzdmﬂ
to Prop. Reg. § 1.152-4(a). “the amount of support provided by the ndlvzduai or the taxpayer.
compared to the total amount of the individual’'s support from all sources.” The amount of an
individual’s support from all sources generally includes support the individual provides and
income that is excludable from gross income. The term “support”™ includes food. shelter.
clothing, medical and dental care. education. and similar items for the benefit of the supported
individual. Generally, governmental pavments and subsidies are treated as support provided by a
third party. These include Temporary Assistance for Needy Families (TANF), low-income
housing assistance, benefits under the Supplemental Nutrition Assistance Program. Supplemental
Security Income payments, foster care maintenance payments, and adoption assistance
payments. In contrast, old age benefits under the Social Security Act, which are based on
earnings. are treated as support provided by the recipient to the extent the recipient uses the
benefits for support. Similarly, SSDI payments to the child of a deceased or disabled parent are
treated as support provided by the child to the extent those payments are used for the child’s
support. The proposed regulations provide that governmental payments used by the intended
beneficiary or recipient to support another individual constitute support provided by the intended
beneficiary or recipient of the payments. For example. a mother who uses TANF payments to
support her children is treated as providing that support. The preamble to the proposed
regulations states that the IRS will no longer assert the position it took in Lufter v
Commissioner. 61 T.C. 685 (1974}, aff"d per curiam, 514 F.2d 1095 (7th Cir. 1975). in which the
government successfully argued that governmental payments received by a parent and used for
the support of children constituted support provided by the government.

Tiebreaker Rules and Determination of AGI of Joint Filers—Under the tiebreaker rules
of § 152(c)(4), if a person meets the definition of a qualifying child for two or more taxpayers,
the taxpayer who is a parent of the person may claim the person as a qualifying child. If more
than one parent claims the person as a qualifving child, and if the parents do not file a joint return
with each other, then the person is treated as the qualifying child of the parent with whom the
person resides for the longest period during the year. If the person resides an equal amount of
time with each parent, then the person is freated as the qualifying child of the parent with the
highest adjusted gross income. If no eligible parent claims the person as a qualifving child, then
the person may be claimed as a qualifying child by another taxpayer only if the taxpayer’s
adjusted gross income exceeds the adjusted gross income of each eligible parent and (under
Prop. Reg. § 1.152-2(g)(1)(i1}) of any other taxpayer who is eiigible to claim the person as a
qualifying child. For purposes of these rules, Prop. Reg. § 1.152-2(¢)(2) provides that the
adjusted gross income of each person who files a joint return is the total adjusted gross income
shown on the joint return. For example if daughter, daughter’s husband and their three-year-old
child live with daughter’s mother (grandmother), and if daughter and husband file a joint return
showing total adjusted gross income of $45.000, grandmother can claim the child as a qualifying
child only if daughter and husband do not do so and grandmother’s adjusted gross income
exceeds $45,000. This is a change from Publication 501, Exemptions, Standard Deduction, and
Filing Information, and will be reflected in revisions to Publication 501. Since 2009, Publication
501 has stated that, if'a child’s parents file a joint return with each other, then the adjusted gross
income of each parent is determined by dividing the parents’ combined adjusted gross income
equally between them,

Noncustodial Spouse Claiming Dependency Iwm,mumf—Sect ()n 152(e)(2)(A) provides
that a noncustodial parent can claim the dependency exemption only if “the custodial parent
signs a written declaration (in such manner and form as the S‘ccrctdrv may by regulations
prescribe) that such custodial parent wi il not claim such child as a dcpcndcnt for any tax&bic year
beginning in such calendar vear.” The IRS generally requires the custodial spouse’s written
declaration to be on Form 8332, Release of Claim 1o Exemption for Child of Divorced or
Separated Parenrs. Under Prop. Reg. § 1.152-5(e)(2)(i). the noncustodial spouse can submit the
written declaration with an original return, an amended return, or during an examination of a
return. However, a written declaration submitted with an amended return or during an
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examination will not satisty the requirement of § 152(e} if (1) the custodial parent signed the
written declaration after the custodial parent filed a return claiming a dependency exemption for
the child for the year at issue, and (2) the custodial parent has not filed an amended return to
remove the custodial parent’s claim of a dependency exemption.

Childless Earned Income Credit—The IRS’s position since 19935, reflected in Publication
596. Earned Income Credit. has been that. it a person meets the definition of a qualifying child
for more than one taxpayer but is not treated as the qualifving child of a taxpayer under the
tiecbreaker rules, then the taxpaver for whom the person is not a qualifying child is precluded
from claiming the childless earned income credit (the earned income credit that is available to
taxpavers without a qualifying child). The proposed regulations reflect a change in the IRS’s
position. According to Prop. Reg. § 1.32-2(c)(3)(ii). if a person is not a qualifying child of a
taxpaver under the tiebreaker rules, then the person also is not treated as a qualifying child of the
taxpayer for purposes of § 32(c)1)(A), and therefore the taxpayer may claim the earned income
credit for a taxpayer without a qualifying child if all other requirements for the earned income
credit are satisfied.

Effective Date—The regulations are proposed to apply to taxable years beginning after
the date final regulations are published in the Federal Register. Pending the issuance of final
regulations, taxpayers can choose to apply the proposed regulations in any open tax years.

6. A grandmother was precluded from claiming her grandchildren as
dependents because her good-for-nothing son had done so, and the son’s submission of an
amended return to the IRS Chief Counsel attorney before trial did not change the result.
Smyth v. Commissioner, T.C. Memo. 2017-26 (2/7/17). The taxpayer, who worked as a certified
nursing assistant, provided the financial support for her two young grandchildren and the parents
of the grandchildren (the taxpayer’s son and daughter-in-law). Her son, daughter-in-law, and
grandchildren all lived in the taxpayer’s home. Neither the son—referred to as being involved in
dealing drugs—nor the daughter-in-law was employed. For the 2012 tax year, the taxpayer
claimed her two grandchildren as dependents. head-of-household filing status, the earned income
credit, and the child tax credit. Although the taxpayer’s son represented to her that he and his
wife had not claimed the children as dependents for 2012, this was not true. The IRS issued a
notice of deficiency disallowing both the taxpayer’s deduction for the two dependents and her
earned income credit and child tax credit, and changing her filing status to single. Two weeks
before trial. the son delivered to the IRS Chief Counsel attorney an amended return for 2012 on
which he did not claim the children as dependents. The Tax Court (Judge Holmes) upheld the
government’s disallowance of the taxpayer’s deduction and credits and its change of the
taxpayer’s filing status. The court observed that each grandchild was a “qualifying child™ within
the meaning of § 152(c) of both the taxpayer and the taxpayer’s son. Under the tiebreaker rules
of § 152(c)(4), if the parents of a qualifying child do not claim the child as a dependent, another
individual with respect to whom the child is a qualifying child may do so if the individual's
adjusted gross income is higher than that of both parents. Although the taxpayer’s adjusted gross
income was higher than that of her son and daughter-in-law, the court explained, the fact that her
son had filed a return claiming the children as dependents precluded the taxpayer from doing so.
The son’s amended 2012 return on which the son did not claim the children as dependents did
not change the result. Under the relevant regulations, an amended return is filed if it is mailed to
the correct IRS Service Center or hand-delivered to a person assigned the responsibility to
receive returns in the local IRS office. Submitting the amended return to the IRS Chief Counsel
attorney handling the trial. the court reasoned. did not meet either requirement and therefore did
not constitute “filing” the return. The court noted that the parent’s filing of an amended return in
some cases might allow another individual to claim the child as a dependent:

A few cases imply that an amended return could under the right circumstances be

used to give up a previously claimed dependency exemption deduction. In

Brooks. we suggested that if the taxpaver’s daughter had prepared an amended

return releasing her claim before the IRS started auditing her mother and had filed

it with the IRS before trial, then the court might have reached a different resuit.
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And in McBride v. Commissioner, T.C. Memo., 2015-6, we suggested that a

grandfather might be entitled to a dependency exemption deduction for his

grandchild if the child’s mother had correctly filed an amended return giving up

her claim before the IRS was barred from determining a deficiency against her.

Id. at *4. We note that the Commissioner points out in his brief that allowing a

taxpayer to amend his return—and essentially give his dependency exemption

deduction to another—after he has already received a refund because of that
deduction effectively puts the IRS in an unmanageable situation. We don’t have

to decide this question now, but will have to think about it carefully when

someone in a case like this one actually files an amended return to give up a

qualifying-child claim.

7. He might not have been wearing an orange jumpsuit, but he still earned
his income while he was an inmate at a penal institution, and therefore the income was
excluded in determining eligibility for the EITC. Skaggs v. Commissioner, 148 T.C. No. 15
(4/26/17). Section 32(c)2XB)(iv) provides that, in determining eligibility for the earned income
tax credit, “no amount received for services provided by an individual while the individual is an
inmate at a penal institution shall be taken into account.” The taxpayer was convicted of several
felony offenses, sentenced to 310 months™ imprisonment, and taken into custody by the Kansas
Department of Corrections. During 2015, the taxpayer resided in the Larned State Hospital,
described by the court as “the home of the State security hospital, which was established to treat
mentally ill inmates and those committed by the State and to hold them in custody.” The
taxpayer performed custodial duties at the hospital and filed a return for 2015 on which he
reported $2.921 of income and claimed an EITC of $214. The IRS denied the EITC on the
ground that the taxpayer had earned the income for services performed while he was an inmate at
a penal institution. The Tax Court (Judge Buch) upheld the IRS’s denial of the credit. The court
noted that neither the statute nor the regulations define the terms “inmate™ or “penal institution.”
Nevertheless, the court concluded that the taxpayer was an inmate at a penal institution. The
court reasoned that, although he might not have been subject to some of the restrictions that
normally apply to inmates in Kansas correctional facilities (e.g., the taxpayer asserted that he
was able to wear his own clothes and had greater discretion with the income he earned), he was
still an inmate. The court also concluded, based on the statutes that govern the hospital, that it
was a penal institution.

8. Final regulations provide guidance on eligibility for the § 36B premium
tax credit of married taxpayers who are victims of domestic abuse or spousal abandonment
and do not file a joint return, allocation rules for reconciliation of advance credit payments
and the credit, and guidance on the deduction for health insurance costs of self-employed
individuals. T.D. 9822, Health Insurance Premium Tax Credit, 82 F.R. 34601 (7/26/17). The
Treasury Department and the IRS have finalized, with only a minor change, proposed and
temporary regulations (T.D. 9683, Rules Regarding the Health Insurance Premium Tax Credit,
79 F.R. 43622 (7/28/14)) regarding the premium tax credit authorized by § 36B for individuals
who meet certain eligibility requirements and purchase coverage under a qualified health plan
through an Affordable Insurance Exchange. The regulations generally apply to taxable vears
beginning after December 31, 2013,

Eligibility for the Premium Tax Credit of Married Taxpavers Who Are Victims of
Domestic Abuse or Spousal Abandonment—To be eligible for the premium tax credil, an
individual who is married within the meaning of § 7703 must. among other requirements, file a
joint return. See LR.C. § 36B(c)(1 ) C). Married individuals who live apart can be treated as not
married if they meet the requirements of § 7703(b), but victims of domestic abuse or spousal
abandonment might not meet those requirements. Accordingly, absent relief. victims of domestic
abuse or spousal abandonment who are married and do not file a joint return (e.g.. because of the
risk of injury arising from contacting the other spouse, a restraining order that prohibits contact
with the other spouse. or inability to locate the other spouse) would be precluded from claiming
the premium tax credit. The final regulations provide that a married taxpayer will satisfy the joint
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filing requirement of § 36B(c)(1)(C) if he or she uses a filing status of married filing separately
and meets three requirements: (1) at the time the individual files the return, the individual lives
apart from his or her spouse. (2) the individual is unable to file a joint return because he or she is
a victim ot domestic abuse or spousal abandonment, and (3} the mdw dual certifies on the return
in accordance with instructions that he or she meets the first two requirements. Reg. § 1 .36B-
2(b)2)(i11). A taxpayer ceases to be eligible for this relief from the joint filing requ'remcm if he
or she qualified for the reliet for each of the three preceding taxable vears. Reg. § 1.36B-
2(b)}2)(v). The final regulations generally define domestic abuse as includmg “physical.
psvchological. sexual. or emotional abuse. including efforts to control. isolate, humiliate. and
intimidate. or to undermine the victim’s ability to reason independentlv.” Reg. § 1.36B-
2(b}2)(ii1). A taxpayer is considered a victim of spousal abandonment “if, taking into account all
facts and circumstances, the taxpayer is unable to locate his or her spouse after reasonable
diligence.” Reg. § 1.36B-2(b)(2)(iv).

Allocation Rules for Reconciliation of Advance Credit Payments and Premium Tax
Credit—An individual who enrolls in coverage through a health insurance exchange can seek
advance payment of the premium tax credit authorized by § 36B. The exchange makes an
advance determination of eligibility for the credit and. if approved, the credit is paid monthly to
the health insurance issuer. An individual who receives advance credit payments is required by
§ 36B(NH(1) to reconcile the amount of the advance payments with the premium tax credit
calculated on the individual’s income tax return for the year. If the taxpayer’s advance credit
payments exceed the actual premium tax credit allowed. then the taxpayer owes the excess as a
tax liability. A taxpayer must reconcile the advance credit payments for coverage of all members
of the taxpayer’s family (defined as the taxpayer, spouse. and dependents) with the premium tax
credit the taxpayer is allowed for the taxable year. To compute the premium tax credit and
perform the required reconciliation, a taxpayer must know the advance credit payments, the
actual premiums paid. and the premiums for the second lowest cost silver plan (the benchmark
plan) for all family members. The final regulations provide rules for allocating advance credit
payments, premiums, and benchmark plan premiums among family members. This allocation is
necessary when: (1) married individuals file separate returns, (2) married individuals become
divorced or legally separated during the vear, or (3) an individual such as a child is enrolled in a
qualified health plan by one taxpayer but another taxpayer claims a personal exemption
deduction for the individual. In the latter two situations. the taxpayers can agree on an allocation
percentage and, if the taxpayers do not agree, a default allocation percentage is provided.

Deduction for Health Insurance Costs of Self~-Employed Individuals—A self-employed
individual who is enrolled in a qualified health plan and eligible for the premium tax credit may
also be allowed a deduction under § 162(/) for premiums paid for health insurance covering the
taxpayer, the taxpayer’s spouse, the taxpayver’s dependents, and any child of the taxpayer who
has not attained age 27. The final regulations provide rules for taxpayers who claim a § 162(/)
deduction and also may be eligible for a § 36B credit for the same qualified health plan or piam
Under the final rcguiauonx a taxpayer is allowed a § 162(/) deduction for “specified premiums”
not to exceed an amount equal to the lesser of (1) the specified premiums less the premium tax
credit attributable to the specified premiums, and (2) the sum of the specified premiums not paid
through advance credit payments and the additional tax imposed under § 36B(f)(2)A) and Reg.
§ 1.36B-4(a)(1) with respect to the specified premiums after the application of the limitation on
additional tax in § 36B(D(2}B) and Reg. § 1.36B-4(a)3). See Reg. § 1.162(/»-1T(a)(1). The
term “specified premiums” %ncmﬂ/ is defined as premiums for which the taxpaver can
otherwise claim a deduction under § 162(/) for a qualified healt h plan covering the taxpayer or
another member of the taxpaver’s family for a month that a premium tax credit is allowed for the
family member’s coverage.

E. Divorce Tax Issues
1. A blue moon arrives in the Tax Court—a taxpaver successfully
establishes through credible testimony that he was entitled to the dependency exemption,
earned income tax credif, and child tax eredit. Tschay v. Commissioner. T.C. Memo. 2016-
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200 (11/3/16). The taxpaver, whose first language was not English and who worked as a
custodian at a community college, filed a return on Form 1040A for 2013 through a paid
preparer. On the return. the taxpayver claimed head of household filing status, a dependency
exemption and the child tax credit for four children. and an earned income tax credit for three
children. (It was unclear from the record why the paid preparer had listed different numbers of
children for the exemptions and credits.) The IRS issued a notice of deficiency disallowing all of
the claimed exemptions and credits. The notice also changed the taxpayer’s filing status to single
and imposed an accuracy-related penalty under § 6662(a). The IRS took the position that the
taxpayer. who had previously been separated from his wife and ordered to pay child support, was
a noncustodial parent and therefore subject to § 152(e}2). which provides that a noncustodial
parent can claim the dependency exemption for a child only if the custodial parent signs a written
declaration that the custodial parent will not claim the child as a dependent and the noncustodial
parent attaches the written declaration to his or her tax return. The taxpayer had failed to submit
Form 8332, the form designated for such written declarations. with his income tax return. The
Tax Court (Judge Kerrigan) found credible the taxpayer’s testimony at trial. The taxpayer
testified that, during 2013, he and his wife were married and lived together with their five
children in a public housing apartment. Based on this testimony. the court held that the taxpayer
was entitled to the dependency exemptions, the child tax credit, and the earned income tax credit.
The court rejected the IRS’s reliance on a child support order to establish that the taxpayer was a
noncustodial parent because the order was entered in August 2015, after the tax year in issue.
Regarding his filing status, the taxpayer testified that he and his wife had separated by the time
he filed his 2013 return and that he had asked the preparer to list his filing status as married filing
separately. The preparer erroneously listed his filing status as head of household. The court held
that his filing status could not be changed to single, as the IRS contended. but instead should be
married filing separately. Although the erroneous filing status might have supported the
accuracy-related penalty. the court held that the taxpayer—who had a language barrier, sought
and relied on professional advice. and was separated from his wife when he filed his return—had
established a reasonable cause, good faith defense.

e There appears to be some inconsistency in the court’s
conclusions. A taxpaver whose filing status is married filing separately cannot claim the earned
income tax credit.

a. Oops, the Tax Court must have missed that, says the IRS. A.O.D.
2017-05, 2017-27 LR.B. 1 (7/3/17). The IRS has nonacquiesced in the Tax Court’s decision in
Tsehay. Specifically. “the Service will not follow the court’s opinion in Tsehay in allowing an
EITC to a married taxpayer filing separately.”
F. Education
G. Alternative Minimum Tax

VI. CORPORATIONS

A. Entity and Formation

B. Distributions and Redemptions

C. Liquidations

B. 5 Corporations

1. A §267 “looptrap” snares an accrual-method subchapter S corporation

with an ESOP shareholder. Petersen v. Commissioner. 148 T.C. No. 22 (6/13/17). The
taxpayers, a married couple. owned stock in an accrual-method S corporation with many
emplovees. As permitted by § 1361{c)7). an ESOP benefitting the employees also owned stock
in the S corporation. The S corporation had accrued and deducted the following amounts with
respect to its ESOP participants as of the end of its 2009 and 2010 tax vears: for 2009, unpaid
wages of $1.059.767 (paid by January 31, 2010} and vacation pay of $473.744 (paid by
December 31, 2010y for 2010, unpaid wages of $825.185 (paid by January 31. 2011) and
vacation pay of $503.896 (paid by December 31. 2011). Notwithstanding the fact that the S
corporation was an accrual-method taxpaver, the IRS asserted under § 267(ay2) (forced-
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matching) that the corporation was not entitled to deduct the foregoing accrued amounts until the
vear of actual payment and inclusion in gross income by the ESOP’s emplovee-participants. In a
case of first impression. the Tax Court (Judge Lauber) agreed with the IRS based upon a plain
reading of §§ 67(ay2). (b), and (e). as well as a determination that the S corporation’s ESOP is a
“trust”™ within the meaning of § 267(c). Specifically. § 267(a)(2) generally requires so-called
“forced matching™ of an accrual-method taxpayer’s deductions with the gross income of a cash-
method taxpayer to whom a payment is to be made if the taxpayer and the person to whom the
payment is to be made are related persons as defined by § 267(b). For an S corporation, pursuant
to § 267(e). all sharcholders are considered related persons under § 267(b) regardless of how
much or how little stock such shareholders actually or constructively own, }uﬂhcrmore., under
§ 267(c} beneficiaries of a trust are deemed to own any stock held by the trust. Because the
assets held by an ESOP are owned by a trust (as required by ERISA, see 29 US.C. § 1103(a)).
the participating employees of the ESOP are treated as shareholders of the S corporation. Hence,
the forced-matching rule of § 267(a)(2) applies to accrued but unpaid wages and vacation pay
owed to the S corporation’s ESOP participants at the end of the vear. Judge Lauber noted that
this odd situation probably was a “drafting oversight™-in our words. a looptrap—Dbecause
& 318, which defines related parties for certain purposes under subchapter C, excepts tax-exemnpt
employee trusts from its constructive ownership rules. Nevertheless, Judge Lauber wrote, the
Tax Court is “not at liberty to revise section 267(c) to craft an exemption that Congress did not
see fit to create.” Mercifully, however, the Tax Court declined to impose § 6662 negligence or
substantial understatement penalties on the taxpayers because the case was one where ‘°1hc issue
was one not previously considered by the Court and the statutory language was not clear™ (even
though the court obviously relied upon the plain language of § 267 to reach its decision).

E. Mergers, Acquisitions and Reorganizations

F. Corporate Divisions

1. Guidance on north-south transactions in corporate divisions. Rev. Rul.

2017-9, 2017-21 LR.B. 1244 (5/3/17). This ruling considers whether transfers of money or
property by a parent or subsidiary followed by a subsidiary’s distribution of a controlled
corporation’s stock should be respected as separate transactions or instead integrated in two
situations.

Situarion 1. In the first situation, a parent corporation (P) transfers assets that constitute
an active trade or business (conducted by P for at least five years) with a value of $25,000 to a
wholly-owned subsidiary. D, which previously was not engaged in the active conduct of a trade
or business, in exchange for additional shares of [D’s stock. Subsequently, D distributes to P as a
dividend (and for a valid business purpose) all of the stock, worth $100,000, of D’s wholly-
owned subsidiary, C, which has been engaged in the active conduct of a trade or business for at
least five years. Following these transfers, D continues to operate the business it received from P.
If these transfers are integrated, then P’s transfer of business assets to D would be treated as
made in exchange for 25 percent of the stock of C, which would result in recognition of gain or
loss for both P and D. Further, because D would then be treated as distributing only the
remaining 75 percent of the stock of C to P, D’s distribution of the remaining C stock would not
qualify for mnrecocfnition under § 355 and D therefore would recog,ni/e gain under § 311(b). P
would be treated as receiving a dtsmbulmn from D subject to the rules of § 301(c) (a dividend to
the extent of D's earnings “and profits, followed by recovery of basis, followed by gain). In
contrast, if the transfers are respected as separate transactions, then P’s transfer of business assets
to D in exchange for additional stock of I would guality for nonrecognition under § 351, and
[D7's distribution of the stock of C to P would qualify for nomeu)vmu(m under § 355 (assuming
all requirements of §§ 351 and 355 are otherwise satisfied). The ruling concludes that the
transfers will be respected as separate transactions and therefore qualify for nonrecognition. The
ruling cmphasr/cs that there is nothing 1o indicate that P's transfer should be properly treated
othcr than in accordance with its form, that each step provides for continued ownership in
modified corporate form, that the steps do not resemble a sale, and that none of the interests are
liquidated or otherwise redeemed.



Situation 2. In the second situation, D and C each have been engaged in the active
conduct of a trade or business for at least five vears. C declares a dividend and. pursuant to this
declaration. transfers to D $15.000 in money and property having a fair market value of $10.000.
which D retains. Subsequently. D transfers to C property having a fair market value of $100.000
and a basis of $20.000. and distributes to P all of the C stock owned by D in a transaction
qualifying as a reorganization under §§ 368(a)(1)(DD) and 355. The ruling states that the initial
dividend declaration by C is part of the plan of reorganization. If C’s distribution of money and
property to D is treated as separate from D's distribution of the C stock to P. then C's
distribution to D would be governed by the rules of § 301(¢c) and DD would not recognize gain
from its transfer of property to C. If instead C’s dividend declaration is considered part of the
plan of reorganization, then the distribution by C would constitute boot to D (because D did not
distribute it to sharcholders in pursuance of the plan of reorganization), and D therefore would
recognize gain on the transfer of property to C to the extent of the money and fair market value
of property received from C. The ruling concludes that, because C’s distribution is made in
pursuance of the plan of reorganization, D will be treated as receiving boot subject to recognition
of gain. In reaching this conclusion, the ruling relies on Estate of Bell v. Commissioner, T.C.
Memo. 1971-285, for the proposition that the rules regarding boot are “the exclusive measure of
dividend income provided by Congress where cash is distributed to shareholders as an incident
ot a reorganization.”

Change in Policy on Issuing Private Letter Rulings. Section 5.02 of Rev. Proc. 2017-3,
2017-1 LR.B. 130 (12/29/16), provided that the Service would not rule on whether transfers of
money, stock, or other property in north-south transactions would bhe respected as separate
transactions. This ruling removes § 5.02 from Rev. Proc. 2017-3. which means that the Service
will now issue private letter rulings on this question. The ruling cautions, however, that the
Service may decline to issue a letter ruling addressing the integration of steps when appropriate
in the interest of sound tax administration or on other grounds when warranted by the facts or
circumstances of a particular case.

G. Affiliated Corporations and Consolidated Returns

1. The Tax Court invokes a “common law” doctrine to disallow a double
deduction for the same economic loss. Duguesne Light Holdings. Inc. v. Commissioner, T.C.
Memo. 2013-216 (9/11/13). Duquesne Light Holdings. Inc. was the common parent of a
consolidated group of corporations. Duquesne held 1.2 million shares of AguaSource, Inc.,
which until 2001 was a wholly-owned member of the group. In 2061, Duquesne sold 50,000
shares of AquaSource to Lehman Brothers—remember them—and claimed a capital loss of
approximately $199 million (“2001 stock loss™). Duquesne filed an application for tentative
refund, in which it carried back to 2000 a portion of the 2001 stock loss, and the IRS paid a
tentative refund of $35 million. In 2002 and 2003. AquaSource, while still a member of the
group, sold all of its assets (stock in its wholly-owned subsidiaries) and recognized aggregate
capital losses of $252 million (2002 and 2003 assets losses™), which were claimed on
Duquesne’s consolidated return, carried back to 2000, and resulted in the IRS paying a tentative
refund of $52 million. The IRS determined that the 2001 stock loss on the disposition of 50,000
shares of AquaSource stock (approximately 4% of the stock) recognized by the common parent
was a loss attributable to the fact that there was built-in loss in the underlying assets of
AguaSource, and that the group was not permitted to take the duplicative portion ($199 million)
of the 2002 and 2003 asset Tosses upon the subsequent sale of AquaSource’s assets under the
doctrine of Charles Iifeld Co. v. Hernandez, 292 U.S. 62 (1934). The Tax Court (Judge Chiechi)
upheld the IRSs determination. relying in part on its prior opinion in Thrifiv Oil v.
Commissioner, 139 T.C. 198 (2012). In doing so. the court rejected the taxpayer’s argument that
Rite Aid Corp. v. United States, 255 F.3d 1357 (Fed. Cir. 2001), which held invalid the loss
disallowance rule of former Reg. § 1.1502-20, supported allowing deduction of the 2002 and
2003 assets losses, and that the disallowance of double deductions could be effected only
through the promulgation of valid regulations. Although the court acknowledged that former
Temp. Reg. § 1.1502-35T, which was in effect for the vears in question, did not disallow the
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losses, the court concluded that nothing prohibited it from disallowing duplicate deductions for
the same economic loss under Charles Ilfeld Co. Finally, the court held that even though the
limitations period on assessment had expired for 2000-the vear to which losses had been carried
back—the period was still open pursuant to § 6501(h) and § 6501(k). thereby allowing the IRS to
assess a deficiency attributable to the disallowance of the loss carryback.

a. The Ilifeld doctrine is alive and well in the Third Circuit, which
concluded that the failure of the consolidated return regulations to disallow a loss is not
clear authorization for the taxpayer to take a double deduction for the same economic loss.
Duguesne Light Holdings. Inc. v. Commissioner. 861 F.3d 396 (3d Cir. 6/29/17). aff ¢ T.C.
Memo. 2013-216 (9/11/13). In an opinion (2-1) by Judge Ambro. the Third Circuit affirmed the
Tax Court’s decision. The majority opinion construed Charles Hfeld Co. v. Hernandez, 292 U.S.
62 (1934), as standing for the proposition that there is a presumption that statutes and regulations
do not allow a double deduction for the same economic loss, and “[t]his presumption must be
overcome by a clear declaration in statutory text or a properly authorized regulation.” The
majority acknowledged that there is some uncertainty whether the /lfeld doctrine applies to
taxpayers not filing consolidated returns, but concluded that it “remains good law in the
consolidated-return context.” The court held that neither the text of § 165, nor the combination of
the statutory text with the applicable regulations, authorized the taxpayer to deduct the same
economic loss twice. According to the court, the language of § 165(a), which authorizes a
deduction for “any loss sustained during the taxable year and not compensated for by insurance
or otherwise,” is broad and does not meet the /lfeld doctrine’s “requirement of explicit approval
for duplicating the underlying economic loss.” The regulations in effect during the years in
question did not preclude Duquesne from deducting the 2002 and 2003 asset losses. One
regulation, Reg. § 1.1502-35T, precluded deduction of a loss recognized on the disposition of
subsidiary stock to the extent of the duplicated loss if, immediately after the disposition, the
subsidiary remained a member of the consolidated group. This regulation did not apply to the
2002 and 2003 asset losses because the subsidiaries that AquaSource sold were not members of
the consolidated group after their disposition. Duquesne relied on Reg. § 1.337(d)-2T as
authority for its deduction of the 2002 and 2003 asset losses. Paragraph (a}1) of Reg.
§ 1.337(d)-2T provided a general rule that “[n]o deduction is allowed for any loss recognized by
a member of a consolidated group with respect to the disposition of stock of a subsidiary loss.”
Paragraph (c¢)(2) provided that a loss on the disposition of subsidiary stock “is not disallowed™ by
the general rule “to the extent the taxpayer establishes that the loss or basis is not attributable to
the recognition of built-in gain ... on the disposition of an asset (including stock and securities).”
Although Reg. § 1.337(d)-2T did not disallow Duquesne’s 2002 and 2003 asset losses, the court
held that the regulation was insufficient to overcome the presumption of /lfeld because “there is
no mention in the regulation of approval for a loss deduction that duplicates another already
taken for the same underlying economic loss.” The court emphasized that Reg. § 1.337(d)-2T
“has nothing to do with loss duplication™ because it was accompanied by Notice 2002-18, 2002-
I C.B. 644, which stated that “the IRS and Treasury believe that a consolidated group should not
be able to benefit more than once from one economic loss™ and would issue another regulation
addressing that issue. That other regulation, issued in 2003 retroactive to 2002, was Reg.
§ 1.1502-35T which. as previously discussed, did not preclude the 2002 and 2003 asset losses.
The majority also affirmed the Tax Court’s ruling that the IRS’s assessment of a deficiency
attributable to the disallowance of the loss carryback was not barred by the limitations period on
assessment.

e [n a dissenting opinion. Judge Hardiman disagreed with several
aspects of the majority’s reasoning. He took issue with the majority’s conclusion that //feld requires
an explicit authorization of a double deduction:

That means even if the Code separately allows Deduction A and Deduction B, the
taxpayer could not take both deductions unless a provision authorized them both
to be taken simultaneously. This triple-authorization requirement, 1 believe, goes
above and beyond any rule envisioned by the Supreme Court.
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Judge Hardiman emphasized that //feld requires only that a provision of the statute or regulations
can “fairly be read to authorize™ the double deduction. He concluded that Reg. § 1.337(d)-27T can
fairly be read to authorize Duquesne’s deduction. “When the IRS writes that a deduction is ‘not
disallowed.” we should accept that it is not. And without that ambiguity. it is not our place to
investigate the structure and purpose of the scheme in order to restyle the language of the
regulation.” Regarding the interplay of the regulations and the /ifeld doctrine, Judge Hardiman
stated:

[1}t seems unnatural for the IRS to write a regulation that literally authorizes a

specific action, only to expect taxpayers to appreciate that the regulation is

undermined by common-law doctrines lurking in the shadows.

2. A U.S. District Court concludes that the members of a consolidated group
who bore the economic burden of a tax have a property right in the refund of that tax, and
the group’s tax allocation agreement did not change that result. Federal Deposit Insurance
Corp. v. FBOP Corp.,  F. Supp. 3d . 119 AF.T.R.2d 2017-1833 (N.D. HL. 5/12/17). The

common parent of a consolidated group, FBOP Corporation, received two tax refunds in the
amounts of $10.3 million and $265.3 million. The $10.3 million refund was produced by
estimated tax payments funded by banks that were subsidiary members of the consolidated group
for 2009, during which the group experienced a consolidated net operating loss (CNOL) and
therefore did not have any liability for federal income tax. The $265.3 million refund was
produced by FBOP’s filing of amended consolidated returns for 2004 through 2008 to carry back
the 2009 CNOL pursuant to 2009 legislation that extended the carryback period. According to
the FDIC, all of the 2009 CNOL was attributable to the operating losses of the bank subsidiaries.
During 2009, each bank subsidiary was placed into receivership with the FDIC as its receiver.
The group’s common parent, FBOP. subsequently entered into settlement agreements with its
creditors in which FBOP pledged all of its assets as security for previously unsecured debt and
ultimately assigned all of its assets to a trustee for the benefit of creditors, including any property
interest of FBOP in the tax refunds. The issue in the case is whether the bank subsidiaries have a
property interest in the tax refunds. in which case the refunds must be turned over to the FDIC.
or instead a contractual right to the refunds. in which case the refunds must be turned over to the
trustee for the benefit of FBOP’s creditors. In ruling on motions for partial judgment on the
pleadings. the court (Judge Durkin) applied llinois law rather than federal common law but noted
that the court might reconsider the choice of law issue in the future. The court held that, under
Itlinois law, “the party who paid the taxes. or, more accurately, bore the economic burden of the
taxes, is the owner of any refunds resulting from those taxes.” Further, the court held that the
consolidated group’s tax allocation agreement did not override this “default rule” of state law.
Because the bank subsidiaries bore the economic burden of the taxes that were refunded, the
court denied FBOP's motion for judgment on the pleadings and held that the banks (and
therefore the FDIC) had property rights in the tax refunds. However, because the court was
unable to determine whether the bank subsidiaries had paid the entire amount of the original
taxes that led to the $265.3 million refund (and whether the tax allocation agreement required
FBOP to distribute all of it to the banks), the court withheld ruling on the FDIC’s cross-motion
for partial judgment on the pleadings pending further proceedings.

3. Better be careful in drafting those tax allocation agreements! A
subsidiary member of a consolidated group was entitled to a refund produced by the
subsidiary’s loss because the group’s tax allocation agreement was ambiguous and
provided that any ambiguity must be resolved in favor of the subsidiary. In re United
Western Bancorp. Inc., F.o Supp. 3d . 2017 WL 2928031 (D. Colo. 7/10/17). United
Western Bancorp, Inc. ("Holding Company™) was the common parent of a consolidated group.
One member of the consolidated group was a wholly-owned subsidiary, United Western Bank
(“Bank™). The Holding Company received a refund of $4.8 million that was produced by
carrving back a 2010 consolidated net operating loss {(produced by the Bank’s loss) to 2008, a
vear in which the consolidated group had paid tax on income of the Bank. According to the
court, “[t]here is no dispute that, to whatever extent a refund was due, it was entirely the result of
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revenue generated by the Bank in 2008 and losses incurred by the Bank in 2010 ... In the same
vear the 2010 consolidated return was filed, the Bank was placed into receivership with the FDIC
as its receiver. Subsequently. the Holding Company became a debtor in a chapter 7 bankruptcy
proceeding. The bankruptey trustee asserted that the refund was an asset of the bankruptcy estate.
and the FDIC asserted that the refund was an asset of the Bank. In a thorough and thoughtful
opinion, the District Court (Judge Martinez) held that the Bank was entitled to the refund. The
court noted that, in Barnes v. Harris, 783 F.3d 1185 (10th Cir. 2015), the Tenth Circuit, relying
on In re Bob Richards Chyysler-Plymouth Corp., Inc.. 473 F.2d 262 (9th Cir. 1973). had held
that, in the absence of a contrary agreement. “a tax refund due from a joint return generally
belongs to the company responsible for the losses that form the basis of the refund.” In this case,
however, the consolidated group members had entered into a tax allocation agreement. The
District Court ultimately framed the issue as whether, under the tax allocation agreement, the
Holding Company was acting as the agent of the Bank or instead had a standard commercial
relationship with the Bank. If the former, then the Holding Company was acting as a fiduciary of
the Bank and the refund would belong to the Bank; if the latter, then the Bank was a creditor of
the Holding Company and the refund would be an asset of the Holding Company’s bankruptey
estate. The court concluded that the tax allocation agreement was ambiguous on this point, which
triggered a provision in the agreement that required any ambiguity in the agreement to be
resolved in favor of the Bank. Accordingly, the court concluded, the Bank had equitable title to
the refund. The Holding Company had only legal title to the refund and the refund was not part
of the Holding Company’s bankruptcy estate.

H. Miscellaneous Corporate Issues
1. Form is substance, says the Sixth Circuit. The IRS is precluded from

recharacterizing a corporation’s payments to a DISC held by a Roth IRA. Summa Holdings.
Inc. v. Commissioner, 848 F.3d 779 (6th Cir. 2/16/17), rev'e T.C. Memo 2015-119 (6/29/15).
Two members of the Benenson family each established a Roth IRA by contributing $3.500. Each
Roth IRA paid $1.500 for shares of a Domestic International Sales Corporation (DISC). These
members of the Benenson family were the beneficial owners of 76.05 percent of the shares of
Summa Holdings. Inc., the taxpayer in this case and a subchapter C corporation. Summa
Holdings paid (and deducted) commissions to the DISC. which paid no tax on the commissions.
The DISC distributed dividends to each of the Roth IRAs, which paid unrelated business income
tax on the dividends (at roughly a 33 percent rate according to the court) pursuant to § 995(g).
(The structure involved a holding company between the Roth IRA and the DISC, but the
presence of the holding company appears not to have affected the tax consequences.) This
arrangement allowed the balance of cach Roth IRA to grow rapidly. From 2002 to 2008, the
Benensons transferred approximately $5.2 million from Summa Holdings to the Roth IRAs
through this arrangement, including $1.5 million in 2008, the year in issue. By 2008, each Roth
IRA had accumulated over $3 million. The IRS took the position that the arrangement was an
impermissible way to avoid the contribution limits that apply to Roth IRAs. The IRS disallowed
the deductions of Summa Holdings for the commissions paid to the DISC and asserted that,
under the substance-over-form doctrine, the arrangement should be recharacterized as the
payment of dividends by Summa Holdings to its shareholders, followed by contributions to the
Roth IRAs by the two members of the Benenson family who established them. The IRS
determined that each Roth IRA had received a deemed contribution of $1.1. By virtue of their
level of income, the two Benenson family members were ineligible to make any Roth IRA
coniributions. Pursuant to § 4973, the IRS imposed a 6 percent excise tax on the excess
contributions. The Tax Court (Judge Kerrigan) upheld the IRS"s recharacterization. In an opinion
by Judge Sutton, the U.S. Court of Appeals for the Sixth Circuit reversed. The court emphasized
that “[tlhe Internal Revenue Code allowed Summa Holdings and the Benensons to do what they
did.” The issue was whether the IRS's application of the substance-over-form doctrine was
appropriate. The court first expressed a great deal of skepticism about the doctrine:

Each word of the “substance-over-form doctrine.” at least as the Commissioner

has used it here, should give pause. If the government can undo transactions that
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the terms of the Code expressly authorize, it’s fair to ask what the point of making

these terms accessible to the taxpaver and binding on the tax collector is. “Form™

is “substance™ when it comes to law. The words of law (its form) determine

content (its substance}. How odd. then, to permit the tax collector to reverse the

sequence—to allow him to determine the substance of a law and to make it

govern “over” the written form of the law—and to call it a “doctrine™ no less.
Although the court expressed the view that application of the substance-over-form doctrine
makes sense when a “taxpaver’s formal characterization of a transaction fails to capture
economic reality and would distort the meaning of the Code in the process.” this was not such a
case. The substance-over-form doctrine as applied by the IRS in this case. the court stated, was a
“distinct version™ under which the IRS claims the power to recharacterize a transaction when
there are two possible options for structuring a transaction that lead to the same result and the
taxpayer chooses the lower-tax option. The court concluded that the IRS’s recharacterization of
Summa Holding’s transactions as dividends followed by Roth IRA contributions did not capture
economic reality any better than the taxpayer’s chosen structure of DISC commissions followed
by dividends to the DISC’s shareholders.

2. Due date of corporate income tax returns: temporary and proposed
regulations address the filing date chaos created by Congress. T.D. 9821, Return Due Date
and Extended Due Date Changes. 82 F.R. 33441 (7/20/17). Treasury and the IRS have issued
proposed, temporary, and final regulations regarding the due date and extended due date of
corporate income tax returns. The Surface Transportation and Veterans Health Care Choice
Improvement Act of 2015, § 2006(a), amended Code § 6072(b) to require C corporations to file
their income tax returns by the 15th day of the fourth month after the close of their taxable year
(by subjecting them to § 6702(a)). thus deferring the due date by one month. On the other hand.
under amended § 6072(b). S corporations continue to be required to file their tax returns by the
15th day of the third month (March 15 for calendar vear S corporations). Pursuant to this
statutory directive, Temp. Reg. § 1.6072-2T(a)(1) provides that the income tax return of a C
corporation is due on the 15th day of the fourth month following the close of its taxable year and
that the income tax return of an S corporation is due on or before the 15th day of the third month
following the close of its taxable year. However, pursuant to Temp. Reg. § 1.6072-2T(a)(2). the
income tax return of a C corporation that has a taxable year that ends on June 30 is due on the
15th day of the third month following the close of its taxable year for taxable years beginning
before January 1. 2026. (Yes, that’s correct, a ten-year deferred effective date only for C
corporations with a fiscal year ending on June 30.) For this purpose, a return for a short period
ending on any day in June is treated as a return for a taxable year that ends on June 30. This
special rule for C corporations using a June 30 taxable year implements the effective date rule
enacted by § 2006(a)3) of the Surface Transportation and Veterans Health Care Choice
Improvement Act of 2015.

e The extended due dates for C corporation returns were changed
by § 2006(c) of the Surface Transportation and Veterans Health Care Choice Improvement Act of
2015 through amendments to Code § 6081(b). The temporary regulations reflect these changes.
Pursuant to Temp. Reg. § 1.6081-3T, a C corporation is allowed an automatic six-month extension
of the due date. However. for periods beginning before January 1. 2026, the automatic extension is
7 months for a C corporation with a taxable vear that ends on June 30. Code § 6081(b), as amended
by the Surface Transportation and Veterans Health Care Choice Improvement Act of 2015, provides
that the automatic extension is only 5 months for a calendar-vear C corporation for periods ending
before January 1. 2026. Nevertheless. the temporary regulations provide an automatic 6-month
extension for calendar-year C corporations pursuant to § 6081(a). which authorizes the Secretary of
the Treasury to grant reasonable extensions of not more than 6 months.

e The temporary regulations apply to corporate returns and
extension requests filed on or after July 20. 2017, but the statutory amendments made by the
Surface Transportation and Veterans Health Care Choice Improvement Act of 2015 apply to returns

o

for corporate taxable vears that begin after December 31. 2015. Accordingly. the preamble to the
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temporary regulations provides that taxpayers can elect to apply the regulations to returns filed for
periods bcunn ing after December 31, 2015.

VIiIl. PARTNERSHIPS
A. Formation and Taxable Years

B. Allocations of Distributive Share, Partnership Debt, and Outside Basis

1. Figuring out partners’ shares of partnership debt gets complicateder and
complicateder as the Treasury and IRS nail down the coffin lid on Canal-type transactions.
T.D. 9788, Liabiliti cf; Recogni zed as Recourse Partnership Liabilities Under Section 752, 81 F.R.
69282 (10/5/16). The IRS and Treasury have published final and temporary regulations
(proposed in REG-119305-11, Section 707 Regarding Disguised Sales, Generally. 79 F.R. 4826
(1/30/14)) under §§ 707 and 752, relating to disguised sales of property to or by a partnership
under § 707(a}2)B) and concerning the treatment of partnership liabilities under § 752.

Disguised Sales of Property—New Tunp Reg. § 1.707-5T(a)(2) provides. for purposes

of the disguised sale rules, that the partners’ shares 01‘ dny partnership liabilities, regardless of

whether they are recourse or nonrecourse under Reg. § 1.752-1 through 1.752-3, must be
allocated in the manner that “excess nonrecourse liabilities™ are allocated under Reg. § 1.752-
3(a}3)—which has been amended in T.D. 9787, 81 F.R. 69291 (10/5/16). Reg. § 1.752-3(a)(3)
has been amended to provide that, for purposes of determining a partner’s share of partnership
liabilities in applying the disguised sale rules of § 707(a)2)B) and Reg. § 1.707-5(a)2),
regardless of whether they are recourse or nonrecourse, only the default rule for allocating
partnership “excess nonrecourse liabilities™—in accordance with the partners’ interests in
partnership profits—applies, unless another partner bears the economic risk of loss. This means
that for purposes of applying the § 707 disguised sale rules, the contributing partner’s share of
partnership liabilities cannot be determined with reference to that partner’s economic risk of loss
under Reg. § 1.752-2. The Treasury and IRS believe that for purposes of the disguised sale rules.
this aliocatlon method reflects the overall economic arrangement of the partners. According to
the preamble, “[i]n most cases. a partnership will satisfy its liabilities with partnership profits,
the partnership’s assets do not become worthless, and the payment obligations of partners or
related persons are not called upon.” These rules are designed to be the death knell of leveraged
partnership disguised sale transactions ala Canal Corp. v. Commissioner, 135 T.C. 199 (2010), to
which reference is made in the preamble.

Effective Date of New Rules for Disguised Sales—There are complex effective dates that
provide for transition; the new rules are completely effective for transactions with respect to
which all transfers occur on or after 1/3/17

Recourse versus Nonrecourse Debt—New Temp. Reg. § 1.752-2T(b)(3) continues to
provide that “[t}he determination of the extent to which a partner or related person has an
obligation to make a payment under [Reg. § 1.752-2(b)(1)] is based on the facts and
circumstances at the time of the determination,” and that “[a]ll statutory and contractual
obligations relating to the partnership liability are taken into account.” However, the temporary
regulation now carves out an exception under which “bottom dollar” guarantees and indemnities
(or their equivalent, termed “bottom dollar payments™) will not be recognized. Temp. Reg.
§ 1.752-2T(b)Y(3)(1) and (ii1). Temp. Reg. § 1.752-2T(b)3)(i1)(C) provides:

[t]he term “bottom dollar payment obligation™ includes (subject to certain

exceptions): (1) any payment obligation other than one in which the partner or

related person is or would be Hable up to the full amount of such partner’s or
related person’s payment obligation if. and to the extent that (A) any amount of

the partnership liability is not otherwise satisfied in the case of an obligation that

is a guarantee or other similar arrangement. or (B) any amount of the indemnitee’s

or benefited party’s payment obligation is satisfied in the case of an obligation

which is an indemnity or similar arrangement; and (2)an arrangement with

respect to a partnership liability that uses tiered partnerships, intermediaries,

senior and subordinate liabilities, or similar arrangements to convert what would
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otherwise be a single hability into multiple liabilities if, based on the facts and

circumstances, the liabilities were incurred (A) pursuant to a common plan, as

part of a single transaction or arrangement, or as part of a series of related

transactions or arrangements. and (B) with a principal purpose of avoiding having

at least one of such Hhabilities or payment obligations with respect to such

liabilities being treated as a bottom dollar payment obligation. Any payment

obligation under [Reg.] §1.752-2. including an obligation to make a capital
contribution and to restore a deficit capital account upon liquidation of the
partnership as described in [Reg.} §1.704-1(b)(2)(i1}b)}3). may be a bottom dollar
payment obligation if it meets the requirements set forth above.
As long as a partner or related person is or would be liable for the full amount of a payment
obligation, the obligation will be recognized under Temp. Reg. § 1.752-2T(b)(3) if. taking into
account any indemnity, reimbursement agreement, or similar arrangement. that partner or related
person is liable for at least 90 percent of the initial payment obligation. Temp. Reg. § 1.752-
2T(bY 3G B). Also, a payment obligation is not a bottom dollar obligation merely because a
maximum amount is placed on the partner’s or related person’s payment obligation. a partner’s
or related person’s payment obligation is stated as a fixed percentage of every dollar of the
partnership liability to which such obligation relates, or there is a right of proportionate
contribution running between partners or related persons who are co-obligors with respect to a
payment obligation for which each of them is jointly and severally liable. Temp. Reg. § 1.752-
2T(bY 3 NC)H2). Guarantees of a vertical slice of a partnership liability will be recognized.

Anti-Abuse Rules—Temp Reg. § 1.752-2T(j}(2) provides an anti-abuse rule that the IRS
can apply to assure that if a partner actually bears the economic risk of loss for a partnership
liability, partners may not agree among themselves to create a bottom dollar payment obligation
50 that the hability will be treated as nonrecourse.

Disclosure requirement—Temp. Reg. § 1.752-2T(b)3)}ii}(D) requires the partnership to
disclose to the IRS all bottom dollar payment obligations with respect to a partnership liability
on a completed Form 8275, Disclosure Statement, attached to the partnership return for the
taxable year in which the bottom dollar payment obligation is undertaken or modified.

Effective Date of New Rules on Recourse vs. Nonrecourse Debt-—Subiject to an exception
for written binding contracts already in effect. the new rules generally apply to liabilities
incurred or assumed by a partnership and payment obligations imposed or undertaken with
respect to a partnership liability on or after 10/5/16. A partner whose allocable share of
partnership liabilities exceeds the partner’s adjusted basis in its partnership interest on the date
the temporary regulations are finalized can continue to apply the existing regulations under
§ 1.752-2 with respect to a partnership liability for a seven-year period to the extent that the
partner’s allocable share of partnership liabilities exceeds the partner’s adjusted basis in its
partnership interest on 10/5/16.

2. Proposed Regulations Address Deficit Restoration Obligations and When
Partnership Liabilities Are Treated as Recourse Liabilities. REG-122855-15, Liabilities
Recognized as Recourse Partnership Liabilities Under Section 752, 81 F.R. 69301 (10/5/16). The
Treasury Department and the IRS have issued proposed regulations that partially withdraw
proposed regulations issued in 2014 (REG-119305-11, Section 707 Regarding Disguised Sales,
Generally, 79 F.R. 4826 (1/30/14)) and address when certain obligations to restore a deficit
balance in a partner’s capital account are disregarded under § 704 and when partnership
Habilities are treated as recourse liabilities under § 752,

Curremt Regulations—Under Reg. § 1.752-2. a partnership hability is recourse to the
extent that any partner or related person bears the cconomic risk of loss (EROL) for the Lability.
A partner or related person bears the EROL to the extent the partner or related person would
have a payment obligation if the partmership liguidated in a worst-case scenario in which all
partnership liabilities are due and all partnership assets generally are worthless. For purposes of
determining the extent to which a partner or related person has an obligation to make a payment,
an obligation to restore a deficit capital account upon liquidation of the partnership under the
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§ 704(b) regulations is taken into account. Further, for this purpose. Reg. § 1.752-2(b)}(6)
presumes that partners and related persons who have pavment obligations actually perform those
obligations. irrespective of their net worth, unless the facts and circumstances indicate a plan to
circumvent or avoid the obligation. However, this presumption is subject to an anti-abuse rule in
§ 1.752-2(}) pursuant 1o which a payment obligation of a partner or related person may be
disregarded or treated as an obligation of another person if facts and circumstances indicate that
a principal purpose of the arrangement is to eliminate the partner’s EROL with respect to that
obligation or create the appearance of the partner or related person bearing the EROL when the
substance is otherwise. This presumption is also subject to a disregarded entity net value
requirement under § 1.752-2(k} pursuant to which. for purposes of determining the extent to
which a partner bears the EROL for a partnership liability, a payment obligation of a disregarded
entity is taken into account only to the extent of the net value of the disregarded entity as of the
allocation date.

2014 Proposed Regulations Under § 752—The 2014 proposed amendments to Reg.
§ 1.752-2 provided that obligations to make a payment with respect to a partnership hability
(excluding those imposed by state law) would not be recognized for purposes of § 752 unless
certain recognition factors were present. These factors were intended to ensure that the terms of a
payment obligation are not designed solely to obtain tax benefits. For example, one factor
required a partner or related person to either maintain a commercially reasonable net worth
during the term of the payment obligation or be subject to commercially reasonable restrictions
on asset transfers for inadequate consideration. The 2014 proposed amendments to Reg. § 1.752-
2 also provided generally that a payment obligation would be recognized only to the extent of the
net value of a partner or related person as of the allocation date.

2016 Proposed Regulations Under § 752—In response to comments expressing concern
about the “all or nothing™ approach of the 2014 proposed regulations, the new proposed
regulations move the list of recognition factors to an anti-abuse rule in § 1.752-2(j) (other than
the recognition factors concerning bottom dolar guarantees and indemmnities, which are
addressed in concurrently issued temporary regulations under § 752). Under the anti-abuse rule.
the factors are weighed to determine whether a payment obligation (other than an obligation to
restore a deficit capital account upon liquidation) should be respected. The list of factors in the
anti-abuse rule is nonexclusive, and the weight to be given to any particular factor depends on
the particular case. The 2016 proposed regulations state that the presence or absence of any
particular factor. in itself, is not necessarily indicative of whether or not a payment obligation is
recognized under § 1.752-2(b). The 2016 proposed regulations also modify the recognition
factors in various ways in response to comments on the 2014 proposed regulations. Finally, the
2016 proposed regulations remove § 1.752-2(k), which currently provides that a payment
obligation of a disregarded entity is taken into account only to the extent of the net value of the
disregarded entity as of the allocation date. Instead. the 2016 proposed regulations create a new
presumption under the anti-abuse rule in § 1.752-2(j) under which evidence of a plan to
circumvent or avoid an obligation is deemed to exist if the facts and circumstances indicate that
there is not a reasonable expectation that the payment obligor will have the ability to make the
required payments if the payment obligation becomes due and payable. A payment obligor
includes disregarded entities (including grantor trusts). The 2016 proposed regulations add an
example to illustrate the application of the anti-abuse rule when the pavment obligor is an
underfunded entity.

2016 Proposed Regulations Under § 704—Section  1.704-1(b}2)(ii)ci2)y of the
regulations currently provides that a partner’s deficit restoration obligation is not respected if the
facts and circumstances indicate a plan to circumvent or avoid the partner’s deficit restoration
obligation. The 2016 proposed regulations add a list of factors to Reg. § 1.704—1(b)(2)(ii)(c) that
are similar to the factors in the proposed anti-abuse rule under Reg. § 1.752-2(j). However. these
factors are specific to deficit restoration obligations and are intended to indicate when a plan to
circumvent or avoid an obligation exists. The weight to be given to any particular factor depends
on the particular case and the presence or absence of any particular factor is not, in itself.
necessarily indicative of whether or not the obligation is respected. The factors are: (1) the
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parmu is not subject to commercially reasonable provisions for cntorccmem and collection of
the obligation: (2) the partner is not required to provide (either at the time the obhganon is made
or per 10d1ca Iy} commercially rcasonahle documentation regarding the partner’s financial
condition to the partnership: (3) the obligation ends or could. b) its terms, be terminated before
the liguidation of the partner’s interest in the partnership or when the partner’s capital account as
provided in § 1.704-1(b)}2)(iv) is neﬂdt'vc and (4) the terms of the obligation are not provided
to all the partners in the partnership in a timely manner.
Effective Date—The 2016 proposed amendments to the regulations will be effective upon
the publication of final regulations in the Federal Register. This means that current Reg. § 1.752-
2(ky—which provides that a pavment obligation of a disregarded entity is taken into account only
to the extent of the net value of the disregarded entity as of the allocation date-—continues to
apply until the publication of final regulations. Otherwise, partnerships and partners may rely on
the 2016 proposed amendments prior to the date they are published as final regulations.

C. Distributions and Transactions Between the Partnership and Partners
1. Tweaking the disguised sale rules and helping nail down the coffin lid on
Canal—type transactions. T.D. 9787, Section 707 Regarding Disguised Sales, Generally, 81 F.R.
69291 (10/5/16). The Treasury and IRS have promulgated final amendments to the regulations
under § 707(a)2)B). relating to disguised sales, and § 752, relating to the treatment of
partnership labilities, which were proposed in REG-119305-11. Section 707 Regarding
Disguised Sales, Generally, 79 F.R. 4826 (1/30/14).

Disguised Sales Rules—The amendments to the regulations under § 707 provide a
number of clarifications of the § 707 disguised sale rules. (1) An ordering rule is added in Reg.
§ 1.707-5 to provide that the treatment of a transfer should first be determined under the debt-
financed distribution exception, and any amount not excluded from Reg. § 1.707-3 under the
debt-financed distribution exception should be tested to see if such amount would be excluded
from Reg. § 1.707-3 under a different exception in Reg. § 1.707-4. (2) The proposed regulations
provided that the exception in Reg. § 1.707-4 for preformation capital expenditures up to 20
percent of fair market value of the property and the exception to the limitation where the fair
market value of the property does not exceed 120 percent of basis apply property-by-property.
The final regulations adopt this rule but permit aggregation to the extent: (i) the total fair market
value of the aggregated property (of which no single property’s fair market value exceeds
| percent of the total fair market value of such aggregated property) is not greater than the lesser
of 10 percent of the total fair market value of all property. excluding money and marketable
securities (as defined under § 731(c)). transferred by the partner to the partnership. or
$1,000,000; (ii) the partner uses a reasonable aggregation method that is consistently applied;
and (iii) the aggregation of property is not part of a plan a principal purpose of which is to avoid
§§ 1.707-3 through 1.707-5. (3) The amendments also provide a rule coordinating the exception
for prcformat!on capital expenditureq and the rules regarding liabilities Iraceable to capital
expcndnures For purposes of defining qualified habi!ttes under Reg. § 1.707-3, the term

“capital expenditures™ has the same meaning as the term “'capital expenditures™ gcneraﬂy does,
except that it includes capital expenditures taxpayers elect to deduct, and does not include
deductible expenses taxpayers elect to treat as capital expenditures. The final regulations add that
to the extent any qualified liability under Reg. § 1.707-5(a)(6) is used by a partner to fund capital
expenditures and economic responsibility for that borrowing shifts to another partner, the
exception for preformation capital expenditures does not apply. Under the final regulations,
capital expenditures are treated as funded by the proceeds of a qualified liability to the extent the
proceeds are either traceable to the mpna% expenditures under Reg. § 1.163- 8T or are actually
used to fund the capital expenditures, irrespective of the tracing mqurrenems under Reg.
§ 1.163-8T. (4) The final regulations provide a “step-in-the-shoes™ rule for applying the
exception for preformation capital expenditures and for determining whether a liability is a
qualified liability under § 1.707-5(a)}(6) when a partner acquires property. assumes a liability, or
takes property subject to a liability from another person in connection with a nonrecognition
transaction under §§ 351, 381(a). 721, or 731. The final regulations supersede Rev. Rul. 20600-
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44, 2000-2 C.B. 336, which allowed *‘step-in-the-shoes™ treatment when a corporation that
acquires assets in a transaction described in section 381(a) succeeds to the status of the transteror
corporation for purposes of applying the exception for preformation capital expenditures and
determining whether a lability is a qualified liability under § 1.707-5(a)(6). (5) The amendments
to the regulations add to the list of qualified liabilities that. pursuant to Reg. § 1.707-5. may be
assumed without triggering the disguised sale rules liabilities that were not incurred in
anticipation of the transfer of the property to a partnership. but that were incurred in connection
with a trade or business in which property transferred to the partnership was used or held, but
only if all the assets related to that trade or business are transferred (other than assets that are not
material to a continuation of the trade or business). (6) The amendments to the regulations clarify
the anticipated reduction rule in Reg. § 1.707-5(a)(3) by providing that a reduction that is subject
to the entreprencurial risks of partnership operations is not an anticipated reduction. (7} As
amended, Reg. § 1.707-5(a)}5) does not take into account qualified liabilities as consideration in
transfers of property treated as a sale when the total amount of all liabilities other than qualified
liabilities that the partnership assumes or takes subject to is the lesser of 10 percent of the total
amount of all qualified liabilities the partnership assumes or takes subject to, or $1,000,000.
(8) The final regulations add additional rules regarding tiered partnerships.

Effective Date of Final Regulations Under § 707—The final regulations under § 707
apply to any transaction with respect to which all transfers occur on or after 10/5/16.

Partner’s Share of Nonrecourse Liabilities—Reg. § 1.752-3(a)(3) has been amended to
provide that, for purposes of determining a partner’s share of partnership liabilities in applying
the disguised sale rules ot § 707(a)(2%B) and Reg. § 1.707-5(a)(2), regardless of whether they
are recourse or nonrecourse, only the default rule for allocating partnership “excess nonrecourse
liabilities"™—in accordance with the partners’ interests in partnership profits—applies. unless
another partner bears the economic risk of loss. This means that for purposes of applying the
§& 707 disguised sale rules, the contributing partner’s share of partnership liabilities cannot be
determined with reference to that partner’s economic risk of loss under Reg. § 1.752-2. For
purposes of applying § 704, all of the methods for allocating partnership “excess nonrecourse
liabilities™ continue to be allowed.

Effective Date of Final Regulations Under ¢ 752—Subject to an exception for written
binding contracts already in effect. the final regulations under § 752 generally apply to liabilities
that are incurred by a partnership, that a partnership takes property subject to, or that are assumed
by a partnership on or after 10/5/16.

D. Sales of Partnership Interests, Liquidations and Mergers

1. The Tax Court gives the IRS a lesson on the intersection of partnership
and international taxation: subject to the exception in § 897(g), a foreign partner’s gain
from the redemption of its interest in a U.S. partnership was not income effectively
connected with the conduct of a U.S. trade or business. Grecian Magnesite Mining. Industrial
& Shipping Co., S.A. v. Commissioner, 149 T.C. No. 3 (7/13/17). The taxpayer, a corporation
organized under the faws of Greece, held a 15 percent interest (later reduced to 12.6 percent) in
Premier Chemicals, LLC, an LLC organized under Delaware law and classified for federal tax
purposes as a partnership. The taxpaver accepted Premier’s offer to redeem its partnership
interest and received a total of $10.6 million, half of which was paid in 2008 and half in January
2009. The taxpayer and Premier agreed that the payment in January 2009 was deemed to have
been paid on December 31, 2008, and that the taxpaver would not share in any profits or losses
in 2009. The taxpayver realized $1 million of gain from the 2008 redemption payment and $5.2
miltion from the 2009 redemption payment. The taxpayer filed a return on Form 1120-F for 2008
on which it reported its distributive share of partnership items, but did not report any of the $1
million realized gain from the 2008 redemption payment. The taxpayer did not file a U.S. tax
return for 2009 and thus did not report any of the $5.2 million realized gain from the 2009
redemption payment. The IRS issued a notice of deficiency in which it asserted that all of the
£6.2 million of realized gain was subject to U.S. tax because it was U.S.-source income
effectively connected with the conduct of a U.S. trade or business. The taxpayer conceded that
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$2.2 million of the gain was subject to U.S. taxation pursuant to § 897(g). which treats amounts
received by a foreign person from the sale or exchange of a partnership interest as amounts
received from the sale or exchange of U.S. real property to the extent the amounts received are
attributable to U.S. real property interests. The taxpayer’s concession left $4 million of realized
gain in dispute. The Tax Court (Judge Gustafson) held that the $4 million of disputed gain was
not income effectively connected with the conduct of a U.S. trade or business and therefore was
not subject to U.S. taxation. (The court found it unnecessary to interpret the tax treaty in effect
between the U.S. and Greece because U.S. domestic law did not impose tax on the gain and the
IRS did not contend that the treaty imposed tax beyond U.S. domestic law.) In reaching this
conclusion, the court addressed several issues.

The court first analyzed the nature of the gain realized by the taxpaver. Under
§ 736(b)(1), payments made n liquidation of the interest of a retiring partner that are made in
exchange for the partner’s interest in partnership property are treated as a distribution to the
partner. Treatment as a distribution triggers § 731(a)(1). which provides that a partner recognizes
gain from a distribution to the extent the amount of money received exceeds the partner’s basis
in the partnership interest and directs that the gain recognized “shall be considered as gain or loss
from the sale or exchange of the partnership interest of the distributee partner.” Pursuant to
§ 741, gain recognized from the sale or exchange of a partnership interest is “considered as gain
or loss from the sale or exchange of a capital asset”™ except to the extent provided by § 751. (The
IRS did not contend that § 751 applied.) The taxpayer asserted that these provisions lead to the
conclusion that the taxpayer’s gain must be treated as arising from the sale of a single asset. its
partnership interest, which is a capital asset. The government argued that the taxpayer’s gain
must be treated as arising from the sale of separate interests in each asset owned by the
partnership. Otherwise, the government argued. the rule in § 897(g). which imposes U.S. tax to
the extent amounts received from the sale of a partnership interest are attributable to U.S. real
property interests, would be rendered inoperable. The court agreed with the taxpayer. Section
897(g). the court explained.

actually reinforces our conclusion that the entity theory is the general rule for the

sale or exchange of an interest in a partnership. Without such a general rule, there

would be no need to carve out an exception to prevent U.S. real property interests

from being swept into the indivisible capital asset treatment that section 741

otherwise prescribes.

The court noted that this conclusion is consistent with the court’s prior decision in Pollack v.
Commissioner, 69 T.C. 142 (1977).

The court next addressed whether the $4 million of disputed gain was effectively
connected with the taxpayer's conduct of a tJ.S. trade or business. Pursuant to § 875(1), the
taxpayer was considered to be engaged in a U.S. trade or business because the partnership of
which it was a partner, Premier, was engaged in a U.S. trade or business. Accordingly, the issue
was narrowed to whether the disputed gain was effectively connected with that trade or business.
Because foreign-source income is considered effectively connected with a U.S. trade or business
only in narrow circumstances, which the IRS acknowledged were not present, the taxpayer’s
disputed gain could be considered effectively connected income only if it was U.S.-source
income. Pursuant to the general rule of § 865(a), income from the sale of personal property by a
nonresident is foreign-source income. The IRS asserted that an exception in § 865(e)(2) applied.
Under this exception, if a nonresident maintains an office or other fixed place of business in the
United States, income from a sale of personal property is U.S.-source if the sale 1s attributable to
that office or fixed place of business. The court assumed without deciding that Premier’s U.S.
otfice would be attributed to the taxpayer under § 864(c)(5). Accordingly, the issue was whether
the gain was attributable to Premier’s U.S. office. Under § 864(c}(S5)(B). income is attributable to
a U.S. office only if the U.S. office is a material factor in the production of the income and the
LS. office “regularly carries on activities of the type from which such income, gain, or loss is
derived.” The court concluded that neither of these requirements was satisfied. The court
examined Reg. § 1.864-6(b)2)(i) and concluded that, although Premier’s business activities
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might have had the effect of increasing the value of the taxpayer's partnership interest, those
business activities did not make Premier’s U.S. office a material factor in the production of the
taxpayer’s gain. Further, the court concluded, even if the U.S. office was a material factor,
Premier did not regularly carry on activities of the type from which the gain was derived because
“Premier was not engaged in the business of buying or selling interests in itself and did not do so
in the ordinary course of business.” Because the disputed gain was not U.S.-source income,. it
was not effectively connected with the conduct of a U.S. trade or business and therefore not
subject to U.S. taxation.
e In reaching its conclusion that the taxpayer’'s gain was not
effectively connected with the conduct of a U.S. trade or business, the court rejected the IRS’s
contrary conclusion in Rev. Rul. 91-32. 1991-1 C.B. 107. In that ruling. according to the court. the
IRS concluded
that gain realized by a foreign partner from the disposition of an interest in a U.S.
partnership should be analyzed asset by asset, and that. to the extent the assets of
the partnership would give rise to effectively connected income if sold by the
entity. the departing partner’s pro rata share of such gain should be treated as
effectively connected income.

The court characterized the analysis in the ruling as “cursory™ and declined to follow it.

e The taxpayer should have reported some of its gain in 2008,
should have filed a 2009 U.S. tax return reporting gain in 2009, and should have paid tax with
respect to both years because all of the gain realized from the 2008 distribution and some of the gain
realized from the 2009 distribution was attributable to U.S. real property interests held by the U.S.
partnership, Premier. Nevertheless, the court declined to impose either the failure-to-file penalty of
§ 6651(a)(1) or the failure-to-pay penalty of § 6651(a)(2) because the taxpayer had relied on the
advice of a CPA and therefore. in the court’s view, established a reasonable cause, good faith
detense.

E. Inside Basis Adjustments

F. Partnership Audit Rules

1. Bye bye TEFRA! The Bipartisan Budget Act of 2015 § 1101, Pub. L. No.
114-74. signed by the President on 11/2/15, made sweeping changes to the partnership audit
rules. The TEFRA rules (in §§ 6221-6231) and Electing Large Partnership rules (in §§ 6240-
6242, 6245-6248, 6251-6252, and 6255) have been repealed and replaced in new §§ 6221-6223.
6225-6227, 6231-6235, and 6241, with an entity-level audit process that allows the IRS to assess
and collect the taxes against the partnership unless the partnership properly elects out. The new
rules will simplify the current complex procedures on determining who is authorized to settle on
behalf of the partnership and also avoid the IRS’s need to send various notices to all of the
partners. Under the new provisions the IRS may reduce the potential tax rate assessed against the
partnership to take into account factors such as tax-exempt partners and potential favorable
capital gains tax rates. The new rules should significantly simplify partnership audits. As a result,
the audit rate of partnerships might increase. Although partnerships with 100 or fewer partners
can elect out of the new rules. § 6221(b), such election is not available if there is another
partnership as a partner. Implementation of the new rules is deferred; the new rules apply to
partnership taxable years beginning after 12/31/17. Partnership agreements should be amended to
take into account these changes.

a. The early bird catches the worm (or is that eats the worm at the
bottom of the tequila bottle?). T.D. 9780, Election into the Partnership Audit Regime Under
the Bipartisan Budget Act of 2015, 81 F.R. 51795 (8/5/16). The Treasury and IRS have
promulgated Temp. Reg. § 301.9100-227T dealing with the time. form. and manner for making an
election to have the new partnership audit regime, §§ 6221-6223, 6225-6227. 6231-6235, and
6241, enacted in the Bipartisan Budget Act of 2015, apply to returns filed for tax years beginning
after 11/2/15 and before 1/1/18. Under Temp Reg. § 301.9100-22T(b) an election to have the
new partnership audit regime apply must be made within 30 days of the date of the written notice
from the IRS that the partnership return has been selected for examination. The election must be
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in writing, signed by the tax matters partner, and must include the name. taxpayer identification
number, address. and telephone number of the individual who signs the statement. as well as the
partnership’s name, taxpayer identification number, and tax year to which the statement applies.
The statement must include representations that the partnership is not insolvent and does not
reasonably anticipate becoming insolvent. the partnership is not currently and does not
reasonably anticipate becoming subject to a title 11 bankruptcy petition. and the partnership has
sufficient assets, and reasonably anticipates having sutficient assets, to pay the potential imputed
underpayment that may be determined during the partnership examination. The election must
designate the partnership representative (§ 6223). An election may not be revoked without the
IRS’s consent. Temp. Reg. § 301.9100-22T(c) allows a partnership that has not been issued a
notice of selection for examination to make an election with respect to a partnership return for
the purpose of filing an administrative adjustment request under § 6227 (as amended): this
election may only be ‘made after 12/31/17. T he temporary regulation is effective on 8/5/16.

b. The “thawed” version of the centralized partnership audit rules is
here, and all 277 pages of the new rules still stink for partnerships and partners (but at
least the regs didn’t change much, and the Federal Register version is only 69 pages)! REG-
136118-15, Centralized Partnership Audit Regime, 82 F.R. 27334-01 (6/14/17). As we all know
by now. eh‘ectwe for tax years beginning after December 31, 2017, the old TEFRA partnership
audit rules (in §§ 6221-6231) and Electing Large Partnership rules (in §§ 6240-6242, 6245-6248,
6251-6252, and 6255) have been repealed and replaced by a new “Centralized Partnership Audit
Regime™ contained in §§ 6221-6223, 6225-6227, 6231-6235. and 6241. The IRS originally
released proposed regulations under the new regime in January 2017, but the Trump
administration’s regulatory freeze forced those regulations to be withdrawn just two days after
they were released. The Treasury Department has now reissued the proposed regulations in
substantially the same form as the version released in January. Only two minor changes were
made from the original version of the proposed regulations issued in January: (i) an example
with respect to netting ordinary income and depreciation was deleted (see the January version of
Prop. Reg. § 301.6225-1(f) Ex. 3). and (ii) the portion of the regulations seeking comments
concerning tiered partnership “push-out™ adjustments (discussed below) was expanded. The
scope and complexity of the new “Centralized Partnership Audit Regime™ preclude in-depth
coverage here, but the highpoints are summarized below.

The Practical Effect. Virtually all partnership agreements (including, of course, most
LLC operating agreements) should be amended to reflect the new Centralized Partnership Audit
Regime. The new regime cannot be ignored because it fundamentally alters the obligations of the
partnership and the partners to each other and to the IRS.

Overview. The new rules implement an entity-level audit process that allows the IRS to
assess and collect the taxes from the partnership unless the partnership properly elects out of the
regime or properly “pushes out” the tax liability to its partners. Under the new centralized
process. the IRS audits the partnership’s items of income, gain, loss, deduction, and credit, and
the partners’ distributive shares thereof, for a partnership’s taxable year (the “reviewed year™).
Then, the IRS sends the partnership a “noticc of proposed partnership adjustment™ (“"NOPPA™).
See § 6221, Prop. Reg. § 301.6221(a)-1. Thereafter, the partnership ha<; a 330-day period
(subject to agreed-upon extensions) to cspond to the IRS’s proposed adjustments, including the
ability to request modifications (discussed below) to any proposed tax liability imposed upon the
partnership. Next, at the conclusion of the audit process the IRS sends a “final notice of
partnership adjustment”™ (“FPA”) to the partnership (the “adjustment vear™). Absent filing a
petition in the Tax Court, the tax hability (including penalt es) of the partners relating to the
reviewed year must be satisfied by the partnership in the adjustment vear. See § 6231; Prop. Reg.
§ 301.6231-1. The partnership. not the partners, is liable for any finally determined
underpayment of tax (an “imputed underpayment™ as defined by the regulations) by the partners
from the reviewed vear even if those partners are not the same as the partners in the adjustment
vear. See § 6225(a)-(b); Prop. Reg. 301.6225-1

Modifications to Partm’rw’wp Level . ftf/mtmem, Modifications to a proposed partnership-
level adjustment can be asserted by the partnership based upon mitigating factors (e.g.. tax-
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exempt partners. amended returns filed by partners from the reviewed vear, lower tax rates
applied to some partners, etc.). To assert such modifications, the partnership must submit a
“request for modification with respect to a partnership adjustment” 1o the IRS within 270 days
(subject to consensual extension) of the date of the NOPPA. See § 6225(c): Prop. Reg.
§ 301.6225-2. The purpose of allowing partnership-asserted modifications is to determine as
accurately as possible the amount of tax owed by the partners as a result of the partnership-level
adjustment without requiring the IRS to assess and collect the tax separately from each partner
{as was the case under TEFRA). Accordingly, as compared to TEFRA. the new regime
substantially eases the IRS’s administrative burden with respect to partnership audits and
collection of taxes, but correspondingly increases the administrative burden imposed upon
partnerships and their partners. Expect the audit rate of partnerships to increase under the new
regime.

“Push-Out " Election. As an alternative to assessment and collection of tax from the
partnership, the partnership may elect to “push out” the imputed underpayment to the appropriate
partners from the reviewed year. The affected partners then become liable for the tax attributable
to the imputed underpayment rather than the partnership itself. The push-out election must be
made by the partnership representative within 45 days (not subject to extension) of the mailing of
the final partnership adjustment (“FPA™) under § 6231. See § 6226: Prop. Reg. § 301.6226-1.

Some Finer Points. Special rules govern the treatment of adjustments from a reviewed
vear that do not result in an imputed underpayment and are therefore otherwise taken into
account by the partnership and the partners in the adjustment year. See Prop. Reg. § 301.6225-3.
Moreover, the impact of the adjustments on capital accounts and outside basis across reviewed
vears and adjustment years is reserved under the proposed regulations. See Prop. Reg.
§ 301.6225-4. The new regime also imposes tougher rules on partners who treat items
inconsistently with the partnership’s treatment ot such items. See § 6222: Reg. § 301.6222-1.

Partnership Representatives. Unlike the familiar “tax matters partner” designation under
TEFRA. the new regime permits any person (even a non-partner) with a substantial presence in
the U.S. to be designated the “partnership representative”™ in the audit, assessment, and collection
process. The partnership representative is designated by the partnership for each tax year on its
annual information return (Form 1065). Moreover, any action taken by the partnership
representative vis-a-vis the IRS is binding upon the partnership regardiess of the partnership
agreement or state law to the contrary. See § 6223; Prop. Reg. §§ 301.6223-1, 301.6223-2,

Election Out of the New Regime for Small Partnerships. Partnerships with 100 or fewer
partners may elect out of the new regime, but not if the partnership has another partnership or
certain other flow-through entities as a partner, possibly including single-member LLCs (the
effect of which currently is unknown under the proposed regulations). Depending upon certain
special rules, S corporations may or may not disqualify a partnership from electing out of the
new regime. See § 6621(b); Prop. Reg. § 301.6621(b)-1. Eligible partnerships that elect out of
the new regime will subject their partners to pre-TEFRA audit procedures (i.e., partners will be
audited and assessed separately and possibly inconsistently).

Pre-2018 Election Into the New Regime. The reissued proposed regulations do not affect
the ability of partnerships to elect into the new regime for tax years beginning before January 1,
2018, but after November 2, 2015. See T.ID. 9780, Election into the Partnership Audit Regime
Under the Bipartisan Budget Act of 2015, 81 F.R. 51795 (8/5/16).

2. A TEFRA partnership’s failure to challenge penalties does not preclude a
partner from raising a reasonable cause, good faith defense to penalties in a partner-level
proceeding. McNeill v. United States, 118 AF.T.R.2d 2016-5645 (10th Cir. 9/6/16). The
taxpayer invested in and was the tax matters partner of TEFRA partnerships used as vehicles for
distressed asset/debt (DAD) tax shelters. In a partnership-level proceeding, the IRS issued a
notice of final partnership administrative adjustment that imposed several million dollars in
penalties and interest. As the tax matters partner. the taxpayer brought an action in federal
district court. but that action was dismissed without prejudice and the taxpayer never sought to
reinstate it. The IRS determined that the taxpaver’s share of the partnership’s liability was
approximately $7.5 million, which he paid. The taxpayer filed a refund action in a federal district
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court and argued that he had a reasonable cause, good faith defense, pursuant to § 6664(c) (based
on reliance on professional advice). to approximately $4.6 million in penalties and related
interest. The District Court held that the taxpaver was precluded from asserting defenses by
§ 6230(c)(4). which provides:
For purposes of any claim or suit under this subsection. the treatment of
partnership items on the partnership return, under the settlement, under the final
partnership administrative adjustment, or under the decision of the court
(whichever is appropriate) shall be conclusive. In addition, the determination
under the final partnership administrative adjustment or under the decision of the
court (whichever is appropriate) concerning the applicability of any penalty ...
which relates to an adjustment to a partnership item shall also be conclusive.
Notwithstanding the preceding sentence. the partner shall be allowed to assert any
partner level defenses that may apply or to challenge the amount of the
computational adjustment.
(Emphasis added). In an opinion by Judge Gorsuch, the Tenth Circuit reversed. According to the
Tenth Circuit, the third sentence of the relevant provision states that a partner “shall be allowed
to assert any partner level defenses,” and this overrides the language in the preceding sentence
stating that determinations concerning penalties at the partnership level are conclusive. The court
noted that the government’s position on the availability of defenses in partner-level proceedings
seems to have changed over time and is not well defined. For example, the court noted, in
Klamarh Strategic Investment Fund v. United States. 568 F.3d 537 (S5th Cir. 2009), the
government argued that the reasonable cause, good faith defense is a partner-level defense that
can be asserted only in partner-level proceedings. Accordingly. the court reversed and remanded
to the District Court.
e Judge Phillips dissented. He reasoned that the third sentence in
§ 6230(c)4) does not override the conclusive determination of penalties at the partnership level.
According to Judge Phillips, the third sentence should be read ““as ensuring that partners can always
bring partner-level defenses subject to any conclusive determinations being applied in those partner-
level proceedings.”
a. On remand, the taxpayers successfully established a partner-level
defense to the accuracy-related penaity. McNeill v. United States. 119 AF.T.R.2d 2017-943
(D. Wyo. 2/24/17). In the course of investing in the DAD tax shelter and deducting the losses
that it produced, the taxpayers had received an opinion from a law firm and advice from Ermst &
Young. On remand from the Tenth Circuit, the U.S. District Court (Judge Freudenthal)
concluded, based on the taxpayers® efforts to determine their tax liability and their reliance on
professional advice, that the taxpayers had established a reasonable cause, good faith defense to
the accuracy-related penalty,
3. The “Buch” stops here in this hypertechnical TEFRA case and offers a
lesson in taking your lumps instead of testing the IRS’s patience. Malone v. Commissioner,
148 T.C. No. 16 (5/1/ 17). The taxpayer failed to report his distributive share of partnership items
in 2005 consisting of $3.2 million of ordinary income and $3.5 million of long-term capital gain.
Under § 6222(a), partners in a partnership subject to the TEFRA audit rules must report
partnership items consistent with the partnership’s return unless the partner timely files a Form
8082, Notice of Inconsistent Treatment or Administrative Adjustment Request. Accordm;!v the
IRS subsequently issued a notice of deficiency to the taxpayer for these partnership items as well
as certain other non-partnership adjustments, including /n an amended answer (Uh-oh!) the
§ 6662(a) negligence penalty. In an ordcr dated June 5. 2012, the Tax Court gmnted the IRS’s
motion to strike the partnership items from any deficiency p~0<:eedings for lack of jurisdiction
(meaning that the assessment against the taxpayer for these items was upheld), but reserved
judgment on whether the §6662(a) negligence penalty remained subject to the court’s
jurisdiction, The taxpayer then filed a2 motion with the Tax Court to dismiss the §6667(a)
ncohocnu. penalty with respect to the parmership items, but the IRS objected pointing out in an
“amendment to [the] amended answer™ that the § 6662(a) penalties were bemg asserted only with




respect to the taxpayer’s faitlure to report the partnership items. The crux of the taxpayer’s
argument was that § 6230} 2} A)i) excludes from deficiency procedures penalties relating to
adjustments to partnership items. In an opinion by ludge Buch. however, the Tax Court held that
this case did not involve an adjustment to partnership items. The partnership items of $3.
million of ordmary income and $3.5 milli ion of long-term capital gain were not adjusted. Imtcad
the IRS's assertion of the § 6662(a) negligence penalt\ for the taxpayer’s iarlurc to report
partnership items remains to be duummcd by the Tax Court. To be continued...

G. Miscellaneous

1. The IRS finally gets tired of issuing private letter rulings: guidance for
master limited partnerships on activities with respect to minerals or natural resources that
produce qualifying income. T.D. 9817, Qualifving Income From Activities of Publicly Traded
Partnerships With Respect to Minerals or Natural Resources, 82 F.R. 8318 (1/24/17). The
Treasury Department and the IRS have finalized, with some changes, proposed regulations under
§ 7704(d X 1)(E) regarding the types of activities with respect to minerals or natural resources that
generate qualifying income for publicly traded partnerships (REG-132634-14, Qualifying
Income From Activities of Publicly Traded Partnerships With Respect to Minerals or Natural
Resources. 80 F.R. 25970 (5/6/15)). Section 7704(a) provides that a publicly traded partnership
is treated for federal tax purposes as a corporation, but § 7701(c) provides an exception for
certain publicly traded partnerships if 90 percent or more of the partnership’s gross income
consists of qualifying income. Partnerships that qualify for this exception are not automatically
classified as corporations and are eligible for the pass-through regime of subchapter K. Under
§ 7704(dYIXE). qualifying income includes income “derived from the exploration.

development, mining or production, processing, refining, transportation .... or the marketing of
any mineral or natural resource ...." Under the final regulations. only “qualifying activities”

produce qualifving income. Qualifying activities include both the activities enumerated in the
statute, which the regulations refer to as “section 7704(d)(1 XE) activities,” and support activities
that are intrinsic to section 7704(d)(1)(E) activities, which the regulations refer to as *‘intrinsic
activities.” The final regulations provide detailed guidance on which activities qualify as section
7704(d)( J(E) activities and intrinsic activities. Generally, an activity is an intrinsic activity if the
activity is: (1 )spu:!ahzed to support the section 7704(d)(1)( (E) activity, (2) essential to the
completion of the section 7704(d)(1 X E) activity, and (3) requires the provision of significant
services to support the section 7704(d)1)(E) activity. According to the preamble to the final
regulations, Treasury and the IRS issued these regulations because of a significant increase in the
number of requests for private letter rulings seeking guidance on whether income from certain
activities is qualifying income under § 7704(d)(1)(E). The final regulations define qualifying
activities in a manner that may be, at least in some respects, narrower than in private letter
rulings the IRS previously issued.

e Based on the many comments submitted on the proposed
regulations, the final regulations make several favorable changes to the proposed regulations. Two
of the more significant changes relate to the definition of “section 7704(d)y(1)YE) activities.” First,
the proposed regulations provided an exclusive list of operations that gualified as section
7704(d)} 1) E) activities. In contrast, the final regulations provide a general definition of each of the
eight listed active terms in § 7704(dX 1) E) (exploration, development, mining or production,
processing, refining, transportation, and marketing) followed by a non-exclusive list of examples of
each one. Nevertheless. the preamble to the final regulations cautions that “the Treasury Department
and the IRS do not intend that these final regulations be interpreted or applied in an expansive

manner ... [but] should be interpreted and applied in a manner that is consistent with their plain
meaning and the overall intent of Congress to restrict the [§ 7701(c)] exccption ....7 Second. the

tinal regulations create a new category. referred to as “additional activities,” the income derived
from which is considered derived from a section 7704(d)(1}E) activity. Income from additional
activities includes income received to reimburse a partnership for its costs in performing a section
7704(d)(1 X E) activity. income from certain passive interests or non-operating interests, and income
from providing blending or additization services with respect to certain products. The final
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regulations generally retain the definition of an “intrinsic activity” found in the proposed
regulations, but make certain favorable changes to the “specialized™ and “significant services”
prongs of the intrinsic activities test, such as clarifying that these prongs can be met through
employees of affiliates or subcontractors as long as they are being compensated by the partnership.

e The final regulations generally apply 1o income earned by a
partnership in a taxable vear beginning on or after 1/19/17. but provide a ten-year transition period.
Under the transitional rule. a partnership can treat income from an activity as qualifying income
during the period that ends on the last day of the partnership’s taxable year that includes 1/19/27 if
one of the following conditions is met : (1) the partnership received a private letter ruling holding
that income from the activity is qualifying income: (2 prior to 5/6/15. the partnership was publicly
traded. engaged in the activity. treated the activity as giving rise to qualifying income under
§ 7704(d)(1 )(E). and that income was qualifying income under the statute as reasonably interpreted
prior to the issuance of the proposed regulations; (3) prior to 5/6/15, the partnership was publicly
traded and had entered into a binding agreement for construction of assets to be used in the activity
that would give rise to income that was qualifying income under the statute as reasonably
interpreted prior to 5/6/15; or (4) the partnership is publicly traded and engages in the activity after
5/6/15 but before 1/19/17, and the income from that activity is qualifying income under the
proposed regulations. According to the preamble to the proposed regulations, both the legislative
history and the IRS’s interpretations prior to the issuance of the proposed regulations are taken into
account in determining whether an interpretation is reasonable. The final regulations clarify that a
technical termination of a partnership under § 708(b)(1)XB) does not end the transition period.

2. Due date for partnership income tax returns: temporary and proposed
regulations reflect Congress’s belief that some partners might not need filing extensions
any more. T.D. 9821, Return Due Date and Extended Due Date Changes, 82 F.R. 33441
(7/20/17). Treasury and the IRS have issued proposed, temporary, and final regulations regarding
the due date and extended due date of partnership income tax returns (Form 1065). The Surface
Transportation and Veterans Health Care Choice Improvement Act of 2015, § 2006(a), amended
Code § 6072(b) to require partnerships to file their income tax returns by the 15th day of the
third month following the close of the taxable year (March 15 for calendar year partnerships).
thus accelerating the due date by one month. Act § 2006(b} directs the Treasury to modify the
regulations to provide that the maximum extension for a partnership return will be a 6-month
period ending on Septemberl5 for calendar year partnerships. Pursuant to this statutory directive,
Temp. Reg. § 1.6031(a)-1T(e)2) provides that “the return of a partnership must be filed on or
betore the date prescribed by § 6072(b).” (The temporary regulations do not explicitly address
the due date of Form 8804-—Annual Return for Partnership Withholding Tax—but the 2016
instructions for Form 8804 indicate that the due date is the 15th day ot the third month following
the close of the taxable year.) Pursuant to Temp. Reg. & 1.6081(a)-2T(a)1), a partnership is
allowed an automatic 6-month extension to file both Form 1065 and Form 8804 by filing a
timely application. No extension beyond the automatic extension is permitted.

e The temporary regulations apply to returns and extension
requests filed on or after July 20, 2017, but the statutory amendments made by the Surface
Transportation and Veterans Health Care Choice Improvement Act of 2015 apply to returns for
partnership taxable vears that begin after December 31, 2015. Accordingly, the preamble to the
temporary regulations provides that taxpavers can elect to apply the regulations to returns filed for
periods beginning after December 31, 2015.

VIIL TAX SHELTERS

A. Tax Shelter Cases and Rulings
1. A judge sees the STARS and grants partial summary judgment for the
taxpaver; only the Shadow [and the First Circuit] knows what comes next. Santander
Holdings USA. Inc. v. United States, 977 F. Supp. 2d 46 (D. Mass. 10/17/13). The STARS tax
shelter in the form marketed to banks involved two basic components: a loan from Barclays
Bank to the U.S. taxpayer, which generated interest deductions, and the U.S. taxpaver placing
assets in a trust, which required payment of UK. taxes and generated foreign tax credits. The
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transaction also featured a payment from Barclays to the U.S. taxpayer equal to approximately
one-half of the U.K. taxes that the U.S. taxpaver paid. A keyv element in whether a STARS
transaction has a reasonable prospect for profit. and thus might not run afoul of the economic
substance doctrine. is whether the payment from Barclays effectively reduced the taxpaver’s
payment of the UK. taxes as a rebate. (We will not go into the details of the economic analysis.)
Suffice it to say that the government’s position was that “the Barclays payment was not “in
substance” a payment by Barclays at all, but rather it was ‘effectively” a rebate of taxes
originating from the U.K. tax authorities. The theory is that Barclays was only able to make the
payment because of the tax credits it had received from the U.K.” The District Court (Judge
O Toole) found the government’s argument on this point “wholly unconvincing,” and held that
the Barclays payment was not in an\ way a rebate to the taxpayer of U.K. taxes. citing Reg.
§ 1.901 2(1)(7) which provides: “Tax is considered paid by the taxpayer even if another party to
a direct or indirect transaction with the taxpayer agrees, as a part of the transaction, to assume the
taxpayer’s foreign tax liability.” Accordingly, he ruled that the Barclays payment to the taxpayer
“should be accounted for as revenue to [the taxpayer] in assessing whether [the taxpay er] had a
reasonable prospect of profit in the transaction.” He also rejected the g government’s argument that
the entire transaction was a “sham”™ “concocted to manufacture a bogus foreign tax credit,”

because he found that argument to be foreclosed by his finding that “[i]f the Barclays payment is
included in the calculation of pre-tax profitability, then there was a reasonable prospect of profit
as to the trust transaction, giving it economic substance.” Finally, Judge O Toole concluded that
under First Circuit precedent, if a transaction had “objective economic substance,” the economic
substance doctrine could not be applied 1o deny the tax benefits of the transaction on
“subjective™ grounds, although he acknowledged that the First Circuit might revisit the issue and
“would perhaps move a bit away from a rigid “objective only’ test to one that is primarily
objective but has room for consideration of subjective factors where necessary or appropriate.”

a. The STARS are aligned for this taxpayer. The District Court
grants summary judgment and upholds both the taxpayer’s interest deductions and foreign
tax credits Santdndcr Holdings USA, Inc. v. United States. 116 AF.T.R.2d 2015-6795 (D.
Mass. 11/13/15). The court (Judge O’Toole) granted the taxpayer’'s motion for summary
judgment and denied the government’s cross-motion for summary judgment and held that the
taxpayer properly claimed both the interest deductions and the foreign tax credits generated by
the STARS transaction. In reaching this conclusion. the court rejected what it characterized as
the government’s argument that the taxpayer’s payments of U.K. tax should be ignored under
two substance over form doctrines, specifically the step transaction and conduit docirines.

e The Courts of Appeals for the Second Circuit and the Federal
Circuit both have held with respect to the STARS transaction that the taxpayers properly claimed
interest deductions on the loans from Barclays, but that the taxpayers were not entitled to foreign tax
credits because that aspect of the transaction lacked economic substance. Bark of New York Mellon
Corp. v. Commissioner, 801 F 104 (2d Cir. 9/9/15); Salem Financial, Inc. v. United States, 786
F.3d 932 (Fed. Cir. 5/14/1 3) he District Court’s decision in this case that the taxpayer pmpcri
claimed foreign tax credits generated by the STARS transaction conflicts with those decisions.

b. But the First Circuit looks past the STARS and sees a lack of
economic substance. Santander Holdings USA. Inc. v. United States. 844 F.3d 15 (Ist Cir.
12/16/16). In an opinion by Judge Lynch, the First Circuit reversed the District Court and held
that the government was entitled to summary judgment in its favor as to the lack of economic
substance of the STARS transactmn Judge L \nch s opinion states that the court largely agreed

V\ ith the reasoning of the Federal Circuit opinion in Salem [Financial, Inc. . United States. 786
“.3d 932 (Fed. Cir. 5/14/15)} rejecting the claims that the Trust transaclion had economic
subsmnu and substantially rely on its cmdlys;s The government did not contest the taxpayer’s
claimed interest deductions on the loan from Barclays, and therefore the effect of the First
Circuit’s decision is to deny the taxpaver’s foreign tax credits. The court remanded for a trial
limited to the issue of penalties.
2. Another U.S. bank that was dazzled by the STARS lmoates m claimed
tax benefits. Wells Fargo & Co. v. United States. 143 F. Supp 3d 827 (b. \/Imn /10/15). The
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STARS tax shelter in the form marketed to banks involved two basic components: a loan from
Barclays Bank to the U.S. taxpayer. which generated interest deductions, and the U.S. taxpaver
placing assets in a trust, which required payment of U.K. taxes and generated foreign tax credits.
The fransaction also featured a payment from Barclays to the U.S. taxpayer equal to
approximately one-half of the U.K. taxes that the U.S. taxpaver paid. In a lengthy opinion. the
court (Judge Schiltz) ruled on several motions by the taxpayer and denied most of them. The
court granted the taxpayer’'s motion for partial summary judgment that § 269 does not apply to
the transaction. Section 269 generally authorizes the IRS to disallow a deduction, credit or other
tax benefit if a person acquires control of a corporation or a corporation acquires transferred-
basis property from another non-controlled corporation. and the principal purpose of the
acquisition was evasion or avoidance of federal income tax by securing a tax benefit that the
person or corporation would not otherwise enjoy. The court agreed with the taxpayer that. even if
all other requirements of § 269 were satisfied. the acquisition did not produce tax benefits
(foreign tax credits) that the taxpayer would not otherwise have enjoyed because the taxpayer
could have claimed the foreign tax credits even without the use of the corporate entities involved
in the transaction. The court denied the taxpayer’s motion for partial summary judgment that the
payments received from Barclays should be considered pretax income rather than a tax benefit.
The court reserved this issue for trial and noted that it is inclined to agree with the Second Circuit
(Bank of New York Mellon Corp. v. Commissioner. 801 F.3d. 104 (2d Cir. 9/9/15)) that the
Barclays payment is a tax benefit, rather than with the contrary conclusion of the Federal Circuit
(Salem Financial, Inc. v. United States, 786 F.3d 932 (Fed. Cir. 5/14/15)).The court also denied
the taxpayer’'s motion for partial summary judgment that the loan from Barclays created a
reasonable expectation of pretax profit from the STARS transaction, but indicated it is inclined
to agree with the Second and Federal Circuits that analysis of the loan should be bifurcated from
analysis of the foreign tax credits.
a. Who needs a business purpese? As long as the transaction had
economic substance, it was not a sham transaction. Wells Fargo & Co. v. United States, 119
AFT.R.2d 2017-1976 (D. Minn. 5/24/17). Following the trial of this case, the jury found that
the STARS tax shelter in which the taxpayer participated consisted of two separate transactions:
a loan from Barclays Bank to the taxpayer, which generated interest deductions. and the taxpayer
placing assets in a trust, which required payment of U.K. taxes and generated foreign tax credits.
The issue for the court following trial was whether each transaction was a sham. In /ES Indus.,
Inc. v. United States, 253 F.3d 350 (8th Cir. 2001), the Eighth Circuit, drawing on its prior
decisions, stated that “a transaction will be characterized as a sham if “it is not motivated by any
economic purpose outside of tax considerations’ (the business purpose test), and if it “is without
economic substance because no real potential for profit exists’ (the economic substance test).”
One reading of this test is that, to avoid characterization as a sham transaction, a transaction must
meet both the business purpose and the economic substance portions of the test. The jury found
that the trust structure that generated foreign tax credits had neither a non-tax business purpose
nor a reasonable possibility of pre-tax profit, and therefore the court concluded that the trust
transaction was a sham and disallowed the foreign tax credits. With respect to the loan
transaction, however, the jury found that, although Wells Fargo entered into the loan solely for
tax-related reasons, the loan had a reasonable possibility of pre-tax protfit. The court theretore
had to address whether a transaction that fails the business purpose portion of the Eighth
Circuit’s sham transaction test but meets the economic substance portion of the test should be
treated as a sham. The court (Judge Schiltz) held that the loan transaction was not a sham and
upheld the taxpayer’s interest deductions. In reaching this conclusion, the court reasoned that “a
doctrine that is intended to counter the creative and ever-evolving abuse of the tax code must
necessarily be flexible™ and that “[rleducing the sham-transaction doctrine to two mechanical,
all-or-nothing tests would deprive the doctrine of the flexibility needed to accomplish its
purpose.” A flexible approach. the court stated, is consistent with the U.S. Supreme Court’s
formulation of the sham-transaction doctrine in Frank Lyon Co. v. United States. 435 U.S. 5361
{1978). which “reads more like a list of factors to weigh than a series of boxes to check.”
e The court’s decision stands for the propesition that a transaction
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for which a taxpayver does not have a business purpose can avoid characterization as a sham
transaction if it has economic substance. Will the Eighth Circuit agree?

e Two U.S. Courts of Appeals previously have upheld the interest
deductions produced by the loan portion of the STARS transaction. Bank of New York Mellon Corp.
v. Commissioner. 801 F.3d. 104 (2d Cir. 9/9/15); Salem Financial, nc. v. United States. 786 F.3d
932 (Fed. Cir. 5/14/153). In a third case, the government did not contest the District Court’s grant of
summary judgment to the taxpayer with respect to the interest deductions. Santander Holdings USA.
e, v, United States, 844 F.3d 15 (Ist Cir. 12/16/16).

e The court also upheld a 20 percent negligence penalty against the
taxpaver for the underpavments associated with the disallowance of its foreign tax credits. The
taxpayer argued that it was not subject to the penalty pursuant to Reg. § 1.6662-3(b)(1). which
provides that a “return position that has a reasonable basis as defined in paragraph (b)(3) of this
section is not attributable to negligence.” Paragraph (b)(3) of the regulation provides that a return
position generally has a reasonable basis if it is “reasonably based on one or more of the authorities
set forth in § 1.6662-4(d)(3)iii) (taking into account the relevance and persuasiveness of the
authorities, and subsequent developments) ....” However. Wells Fargo stipulated that it would not
make any contention that relied on its efforts to determine its proper tax liability arising out of the
STARS transaction. Thus, the question was whether it was “enough for Wells Fargo to show that its
return position had a reasonable basis under the authorities referenced in § 1.6662-3(b)3).” or
whether it had to “prove that it actually consulted those authorities in preparing its tax return.” The
court viewed the regulation as ambiguous on this issue and therefore treated the Treasury
Department’s interpretation of its own regulation as controlling. The court held that the taxpayer
had to prove that it actually consulted the authorities that, in the taxpayer’s view, provided a
reasonable basis for its return position. The court expressed the view that “[i]t is difficult to know
how a taxpayer could *base’ a return position on a set of authorities without actually consulting
those authorities, just as it is difficult to know how someone could “base” an opinion about the best
restaurant in town on Zagat ratings without actually consulting any Zagat ratings.”

B. Identified “tax avoidance transactions”

1. Micro-captive insurance transactions are “transactions of interest” that
might be on their way to being listed. Notice 2016-66, 2016-47 1.LR.B. 745 (11/1/16) This
notice identifies certain captive insurance arrangements, referred to as “micro-captive
transactions,” as transactions of interest for purposes of Reg. § 1.6011-4(b)(6) and §§ 6111 and
6112 of the Code. Generally. these arrangements involve a person who owns an insured business
and that same person or a related person also owns an interest in the insurance company
providing coverage. The insured business deducts the premiums paid to the insurance company,
and the insurance company, by making the election under § 831(b) to be taxed only on taxable
investment income, excludes the premiums from gross income. An insurance company making
the § 831(b) election can receive up to $2.2 million in premiums annually (adjusted for inflation
after 2015). The notice describes the coverage under these arrangements as having one or more
fo the following characteristics:

(1) the coverage involves an implausible risk; (2) the coverage does not match a

business need or risk of Insured: (3) the description of the scope of the coverage

in the Contract is vague, ambiguous. or illusory; or (4) the coverage duplicates

coverage provided to Insured by an unrelated. commercial insurance company,

and the policy with the commercial insurer often has a far smaller premium.
The Treasury Department and the IRS believe these transactions have a potential for tax
avoidance or evasion but lack enough information to determine whether the transactions should
be identified specifically as a tax avoidance transaction. Transactions that are the same as, or
substantially similar to. the transaction described in § 2.01 of the notice are identified as
“transactions of interest”™ for purposes of Reg. § 1.6011-4(b)6) and §§ 6111 and 6112 effective
TH/1/16. Persons entering into these transactions after that date must disclose the transaction as
described in Reg. § 1.6011-4.



C. Disclosure and Settlement

3. Tax Shelter Penalties
Jurisdiction is not arithmetic—vou can’t divide $24.9 million by 193.
Diversitied Group, Inc. v. United States. 123 Fed. ClL 442 (9/29/15). The Court of Federal
Claims (Judge Sweeny), in a case of hrst impression, held that it lacked jurisdiction in a suit
seeking a refund of a pdmal payment of a § 6707 penalty assessed for fdziurc to register a tax
shelter as required § 6111, The plaintiff argued that the penalty was divisible, that it was not
necessary to pay the full amount of the penalty prior to bringing suit but. only to pay the penalty
with respect to one of the 193 individual transactions involving the tax shelter. The court rejected
this argument, holding that the $24.9 million penalty for failure to register the tax shelter related
to a single act.
Although it is true that the IRS calculated the amount of the penalty based upon
each client’s aggregate investment in the tax shelter, neither the number of clients
that participated in the tax shelter nor the number of commercial steps necessary
to accomplish that participation in the tax shelter triggers liability under § 6707.
Consequently, the penalty is not divisible for any reason. including the number of
clients who participated in the tax shelter.
Thus, the full payment rule for seeking a refund established by Flora v. United States. 357 U.S.
63 (1958), had not been met because the penalty was not divisible and “*[e]xceptions to the full
payment rule have been recognized by the courts only where an assessment covers divisible
taxes.” Rocovich v. United States, 933 F.2d 991, 995 (Fed. Cir. 1991). A tax or penalty is
divisible when ‘it represents the aggregate of taxes due on multiple transactions.”™
a. The Federal Circuit sees it the same way. Diversified Group. Inc. v.
United States, 841 F.3d 975 (Fed. Cir. 11/10/16). In an opinion by Chief Judge Prost, the U.S.
Court of Appeals for the Federal Circuit affirmed the Claims Court’s decision. The plaintiff
argued that the $24.9 million § 6707 penalty was divisible because it was calculated based upon
cach client’s aggregate investment in the tax shelter. The plaintiff emphasized that a separate
Form 8264 (the form by which a tax shelter is registered) necessarily would be required for each
client’s investment because it would be impossible to fill out a Form 8264 for the entire tax
shelter on the first day it was offered for sale because, at that time, many of the details that the
form requires are unknown. Accordingly, the plaintiff argued, each hhnw should be considered a
separate instance of tax shelter registration under § 6111. The court conciuded. however, that
§ 6707 penalties are not divisible into the individual transactions or investors that may comprise
a single tax shelter:
Section 6707(a) provides that “if a person ... fails to register such tax shelter ...
such person shall pay a penalty with respect to such registration.” This language
makes clear that liability for a § 6707 penalty arises from the single act of failing
to register the tax shelter (which, under Temp. Treas. Reg. § 301.611-1T. A-1, A-
47, is failing to file the necessary Form(s) 8264). This omission creates a single
source of habzhty regardless of how many individuals or transactions are
involved in the tax sheherv Liability cannot be sub-divided beyond this.
L. A Distriet Court in New York reaches the same conclusion. Larson
v. United States, 118 AF.T.R.2d 2016-7004 (S.D.N.Y 12/28/16). The IRS assessed more than
$160 million in penalties against the taxpayer under § 6707 for failure to register two tax shelters
as rcquirud b\ § 6111, The tax shelters involved were the Foreign Leveraged Investment
Program (“FLIP” ) also known as the Offshore Portfolio Investment Strdtcu (“OPIS™), and the
Bond mktd Issuc remium Structure (“BLIPS™). The penalties were later reduced to $67.6
million to reflect payments made by other persons who were jointly and severally Lable. The
taxpayer paid $1.4 million and brouuht this action seeking a refund of the $1.4 million and
abatement of all assessed pcnalms The Distri ct Court (Judge C aprom) relving on the holdings
in Diversified (’imup Inc. v. United States, 841 F.3d 975 (1 ‘ed. Cir. 11/10/1 16y and Praff v. United
States, 117 AF.T.R.2d 70 -981 (. Colo. 3/1 ()/ 6), held that thL §6707 penalties imposed on
the taxpaver were not divisible. Because the taxpayer had not paid the full amount of the tax for
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which he sought a refund. as required by the full payment rule of Flora v. United States, 357
LS. 63 (1958), the court granted the government’s motion to dismiss for lack of subject matter
jurisdiction. In reaching this conclusion, the court rejected the taxpayer’'s argument that
application of the full payment rule to his situation violated the due process clause of the Fifth
Amendment. He argued that. taking into account his inability to challenge the penalty in the Tax
Court because of the absence of a notice of deficiency. application of the full payment rule
violated his right to due process because he could not pay the penalty and could not seek review
of his claim without paying the penalty. The court similarly rejected the taxpayer’s claim for
judicial review under the Administrative Procedure Act. in which the taxpayer asserted that the
IRS’s penalty assessment and denial of his refund claim were arbitrary. capricious, and an abuse
of discretion, and his argument that the § 6707 penalty was an excessive fine that violates the
Eighth Amendment. Finally, the court dismissed for failure to state a claim the taxpayer’s claim
to compel the IRS to give him information relating to payments from others who are jointly and
severally liable.

IX. EXEMPT ORGANIZATIONS AND CHARITABLE GIVING

A. Exempt Organizations

1. Form 1023-EZ regulations finalized. T.D. 9819, Guidelines for the
Streamlined Process of Applying for Recognition of Section 501(c)(3) Status, 82 F.R. 29730
(6/30/17). Originally issued as proposed and temporary regulations in 2014 (T.D. 9674,
Guidelines for the Streamlined Process of Applying for Recognition of Section 501(c)(3) Status,
79 F.R. 37630 (7/2/14)), these final regulations authorize without substantive change a
streamlined process that certain small organizations may use to apply for recognition of tax-
exempt status under § 501(c)(3). Essentially, the final regulations allow the IRS to promulgate
Form 1023-EZ for “eligible organizations™ to meet the notice requirements of § 508 for purposes
of obtaining recognition of tax-exempt status under § 501(c)(3). Detailed annual or other
guidance issued by the IRS defines “eligible organizations™ allowed to file Form 1023-EZ. For
2017, Rev. Proc. 2017-5, § 6.05, 2017-1 L.LR.B. 230. generally provides that an “eligible
organization™ is one that (1) has projected annual gross receipts of $50,000 or less in the current
vear and the next two years, (2) $50,000 or less of actual receipts for each of the past three years
for which it was in existence, and (3) has total assets the fair market value of which does not
exceed $250.000. For purposes of this last eligibility requirement, a good faith estimate of the
fair market value of the organization’s assets is sufficient. Notwithstanding the foregoing, Rev.
Proc. 2017-5 contains a lengthy list of organizations that cannot submit Form 1023-EZ,
including churches, schools, colleges, and hospitals. Form 1023-EZ must be submitted
electronically and the user fee for doing so is $275, as opposed to the $850 user fee charged to
organizations submitting a regular Form 1023. Organizations that submit Form 1023-EZ
ordinarily will file an annual Form 990-N (e-postcard} instead of the regular Form 990 required
of larger § 501(c)(3) organizations. The final regulations amend Reg. §§ 1.501(a)-1. 1.501(c)(3),
and 1.508-1, and they are effective July 1, 2017,

B. Charitable Giving

1. We really shouldn’t have charitable organizations collect taxpaver
identification numbers of donors, says the IRS. The proposed regulations are withdrawn.
IRS-2015-0049-37970, Substantiation Requirement for Certain Contributions; Withdrawal, 81
F.R. 882 (1/8/16). The Treasury Department and the IRS have withdrawn proposed regulations
(REG-138344-13, Substantiation Requirement for Certain Contributions, 80 F.R. 55802
(9/17/16)) under § 170()(8) governing the substantiation of charitable contributions of $250 or
more. Section 170(H)}(8)(A) requires a taxpaver who claims a charitable contribution deduction
for any contribution of $250 or more to obtain substantiation in the form of a contemporaneous
written acknowledgment (CWA) from the donee organization. An exception in § 17008} D)
provides that a CWA is not required if the donee organization files a return {on such form and in
accordance with such regulations as are prescribed) that includes the information required in a
CWA. When final regulations on the CWA requirements were issued in 1997, Treasury and the
IRS declined to issue regulations under § 170(f}(8)D) to effectuate donee reporting and have
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since taken the position that the § I76(DH8YID) exception is not available without final
regulations prescribing the method by which donee reporting may be accomplished.
Nevertheless, some taxpayers under examination for their claimed charitable contribution
deductions have argued that a failure to comply with the CWA requirements can be cured if the
donee organization files an amended Form 990 that includes the required information for the
contribution at issue. The proposed regulations established a framework under which a donee
organization could, pursuant to § 170(HEND). file an information return and furnish a copy to
the donor no later than February 28 of the year following the calendar vear in which the
contribution was made. The information return required by the proposed regulations had to
include the donor’s name, address. and taxpayer identification number. In response to comments
on the proposed regulations and their own misgivings about potential identity theft arising from
donee organizations collecting and maintaining taxpayer identification numbers, Treasury and
the IRS have withdrawn the proposed regulations. The withdrawal indicates that Treasury and
the IRS have “decided against implementing the statutory exception to the CWA requirement”
and continue to take the position that the § 170(H)(8}D) “exception remains unavailable unless
and until final regulations are issued prescribing the method for donee reporting.”

a. You say mandatory, 1 say discretionary. Let’s call the whole
deduction off. 15 West [7th Street LLC v, Commissioner, 147 T.C. No. 19 (12/22/16). The
partnership claimed a $64.490.000 charitable contribution deduction for the contribution of a
conservation easement. The opinion is silent regarding whether the taxpayer failed to secure
from the donee organization and maintain in its files a “contemporaneous written
acknowledgment™ as required by § 170(H)(8)(A). which as specified in § 170(f)8)(B), among
other things must state whether the donee provided the donor with any goods or services in
exchange for the gift. But there is an inference from the context of the arguments that it did not
do so. On audit, the IRS disallowed the charitable contribution deduction. After the case was
docketed in the Tax Court, the donee organization submitted an amended Form 990 that included
the information specified in § 170(f)8)(B). The partnership moved for partial summary
judgment, contending that filing by the donee eliminated the need for the taxpayer to have
received a “contemporaneous written acknowledgment™ as required by § 170(f(8)}A) 1o
substantiate the gift. This argument was grounded on § 170(DH(8}D). which waives the
contemporaneous written receipt requirement “if the donee organization files a return, on such
form and in accordance with such regulations as the Secretary may prescribe,” that includes the
information specified in § 170(H)(8)(B). The IRS and Treasury have not issued any regulations
under § 170(f}(8)XB), but the partnership argued the regulations under which the donee
organizations’ Form 990 was filed satisfied the statutory requirement. In a reviewed opinion (8-
3-6) by Judge Lauber, the Tax Court held that § 170(f}8)D) provides a discretionary, rather
than mandatory. delegation of rule-making authority, and that § 1706(f)(8}D) is not self-
executing in the absence of the regulations to which the statute refers. In the absence of such
regulations, the requirements of § 170(f)(8)(A) applied and the motion for summary judgment
was dismissed. The majority opinion stated that the partnership had not “cited, and our own
research has discovered, no case in which a court has held to be self-executing a Code provision
containing a discretionary delegation that refers to regulations that the Secretary "“may prescribe.”
Conversely, every judicial decision that has held a Code provision to be self-executing in the
absence of regulations has involved a mandatory delegation that included the word “shall.”™

e Judge Gustafson, in a dissent in which Judges Colvin, Foley,
Vasquez, Paris and Morrison joined, would have found the statutory requirement of § 170(£(8)(I)
to have been met by virtue of the information required by § 170(f8XB} being included on the
donee organization’s return under § 6033, the informational requirements for which are provided in
Reg. § 1.6033-2.

e Judge Foley's dissent. in which Judges Colvin, Vasquez,
Gustafson, Paris and Morrison joined., would have held that § 170(fH8) D) abrogates the
requirement that the donor comply with § 170(fY8)A) as long as the donee files a retum that
contains the information described in § 170(H(8XB). which was done in this case.
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2. Certain syndicated conservation easement transactions entered into after
2009 are listed transactions and taxpayvers who have invested in them must disclose them
for each tax vear in which they participated. Notice 2017-10, 2017-4 LR.B. 544 (12/23/16).
This notice identifies certain syndicated conservation easement transactions entered into after
2009 as listed transactions. In these transactions, a promoter typically markets interests in a pass-
through entity that owns real property. The pass-through entity grants a conservation easement
on the real property based on an appraisal that. in the IRS’s view. greatly inflates the value of the
conservation easement based on unreasonable conclusions about the development potential of
the real property. The charitable contribution deduction resulting from the grant of the
conservation easement flows through to the investors in the pass-through entity. The effect of
these transactions is that an investor in the pass-through entity receives a charitable contribution
deduction that significantly exceeds the amount invested. The IRS plans to challenge these
transactions based on the overvaluation of the conservation easement and also may challenge
them based on the partnership anti-abuse rule, economic substance. or other rules or doctrines.
Transactions that are the same as. or substantially similar to, the transactions described in § 2 of
the notice are identified as “listed transactions”™ for purposes of Reg. § 1.6011-4(b)2) and
§§ 6111 and 6112 effective 12/23/16. A person entering into these transactions on or after 1/1/10
must disclose the transactions as described in Reg. § 1.6011-4 for each taxable year in which the
person participated in the transactions, provided that the period of limitations for assessment of
tax has not expired on or before 12/23/16.

a. Participants in listed syndicated conservation easement
transactions have until October 2, 2017, to disclose their participation in years for which
returns were filed before December 23, 2016. Notice 2017-29, 2017-20 L.LR.B. 1243 (4/27/17).
This notice extends the due date for participants to disclose their participation in the syndicated
conservation easement transactions described in Notice 2017-10, 2017-4 L.R.B. 544 (12/23/16).
Generally, under Reg. § 1.6G11-4(e)(2)(i). if a transaction becomes a transamon of interest or a
listed transaction aﬁer a taxpayer has filed a return reflecting the taxpayer’s participation in the
transaction. the taxpayer must disclose the transaction within 90 calendar days after the date on
which the transaction became a listed transaction or a transaction of interest. Notice 2017-10
extended this period to 180 days for listed syndicated conservation easement transactions, which
meant that disclosures were due (for years for which returns already had been filed) on 6/21/17.
In this notice. the IRS has extended the due date from 6/21 to 10/2/17. The notice cautions that
the due date for disclosure with respect to returns filed after the date Notice 2017-10 was issued
(12/23/17) and for disclosure by material advisors is unchanged and remains 5/1/17. The notice
also provides that donees in these syndicated conservation easement transactions are not
considered material advisors under § 61

3. If you are dondtmg a ueed motor vehicle, boat, or airplane, vou better not
neglect to obtain and attach to your return Form 1098-C, says the Tax Court. Izen v.
Commissioner. 148 T.C. No. 5 (3/1/17). On 4/14/16. during a pendmu Tax Court proceeding, the
taxpayer filed an amended federal income tax return for 2010 and claimed a charitable
contribution deduction of $338,0680 for his donation of a 50 percent interest in a 1969 model
Hawker-Siddley DHI125-400A private jet to the Houston Aeronautical Heritage Society
(Society)., an organization exempt from tax under § 501(c)(3). which operates a museum at the
William P. Hobby Airpon. The taxpayer included with his amended return: (1)an
acknowledgment letter dated 12/30/10 and signed by the president of the Society: (2) a Form
8283, Noncash Charitable Contributions, dated 4/13/16 and executed by the managing director
of the Society: (3} a copy of an “Aircraft Donation /\ﬂrumem d”tétd}\ executed on 12/31/10
by the presidcnt of the Society (but not by the taxpayur) and (4)an appraisal dated 4/7/11
stating that the fair market value of the taxpaver’s 50 percent interest in the aircraft, as of
12/30/10, was $338.080. The IRS moved for summary judgment and asserted that the taxpayver
was not entitled to the Lhas'tabl contribution deduction because he had failed to satisfy the
substantiation requirements of & 170(6)(12). which apphcs to contributions of used motor
vehicles, boats, and airplanes Section  170(f8) requires a contemporaneous written
acknowledgement from the donee organization as a condition for deducting charitable
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contributions of $250 or more, but § 170(H)(12) imposes more stringent substantiation
requirements.  Section  [70(f)(12)y requires a more detailed contemporaneous written
acknowledgment and, unlike § 170(f)%(8). requires the taxpaver to include the acknowledgment
with the return that includes the deduction. The statute directs the donee organization to provide
to the government the information contained in the acknowledgment, and the IRS has designated
for this purpose Form 1098-C. Comtributions of Motor Vehicles, Boats, and Airplanes, a copy of
which is to be provided to the donor. The taxpaver did not submit Form 1098-C with his
amended return. The Tax Court (Judge Lauber) concluded that the documentation the taxpayer
did submit with his amended return did not comply with the requirements of § 170(6)(12).
Accordingly, the court disallowed the taxpayer’s deduction.

4. It took some time, but finally we “gotcha,” says the IRS, in this infamous
charitable contribution case involving billionaire and Miami Dolphins’ owner Stephen
Ross and the University of Michigan. RERI Holdings I, LL.C v. Commissioner, 149 T.C. |
(7/3/17). In a TEFRA case that has gone on for some time and has produced at least one other
noteworthy holding (see below), the IRS prevailed in denying a $33 million charitable
contribution deduction to a partnership in which Stephen Ross, owner of the Miami Dolphins.
was a partner. The property was donated to the University of Michigan, Mr. Ross’s alma mater.
The partnership had paid only $2.95 million for the property a little over a vyear prior to its
donation. In fact, at some point after the donation the University of Michigan sold the property
for only $1.94 million. These facts, of course, displeased the IRS greatly. and the IRS convinced
the Tax Court to deny the partnership’s charitable contribution deduction on technical grounds
(as discussed below). Moreover, contrary to decisions of the Fifth and Ninth Circuits, the Tax
Court (Judge Halpern) determined that the partners of the partnership potentially are liable for
aggregate gross valuation misstatement penalties of about $11.8 million.

The facts of the case are complicated, but essentially reveal that for tax year 2003 the
partnership claimed a $33 million charitable contribution deduction under § 170(a)(1) for a
donation to the University of Michigan. The donated property consisted of a remainder interest
in a disregarded single-member LLC that the partnership owned and that held underlying real
property. On its Form 8283, Noncash Charitable Contributions, the partnership failed to report its
“cost or adjusted basis” for the donated property as required by Reg. § 1.170A-13(c){4)(iiE),
instead leaving the line on the form completely blank. Judge Halpern ruled that this failure to
comply either strictly or substantially with the regulations is fatal to a claimed charitable
contribution deduction. thereby denying the deduction in full. Lastly, for purposes of
determining potential penalties, the Tax Court held that the correct value of the property at the
time of the donation was approximately $3.5 million.

Regarding the IRS’s assertion of the 40 percent penalty under § 6662(h} for “gross
valuation misstatements” (valuation of 400 percent or more of correct value), the partnership
argued that § 6662 should not apply because the $33 million charitable contribution deduction
was completely disallowed and hence was not “attributable to” a valuation misstatement. See,
e.g.. Heasley v. Commissioner, 902 F.2d 380 (5th Cir. 1990), rev'e T.C. Memo. 1988-408:
Gainer v. Commissioner, 893 F.2d 225 (9th Cir. 1990). aff'¢ T.C. Memo. 1988-416. Judge
Halpern's opinion, however. relies upon the Tax Court’s more recent decision in AHG
Investments, LLC v. Commissioner, 140 T.C. 73 (2013), in which the court declined to follow
Heasley and Gainer. Judge Halpern noted that both the Fifth and Ninth Circuits have expressed
reservations about Heaslev and Gainer, and because any appeal by the partnership (due to its
dissolution in 2004) would be to the U.S. Court of Appeals for the Federal Circuit, the Tax Court
was free to follow its decision in AHG fnvestments. Judge Halpern then determined that the
correct fair market value of the donated property should have been roughly $3.5 million. i.e..
$29.5 million less than the value claimed by the partnership. Therefore. subject to partner-level
§ 6662(e)2) calculations ($5.000 underpayment threshold per partner). the partners of the
partnership potentially are liable for penalties aggregating as much as $11.8 million (40 percent
of the $29.5 million valuation overstatement).

e The IRS probably thought it should have won this case
previously on a similar technicality. In RERI Holdings I LLC v. Commissioner, 143 T.C. 41 (2014),
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the IRS had cleverly argued on a summary judgment motion that the partnership’s “qualified
appraisal™ (see § 1 7()(ﬂ( 1}y of the property was fatally flawed. Specifically, the IRS had argued
that although the partnership obtained an otherwise qualified appraisal, the partnership’s appraisal
valued a remainder interest in the underlying real property. not the remainder interest in the
disregarded single-member LLC that held the real property. The remainder interest in the
disregarded single-member LLC was the property the partnership donated to the University of
Michigan, not the real property itself. Thus. argued the IRS. the partnership’s otherwise qualified
appraisal was for the wrong property (even though under § 7701 the single-member LLC was
completely disregarded for all other tax purposes)! But, in 2014 Judge Halpern did not let the IRS
win so easily. Judge Halpern accepted the IRS’s argument that a charitable contribution of an
interest in a disregarded single-member LLC should be viewed differently (and perhaps valued
differently) than a charitable contribution of the underlying asset(s). Judge Halpern so held even
while acknowledging that a single-member LLC otherwise is ignored for federal tax purposes.
Judge Halpern’s opinion relied heavily on the Tax Court’s earlier decision in a gift tax case
involving a disregarded single-member LLC. See Pierre v. Commissioner, 133 T.C. 24 (2009).
supplemented by T.C. Memo. 2010-106. Nevertheless, perhaps to avoid so-easily granting summary
judgment against the taxpayer and in favor of the IRS in 2014, Judge Halpern reasoned that there
was an unresolved issue of material fact whether a valuation of the real property held by the
partnership’s disregarded single-member LLC could “stand proxy” for the otherwise required
“qualified appraisal.” Surprisingly, though, Judge Halpern’s decision in the earlier RER/ ruling
raises the prospect of a disregarded single-member LLC interest being regarded and valued
separately for purposes of determining charitable contributions under § 170.

X. TAX PROCEDUR

A. Interest, Penalties, and Prosecutions

1. In this case a not-for-profit corporation is treated the same as a for-profit
corporation. Maimonides Medical Center v. United States, 809 F.3d 85 (2d Cir. 12/18/15). In an
opinion by Judge Lynch, the Second Circuit held that the lower interest rate that under
§ 6621(a)(1) applies to a refund for an overpayment of taxes due to a corporation applies to not-
for-profit corporations as well as to for-profit corporations.

a. The Sixth Circuit agrees. United States v. Detroit Medical Center,
833 F.3d 671 (6th Cir. 8/12/16). The IRS refunded FICA taxes paid by the plaintiff. a not-for-
profit corporation, for periods prior to 4/1/05 following the IRS’s ruling that medical residents
were eligible for the student exemption from FICA taxes. The IRS paid interest on the employer
portion of the FICA taxes at the statutory rate provided by § 6621(a)(1) for corporations (the
federal short-term rate plus 2 percentage points, reduced to 0.5 percentage points to the extent
the overpayments exceed $10,000). The plaintiff asserted that, because it is a nonprofit
corporation, it should not be treated as a corporation for this purpose. Instead, it asserted, it was
entitled to interest at the higher statutory rate provided for non-corporate taxpayers (the federal
short-term rate plus 3 percentage points). According to the plaintift, it was entitled to additional
interest of approximately $9.1 million. In an opinion by Judge Sutton, the Sixth Circuit held that
nonprofit corporations are “corporations” for purposes of determining the rate of interest on
overpayments. Accordingly. the court affirmed the District Court’s grant of the government’s
motion for summary judgment.
b. The Seventh Circuit jumps on the bandwagon. Medical College of

Wisconsin Affiliate Hospitals, Inc. v. United States, 854 F.3d 930 (7th Cir. 4/25/1 7) In a case
raising the same issue, the United States Court of Appeals for the Seventh Circuit. in an opinion
by Judge Easterbrook, concluded that a nonprofit corporation is entitled to interest on a tax
overpayment at the statutory rate provided by § 6621 (a)(1) for corporations.

2. If an NOL f{falls in the forest and no one is around fo hear it, does it
reduce interest on a deficiency? Interest accrues on a deficiency without reduction for a
subseguent vear’s NOL carried back to the deficiency \ear until the NOL comes into
existence. United States v. Beane. 841 F.3d 1273 (11th Cir. 11/23/16). The taxpayer in this case
owed interest on a deficiency in 1998 taxes, payment of which was due on 4/15/99. The taxpaver
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had a net operating loss in 2000 which was carried back to 1998. Among other issues, the
question was whether interest on the 1998 deficiency should be calculated by using (1) the
amount of the deficiency in 1998 taxes from 4/15/99 through 4/15/01. when the 2000 net
operating loss became effective. or (2} the amount of the deficiency ultimately calculated by the
Tax Court, which reflected a reduction by the 2000 net operating loss carryback starting as of
4/15/997 Stated differently. the issue was whether, for purposes of the interest LaEcuiation, the
net operating loss carrvback was effective as of 4/15/99 or 4/15/017 In an opinion by Judge Hull.
the Eleventh Circuit held that the net operating loss carryback was not effective until it came into
existence in 2001, In reaching this conclusion. the court relied on Manning v. Seeleyv Tube & Box
Co. of N.J., 338 U.S. 561 (1950) as well as § 6601(d)} 1}, which provides:

If the amount of any tax imposed by subtitle A is reduced by reason of a

carryback ot a net operating loss or net capital loss, such reduction in tax shall not

affect the computation of interest under this section for the period ending with the

filing date for the taxable year in which the net operating loss or net capital loss

arises.
Accordingly. interest on the 1998 deficiency was calculated for the period prior to 4/15/01
without reduction to reflect the 2000 net operating loss carryback.

3. A majority of the Tax Court refuses to call a procedural foot-fault on the

IRS, but not all the judges see it that way. Graev v. Commissioner, 147 T.C. No. 16
(1 1/30/1 6). The taxpayers had claimed a charitable contribution deduction for the donation of a
facade conservation easement that ultimately was disallowed by the Tax Court (140 T.C. 377
(2013)). The IRS examining agent determined that the taxpayers were liable for the § 6662(h)
40 percent gross valuation misstatement penalty, and he prepared a penalty approval form for
which he obtained written approval from his immediate supervisor. On that form only the
§ 6662(h) 40 percent penalty was asserted. The agent prepared a notice of deficiency that
included the 40 percent penalty. However, before the notice of deficiency was issued, a Chief
Counsel attorney reviewed a draft and. through a memorandum approved by his supervisor, the
attorney advised that an alternative § 6662(a) 20 percent dccurauy-re}ated penalty should be
added to the notice. The notice of deficiency was revised to include the 20 percent § 6662(a)
accuracy-related penalty, the calculation of ‘which in the notice of deficiency yielded a zero
20 percent penalty to avoid stacking with the 40 percent penalty. The notice of deficiency was
issued as revised. but the revised notice with the alternative 20 percent penalty was not reviewed
or approved by the examining agent’s supervisor. After the IRS conceded that the 40 percent
gross valuation misstatement penalty did not apply, it asserted the alternative 20 percent
accuracy-related penalty as a non-zero amount, sine the stacking issue no longer existed. The
taxpayers argued that, because the notice of deficiency showed a zero amount for the § 6662(a)
20 percent penaitv the IRS failed to comply with the requirements of § 6751(a), which requires
that a computation of the penalty be included in the notice of dehcicncv and § 6751(b). which
requires that the “initial determination of ... {the] assessment™ of the penalty be “personally
approved (in writing) by the immediate supervisor ... or such higher level official as the
Secretary may designate.” and that these failures barred assessment of the 20 percent penalty. In
a reviewed opinion by Judge Thomton, the Tax Comt (9-3-5) held that: (1)the notice of
deficiency complied with the requirements of § 6751(a); ( bccause the penalty had not vet been
assessed, the taxpayers’ argument that the IRS fa;kd to comply with § 6751(b)(1) was
premature; and (3) the 20 percent accuracy-related penalty for a substantial understatement
applied. With respect to the first holding, regarding compliance with § 6751(a), the court
reasoned as follows:

The notice of deficiency clearly informed petitioners of the determination of the

20% penalty (as an alternative) and clearly set out the computation (albeit reduced

{0 zero. as it had to be then. to account for the greater 40% penalty). The notice of

deficiency thus complied with section 6751( (a).

Moreover, even if petitioners were correct that the RS failed to include a

computation of a penalty as required by section 6751(a). such a failure would not
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invalidate a notice of deficiency. In similar contexts this Court has held that
procedural errors or omissions are not a basis to invalidate an administrative act
or proceeding unless there was prejudice to the complaining party.
With respect to the third holding regarding application of the 20 percent accuracy-related
penalty. the court rejected the taxpayers™ defenses and concluded that: (1) the taxpayvers had not
established that they had reasonable cause for claiming the charitable contribution deductions
and acted in good faith: (2) “the authorities that support [the taxpayers’] deductions for the cash
and conservation easement contributions are not substantial when weighed against the contrary
authorities;” and (3) the taxpayers had no reasonable basis for their return position and had not
adequately disclosed on their return the relevant facts concemning their deductions because they
had not disclosed a side letter from the National Architectural Trust (NAT) (the easement holder)
obligating the NAT to refund the taxpayers” cash contribution and work to remove the easement
if the IRS disallowed entirely their charitable contribution deductions for the easement.
¢ A concurring opinion by Judge Nega (with whom Judges Goeke
and Pugh joined) would have reached the same result as the majority on the ground that the
taxpayers were not prejudiced, and would have left “to another case the more detailed statutory
analysis performed by both the majority and the dissent.”
e A dissent by Judge Gustafson (joined by Judges Colvin,
Vasquez, Morrison and Buch) would not have sustained the penalty on the ground that the IRS
failed to comply with § 6751(b)(1) because “the responsible revenue agent included a 20%
accuracy-related penalty on the notice of deficiency without first obtaining the ‘approvjal] (in
writing)” of his “immediate supervisor™.”
a. But the Second Circuit serves the Tax Court some Chai. Chai v.
Commissioner, 851 F.3d 190 (2d Cir. 3/20/17). aff’g in part, vacat’g in part, and rev'g in part
T.C. Memo. 2015-42 (3/11/15). The taxpayer in this case received in 2003 a $2 million payment
for serving as an accommodation party in connection with tax shelters. The taxpayer did not
report the payment as income and took the position that the $2 million was a nontaxable return of
capital. The IRS issued a notice of deficiency for 2003 increasing the taxpayer’s income by the
$2 million payment and asserting both a deficiency in self-employment tax and a 20 percent
accuracy-related penalty. (The notice of deficiency did not assert a deficiency in income tax
because the taxpayer had offsetting losses from a partnership subject to the TEFRA audit rules.
Those losses ultimately were disallowed at the partnership level and the IRS amended its answer
in this Tax Court proceeding to assert a deficiency in income tax. This sequence of events led to
several interesting procedural issues with respect to the deficiency in income tax.) In his post-
trial briefing in the Tax Court, the taxpayer raised for the first time 1he same argument regarding
the penalty as the taxpayer had raised in Graev v. Commissioner, 147 T.C. No. 16 (11/30/16),
i.e., that the IRS was barred from assessing the 20 percent accuracy-related penalty because it
had failed to comply with the requirement of § 6751(b) that the “initial determination of ... [the]
assessment” of the penalty must be “personally approved (in writing) by the immediate
supervisor ... or such higher level official as the Secretary may designate.” The Tax Court (Judge
Cohen) refused to address this argument on the basis that it was untimely because the taxpayer
had raised it for the first time post-trial. In an opinion by Judge Wesley. the Second reversed the
Tax Court’s ruling on the penalty issue. (The Second Circuit affirmed the Tax Court’s ruling that
the $2 million payment was subject to self- -employment tax and vacated its ruling that it had no
ur:sdxu;on to consider the mucased deficiency in income tax asserted by the IRS. In light of the
taxpd\u s concession that the $2 million was includible in gross income. the Second Circuit
remanded with instructions to uphold the additional income tax deficiency.) The Second Circuit
found the view of the majority in Graev on the penalty issue unpersuasive and sided with the
dissenting judges in Graev. The court focused on the language of § 6751(b) and concluded that it
is ambiguous regarding the timing of the required supervisory approval of a penalty. Because of
this ambiguity. the court examined the statute’s legislative history and concluded that Congress’s
purpose in enacting the provision was “to prevent IRS agents from threatening unjustified
penalties to encourage taxpavers to settle.” That purpose, the court reasoned, undercuts the
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Graev majority’s conclusion that approval of the penalty can take place at any time. even just
prior to assessment. The court held “that § 6751(b)} 1) requires written approval of the initial
penalty determination no later than the date the IRS issues the notice of deficiency (or files an
answer or amended answer) asserting such penalty.” Further. the court held “that compliance
with § 6751(b) is part of the Commissioner’s burden of production and proof in a deficiency case
in which a penalty is asserted. ... Read in conjunction with § 7491(c). the written approval
requirement of § 6751(b)(1) is appropriately viewed as an element of a penalty claim. and
therefore part of the IRS s prima facie case.”

4. Return preparers need to be extra careful with not only the earned
income tax credit, but also with the child tax credit, additional child tax credit, and the
American Opportunity Tax Credit. T.D. 9799, Tax Return Preparer Due Diligence Penalty
Under Section 6695(g). 81 F.R. 87444 (12/5/16). The Treasury Department and the IRS have
issued proposed and temporary regulations that amend Reg. § 1.6695-2 to implement changes
made by the Protecting Americans from Tax Hikes Act of 2015. These changes extend the
§ 6695(g) preparer due diligence requirements to returns or claims for refund including claims of
the child tax credit (CTC), additional child tax credit (ACTC). and American Opportunity Tax
Credit (AOTC), in addition to the earned income credit (EIC). As a result of these changes. one
return or claim for refund may contain claims for more than one credit subject to the due
diligence requirements. Each failure to comply with the due diligence requirements set forth in
the regulations results in a penalty. and therefore more than one penalty could apply to a single
return or claim for refund. Examples in the temporary regulations illustrate how multiple
penalties could apply when one return or claim for refund is filed. Revisions to Form 8867 have
been made for 2016 so that it is a single checklist to be used for all applicable credits. The
temporary regulations are effective on 12/5/16.

5. A de minimis safe harbor permits payors to avoid penalties for
incomplete or incorrect information returns and payee statements without correcting them
unless the payee elects for the safe harbor not to apply. Notice 2017-9, 2017-4 LR.B. 542
(1/4/17). Section 6721 imposes penalties for failure to timely file information returns or failure to
include complete or correct information on such returns. Section 6722 imposes penalties for
similar failures with respect to furnishing payee statements. The penalties are reduced if the
failures are corrected within 30 days of the date prescribed for filing the return or furnishing the
statement. Both provisions contain an exception for de minimis failures under which the
penalties do not apply if a failure to provide complete or correct information is corrected on or
before August 1 of the calendar year in which the return or statement is due and the number of
information returns or payee statements otherwise subject to penalties does not exceed the
greater of 10 or one-half of | percent of the total number of information returns or payee
statements the person is required to file during the calendar vear. Section 202 of the Protecting
Americans from Tax Hikes Act of 2015 amended §§ 6721 and 6722 to provide a safe harbor
with respect to the de minimis exception. Under the safe harbor, an error on an information
return or payee statement does not need to be corrected 1o avoid a penalty if the error relates to
an incorrect dollar amount and differs from the correct amount by no more than $100 ($25 with
respect to an amount of tax withheld). Sections 6721(c)(3)}(B) and 6722(c)(3)(B) provide that the
safe harbor does not apply if a pavee makes an election that the safe harbor not apply. Thus. if a
payee makes this election, the error must be corrected to avoid penalties. The notice (1) provides
the requirements for making the election. (2) clarifies that the de minimis error safe harbor does
not apply in the case of an intentional error or if a payvor fails to file an information return or
furnish a pavee statement, and (3) requires pavors to retain certain records. The notice also
solicits comments regarding the rules contained in the notice and regarding any potential abuse
of the de minimis error safe harbor. Generally, the payee must make the election using any
reasonable method prescribed by the pavor (or. if there is no prescribed method. in writing),
include information specified in the notice such as the payee’s name, address and taxpayer
identification number. and make the election with respect to payee statements reguired to be
furnished in the calendar vear in which the payee makes the election (or alternatively, with
respect to payee statements required to be furnished in the calendar year of the election and
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succeeding calendar years). The notice applies with respect to information returns required to be
filed. and payee statements required to be furnished. after 12/31/16. The notice provides that
regulations incorporating the rules set forth in the notice will be issued to implement the de
minimis error safe harbor and the payee election. To the extent the regulations incorporate the
rules set forth in the notice. the regulations will be effective retroactively to the effective date of
the notice. Although the notice does not impose a requirement for pavors to notify pavees
regarding the de minimis error safe harbor and the available election. the regulations are
expected to impose this requirement.

6. Better be careful who vou hire as CFO, and raise all your arguments
against liability as a responsible person at the summary Judgment stage, not afterwards.
McClendon v. United States, 119 A F.T.R. 2d 2017-1037 (§ D. Tex. 3/6/17). The government
successfully established through a motion for summary judgment that the taxpayer, a physician,
was liable under § 6672 for a $4.3 million penalty equal to the amount of unpaid federal
employment taxes owed by his medical practice. The CFO he had hired had embezzled funds
and ultimately pleaded guilty to felony counts of theft. When the taxpayer learned of the unpaid
taxes, he made a loan to the practice to allow it to make payroll. and these funds went to the
employees rather than the government. The government used this preferential payment as the
basis for establishing that the taxpayer had willfully violated his duty 1o pay the taxes due. The
taxpayer moved for reconsideration and argued that his liability should be limited to the
$100.000 preferential payment that was the basis for his liability. The court rejected this
argument for two reasons. First, the taxpayer had failed to raise it in response to the
government’s motion for summary judgment. Second, even if he had raised it in a timely
manner, the taxpayer had failed to meet his burden to prove the absence of funds available to pay
the taxes due:

At the summary judgment stage, as now, Dr. McClendon did not try to prove up
the funds available to [the practice] or show that whatever funds existed were
encumbered so that he had no obligation to pay them to the IRS. Instead, he
effectively argues that, at summary udomcnt it was the government’s burden to
demonstrate his liability for each doHar ot the penalty. Not so. Dr. McClendon
was presumptively liable for the balance of the IRS penalty assessed against him.
The government moved for summary judgment and argued that the evidence did
not create a genuine factual dispute material to deciding whether the IRS penalty
was properly assessed. That discharged the government’s summary judgment
burden. Dr. McClendon, who would bear the burden at trial, then had the burden
to submit or identify record evidence showing that he was not liable.

7. Fraudulent is in the eye of the beholder. Even though the check had a
restrictive endorsement on the back, the sender did not willfully file a fraudulent Form
1099 when the recipient did not communicate his rejection of the check. Shiner v. Turnoy.
850 F.3d 923 (7th Cir. 3/16/17). The appellant in this case was an insurance broker who had sold
insurance policies to the in-laws of an attorney whose practice focuses on tax and estate
planning. The attorney demanded that the broker share with him one-half of the commissions
that the broker had earned on certain policies. In response, the broker sent the attorney a check
on 12/17/12 in the amount of $149,000 with a notation on the back indicating that. by cashing
the check, the attorney accepted the payment in full satisfaction of any claims. The attorney did
not cash the check and instead brought an action against the broker in state court the following
day for breach of contract. but did not serve process on lhe bmker until 1/30/13. By that time, on
the advice of his CPA. t the broker had submitted to the IRS a Form 1099 reporting the $149.000
payment to the attorney. The breach of contract action uittmatc}\ was resolved in the broker’s
favor. The attorney also brought this action in federal district court asserting that the broker had
filed a fraudulent information return and therefore was liable to the attorney under § 7434, which
authorizes a civil action for damages against a person who wi iimih files a fraudulent
information return. The U.S. District Court held in favor of the attorney and ordcrcd the broker
to pay damages of approximately $16,000. The relevant regulation, Treas. Reg. § 1.6041-1(h),
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provides that a check is income for tax purposes only if “credited or set apart to a person without
any substantial fimitation or restriction as 1o the time or manner of pavment or condition upon
which payment is to be made.” The District Court apparently viewed the broker’s restrictive
endorsement on the check as a substantial limitation or restriction and concluded that the broker
should not have filed the Form 1099. In an opinion by Judge Posner. the U.S. Court of Appeals
for the Seventh Circuit reversed. The broker had not wi Hqu) filed a fraudulent information
return, the court reasoned. because the broker had filed the Form 1099 more than a month after
sending the check to the attorney, who during that period “had neither asked [the broker] for a
new check—a check without a restrictive endorsement—nor otherwise communicated to [the
broker] a rejection of the check. [The attorney’s] inaction gave [the broker] a solid basis for
believing that [the attorney] had accepted the check ... despite the restrictive endorsement. so
[the broker’s] filing of the Form 1099 could not have been “willfully ... fraudulent.” as required
by 26 US.C. § 74347

g. “As” and “as if” do not mean the same thing, says the Tax Court. A
deficiency is not reduced by prior assessments of restitution ordered im a criminal
prosecution. Muncy v. Commissioner. T.C. Memo. 2017-83 (5/17/17). The taxpayer. who at one
point claimed that his wages were not taxable because he was a *“*a sovereign. living soul” who
was not a citizen of the United States ... and not a party to the United States Constitution.”
pleaded guilty to one count of willful attempt to evade and defeat tax for 2004. The plea
agreement stated that it did not bar any civil or administrative claim, including tax matters, that it
was binding only on the U.S. Attorney’s Office for the Eastern District of Arkansas and the
taxpayer, and that it did not bind any other federal or state administrative or regulatory authority.
In connection with the criminal proceeding. the U.S. District Court ordered the taxpayer to pay
criminal restitution for the years 7003 through 2005. The IRS subsequently assessed the
restitution pursuant to § 6201 (a)(4) Ihe IRS also issued a notice of deficiency for several tax
years, mcludmg 2003 through 2005. For those years. the notice of deficiency reduced the
taxpayer’s corrected tax liability by the amounts of criminal restitution. In the Tax Court,
however, the IRS took the position that the criminal restitution did not reduce the deficiency for
the vears in question. The Tax Court (Judge Nega) agreed with the government. The court
reasoned that the term “deficiency” generally is defined in § 6211(a) as the excess of (1) the
correct tax for the year over (2) the amount of tax shown due on the return plus “the amounts
previously assessed (or collected without assessment} as a deficiency.” Criminal restitution, the
court concluded. is not an “amount[] previously assessed ... as a deficiency.” The court based its
conclusion on § 6201(a)(4). which provides—for criminal restitution paid afier August 16,
2010—-that the IRS shall assess criminal restitution “in the same manner as if such amount were
such tax.” The court also relied on § 6213(b)(5). which provides that a notice of assessment of
criminal restitution is not considered a notice of deficiency and is not subject to normal
deficiency procedures. According to the court, “[a]lthough neither section 670l(a)(4) nor section
6213(b)}5) explicitly provides that assessed restitution amounts may not be considered in the
definition of a deficiency under section 6211, we believe common sense dictates that they not be
included as “amounts previously assessed ... as a deficiency” for purposes of that section. This
result is consistent with Weber v. Commissioner, T.C. Memo. 1995-125, a decision issued before
the enactment of § 6201(a)4).

e The result in this case does not mean that the taxpayer will pay
twice for the same tax hability. The court noted that “[alny amount paid to the IRS as restitution for
taxes owed must be deducted from any civil judgment the IRS obtains to collect the same tax
deficiency.” Thus, criminal restitution paid with respect to a specific year does not reduce the
amount of the deficiency for that vear, but the IRS must subtract the restitution paid from the
amount it collects for the vear.

8. What is the meaning of “same taxpaver” under § 6621(d) when
corporations merge (Part Deux)? Or, see what happens when different interest rates apply
to overpavments and underpayvments (which has never made any sense since 1986
dnvwaw)' Ford Motor Co. v. United States. 119 AFT.R.2d 2017-1998 (Fed. CI. 5/30/17).
Enacted in 1998, § 6621(d) states simply: “To the extent that, for any period. interest is payable
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under subchapter A [underpayments] and allowable under subchapter B [overpayments] on
equivalent underpayments and overpayments by the same taxpayer of tax imposed by this title,
the net rate of interest under this section on such amounts shall be zero for such period.” In
theory. § 6621(d) accounts for and corrects the disparity between the higher interest rate imposed
on underpayments and the lower interest rate applied to overpayments as long as the “same
taxpayer” has made the payments. (Note: The IRS always has allowed interest netting for the
same taxpayer for the same tax vear.} Nevertheless, this straightforward concept and the simple
language of § 6621(d) belie the difficult questions that arise regarding determinations of the
“same taxpayer” in the merger and acquisition context. [t seems to us that the controversy and
confusion in this area are the result of two extreme views: The IRS interprets § 6621{d) very
narrowly so that the term “same taxpayer” requires the same taxpaver identification number.
Corporate taxpayers, however, interpret the term more broadly so that virtually any consolidation
of corporate entities where one corporation has an overpayment and another has an
underpayment meets the “same taxpayer” requirement. A reasoned approach would allow “same
taxpayer” treatment if the corporate entities combine via a § 368(a)(1){(A) merger (regardless of
the surviving corporation’s taxpayer identification number), but not for other types of
consolidations where corporate entities remain separately responsible for pre- and post-
acquisition liabilities. Read on only if you wish to risk incurring brain damage.

Ford and its FSC. Ford Motor Company (“Ford™) made an overpayment for 1992 while
its former Netherlands foreign sales corporation, Ford Export Services B.V. (“Export™), made
underpayments for 1992 through 1998 (excepting 1994). As a foreign sales corporation (“FSC™)
and a tax “Dodge” (pun intended) sanctioned under prior law, Export did not engage in
substantial business activities. Export did perform enough activity to qualify under the FSC
rules, but no physical transfers of money between Export and Ford occurred. Instead.
transactions between Ford and Export were “reflected as entries on [Ford’s and Export’s] books
of account or accounting and tax records.” Between 1999 and 2005, Ford paid the IRS any
underpayments owed by Export, plus interest accruing at the standard underpayment interest
rate, while in 2008 the government credited the 1992 overpayment due to Ford. plus interest
accruing at the standard overpayment interest rate.

Ford's 2008 claim for refund. Meanwhile, in 2003 after the favorable rules for FSCs
were repealed, Export elected to be treated as a disregarded entity owned entirely by Ford. This
election of disregarded entity status had the tax effect of liquidating all of Export’s assets and
liabilities into Ford pursuant to Reg. § 301.7701-3(g)(1)(1i1). Then, in August 2008 after the IRS
had credited Ford's 1992 overpayment plus interest at the overpayment rate, Ford filed a claim
for refund to recover $11,740,528 from the IRS. Ford’s position was that the “net interest rate of
zero under [Subsection] 6621(d) [should] be applied to the underpayments and overpayments™ of
Export and Ford as the “same taxpayer.” The IRS disallowed Ford’s 2008 refund claim noting
that Export and Ford filed separate returns under different taxpayer identification numbers:
therefore, the “same taxpayer” requirement was not met.

Ford's 2010 claim for refund. Undaunted. after a series of transactions in 2010 that
resulted in the assets and liabilities of Export becoming part of Ford, in November 2010 Ford
filed a second claim for refund but this time for $20,410,788. Ford argued that Export’s eventual
consolidation into Ford satisfied the “same taxpayer” requirement of § 6621(d). The IRS, though,
again disallowed Ford's claim on the basis that Export and Ford still were not the “same
taxpayer” because the 2010 transactions “did not result in [Ford] being both liable ... for the tax
that [Export] underpaid and entitled to a credit or refund of the tax that [Export] overpaid.” Thus.
according to the IRS, there had not been a “merger™ of Export and Ford. Now exasperated. Ford
filed a refund suit in the U.S. Court of Federal Claims on May 28, 2014, seeking to recover
$20.410,788 under § 6621(d). The dispute came before Judge lettow on cross-motions for
summary judgment.

The landscape of interest netiing. This is not an entirely new issue. According to Judge
Lettow’s opinion. two cases, Energy E. Corp. v. United Stares, 645 F.3d 1358 (Fed. Cir. 2011
and Wells Fargo & Co v. United States. 827 F.3d 1026 (Fed. Cir. 2016), rev'g in part and aff ¢
in part, 119 Fed. C1. 27 (2014), establish how the interest netting rules of § 6621(d) should work.
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(1) If the surviving corporation in a merger or mergers has overpayments and

underpayments across open tax vears, interest netting is permitted. Wells Fargo

supports  this rule, and the [RS agrees because the overpayments and

underpayments are made by a taxpayer with the same taxpayer identification

number across the open years. (OK. This makes perfect sense to us. These were

the facts of “Situation Two™ in Wells Fargo.)

(2) Oddly. though, if across open years one corporation has made an overpayment

and another has made an underpayment, interest netting under § 6621(d) does not

apply (according to the Federal Circuit) even if the two corporations subsequently

merge under § 368(a)(1 }(A). Wells Fargo supports this rule as well (contrary 1o

the opinion of the lower court), and the IRS agrees because the taxpayver

identification numbers of the overpaying and underpaying corporations are

different at the time of the payments. (Our take: This makes no sense if the assets

and liabilities of the two merging corporations become one. These are, though, the

facts of “Situation One™ in Wells Fargo where the IRS won.)

(3) If a surviving corporation with an underpayment acquires the stock of another

corporation with an overpayment (even if it subsequently files a consolidated

return with the acquired subsidiary). interest netting is not permitted because the

two corporations were not the “same taxpaver” at the time of the separate

payments. In other words, a corporation apparently cannot “acquire” another

corporation’s overpayment via a stock purchase for purposes of § 6621(d) even if

consolidated returns are subsequently filed. Energy E. Corp. supports this rule.

(Our take: Although Judge Lettow’s opinion does not elaborate, this rule makes

sense too because after a stock purchase, even if the parent files a consolidated

return with the acquired subsidiary, the parent is liable only for the subsidiary’s

post-acquisition taxes. See Reg. § 1.1502-6. The IRS presumably agrees with this

approach because the taxpayer identification numbers of the underpaying and

overpaying corporations remain different in this type of consolidation.)

(4) On the other hand, if a corporation has an overpayment for an open tax year

and merges info a surviving corporation that subsequently makes an

underpayment, § 6621(d) interest netting is allowed. Wells Fargo “Situation

Three™ supports this rule. (Our take: This rule makes perfect sense because. in a

merger, the assets and liabilities of the acquired corporation become the assets

and labilities of the acquiring corporation. Nonetheless, it seems completely

inconsistent with the court’s holding for “Situation One™ in Wells Fargo, and it

seems the IRS would disagree as well because the corporation’s taxpayer

identification number at the time of the overpayment is different from the

corporation’s taxpayer identification number at the time of the underpayment.)

The Claims Cowrt's ruling. As if matters could get any more confusing, in Ford's
§ 6621(d) retund claim, Ford was the surviving entity throughout a series of consolidations and
had an overpayment while Ford’s FSC subsidiary had an underpayment. Naturally, Ford (having
made the overpayment and being owed interest by the IRS) contended that it was the “same
taxpayer™ as Export (having made the underpayment and therefore owing a greater amount of
interest to the IRS). Strategically, though, Ford did not dispute the courts’ holdings in either
Energy E. Corp. or Wells Fargo. Instead, Ford made the novel argument that because Export was
not really an active corporation since it was just a FSC set up to avoid taxes (legitimately, of
course), bExport’s separate corporate existence should be ignored, and Export should be
considered the “same taxpayer™ as Ford for purposes of § 6621(d). After hearing cross motions
for summary judgment, Judge Lettow decided (not surprisingly) that under basic principles of tax
law—specifically, Moline Properties—Ford and Export are separate and therefore not the “same
taxpaver” for purposes of § 6621(d). Ford’s $20.410.788 refund claim thus was denied.

What does all this mean for corporate taxpavers with overpayments and underpayments?
The rules applicable to corporate taxpayers under § 6621(d) are a mess under current caselaw
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(i.e., Ford, Wells Fargo, and Energy E. Corp.). In our view, “same taxpayer” treatment under
§ 6621(d) should apply across open years if the overpaying and underpaying corporations
combine pursuant to a § 368(a)(1 ) A) straight merger but probably not otherwise. Guidance from
Congress or Treasury would be helpful. but don"t hold your breath there.
B. Discovery: Summonses and FOIA
1. In an effort to absolve itself of liability for withholding taxes pursuant to
§ 3402(d), an employer succeeded in getting access to IRS records of workers it classified as
independent contractors. Mescalero Apache Tribe v. Commissioner. 148 T.C. No. 1 (4/5/17).
During an audit, the IRS asserted that the Mescalero Apache Tribe (the Tribe) had improperly
classified some of its several hundred workers as independent contractors and therefore was
liable, pursuant to §§ 3402(a) and 3403, for the taxes that it should have withheld from their
wages. Under § 3402(d), an employer is not liable for withholding taxes if, despite the lack of
withholding, the taxes are actually paid. The Tribe attempted to ascertain whether the workers
had paid the taxes by following the standard procedure required by the IRS, i.e.. by asking the
workers to complete IRS Form 4669, Statement of Payments Received. However, the Tribe was
unable to find 70 of its workers. In the Tax Court, the Tribe moved to compel discovery of the
IRS’s records of these workers to ascertain whether they paid the taxes in question. The IRS
argued that it was precluded from disclosing the information sought by the Tribe because it was
return information, the disclosure of which is prohibited by § 6103(a). In a unanimous reviewed
opinion by Judge Holmes, the Tax Court held that disclosure of the information sought by the
Tribe was permitted by the exception in § 6103(h)(4)XC), which permits disclosure in a federal or
state judicial or administrative proceeding pertaining to tax administration:
if such return or return information directly relates to a transactional relationship
between a person who is a party to the proceeding and the taxpayer which directly
affects the resolution of an issue in the proceeding.
The court also rejected the government’s argument that, even if the information was disclosable.
it was not discoverable because § 3402(d) places the burden on the employer to prove the
payment of taxes and requiring the IRS to disclose the information sought by the Tribe would
amount to a shifting of the burden of proof. Under Tax Court Rule 70(b). the court noted,
information is discoverable “regardless of the burden of proof involved.”
e The Tax Court noted differing views among the U.S. Courts of
Appeals on the issue of fo whom retumn information can be disclosed under the exceptions in
§ 6103(h)(4). The Fifth Circuit has interpreted § 6103(h)4) to authorize disclosure only to officials
of the Treasury Department or the Department of Justice. Chamberlain v. Kurtz, 589 F.2d 827 (5th
Cir. 1979). The Tenth Circuit has rejected this view. First Western Government Securities, Inc. v.
Commissioner, 796 F.2d 356 (10th Cir. 1986). Because the Tax Court’s decision in this case most
likely will be heard by the Tenth Circuit, the court explained, it chose to follow the precedent set in
First Western.

e The Tax Court declined to consider whether disclosure was
authorized by § 6103(h)(4)B). which authorizes disclosure “if the treatment of an item reflected on
such return is directly related to the resolution of an issue in the proceeding.”™ The term “return
information” does not appear in this provision. The court noted that both the Federal and Sixth
Circuits have concluded that § 6103(h)(4)B) does not authorize disclosure of return information
that is not reflected on a return, and that the Tenth Circuit seems to have reached a contrary
conclusion. United States v. NorCal Tea Party Patriots, 817 F.3d 953, 961-62 (6th Cir. 2016): Inre
United States. 669 F.3d 1333, 1339-40 (Fed. Cir. 2012Y; Tavery v. United States, 32 F.3d 1423,
1427-28 (10th Cir. 1994). The Tax Court declined to address the issue on the grounds that it was
unnecessary to do so in light of its conclusion that disclosure was authorized by § 6103(h)(4)(C).

2. The taxpayer may have the “green solution,” but the IRS gets the “green
light” to continue its audit of this Colorado marijuana dispensary. The Green Solution
Retail. Inc. v. United States. 855 F.3d 1111 (10th Cir. 5/2/17). The United States Court of
Appeals for the Tenth Circuit. in an opinion by Judge McHugh. held that the Anti-Injunction Act
(“AIA™) and the Declaratory Judgment Act (“"DJA™) bar a marijuana dispensary’s suit to enjoin
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the IRS from auditing its business records. The IRS"s examination of the taxpayer. a Colorado-
based marijuana dispensary, sought to determine if § 280E applies to disallow certain of the
taxpayer’s claimed deductions and credits. Under § 280L. otherwise allowable business
deductions and credits are denied to taxpayers trafficking in a “controlled substance™ under
federal law. Marijuana remains a controlled substance under federal law (the “Controlled
Substances Act™) even though it has been legalized for medical or recreational use (or both) in at
least 28 states. The taxpaver argued that the AlA and DJA do not apply and the IRS thus should
be prohibited from examining the taxpayer’s business records on two grounds. First. the Tenth
Circuit’s prior decision in Lowrie v. United States. 824 F.2d 827, 830 (10th Cir. 1987). which
held that the AIA bars actions seeking to enjoin “activities leading up to. and culminating in, ...
assessment” (such as an IRS audit) was implicitly overruled by the Supreme Court of the United
States in Direct Marketing Ass'm v. Brohl,  US. [ 135 S.Ct. 1124 (2015). Direct
Marketing involved a suit by taxpayers seeking to enjoin Colorado taxing authorities from
obtaining information from online retailers about the retailers’ customers. The Court held in
Direct Marketing that the Tax Injunction Act (“TIA”™), which generally prohibits federal
injunctions against state tax assessment and collection actions, did not bar a federal suit seeking
to enjoin Colorado from demanding information about customers from the online retailers. After
a detailed examination of the language of the AIA as compared to the TIA, the Tenth Circuit
determined that its decision in Lowrie was not implicitly overruled by Direct Marketing. Further.
the Tenth Circuit determined that if the AIA bars the taxpayer’s suit. then the DJA—which bars
declaratory judgments in certain federal tax cases—similarly bars the taxpayer’s suit because the
acts are “coterminous.” Therefore, at least in the Tenth Circuit, the AIA and DJA continue to bar
taxpayer suits seeking to enjoin the IRS from “activities leading up to. and culminating in, ...
assessment” (such as an IRS audit). Second, the taxpayer in this case made a somewhat strained
argument that, by seeking to determine in an audit whether the taxpayer was engaged in a federal
crime under the Controlled Substances Act, the IRS was acting outside of its authority.
Moreover. the taxpayer argued that § 280F imposes a “penalty.” not a “tax.” and that the AIA
and DJA prohibit only actions seeking to enjoin the assessment or collection of a federal “tax.”
The Tenth Circuit quickly dispensed of these claims by the taxpayer and upheld the District
Court’s dismissal the taxpayer’s suit to enjoin the IRS"s audit.

C. Litigation Costs

1. Attorneys, don’t count on asserting a claim for administrative costs under
§ 7430 to recover fees not paid by the client. Only a party to the underlying proceeding can
be a “prevailing party” entitled to administrative costs. Greenberg v. Commissioner, 147
T.C. No. 13 (11/9/16). The petitioner, an attorney, was owed fees for representing a client before
the IRS. His client agreed that the attorney would receive any administrative fees awarded under
§ 7430. The petitioner first submitted to the IRS a letter requesting administrative costs on behalf
of his client, but later submitted another letter requesting the award on his own behalf. After a
conference with IRS Appeals. the IRS denied the request. In the Tax Court, the attorney
originally argued that the client had assigned to him the right to pursue the award and that he
therefore had the right to seek attorney’s fees on his own behalf. He later conceded that the Anti-
Assignment Act bars the assignment of a legal suit against the U.S. government and argued
instead that he was pursuing the claim as it related to his own rights and not on behalf of his
former client. The Tax Court (Judge Pugh) held that it lacked jurisdiction to review the IRS’s
denial of the application for administrative costs. The court reviewed the statutory language and
legislative history of § 7430 as well as judicial precedent interpreting it and concluded that, to be
a “prevailing party” within the meaning of § 7430, a person must be a party to the underlving
administrative proceeding. The attorney in this case was not a party to the underlying
administrative proceeding and therefore was not the proper party to file a Tax Court petition.
Accordingly, the court granted the government’s motion to dismiss for lack of jurisdiction.




D. Statutory Notice of Deficiency

1. Rumors of the death of tax exceptionalism are greatly exaggerated. A
notice of deficiency need not comply with the APA’s requirement that an agency provide
reasoned explanatlon for its action. QmeuQ US Holdings, Inc. v. Commissioner, 845 F.3d 555
(4th Cir. 1/6/17). aff 'z T.C. Memo. 2015-123 (7/2/15). In 2002, an S corporation issued stock to
two individuals. The stock was subject to the terms of a shareholders agreement that restricted
transfers of the shares and gave the corporation the option to purchase the shares upon the
executive’s death. disability or termination of employment. The purchase price varied based on
the individuals™ length of unplovmem and the event that triggered the option to purchase. The
corporation tcrmmated its S election eftective in 2007 and. in 2008, was acquired by merger into
QinetiQ US Holdings, Inc., the taxpayer in this case. Immediately prior to the merger. the
acquired corporation waived its rights with respect to stock transfer restrictions or partially
vested stock. In its taxable year ending 3/31/09. the taxpayer (the acquiring corporation)
deducted $117.7 million—the value of the stock that had been transferred to one of the
individuals in 2002—as wages pursuant to § 83(h). The taxpayer’s position was that the transfer
of stock had been nontransferable and subject to a substantial risk of forfeiture until 2008. The
IRS issued a notice of deficiency stating “that the IRS had determined that QinetiQQ * 1a[d] not
established that [it was] entitled” to a deduction ‘under the provisions of [26 U.S.C.] § 83,” and
that QinetiQ)’s taxable income for the year thereby was increased by ‘$117.777.501.”” The notice
of deficiency provided no further explanation. The Tax Court (Judge Goeke) held that the
taxpayer was not entitled to the deduction because the stock had not been transferred in
connection with the performance of services as required by § 83 and that. even if it had been, the
stock was not subject to a substantial risk of forfeiture. In an opinion by Judge Keenan, the
Fourth Circuit affirmed. The Fourth Circuit first addressed the taxpayer’s argument that the
notice of deficiency was invalid because it was a final agency action that failed to provide a
reasoned explanation for the agency’s decision, as required by the U.S. Supreme Court’s
interpretation of the Administrative Procedure Act in FCC v. Fox Television Stations, Inc., 556
U.S. 502 (2009). The Fourth Circuit rejected this argument because it failed to take into account
“the unique system of judicial review provided by the Internal Revenue Code for adjudication of
the merits of a Notice of Deficiency.” Some agency-specific statutes, the court reasoned,
“provide materially different procedures for judicial review that predate the APA’s enactment.”
The Internal Revenue Code’s authorization of de novo review of a notice of deficiency in the
Tax Court is one example of this kind of statute. In light of this, the court concluded:

the APA’s general procedures for judicial review. including the requirement of a

reasoned explanation in a final agency decision, were not intended by Congress to

be superimposed on the Internal Revenue Code’s specific procedures for de novo

judicial review of the merits of a Notice of Deficiency.
The Court also rejected the taxpaver’s argument that the notice of deficiency was insufficient to
satisfy the requirement of § 7522(a) that the notice “describe the basis for, and identify the
amounts (if any) of, the tax due, interest, additional amounts, additions to the tax, and assessable
penalties included in such notice.” After reviewing situations in which courts had and had not
viewed flaws in notices of deficiency as rendering them invalid, the court held that the notice of
deficiency issued to the taxpayer had satisfied the basic requirements of the statute. Finally, the
court affirmed the Tax Court’s holding that the stock issued by the taxpayer had not been subject
to a substantial risk of forfeiture, but declined to address whether it had been transferred in
connection with the performance of services.

2. This case might raise more questions than it answers. A notice of
deficiency that erroneously set forth a deficiency of zero was a valid notice of deficiency.
Dees v. Commissioner, 148 T.C. No. 1 (2/2/17). The taxpaver claimed on his 2014 federal
income tax return a refundable premium tax credit pursuant to § 36B, which the IRS disallowed.
The IRS issued a notice of deficiency that stated: “We determined that there is a deficiency in
vour income tax which is listed above.” Above that language. the notice listed the deficiency as
zero. The attached computation pages decreased refundable credits but erroncously computed a
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bottom-line deficiency of zero. In one place. the notice of deficiency stated “A decrease to
refundable credit results in a tax increase.” The taxpayer filed a petition in the Tax Court in
response to the notice of deficiency to challenge the disallowance of the credit. The court ordered
the IRS to explain whether the deficiency was zero and subsequently issued an order to show
cause why the case should not be dismissed for lack of jurisdiction on the ground that the IRS
had failed to determine a deficiency. The IRS explained the zero amount as a clerical error. The
Tax Court. in a reviewed opinion (7-3-7) by Judge Buch. held that the notice of deficiency was
valid and that the court therefore had jurisdiction over the case. The court reviewed its prior
decisions regarding the validity of notices of deficiency and framed the analysis as follows:

In the holdings of these cases we see a two-pronged approach to the question of

the validity of the notice of deficiency. First, we look to see whether the notice

objectively put a reasonable taxpayer on notice that the commissioner determined

a deficiency in tax for a particular year and amount. If the notice, viewed

objectively, sets forth this information, then it is a valid notice. ... Accordingly. if

the notice is sufficient to inform a reasonable taxpayer that the Commissioner has

determined a deficiency, our inquiry ends there: the notice is valid. But what if, as

here, the notice is ambiguous? Then our caselaw requires the party seeking to

establish jurisdiction to establish that the Commissioner made a determination and

that the taxpayer was not misled by the ambiguous notice.
Elsewhere in its opinion, the court characterized the analysis of an ambiguous notice as looking
“beyond the notice to determine whether the Commissioner made a determination and whether
the taxpayer knew or should have known that the Commissioner determined a deficiency.” In
this case, the court concluded. although the notice of deficiency was ambiguous, the IRS had
established that it had determined a deficiency and that the taxpayer was not misled by the
notice. As evidence that the taxpayer was not misled, the court highlighted the fact that the
taxpayer had filed a Tax Court petition, which made clear that the taxpayer understood that the
IRS had disallowed his refundable credit.

e [n a concurring opinion, Judge Marvel, joined by Judge Paris.
expressed concern with the analysis in the court’s opinion. Judge Marvel disagreed with the
proposition that the court’s prior decisions “support|[] a test that looks. in part, to whether the
taxpayer knew or should have known that the Commissioner determined a deficiency or was
misled.” References in prior decisions to a taxpayer’s knowledge or being misled. she stated, were
dicta that should not be elevated to a test. “The opinion of the Court has concluded. on the basis of
the record as a whole, that, although the notice of deficiency was ambiguous, respondent
determined an income tax deficiency with respect to petitioner and the notice is valid. No other
analysis is needed or should be required.”

e In a lengthy concurring opinion, Judge Ashford argued that the
relevant statutory provisions, §§ 6212, 6213 and 6214, do not support the analysis in the court’s
opinion and instead dictate that the court’s jurisdiction depends on the issuance of a notice of
deficiency, but does not depend on the notice’s contents. Judge Ashford distinguished between the
IRS’s determination of a deficiency and its issuance of the notice of deficiency: “the notice of
deficiency is a predicate for our jurisdiction. but our jurisdiction does not derive from or attach to
the notice of deficiency: our jurisdiction is instead over the Commissioner’s determination that there
is a deficiency.” Finally, Judge Ashford expressed the view that the appropriate remedy for a notice
of deficiency with inadequate information is not to decline jurisdiction over the case, but to shift to
the IRS the burden of proof on any matter not reflected in the notice or stated incorrectly in the
notice. “In short. I believe we can exercise jurisdiction over this case within the statutory confines
Congress established ... .”

s Judge Foley wrote a dissenting opinion joined by six other judges
(Judges Colvin, Vasquez. Gale, Goeke, Gustafson, and Morrison). The dissenting opinion takes the
position that the notice of deficiency did not fairly advise the taxpayer that the IRS had determined a
deficiency of a specific amount, and therefore was invalid.

e Judge Gustafson wrote a separate dissenting opinion joined by
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five other judges (Judges Colvin, Foley. Vasquez. Goeke. and Morrison) to express his
disagreement with the statement in the court’s opinion that the notice in this case was not a $0
deficiency notice because the attachments to the notice informed the taxpayer that he had a decrease
to refundable credits, which results in a tax increase. After discussing the statutory definition of a
deficiency. Judge Gustafson concluded: “If the difference between the tax imposed and the “excess’
defined in section 6211¢a) and (b} is zero. then by detinition there is no deficiency. A notice that
reports such a zero is not a notice of deficiency: it is a notice of no deficiency.” Because the IRS had
not mailed a notice of deficiency. he reasoned. the case should be dismissed for lack of jurisdiction.
E. Statute of Limitations

1. Veterans have extra time to claim refunds for taxes improperly withheld
from amounts received for combat-related injuries. The Combat-Injured Veterans Tax
Fairness Act of 2016 (2016 CIVTFA), Pub. L. No. 114-292, was signed by the President on
12/16/16. Section 104{(a)(4) and (b) exclude from gross income amounts received as a pension,
annuity, or similar allowance for a combat-related injury. In St. Clair v. United States, 778 F.
Supp. 894 (E.D. Va. 1991), the court held that a lump sum disability-related severance payment
received by a veteran was excluded from the recipient’s gross income under § 104(a)(4). Despite
these authorities, since 1991, the Department of Defense has withheld taxes from severance pay
for wounded veterans. The 2016 CIVTFA directs the Secretary of Defense to ensure that taxes
are not withheld prospectively. In addition, the legislation directs the Secretary of Defense,
within one year of the date of enactment, to identify all severance payments from which taxes
were improperly withheld, notify each recipient of the improper withholding, and provide each
recipient with instructions on filing amended returns to recover these amounts. The legislation
extends the limitations period of § 6511(a) on filing claims for refund to the date that is one year
after the required notification of improper withholding and eliminates the restriction of
§ 6511(b)(2) that would normally apply on the amount of tax recoverable.

2. The one-year statute of limitations with respect to the penalty for failing
to report a listed transaction does not begin to run until Form 8886 is filed. Mav v. United
States. 119 A F.T.R. 2d 2017-1785 (9th Cir. 5/16/17). On audit, the IRS determined that the
taxpayer had failed to report a “listed transaction™ by filing a Form 8886, Reportable Transaction
Disclosure Statement, with the IRS and. as required by Reg. § 1.6011-4(¢e), a copy with the
Office of Tax Shelter Analysis (“OTSA™). A “listed transaction™ is one that is the same as. or
substantially similar to. a tax avoidance transaction under § 6011. The IRS assessed a penalty
against the taxpayer under § 6707A. but the penalty was assessed more than one year after the
IRS had sufficient information from which to determine that the taxpayer had engaged in a listed
transaction. Section 6501(c)(10)(A) provides in relevant part that the IRS must assess a § 6707A
penalty against a taxpayer who fails to disclose a listed transaction within one year of the date
that “the Secretary is furnished the information so required” by § 6011. The taxpayer argued and
the United States District Court for the District of Arizona (Judge Wake) agreed that the IRS’s
assessment was time-barred. On the government’s appeal to the U.S. Court of Appeals for the
Ninth Circuit, however, in a memorandum opinion, the majority of a three-judge panel reversed,
holding that “the information so required” should be interpreted to refer to the Form 8886.
According to the majority, the one-year limitations period under § 6501(c)(10)A) for assessing a
penalty under § 6707 A does not begin to run until the taxpayer files Form 8886 with the IRS and
a copy with the OTSA. Because the taxpaver had not filed Form 8886, the limitations period
never began to run and the IRS’s assessment of the penalty was timely.

s Judge Clifton dissented. He argued that the majority’s position
“exalts form over substance”™ and means that “it doesn't actually matter when the relevant
information was provided to the appropriate IRS agents because the provision of information
doesn’t count unless it is presented to the IRS on Form 8886."

F. Liens and Collections
1. Does the date on the notice or the date on the envelope control when the
period for responding begins to run? Weiss v. Commissioner, 147 T.C. No. 6 (8/17/16). In this
collection due process case the taxpayer sought review of the IRS’s determination to uphold a

76



notice of intent to levy. Before the IRS may levy against a taxpayer’s property. it must provide
written notice of the proposed levy and inform the taxpayer of his right to a CDP hearing.
Section 6330(a)(2) requires that a levy notice must be sent or delivered to the taxpayer “not less
than 30 days before the day of the first levy,” and § 6330(a)(3)B) requires the notice to inform
the taxpayer in simple and nontechnical terms of his right “to request a hearing during the 30-day
period” specified in § 6330(a)(2). An IRS Revenue Officer attempted to deliver to the taxpayer
in person a Final Notice of Intent to Levy. but was deterred by a dog blocking the driveway. The
Revenue Officer chose instead to mail the notice by certified mail two days later without
generating a new notice. The taxpayer argued that the period of limitations on collection of these
liabilities expired in July 2009 based on the contention that he intentionally filed his request for a
CDP hearing one day late. and thus was entitled only to an “equivalent hearing”™ rather than to
the CDP hearing that the IRS-afforded him. If the taxpayer’s contentions were correct, the period
of limitations on collection would not have been suspended during the CDP process, and his tax
liabilities would appear to have been uncollectible. The Tax Court (Judge Lauber) held that when
the date appearing on a levy notice is earlier than the date of mailing. the 30-day period
prescribed by § 6330(a)(2) and (3¥B) is calculated by reference to the date of mailing. The
statutory directive that levy and lien notices should be drafted “in simple and nontechnical
terms” does not require invalidation of a levy notice when there is a mismatch between the letter
date and the mailing date. On the facts of the case, the taxpayer’s request for a CDP hearing was
timely because he mailed his Form 12153 to the IRS, and under §§ 7502 and 7503 it was deemed
received by the IRS, within 30 days of the IRS’s mailing of the levy notice. even though it was
mailed more than 30 days after the date on the notice itself. Accordingly, the period of
limitations on collection was suspended pursuant to § 6330(c)(1) when the taxpayer timely
requested a CDP hearing.

2. The taxpayer may have been misled by a secam promising huge returns
from African diamonds, but prevailed in arguing that the IRS’s failure to consider a
collection alternative in a CDP hearing was an abuse of discretion. Leslie v. Commissioner,
T.C. Memo. 2016-171 (9/14/16). In connection with divorce proceedings, the taxpayer entered
into a marital separation agreement with her husband that entitled her to 10 percent of whatever
fee her husband, an attorney. would receive from representing the University of California
Regents as plaintiffs in a class action against Enron. Her former husband ultimately received a
fee of more than $50 million, and the taxpayer became entitled to $5.5 million. The Tax Court
(Judge Holmes) held that the $5.5 million was taxable alimony rather than a nontaxable property
settiement, but concluded that the taxpayer had not actually or constructively received this
amount in 2009 (or any other vears before the court). The court also concluded that the taxpayer
was eligible for a $400,000 theft loss deduction for a payment “to an internet scamster who
claimed he would invest it for her in an African diamond scheme but who made off with the
money.” and that she was subject to failure-to-file penalties for some vears despite serious
mental illness. The opinion is significant, however, for its holding on the IRS’s ability to raise
new arguments to justify its rejection of collection alternatives in a CDP hearing. After the IRS
filed a notice of federal tax lien and issued a final notice of intent to levy, the taxpayer requested
a CDP hearing and, in that hearing. both sought to comest the underlying tax liability and
requested an installment agreement. In the CDP hearing. the taxpaver submitted amended returns
for two of the years involved and also submitted a complete Form 433-A complete with all
supporting documentation, except that she submitted information regarding life and health
insurance premiums for only three months rather than for six months as the settlement officer
had requested. Although the settlement officer generated an allowable expense worksheet
showing that the taxpayer could afford a monthly payment of $5.500, the IRS issued a notice of
determination upholding the collection action. The notice of determination did not analyze
collection alternatives. In the Tax Court, the IRS argued that the scttiement officer acted within
her discretion in denving collection alternatives because the taxpaver had failed to supply the
requested additional information regarding health and life insurance premiums. The court applied
the doctrine of Securities and Fxchange Commission vs. Chenery Corp.. 332 US. 194 (1947),
318 U.S. 80 (1943), which it described as “an administrative law principle that says a court, in
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rcvitvxing a determination which an “administrative agency alone is authorized to make, must
judge the propriety if such an action solely on the grounds invoked by the agency.”™ The notice
of determination did not cite the lack of health and life insurance information as a reason to deny
collection alternatives. Because the settlement officer had failed to consider collection
alternatives despite having all information necessary to do so. the court held that the failure to
consider collection alternatives was an abuse of discretion. The court remanded to the IRS
Appeals Office to hold a supplemental hearing.

e This case illustrates that the Tax Court applies the Chenery
doctrine in cases in which the IRS has issued a notice of determination following a CDP hearing. In
contrast, the Tax Court (Judge Gustafson) recently held in Ax v, (,,‘ommi‘sxs'ioner* 146 T.C. No. 10
(4/11/16) that neither the Administrative Procedure Act (5 U.S.C. §§ 701-706 (judicial review)) nor
the Chenery doctrine bar the IRS from raising new grounds to support a notice of deficiency beyond
those grounds originally stated in the notice.

3. It’s going to cost more to submit that offer in compromise. REG-108934-
16, User Fees for Offers in Compromise, 81 F.R. 70654 (10/13/16). The Treasury Department
and the IRS have issued proposed regulations that would significantly increase the user fee for
processing an offer in compromise. Currently, the general user fee for an offer in compromise is
$186. However, no fee is charged for an offer in compromise based solely on doubt as to
liability, or if the taxpayer is a low income taxpayer (defined as a taxpayer who has income at or
below 250 percent of the federal poverty guidelines). Under the proposed regulations, the general
fee for an offer in compromise would increase to $300, but no change would be made for offers
in compromise based on doubt as to liability or those submitted by a low income taxpayer. The
preamble to the proposed regulations provides a great amount of detail on how the increased user
fee was determined. including the cost of the services provided. These regulations are proposed
to be effective for offers in compromise submitted on or after 2/27/17

4. The fees for installment agreements are going up! T.D. 9798, User Fees for
Installment Agreements, 81 F.R. 86955 (12/2/16). The Treasury Department and the IRS have
finalized without change proposed regulations (REG-108792-16, User Fees for Installment
Agreements, 81 F.R. 56543 (8/22/16})) that significantly increase the user fees for entering into
an installment agreement. Prior to the effective date of these regulations: (1) the general user fee
for an installment agreement is $120, which is reduced to $52 for a direct debit installment
agreement that permits the IRS to withdraw the instaliment payments from the taxpayer’s bank
account; (2) the user fee is $43 for a low income taxpayer, defined as a taxpayer who has income
at or below 250 percent of the federal poverty guidelines; and (3) the fee for restructuring or
reinstating an installment agreement is $50. Under the final regulations, the fee for low income
taxpayers remains the same, but the general fee increases to $225, the direct debit fee increases
to $107, and the fee for restructuring or reinstating an installment agreement increases to $89. 1
addition, the regulations establish two new user fees for online payment agreements. The general
user fee for a taxpayer who sets up an installment agreement online is $149, and the fee for a
direct debit online payment agreement is $31. These regulations apply to installment agreements
entered into, restructured, or reinstated on or after 1/1/17.

5. A taxpayer cannot challenge in a CDP hearing the imposition of a penalty
under § 6707A for failure to report participation in a listed transaction after being
provided the opportunity for a conference with IRS Appeals. Keller Tank Services 11, Inc. v.
Commissioner, 848 F.3d 1251 (10th Cir. 2/21/17). Section 63?()(0)(2)(8) pcrm’ls a taxpaver to
challenge the existence or amount of the taxpaver's underlying tax liability in a CDP hearing
only “if the person did not receive any statutory notice of dcf;cmncy for such tax liability or did
not otherwise have an opportunity to dispute such tax hability.” In this case, the IRS determined
that the taxpaver was subject to a penalty under § 6707A for failure to report participation in a
listed transaction. The taxpayer filed a protest and had a telephone conference with an IRS
Appeals Officer, who decided that the penalty should be sustained. The IRS then assessed the tax
and issued a final notice of intent to levy, in response to which the taxpayer requested a CDP
hearing. In the CDP hearing, the IRS Settlement Officer took the position that § 6330(cH2}B)
precluded the taxpayer from challenging the underlying tax liability because the pre-assessment
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conference with IRS Appeals was an opportunity to dispute the liability within the meaning of
the statute. Following the CDP hearing, the IRS issued a notice of determination upholding the
collection action and the taxpayer filed a petition in the Tax Court. In an unpublished order, the
Tax Court (Judge Carluzzoj granted the government’s motion for summary judgment and held
that., under the relevant regulation (Reg. § 301.6330-1(e)3). Q&A E2). which the court
previously had upheld in Lewis v. Commissioner. 128 T.C. 48 (2007), the taxpayer’s opportunity
for a conference with IRS Appeals prior to the assessment of the tax was a prior opportunity to
dispute the underlying tax liability for purposes of § 6330(c)(2)(B). In an opinion by Judge
Matheson, the U.S. Court of Appeals for the Tenth Circuit affirmed. Under the relevant
regulation. the court explained. for taxes not subject to deficiency procedures, a prior opportunity
for a pre-assessment conference with IRS Appeals is an opportunity to dispute the underlying
liability that precludes a later challenge of the liability in a CDP hearing. The court assessed the
validity of the regulation by applying the two-step analysis of Chevron U.S.A., Inc. v. Natural
Resources Defense Council, Inc., 467 U.S. 837 (1984). The court concluded in Chevron step one
that the statute, § 6330(c)2}B), is ambiguous, and in step two that Reg. § 301.6330-1 is a
reasonable interpretation of the statute.
a. The Fourth Circuit agrees. lames v. Commissioner. 850 F.3d 160
(4th Cir. 3/7/17). In an opinion by Judge Wilkinson, the U.S. Court of Appeals for the Fourth
Circuit reached the same conclusion as the Tenth Circuit in Keller Tank Services, I, Inc. v.
Commissioner, 848 F.3d 1251 (10th Cir. 2/21/17), i.e., that the taxpayer’s opportunity for a
conference with IRS Appeals prior to the assessment of the tax in question was a prior
opportunity to dispute the underlying tax liability for purposes of § 6330(c)(2)¥B). The Fourth
Circuit explained:
It is clear that the option to request a hearing with the Office of Appeals before
the Commisstoner assesses the tax counts as “an opportunity to dispute [one’s] tax
liability.” First, taxpayers in these hearings have a genuine chance to explain why
they should not be held to the amount requested by the Commissioner. Second,
the Office of Appeals is an independent decisionmaker. As the Tax Court noted in
Lewis, the law establishing Section 6330 also “mandate[d] that an independent
appeals function exist within the IRS,” Lewis. 128 T.C. at 59, suggesting that the
Office of Appeals is “more than just a rubber stamp for the Commissioner’s
determinations,” id. at 60. Finally, the Office of Appeals conducts both the
preassessment hearing and the CDP hearing. We conclude that the former
precludes the latter when it comes to tax liability.
The court also addressed § 6330(c)(4), which provides in part that an issue may not be raised at a
CDP hearing if “the issue was raised and considered at a previous hearing under section 6320 or
in any other previous administrative or judicial proceeding”™ and “the person seeking to raise the
issue participated meaningfully in such hearing or proceeding.” The court held that § 6330(c)(4)
also barred the taxpaver from challenging his liability in the CDP hearing.
b. As does the Seventh Circuit. Our Country Homes Enterprises. Inc. v.
Commissioner, 855 F.3d 773 (7th Cir. 5/3/17). In an opinion by Judge Kanne, the U.S. Court of
Appeals for the Seventh Circuit reached the same conclusion as the Fourth and Tenth Circuits in
a case involving the § 6707A penalty for failure to report participation in a listed transaction, i.c.,
that the taxpayer’s opportunity for a conference with IRS Appeals prior to the assessment of the
tax in question was a prior opportunity to dispute the underlving tax liability for purposes of
§ 6330(cH2¥B). Like the Fourth Circuit. the Seventh Circuit held that § 6330(c)(4) also bharred
the taxpaver from challenging its liability in the CDP hearing.
&. The Fifth Circuit upholds an order of foreclosure and sale with respect to
a residence despite an ownership interest held by the taxpaver’s children. United States v.
Davis, 119 AF.T.R.2d 2017-529 (Sth Cir. 3/9/17). The government successfully established in a
prior proceeding in federal district court in 2008 that S.P. Davis was jointly and severally liable
under § 6672 for a penalty equal to the amount of unpaid federal employment taxes owed by
three medical companies that he co-owned. Mr. Davis was ordered to pay to the government
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$3.327 per month. When he failed to comply with the order, the government filed suit in 2012 in
federal district court pursuant to § 7403 to foreclose federal tax liens on the residence that Mr.
Davis owned in Louisiana as community property with his wife. His wife died intestate in 2013.
As a result of her death. Mr. Davis remained the owner of 50 percent of the residence and
acquired a right. known as a “usufruct”™ under Louisiana law, in the other 50 percent. A usufruct
is a right to enjoy property belonging to another similar to a life estate in common law
jurisdictions. The two adult children of Mr. Davis and his wife ecach inherited a 25 percent
ownership interest, known under Louisiana law as a naked ownership interest. in the portion of
the property in which Mr. Davis had a usufruct. Mr. Davis moved for partial summary judgment
in the District Court and argued that. if the house were sold, his two children each should be
entitled to one-fourth of any sale proceeds that remain after satisfaction of a prior mortgage held
by a bank, which the government conceded had priority over the federal tax lien. The District
Court denied the motion and entered an order of foreclosure and sale. In a per curiam opinion.
the U.S. Court of Appeals for the Fifth Circuit affirmed. The court rejected Mr. Davis’s
argument that the District Court erred in failing to exercise its discretion to prohibit the sale and
seizure of the residence. The court referred to United States v. Rodgers, 461 U.S, 677 (1983), in
which the U.S. Supreme Court concluded that § 7403 leaves room for the exercise of reasoned
discretion to decline to order a sale of the property, but cautioned that this discretion “should be
exercised rigorously and sparingly. keeping in mind the Government’s paramount interest in
prompt and certain collection of delinquent taxes.” In light of Mr. Davis’s failure to comply with
the order to make monthly payments, the court concluded. it could not say that the District Court
had committed reversible error in refusing to exercise its limited discretion. The rights of the two
children in the property, the court reasoned. were inferior to the federal tax lien, which attached
to the entire community property while their mother was alive. The residence was subject to
seizure and sale because. under Louisiana law, which determines the property interests to which
the federal tax lien attached. the tax lien in question was a separate obligation incurred during the
community property regime that can be satisfied from community property even after
termination of the regime.

7. Economic hardship relief from a levy is not available to a corporate
taxpaver. Lindsay Manor Nursing Home, Inc. v. Commissioner, 148 T.C. No. 9 (3/23/17). The
taxpayer, a corporation that operated a nursing home in rural Oklahoma, failed to pay its federal
withholding and employment taxes for the fourth quarter of 2013. In response to the IRS’s final
notice of intent to levy, the taxpayer requested a CDP hearing and submitted a letter to the IRS
settlement officer challenging the appropriateness of the levy on the grounds of economic
hardship. The taxpayer argued that it was operating at a loss and could not “survive or provide
essential care services to its patients if the IRS is able to file a levy against every available source
of income.” The IRS settlement officer declined to consider the economic hardship argument
because, under the relevant regulation, Reg. § 301.6343-1(b)(4)(1), relief is available only on
account of economic hardship of an individual taxpayer. The regulation provides that the IRS
must release a levy if one of several conditions is satisfied, including the following:

The levy is creating an economic hardship due to the financial condition of an

individual taxpayer. This condition applies if satisfaction of the levy in whole or

in part will cause an individual taxpayer to be unable to pay his or her reasonable

basic living expenses.
The IRS settlement officer issued a notice of determination upholding the collection action. The
taxpaver filed a petition in the Tax Court and moved for summary judgment on the grounds that
the regulation’s limitation of economic hardship relief to individuals is contrary to the statute
(& 6343(a)(1 ¥ D)) and therefore invalid and that the settlement officer had abused her discretion
by failing to consider its request for economic hardship relief. The Tax Court (Judge Paris)
upheld the validity of the regulation and concluded that the settlement officer had not abused her
discretion. The court assessed the validity of the regulation by applying the two-step analysis of
Chevron US A Inc. v. Natural Resources Defense Council, Inc.. 467 U.S. 837 (1984). The court
concluded in Chevron step one that the statute, § 6343(a)(1%(D). is ambiguous, and in step two
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that Reg. § 301.6343-1(by4)(i) is a permissible construction of the statute. In its analysis of
Chevron step one, the court examined not only the plain language of the statute but also its
legislative history. (The U.S. Supreme Court’s decision in FDA v. Brown & Williamson Tobacco
Corp.. 529 U.S. 120 (2000), suggests that courts should consider legislative history in connection
with Chevron step one rather than step two. but there is some uncertainty on this point. The Tax
Court previously has noted this ambiguity. Square D Co. v. Commissioner, 118 T.C. 299, 310 &
n.6 (2002), aff 'd. 438 F.3d 736 (7th Cir. 2006).) Accordingly. the court denied the taxpayer’s
motion for summary judgment.
e Although the court concluded that economic hardship relief from

a levy is not available to a corporate taxpayer, it noted that taxpavers other than individuals are
entitled to the protection of § 6330(cX3)C), which requires an appeals officer conducting a CDP
hearing to consider “whether any proposed collection action balances the need for the efficient
collection of taxes with the legitimate concern of the person that any collection action be no more
intrusive than necessary.” The court stated:

This conclusion [regarding the lack of economic hardship relief under

§ 6343(a)(1 D). however, does not foreclose nonindividual taxpayers from relief

in circumstances where the proposed collection action. if sustained. could result in

some form of economic difficulty. These economic realities and consequences of

the Commissioner’s proposed collection action are properly considered for all

taxpayers as part of the intrusiveness analysis within the section 6330(c)}3)C)

balancing test—namely whether the intrusiveness caused by sustaining the

proposed collection action outweighs the Government’s need for the efficient

collection of taxes.

a. With economic hardship relief out of the way, the government
succeeds in its quest to levy. Lindsay Manor Nursing Home. Inc. v. Commissioner, T.C. Memo.
2017-50 (3/23/17). In a separate, memorandum opinion, Judge Paris addressed the taxpayer’s
remaining grounds for its motion for summary judgment and the government’s motion for
summary judgment. The court rejected the taxpayer’s arguments that the IRS settlement officer
(1)abused her discretion in rejecting the taxpayer’s request for an installment agreement,
(2) failed adequately to consider whether the proposed collection action balances the need for the
efficient collection of taxes with the taxpayer’s legitimate concern that the collection action be
no more intrusive than necessary. as required by § 6330(c}3)C). and (3) was not impartial. The
court denied the taxpayer’s motion for summary judgment and granted the government’s motion.

8. Don’t get your hopes up if the IRS cashes the check. It doesn’t mean they
accepted the offer in compromise. Whitesell v. Commissioner, T.C. Memo. 2017-84 (5/18/17).
After they filed a petition in the Tax Court, the taxpayer and his wife submitted Form 656-1..
Offer in Compromise (Doubt as to Liability) with a check for $3 million for their federal income
tax liabilities for 2006 through 2012. The taxpayers modified Form 656-L by crossing out certain
items and making handwritten notations. The IRS deposited the check and. after sending an
initial letter informing them that it was returning their offer in compromise (OIC), sent a letter
confirming that it had “closed its file on their OIC and was in the process of refunding their $3
million deposit because of the modified terms and conditions.” The taxpayers argued that, under
the Uniform Commercial Code, the IRS had accepted their OIC when it negotiated the check and
did not reject the OIC within 90 days of receipt. The Tax Court (Judge Paris) held that there was
no objective manifestation of mutual assent by the parties to settle the taxpayers™ federal tax
liabilities and therefore no settlement for the court to enforce. The court observed that the IRS is
not bound by state statutes such as the UCC and that the IRS does not necessarily accept an offer
by cashing a check. The court also noted that the IRS had followed its own guidelines regarding
handling payments or deposits submitted with an OIC by depositing the check and later
refunding the amount submitted when the IRS rejectled the taxpayers” OIC.

9. The Tax Court has jurisdiction fo review the IRS’s determination to
uphold an accuracy-related penalty in a CDP hearing, even though it would not have
deficiency jurisdiction over the penalty, which related to adjustments to partnership items
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of a TEFRA partnership. McNeill v. Commissioner, 148 T.C. No. 23 (6/19/17). The taxpayer
invested in a distressed asset/debt (DAD) tax shelter by purchasing an 89.1 percent interest in
GUISAN. LLC . which was classified for federal tax purposes as a partnership. GUISAN was a
member of LABAITE. LLC. a TEFRA partnership. LABAITE claimed a large loss in 2003 from
the DAD transaction. of which the taxpayer’s share was more than $10 million. In a partnership-
level audit of LABAITE. the IRS issued to LABAITE s partners a notice of final partnership
administrative adjustment (FPAA) that reflected an adjustment to LABAITE s partnership items
and imposed an accuracy-related penalty under § 6662 with respect to the claimed loss. GUISAN
was not the tax matters partner (TMP) of LABAITE. Nevertheless, the taxpayer, as TMP of
GUISAN. caused GUISAN to bring an action in a U.S. District Court for review of the FPAA.
The taxpayer made a deposit of $4.9 million. which was sufficient to satisfy the taxpaver’s
liability only for the asserted deficiency and interest related to the disallowed loss: it did not
satisfy the taxpayer’s liability for the asserted accuracy~rdatcd penalty. The U.S. District Court
subscquently dismissed the action on the taxpayer’s own motion and, in doing so, declined to
adjudicate any partner-level defenses. Because the accuracy-related penalty had not been paid,
the IRS assessed the penalty and ultimately issued both a final notice of intent to levy and a
notice of federal tax lien filing. In response. the taxpayer requested a collection due process
hearing. In the CDP hearing. the IRS settlement officer (1) took the position that the taxpayer
could not raise partner-level defenses to the accuracy-related penalty because the taxpayer had
had a prior opportunity to contest the liability, and (2) issued a notice of determination upholding
the proposed collection action. The taxpayer filed a petition in the Tax Court. Pursuant to
§§ 6221 and 6230(a)2){(AXi). the Tax Court’s deficiency jurisdiction does not extend to
penalties that relate to adjustments to partnership items. The regulations issued under § 6221
provide that “[plartner-level defenses to such items can only be asserted through refund actions
following assessment and payment.” Reg. § 301.6221-1(c). Because the asserted accuracy-
related penalty in this case was based on an adjustment to partnership items, the Tax Court
would not have jurisdiction in a deficiency proceeding to rule on the taxpayer’s claimed partner-
level defenses to the penalty. Nevertheless, the Tax Court (Judge Paris) held that it had
jurisdiction to review the IRS's notice of determination. In 2006, Congress amended
§ 6330(d)(1)to make the Tax Court the only court in which a taxpayer can seek review of an IRS
notice of determination issued after a CDP hearing. As amended, § 6330(d)(1) provides that “the
Tax Court shall have jurisdiction with respect to such matter.” In prior decisions, the court
explained. it had interpreted this amendment as conferring jurisdiction on the court to review
collection determinations even when the court lacked original jurisdiction over the underlying
liability. “With respect to petitioner’s section 6662(a) accuracy-related penalty, this penalty is
another example of an item not subject to the Court’s deficiency jurisdiction under section 6221
but nonetheless reviewable by the Court in the context of its section 6330 jurisdiction.” The court
ruled only on the question of jurisdiction and will issue a separate opinion on the merits.

e The taxpayer invested in a DAD tax shelter during 2002 as well,
and successfully asserted partner-level defenses to the accuracy-related penalty for that year in a
refund action. See McNeill v. United States, 119 A F.T.R.2d 2017-943 (D. Wyo. 2/24/17).

G. Innocent Spouse

1. Publix: “Where Shopping is a Pleasure.” And, if you secretly sell
$260,000 of Publix stock to fund an extramarital affair, vour ex is entitled to innocent
spouse relief and a tax refund. Taft v. Commissioner, T.C. Memo. 2017-66 (4/18/17). The
taxpayer, a registered nurse, was married to a man who worked for Publix Supermarkets. Inc..
Her husband received company stock as part of his compensation. Over many vyears. the stock
grew in value to over $200,000. After he was fired by Publix, he began liquidating his stock in
2010 to fund an extramarital affair. He concealed from her both the stock transactions and his
affair. Their longtime accountant prepared the couple’s 2010 joint return, which reflected a
$25.000 sale of Publix stock and approximately $200.000 in income from pensions and
annuities. The return failed to reflect $4.874 in taxable dividends received by the husband.
Because the taxpayer’s husband did not want her to discover the stock liguidation, he directed
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their accountant to file their 2010 joint return electronically without the taxpayer’s approval or
review. Although the taxpaver was unaware of it, the IRS later assessed the additional tax due on
the unreported dividends. After the taxpayer discovered the affair in 2011, she initiated divorce
proceedings and discovered that her husband had hiquidated all of his Publix stock and had
wasted most of the family’s retirement savings. The divorce became final in 2013, following
which the taxpaver filed her 2012 return and claimed a refund of $1.570. The IRS withheld her
refund and applied it to the unpaid joint liability for 2010 resulting from the unreported
dividends. The taxpaver asserted a claim for innocent spouse relief from the 2010 liability by
fiting Form 8857, in response to which the IRS determined that she was entitled to relief under
§ 6015(¢c). which limits the requesting spouse’s liability for any deficiency on the joint return to
that portion of the deficiency attributable to the requesting spouse. According to the IRS. the
entire deficiency was attributable to the taxpayer's former husband. However, because
§ 6015(g)3) provides that a taxpayer who obtains innocent spouse relief under § 6015(¢) cannot
obtain a refund, the IRS declined to issue the taxpayer’s requested refund. The Tax Court (Judge
Vasquez) held that the taxpayer was entitled to innocent spouse relief under § 6015(b) and
therefore was entitled to a refund. Generally. to obtain relief under § 6015(b), a joint filer must
establish that: (1)there is an understatement of tax attributable to erroneous items of the
nonrequesting spouse. (2) he or she did not know and had no reason to know of the
understatement, (3) taking into account all facts and circumstances, it would be inequitable to
impose joint and several liability on the requesting spouse, and (4) he or she requested innocent
spouse relief within two years after the IRS began collection activities. The IRS took the position
that the taxpayer had reason to know of the understatement (second element) and had not
established that it would be inequitable to hold her liable (third element). To determine whether
the taxpayer had reason to know of the understatement. the court applied a four-factor test that
considers the requesting spouse’s level of education, his or her involvement in the family’s
business and financial affairs, the presence of lavish or unusual expenditures compared to the
family’s prior spending patterns. and “the culpable spouse’s evasiveness and deceit concerning
the couple’s finances.” The court concluded that all four tactors favored the taxpayer and that she
therefore had no reason to know of the understatement of tax. The court also concluded that,
taking into account the concealment undertaken by the taxpayer’s former husband and the lack of
any significant benefit to the taxpayer from the understatement, it would be inequitable to
impose liability on the taxpayer.

2. Never, ever, never rely upon IRS correspondence concerning the law, and
school your students and junior colleagues about the harsh reality that there is no equitable
relief in tax from jurisdictional requirements. Rubel v. Commissioner, 856 F.3d 301 (3d Cir.
5/9/17), aff ¢ Rubel v. Commissioner, No. 9183-16 (U.S. Tax Court 7/11/16). In a case that went
all the way to the U.S. Court of Appeals for the Third Circuit, the taxpayer. admirably
represented by the Federal Tax Clinic at the Harvard Legal Services Center, claimed innocent
spouse relief under § 6015 for the vears 2005 through 2008. The IRS had denied the taxpayer’s
requests for each vear via four separate notices of determination issued in January 2016. Section
6015(e) 1Y A) provides that a taxpaver who seeks innocent spouse relief may petition the Tax
Court and that the Tax Court “shall have jurisdiction™ if the petition is filed within specified time
limits and no later than 90 days after the date the IRS mails the notice of determination. For the
vears 2006 through 2008, the taxpayer’s petition in Tax Court was due by April 4, 2016. For
2005, the taxpaver’s petition was due by April 12, 2016. Mcanwhile, after receiving the notices.
the taxpayer submitted additional information to the IRS concerning her claim for innocent
spouse relief. The IRS again denied the taxpaver’s claim via letter dated March 3, 2016;
however, the letter misrepresented the due date for filing a petition in the Tax Court stating:
“Please be advised this correspondence doesn’t extend the time to file a petition with the U.S.
Tax Court. Your time to petition the U.S. Tax Court began to run when we issued vou our final
determination [in January] and will end on Apr. 19, 2016, However. you may continue to work
with us to resolve your tax matter.” The taxpaver subsequently filed a petition in the Tax Court
on April 19, 2016, and the IRS moved the Tax Court to dismiss the taxpayer’s claim for lack of
jurisdiction (because the petition was outside the 90-day period). The Tax Court agreed with the
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IRS and dismissed the petition. The taxpayver appealed to the Third Circuit arguing for equitable
relief and estoppel against the IRS due to the misrepresentation in the March 3. 2016, IRS letter.
The Third Circuit affirmed the Tax Court’s dismissal of the case stating: “{Tlhe ninety-day
deadline is jurisdictional and cannot be altered “regardless of the equities” of the case.”

a. Another case confirming that vou cannot rely on what the IRS
tells vou about the filing deadline! The 90-day period for filing a Tax Court petition seeking
review of an IRS determination denying innocent spouse relief is jurisdictional and not
subject to equitable tolling. Matuszak v. Commissioner. 862 F.3d 192 (2d Cir. 7/5/17). aff'g
Matuzak v. Commissioner, No. 471-15 (U.S. Tax Court 12/29/15). The IRS issued a notice of
determination denving the taxpayer’s request for innocent spouse relief. Under § 6015(e)(1 )} A).
the taxpaver then had 90 days from the date of mailing of the notice of determination to file a
petition in the Tax Court. The taxpayer filed her petition in the Tax Court one day late. The Tax
Court (Judge Marvel) granted the government’s motion to dismiss the petition. The Tax Court
subsequently denied the taxpayer’s motion to vacate. See Matuszak v. Commissioner, No. 471-15
(7/29/16). In doing so. the Tax Court rejected the taxpayer’s argument that the 90-day period for
filing the petition could and should be equitably tolled because she had relied on erroneous
verbal advice from IRS agents concerning the deadline for filing the petition. The taxpayer
argued that recent developments in jurisdictional jurisprudence warranted overruling Pollock v.
Commissioner. 132 T.C. 21 (2009), in which the court had concluded that the 90-day period of
§ 6015(e)(1)A) is jurisdictional and not subject to equitable tolling. The Tax Court. however.,
declined to do so. The Tax Court noted that. in Guralnik v. Commissioner, 146 T.C. 230
(6/2/16). it had recently rejected a similar argument for changing its view on the jurisdictional
nature of the 30-day period in § 6330(d)(1) for seeking review in the Tax Court of an IRS notice
of determination following a CDP hearing. In a per curiam opinion, the U.S. Court of Appeals
for the Second Circuit affirmed the Tax Court’s decision. The Second Circuit acknowledged that
recent decisions from the U.S. Supreme Court have distinguished between jurisdictional rules,
which are not subject to equitable tolling, and non-jurisdictional claim-processing rules, which
are. Nevertheless, the Second Circuit concluded that the 90-day period specified in
§ 6015(ey 1y A) is jurisdictional. The court emphasized that the language of the statute provides
that “the Tax Court shall have jurisdiction™ if the petition is filed within the 90-day period. The
court also noted that, in Maier v. Commissioner, 360 F.3d 61 (2d Cir. 2004), it had previously
recognized the jurisdictional nature of § 6015 by concluding that the statute did not confer
jurisdiction on the Tax Court over petitions seeking review of innocent spouse determinations
filed by the non-electing spouse.

e The taxpayer was represented on the appeal by the Federal Tax
Clinic at the Harvard Legal Services Center.
3. The taxpaver might have filed the wrong form to request innocent spouse

relief, but it nevertheless was an “informal claim” for refund that allowed her to obtain a
refund of amounts paid within the previous two years. Palomares v. Commissioner.  Fed.
Appx. 119 AF.T.R.2d 2017-2021 (9th Cir. 5/31/17), rev'g T.C. Memo. 2014-243. The IRS
applied the '[prd\LI‘ s tax refunds, including those for 2006 and 2007, to an outstanding tax
liability for 1996, a vear during which the taxpayer had filed a joint return with her then-
husband. In July 2008, with the assistance of a volunteer attorney, lhc taxpayer mistakenly filed
Form 8379, Injured Spouse Allocation, which is used by a taxpayer filing a joint return to protect
a refund on the joint return, rather than Form 8857, Reguest for Innocent Spouse Relief. The IRS
responded two months Jater with a letter in which the IRS informed the taxpaver that s hc had
improperly filed Form 8379 and that she might have intended to file Form 8857, a copy of which
the IRS enclosed. The taxpaver did not file Form 8857 until September 2010. The IRS granted
the taxpaver partial innocent spouse relief and issued refunds of tax the taxpayer had paid within
the two-year period preceding her 2010 filing of Form 8857. However, the IRS denied her claim
for refund of the 2006 and 2()07 payments applied to the 1996 liability on the ground that her
claim was untimely Lmde § 6511(a), which requires a claim for refund to be filed within three
vears afier the return is hkd or within two vears after the tax is paid, whichever is later. The
taxpayer had not filed Form 8857 within three years of filing the 1996 joint return. which meant
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that she could recover only tax paid within the two-vear period preceding her filing of a claim for
refund through the request for innocent spouse relief. The Tax Court (Judge (;c.rber) held that the
taxpaver could not obtain a refund of the 2006 and 2007 payments applied to the 1996 liability
because (1) her September 2010 request for innocent spouse relief was filed more than two years
after those taxes were paid. and (2) her July 2008 filing of Form 8379, Injured Spouse
Allocation. could not be considered an “informal™ claim for refund because it did not convey
sufficient information to notify the IRS that the taxpayer was seeking relief from joint and
several liability for the 1996 tax year and a refund of amounts applied against that liability. In a
memorandum opinion. the U.S. Court of Appeals for the Ninth Circuit reversed. The Ninth
Circuit reasoned that the taxpayer’s July 2008 filing of Form 8379 fairly apprised the IRS that
she was seeking innocent-spouse relief from her 99() liability because the IRS—which had been
applying her separate refunds to the 1996 joint liability—informed her that she had to file Form
8857 in order to request innocent spouse relief. Although the taxpayer’s Form 8379 indicated
that she was seeking a refund only of her 2007 overpayment, the court expressed the view that
there was “no serious question that the IRS was on notice of her 2006 overpayment as well.” The
court remanded and directed the Tax Court to order the IRS to issue the refunds for 2006 and
2007.

H. Miscellaneous
1. The constitutional status of the Tax Court.
a. The Tax Court is an Article I court that is independent of the

Executive and Legislative branches. Frevtag v. Commissioner, 501 U.S. 868 (6/27/91). Justice
Blackmun, speaking for the five-judge majority. held that the assignment of a complex tax
shelter case by the Tax Court chief judge to a special trial judge (a)is permitted under
§ 7443A(b)(4) where the actual decision is rendered by a Tax Court judge, and (b) does not
violate the Appointments Clause (U.S. Const. Art. 11, § 2, ¢l. 2) because the special trial judge is
an “inferior Officer” and the Tax Court is a[n Article 1] “Court of Law.” The majority
characterized the Tax Court as exercising judicial power:

The Tax Court exercises judicial. rather than executive, legislative. or

administrative, power. It was established by Congress to interpret and apply the

Internal Revenue Code in disputes between taxpayers and the Government. By

resolving these disputes, the court exercises a portion of the judicial power of the

United States.

The Tax Court's function and role in the federal judicial scheme closely resemble
those of the federal district courts, which indisputably are "Courts of Law.”

The Tax Court remains independent of the Executive and Legislative Branches.

Its decisions are not subject to review by either the Congress or the President. Nor

has Congress made Tax Court decisions subject to review in the federal district

courts. Rather, like the judgments of the district courts, the decisions of the Tax

Court are appealable onh to the regional United States courts of appeals, with
ultimate review in this Court.

e Four concurring justices, in an opinion written by Justice Scalia,
thought that the Tax Court was a “Department” and its chief judge was a “Head of Department.” so
the Tax Court exercised executive power. Justice Scalia wrote:

When the Tax Court was statutorilv denominated an “Article I Court™ in 1969, its
judges did not magicallv acauire the judicial power. Thev still lack life tenure:
their salaries mav still be diminished: thev are still removable bv the President for
“inefficiency. neglect of dutv. or malfeasance in office.” 26 U. S. C. § 7443(1). . ..
How anvone with these characteristics can exercise judicial power “independent .

. {ofl the Executive Branch™ is a complete mvsterv. It seems to me entirely
obvious that the Tax Court. like the Internal Revenue Service, the FCC. and the
NLRB, exercises executive power.
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b. The presidential power to remove Tax Court judges for cause does
not infringe on the constitutional separation of powers with respect to adjudications of
“pre-collection tax disputes.” Kuretski v. Commissioner. 755 F.3d 929 (D.C. Cir. 6/20/14). In
this collection due process case. the District of Columbia Circuit. in an opinion by Judge
Srmwa‘,dn held that the power in the U.S. President to remove Tax Court judges on grounds of

“inefficiency. neglect of dutx or malfeasance in office™ under § 7443(1) drd not mhmm on the
constitutional separation of powers and result in Tax Court j udges not being “free from alleged
bias in favor of the Executive Branch.” The taxpayvers asked that § 7442( f) be struck down, the
Tax Court’s decision against them vacated. and the case remanded “for re- -decision by a Tax
Court judge free from the lhreat of presidential removal and hence free from alleged bias in favor
of the } xecutive Branch.” The D.C. C lI‘CUll held that it has been established that Congress can
constitutionally assign 1o non-article Il tribunals a catcgoxy of cases involving ° puhhu rights™
(including matters of taxation at the pra Loilect’on stage): the Tax Court is an Article I court and.
while its judges do exercise judicial power. they do not exercise the ““judicial power of the
United States’ under Article IIL Even though Freyiag [v. Commissioner. 5()1 U.5. 868 (1991)]
held that the Tax Court is a “Court of Law,” the D.C. Circuit held that “the judicial power of the
United States is not limited to the judicial power defined under Article 111.”" It further held that
the Tax Court, as a legislative court, is nevertheless part of the Executive Branch of government,
and therefore the President’s power to remove Tax Court judges did not violate separation of
powers principles:

We need not explore the precise circumstances in which interbranch removal may
present a separation-of-powers concern because this case does not involve the
prospect of presidential removal of officers in another branch. Rather. the
Kuretskis have failed to persuade us that Tax Court judges exercise their authority
as part of any branch other than the Executive. Consequently. if a President were
someday to exercise the authority under 26 U.S.C. § 7443(f) to remove a Tax
Court judge for cause, the removal would be entirely consistent with separation-
of-powers principles.

c. Congress speaks, but its meaning is far from clear. The 2015
Protecting Americans Agamst Tax Hikes Act, § 441, amended Code § 7441 by adding the
following sentence: “The Tax Court is not an agency of, and shall be independent of, the
executive branch of the Government.” What Congress intended to achieve with this language is
not entirely clear. The Joint Committee’s explanation of the provision discusses Kuretski v.
Commissioner, 755 F.3d 929 (D.C. Cir. 6/20/14), and states simply: “To avoid confusion about
the independence of the Tax Court as an Article | court, the provision clarifies that the Tax Court
is not an agency of the Executive Branch.”

d. We need not decide which branch of government we’re in, says the
Tax Court, but we agree with the D.C. Circuit that the presidential power to remove Tax
Court judges for cause does not infringe on the constitutional separation of powers. Battat
v. Commissioner. 148 T.C. No. 2 (2/2/17). The taxpayvers in this case filed a petition in the Tax
Court in response to a notice of deficiency and moved to disqualify all Tax Court judges. The
taxpavers made the same argument made by the taxpayers in Kuretski v. Commissioner, 755 F .3d
929 (D.C. Cir. 6/20/14), i.e., that the power in the U.S. President to remove Tax Court judges on
grounds of “inefficiency, neglect of duty, or malfeasance in office” under § 7443(f) violates
separation of powers principles. In a lengthy opinion that examines the history of the various
statutory provisions that govern the Tax Court and prior judicial decisions that address the Tax
Court’s constitutional status. the Tax Court (Judge Colvin) denied the taxpayers™ motion. In
contrast to the approach of the court in Kurerski, which concluded that no separation of powers
problem existed because the Tax Court is part of the Executive branch. the Tax Court concluded
that it need “not ... address the branch placement of the Tax Court ...." Instead. the Tax Court
reasoned that “even though Congress hd% assigned to the Tax Court a portion of the judicial
p(mu of the United States, lzmlag . Commissioner. 501 U.S. at 890, the portion assi ,Lned to

the Tax Court includes only public Taw disputes and does not include matters which are reserved
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by the Constitution to Article [l courts.” Thus. the President’s removal of a Tax Court judge
would not affect “any matter within the portion of “the judicial Power of the United States” that
is necessarily exercised by Article 1 judges.” The taxpayvers in this case resided in Florida at the
time they filed their petition. and therefore any appeal of this decision will be heard by the U.S
Court of Appeals for Ihe Fleventh Circuit.

The Tax Court reiterates its holding in Bartar v. Commissioner and
holds that the dccuraC\ -related penalties imposed by §66(}2A do not violate the Eighth
Amendment, ]hompson v. Commissioner. 148 T.C. No. 3 (2/2/17). The taxpayers in this case,
like those in Bartat v. Commissioner. 148 T.C. No. 2 (2/2/17). moved to disqualify the Tax Court
judge on the ground that the power in the U.S. President to remove Tax Court judges on grounds
of memucnc\ neglect of duty, or maifcasance in office”™ under § 7443(1) violates separation of
powers pri nupius. Ihe Tax Court (Judge Wherry) denied the motion in reliance on the court’s
decision in Battat. The Tax Court also rejected the taxpayers™ argument that the penalty imposed
by § 6662A on any reportable transaction understatement violates the Excessive Fines Clause of
the Eighth Amendment to the Constitution. Although the taxpayers apparently represented to the
court that any appeal of the court’s decision would be heard by the U.S. Court of Appeals for the
Eleventh Circuit, the court’s opinion states that the taxpayers resided in California when they
filed their petition and that any appeal therefore would be heard by the U.S. Court of Appeals for
the Ninth Circuit.

2. The D.C. Circuit found that registered (7) tax return preparers were
entitied to be unqualified. The IRS had de gall to require character, competence, and
continuing education for “independent” tax return preparers who only needed PTINs to
continue preparing error-laden tax returns for their unsophisticated clientele. [ oving v.
IRS. 742 F.3d 1013 (D.C. Cir. 2/11/14), aff 'g 920 F. Supp. 2d 108 (D. D.C. 2/1/13). The D.C.
Circuit (Judge Kavanaugh) held that regulations issued in 2011 under 31 U.S.C. § 330 that
imposed new character, competence, and continuing education requirements on tax return
preparers were “foreclose[d] and render[ed] unreasonable™ by the statute. and thus failed at the
Chevron step 1 stdndard Fhey would have also failed at the Chevron step 2 stcmdaxd because
they were “unreasonable hghl of the statute’s text, history, structure, and context.”

e Judge Kavanaugh's opinion found six problems with the 2011
regulations: (1) tax return preparers were not “representatives’” because they are not “agents™ and.
thus, lack “legal authority to act on the taxpayer’s behalf”; (2) the preparation and filing of a tax
return did not constitute “practice ... before the Department of the Treasury™ because that term
implies “an investigation, adversarial hearing. or other adjudicative proceeding™; (3) the history of
the statutory language originally enacted in 1884 “indicated that the statute contemplated
representation in a contested proceeding™; (4) the regulation was inconsistent with the “broader
statutory framework.” (?!) in which Congress had enacted a number of statutes specifically directed
at tax-return preparers and imposing civil penalties. which would not have been necessary if the IRS
had authority to regulate tax-return preparers; (5) the statute would have been clearer had it granted
power “for the first time to regulate hundreds of thousands of individuals in the muiti~biﬂion dollar
tax-preparation industry”™ [“the enacting Congress did not intend to grow such a large elephant in
such a small mouschole™}; and (6)the IRS’s past approach showed that until 2011 it never
maintained that it had authority to regulate tax return preparers.

e Judge Kavanaugh concluded: “The IRS may not unilaterally
expand its authority through such an expansive. atextual. and ahistorical reading of Section 330.”

e The DOJ is mulling over whether to seek en banc review.

a. In hght of the IRS loss in Loving v. IRS, a new, voluntary Annual
Filing Season Program to give tax return preparers the abllm to claim they hold “a valid
Annual Filing Seamn Program Record of Completion” and that they have “u}mphed with
the IRS requirements for receiving the Record of Completion.” Rev. Proc. 2014-42, 2014-29
LR.B. 192 (6/30/14). In order to encourage unenrolled tax return preparers, i.e., those who are
not attorneys. CPAs or EAs, to complete continuing education courses in order to get a better
understanding of federal tax law, the carrot of f being able to claim superiority 1o the ozdmar\ run-
of-the-mill Job tax return preparers is offered. ]h(. requirements for this voluntary program
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include a six-hour refresher course. with a 100-question test at the end, plus other continuing
education of two hours of ethics and ten hours of federal tax law topics. Holders of the Record of
Completion may not use the terms “certified.” “enrolled.” or “licensed™ to describe the
designation.

b. The AICPA’s challenge to the Annual Filing Season Program fails,
but the court signals that others might successfully challenge it. American Institute of
Certified Public Accountants vs. Internal Revenue Service, 118 AF.T.R.2d 2016-5350 (D.D.C.
8/3/16). The AICPA challenged as unlawful the voluntary Annual Filing Season Program
established by the IRS in Rev. Proc. 2014-42. 2014-29 LR.B. 192 (6/30/14). and the U.S. Court
of Appeals for the District of Columbia ruled that the AICPA had standing to bring the
challenge. American Institute of Certified Public Accountants vs. Iniernal Revenue Service, 804
F.3d 1193 (D.C. Cir. 10/30/15). In that opinion, the D.C. Circuit declined to address an issue
raised by the IRS for the first time on appeal: that the AICPA’s grievance does not “fall within
the zone of interests protected or regulated by the statutory provision it invokes.” On remand, the
District Court (Judge Boasberg) held that the AICPA failed the zone of interests test because its
grievance (which the court characterized as the grievance of the AICPA’s members) is neither
regulated nor protected by the refevant statute. Accordingly. the court granted the IRS’s motion
to dismiss. The court characterized the grievance of the AICPA and its members as competitive
injury from brand dilution, i.e., that the AFS Program would dilute the credentials of the
AICPA’s members by introducing a government-backed credential and government-sponsored
public listing. The relevant statute. the court concluded, is 31 U.S.C. § 330(a). which authorizes
the Secretary of the Treasury to regulate the practice of representatives of persons before the
Treasury Department and to require that certain conditions be satisfied. such as good character,
before admitting a person to practice. The AICPA is not a representative of persons within the
zone of interests regulated by the statute, the court concluded. because to satisty this requirement
the party must be regulated by the particular regulatory action being challenged. To demonstrate
that it is in the zone of interests protected by the statute, the AICPA would have to demonstrate
either that it is an intended beneficiary of the statute or that it is a “suitable challenger”™ to enforce
the statute. The AICPA did not contend that it was an intended beneficiary of the statute, and the
court concluded that the AICPA was not a suitable challenger. The court reasoned that the
purpose of 31 U.S.C. § 330(a) is consumer protection, and that the AICPA’s interest in avoiding
intensified competition as a result of the AFS Program was not congruent with that purpose. “On
the contrary, AICPA members™ competitive interests are on a collision course with Congress’s
interest in safeguarding consumers.”

e Although it dismissed the AICPA’s challenge, the court added:
A final word. While AICPA does not have a cause of action under the APA to
bring this suit, the Court has little reason to doubt that there may be other
challengers who could satisfy the rather undemanding strictures of the zone-of-
interests test.

3. The Tenth Circuit stirs the previously muddied water on whether a late-
filed return is a “return” that will permit tax debt to be discharged in bankruptcy
proceedings. In re Mallo. 774 F.3d 1313 (10th Cir. 12/29/14), cert denied, 135 S. Ct. 2889
(6/29/15). In an opinion by Judge McHugh, the Tenth Circuit held, with respect to taxpayers in
two consolidated appeals, that a late return filed after the IRS had assessed tax for the year in
question was not a “return” within the meaning of 11 U.S.C. § 523(a) and. consequently. the
taxpayers” federal tax liabilities were not dischargeable in bankruptcy. The facts in each appeal
were substantially the same. The taxpavers failed to file returns for the years 2000 and 2001, The
IRS issued notices of deficiency, which the taxpayers did not challenge. and assessed tax for
those vears. The taxpavers subsequently filed returns, based on which the IRS partially abated
the tax habilities. The taxpayers then received general discharge orders in chapter 7 bankruptey
proceedings and filed adversary proceedings against the IRS secking a determination that their
income tax liabilities for 2000 and 2001 had been discharged. Section 523(a)t) of the
Bankruptey Code excludes from discharge anv debt for a tax or customs duty:
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(B) with respect to which a return, or equivalent report or notice, if Crequired—
(i) was not filed or given: or
(i) was filed or given after the date on which such return, report.
or notice was last due. under applicable law or under any
extension. and after two years before the date of filing of the
petition:

An unnumbered paragraph at the end of Bankruptcy Code § 523(a). added by the Bankruptcy
Abuse Prevention and Consumer Protection Act of 2005, provides that, for purposes of § 523(a):
the term ‘return’ means a return that satisfies the requirements of applicable
nonbankruptey law (including applicable filing requirements}. Such term includes
a return prepared under section 6020(a) of the Internal Revenue Code ... but does
not include a return made pursuant to section 6020(b) of the Internal Revenue

Code ....

The court examined a line of conflicting cases in which the courts had applied a four-factor test,
commonly known as the Beard test (Beard v. Commissioner, 793 F.2d 139 (6th Cir. 1986)). to
determine whether a late-filed return constitutes a “return”™ for purposes of 11 U.S.C. § 523(a)
and concluded that it did not need to resolve that issue. Instead. the court concluded that. unless
it is prepared by the IRS with the assistance of the taxpayer under § 6020(a), a late return is not a
“return” because it does not satisfy “the requirements of applicable nonbankruptcy law
(including applicable filing requirements)” within the meaning of the language added to the
statute in 2005,

e In reaching its conclusion, the Tenth Circuit agreed with the
analysis of the Fifth Circuit in /n re McCoy, 666 F.3d 924 (5th Cir. 2012), in which the Fifth Circuit
concluded that a late-filed Mississippi state tax return was not a “return” within the meaning of 11
U.S.C. § 523(a).

e The Tenth Circuit’s mterpretation of 11 U.S.C. §523(a) is
contrary to the IRS’s interpretation, which the IRS made clear to the court during the appeal. The
IRS"s interpretation, reflected in Chief” Counsel Notice CC-2010-016 (9/2/10). is that “section
523(a) does not provide that every tax for which a return was filed late is nondischargeable
However, according to the Chief Counsel Notice. a debt for tax assessed before the late return is
filed (as in the situations before the Tenth Circuit in [ re Mallo) ~is not dischargeable because a
debt assessed prior to the filing of a Form 1040 is a debt for which is return was not “filed” within
the meaning of section 523(a)(H{BX1).”

a. The First Circuit aligns itself with the Fifth and Tenth Circuits
and applies the same analysis to a late-filed Massachusetts state income tax return. [n re
Fahey, 779 F.3d 1 (Ist Cir. 2/18/15). In an opinion by Judge Kayatta, the First Circuit aligned
itself with the Fifth and Tenth Circuits and concluded that a late-filed Ma@sachuqeus state
income tax return was not a “return” within the meaning of 11 U.S.C. § 523(a). In a lengthy
dissenting opinion, Judge Thompson argued that the majority’s conclusion was inconsistent with
both the language of and policy underlying the statute: “The majority. ignoring blatant textual
ambiguities and judicial precedent, instead opts to create a per se restriction that is contrary to
the goal of our bankruptw system to provi ide, as the former President put it in 2005, “fairness and
compassion’ to ‘those who need it most.

b. A Bankruptcy Appellate Panel in the Ninth Circuit disagrees with
the First, Fifth, and Tenth Circuits. The Ninth Circuit now might have an opporfunity to
weigh in. [n re Martin, 542 B.R. 479 (B.A.P. 9th Cir. 12/17/15). In an opinion by Judge Kurtz. a
Bankruptcy Appellate Panel in the Ninth Circuit dlsagrced with what it called the ‘incmi
construction™ by the First, Fifth and Ninth Circuits of the definition of the term “return™ in
Bankruptey Code § 523(a). The court emphasized that the meaning of the language in the
unnumbered paragraph at the end of Bankruptey Code § 523(a), added by the Bankruptcy Abuse
Prevention and Consumer Protection Act of 2005, w ”tith provides that “the term ‘return’ means a
return that satisfies the requirements of applicable nonbankruptey law (including applicable
filing requirements).” must be determined by taking into account the context of the surrounding
words and also the context of the larger statutory scheme. Taking this context into account, the
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court reasoned. leads to the conclusion that the statutory language does not dictate that a late-
filed return automatically renders the taxpayer’s income tax liability non-dischargeable. “Why
Congress would want to treat a taxpayer who files a tax return a month or a week or even a day
late—possibly for reasons bevond his or her control—so much more harshly than a taxpaver who
never files a tax return on his or her own behalf [and instead relies on the IRS to prepare it
pursuant to § 6020(a)] is a mystery that literal construction adherents never adequately explain.”
The court also rejected the IRS's interpretation, reflected in Chief Counsel Notice CC-2010-016
(9/2/10) that. although not every tax for which a return is filed late is nondischargeable, a debt
for tax assessed before the late return is filed (as in the situation before the court) is not
dischargeable because the tax debt is established by the assessment and therefore arises before
the return was filed. Instead. the court concluded that binding Ninth Circuit authority predating
the 2005 amendments to Bankruptcy Code § 523(a) requires applying the four-factor Beard test
(Beard v. Commissioner, 82 T.C. 766 (1984), aff'd, 793 F.2d 139 (6th Cir. 1986)) to determine
whether a late-filed return constitutes a “return”™ for purposes of 11 U.S.C. § 523(a). The court
concluded that the Bankruptcy Court, which had held that the taxpayers’ late-filed returns were
“returns” within the meaning of the statute. had relied on a version of the Beard test that did not
reflect the correct legal standard. Accordingly. the court remanded to the Bankruptey Court for
further consideration.

c. The Eleventh Circuit declines to decide whether a late-filed return
always renders a tax debt nondischargeable in bankruptey. In re Justice, 817 F.3d 738 (11th
Cir. 3/30/16). In an opinion by Judge Anderson, the Eleventh Circuit declined to adopt what it
called the “one-day-late™ rule embraced by the First, Fifth and Tenth Circuits because it
concluded that doing so was unnecessary to reach the conclusion that the taxpaver's federal
income tax liability was nondischargeable in bankruptcy. The taxpaver filed his federal income
tax returns for four tax years after the IRS had assessed tax for those years and between three and
six years late. The court concluded that it need not adopt the approach of the First, Fifth and
Tenth Circuits because. even if a late-filed return can sometimes quality as a return for purposes
of Bankruptey Code § 523(a). a return must satisfy the four-factor Beard test (Beard v.
Commissioner, 82 T.C. 766 (1984), aff'd, 793 F.2d 139 (6th Cir. 1986}) in order to constitute a
return for this purpose. and the taxpayer’s returns failed to satisfy this test. One of the four
factors of the Beard test is that there must be an honest and reasonable attempt to satisfy the
requirements of the tax law. The Eleventh Circuit joined the majority of the other circuits in
concluding that delinquency in filing a tax return is relevant to whether the taxpayer made such
an honest and reasonable attempt. “Failure to file a timely return, at least without a legitimate
excuse or explanation, evinces the lack of a reasonable effort to comply with the law.” The
taxpayer in this case, the court stated. filed his returns many years late, did so only after the IRS
had issued notices of deficiency and assessed his tax liability. and offered no justification for his
late filing. Accordingly, the court held, he had not filed a “return™ for purposes of Bankruptcy
Code § 523(a) and his tax debt was therefore nondischargeable.

d. The Ninth Circuit holds that a taxpayer’s tax debt cannot be
discharged in bankruptcy without weighing in on the issue whether a late-filed return
always renders a tax debt nondischargeable. In re Smith, 828 F.3d 1094 (9th Cir. 7/13/16). In
an opinion by Judge Christen, the Ninth Circuit held that the tax liability of the taxpayer. who
filed his federal income tax return seven vears after it was due and three vears after the IRS had
assessed the tax, was not dischargeable in bankruptcy. The government did not assert the “one-
day-late” rule embraced by the First. Fifth and Tenth Circuits. Accordingly. the Ninth Circuit
looked to its prior decision in /n re Hatron, 220 F.3d 1057 (9th Cir. 2000). issued prior to the
2005 amendments to the Bankruptey Code on which the First, Fifth and Tenth Circuits relied. In
In re Hation, the Ninth Circuit had adopted the four-factor Beard test (Beard v. Commissioner,
82 T.C. 766 (1984). aff 'd. 793 F.2d 139 (6th Cir. 1986)) to determine whether the taxpayer had
filed a “return™ for purposes of Bankruptey Code § 523(a). The fourth factor of the Beard test is
that there must be an honest and reasonable attempt to satisfy the requirements of the tax law.
The Ninth Circuit concluded that the taxpayer had not made such an attempt:
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Here. Smith failed to make a tax filing until seven years after his return was due
and three vears after the IRS went to the trouble of calculating a deficiency and
issuing an assessment. Under these circumstances, Smith’s “belated acceptance of
responsibility”™ was not a reasonable attempt to comply with the tax code.
The court noted that other circuits similarly had held that post-assessment filings of returns were
not honest and reasonable attempts to satisfy the requirements of the tax law, but refrained from
deciding whether any post-assessment filing could be treated as such an honest and reasonable
attempt.

e. The Third Circuit also declines to consider whether a late-filed
return always renders a tax debt nondischargeable and instead applies the Beard test.
Giacchi v. United States. 856 F.3d 244 (3d Cir. 5/5/17). In an opinion by Judge Roth. the Third
Circuit held that the tax liability of the taxpayer. who filed his federal income tax returns for
2000, 2001, and 2002 after the IRS had assessed tax for those years, was not dischargeable in
bankruptcy. The court declined to consider whether the “one-day-late™ rule embraced by the
First. Fifth and Tenth Circuits is correct. Instead, the court applied the four-factor Beard test
(Beard v. Commissioner, 82 T.C. 766 (1984), aff 'd. 793 F.2d 139 (6th Cir. 1986)) to determine
whether the taxpayer had filed a “return™ for purposes of Bankruptcy Code § 523(a). The fourth
factor of the Beard test is that there must be an honest and reasonable attempt to satisty the
requirements of the tax law. The court stated:

Forms filed after their due dates and after an IRS assessment rarely, if ever,
qualify as an honest or reasonable attempt to satisfy the tax law. This is because
the purpose of a tax return is for the taxpayer to provide information to the
government regarding the amount of tax due. ... Once the IRS assesses the
taxpayer’s liability. a subsequent filing can no longer serve the tax return’s
purpose, and thus could not be an honest and reasonable attempt to comply with
the tax law.

4. The Tax Court rejects the IRS’s first try at denying a whistleblower
award to the guy who handed it $74 million from Wegelin & Company on a platter.
Whistleblower 21276-13W v. Commissioner, 144 T.C. 290 (6/2/15). The Tax Court (Judge
Jacobs) held that the fact that a whistleblower supplied information to other federal agencies.
including an IRS operating division, before submitting the information to the Whistleblower
Office on Form 211 did not, as a matter of law. render the whistleblower ineligible for an award
under § 7623(b). At the time the whistleblower began cooperating with the IRS. FBI, and a
United States Attorney’s office to obtain an indictment of a foreign business for assisting U.S.
taxpayers to evade taxes, the whistleblower was unaware of any whistleblower award program.
“The Targeted Business was indicted, with a subsequent superseding indictment, for conspiring
with U.S. taxpayers and others to hide more than $1.2 billion in secret accounts, and the income
generated therefrom, from the IRS. The Targeted Business pleaded guilty. as [the whistleblower]
predicted. As part of its guilty plea, the Targeted Business paid the United States approximately
§74 million.” (Although the opinion refers to the “Targeted Business,” the facts recited in the
opinion lead to the obvious conclusion that the “Targeted Business™ was the Swiss bank Wegelin
& Company.) The court rejected the IRS’s argument that a whistleblower is ineligible for a
§ 7623(b) award if he or she provides the information to an operating division of the IRS before
submitting the information, via a Form 211, to the Whistleblower Office. Because it had rejected
the claim as untimely. the Whistleblower Office did not conduct a review. investigation, or
evaluation of the merits of petitioners™ claims for award. The court ordered that “the parties
should have an opportunity to resolve these cases on the basis of our holding herein [and are
required] to file a status report in accordance with an order to be issued.”

a. The Tax Court rejects the IRS’s second (and presumably final)
attempt to avoid paying the full amount due to the whistleblower in this case. Whistleblower
21276-13W v. Commissioner, 147 T.C. No. 4 (8/3/16). Following the Tax Court’s prior order
that the parties attempt to resolve their differences (144 T.C. 290 (6/2/15)). the IRS and the
petitioners, a married couple. agreed that the petitioners are eligible for a whistleblower award of
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24 percent of the collected proceeds (i.e., the proceeds eligible for an award), but disagreed as to
the amount of the collected proceeds. The targeted taxpayer paid to the government
approximately $74 million, which consisted of tax restitution ($20 million). a criminal fine ($22
million). and civil forfeitures representing fees received from U.S. clients ($32 million). The
parties agreed that the tax restitution payment constituted collected proceeds. but disagreed as to
whether payments of the criminal fine and civil forfeitures constituted collected proceeds.
Section 7623(b)(1) provides that a whistleblower award is:

at least 15 percent but not more than 30 percent of the collected proceeds

(including penalties, interest. additions to tax, and additional amounts) resulting

from the action (including any related actions) or from any settlement in response

to such action.
The IRS argued that the plain language of § 7623 dictates that only proceeds assessed and
collected under a provision of title 26 may be used to pay a whistleblower award because § 7623
relates solely to violations of federal tax laws, and therefore criminal fines and civil forfeitures
(which are not assessed under title 26) are not “collected proceeds™ within the meaning of
§ 7623(b)(1). The IRS also argued that, if forfeitures could be used for payment of the
whistleblower award. an irreconcilable contlict would be created between the whistleblower
statute in title 26 and the provisions of title 42 regarding criminal fines and those of title 31
regarding civil forfeitures that specify the purposes for which moneys collected in this case under
title 18 may be used. In a very thorough opinion, the Tax Court (Judge Jacobs) held that
§ 7623(b)(1y. which “is straightforward and written in expansive terms.” does not limit
“collected proceeds™ to amounts assessed and collected under title 26. The court similarly
rejected the IRS's second argument, which the court characterized as arising “from a
fundamental misinterpretation of the plain language of the statute.” According to the court,
§ 7623(b)(1) “does not refer to. or require, the availability of funds to be used in making an
award.”

5. Planning to travel overseas? You might need to cancel that vacation if
vou are seriously delinquent on vour taxes. The Fixing America’s Surface Transportation
(FASTY Act, § 32101, Pub. L. No, 114-94, signed by the President on 12/4/15, adds new Code
§ 7345. which provides that having a “seriously delinquent tax debt™ is grounds for denial,
revocation, or limitation of a passport. A “seriously delinquent tax debt™ is generally defined as
an unpaid, legally enforceable federal tax liability of an individual that has been assessed and
exceeds $50.000 (to be adjusted in future years for inflation) for which a notice of lien has been
filed in public records pursuant to § 6323 or a notice of levy has been filed pursuant to § 6331.
Debts that are being paid on a timely basis pursuant to an installment agreement or an offer in
compromise are excluded from the category of seriously delinquent tax debts. as are debts with
respect to which collection is suspended because a collection due process hearing or innocent
spouse relief has been requested or is pending. The IRS will certify to the Secretary of the
Treasury that an individual has a seriously delinquent tax debt. and Treasury will transmit the
certifications to the Secretary of State for action. The IRS must contemporaneously notify the
taxpayer of the certification. The taxpayer is permitted to challenge the certification as erroneous
by bringing an action in a United States District Court or the Tax Court. The new provision is
effective on the date of enactment, 12/4/15.

a. The IRS prepares to implement passport denial and revocation
procedures. On June 2, 2017 the IRS updated its website with information about upcoming
implementation procedures for Code § 7345, added by the FAST Act, which provides that
having a “seriously delinquent tax debt” is grounds for denial. revocation, or limitation of a
passport.: hitps:/perma.cc/YBB2-H73Y. The IRS also added a generic paragraph about passport
revocation to 11s Notice of Intent to Levy, both CP 90 and CP 504 (the CDP and non-CDP
notices, respectively). On June 7 and June 14, the National Taxpayer Advocate (NTA) published
blog posts in which she criticized the IRS’s approach. See https:/perma.cc/6GSE-GSHO and
htips:/perma.ce/3DFP-HCRQ. More formal guidance should be forthcoming, but practitioners
should review the IRS website and the NTA s blog posts so affected clients can be alerted.

92



Under the IRS’s planned approach. the IRS will certify taxpayers with a “seriously delinguent
debt” to the State Department automatically when certain criteria are met and the total amount
owed passes $50.000. Taxpayers will not receive a warning letter immediately prior to
certification. For many taxpayers the Notice of Intent to Levy will arrive long before a passport
certification, perhaps years betore. Once certification has hdpanCd the taxpayer cannot get it
reversed by simply paving down the balance to under the threshold.”

6. The IRS establishes a new fast-track mediation procedure for offer-in-
compromise and trust fund recovery penalty cases in the Small Business/Self-Employed
division. Rev. Proc. 2016-57. 2016-49 1.R.B. 786 (f 1/18/16). This revenue procedure establishes
a fast-track mediation procedure, known as SB/SE Fast Track Mediation—Collection (FTMC),
that replaces the fast-track mediation procedure set forth in Rev. Proc. 2003-41, 2003-1 C.B.

1047. The prior fast-track mediation procedure was available to taxpayers with cases in either
examination or collection, but use of the program was infrequent. especially for cases in
examination after the IRS in 2011 implemented a fast-track settlement procyrdm for exammdtlon
cases in the Small Business/Self Employed Division. See Announcement 2011-15, 2011-4 [.R.B.
430 (12/30/10). The new FTMC program preserves fast-track mediation for cases in collection.
According to the revenue procedure, “FTMC may be used only when all other collection issues
are resolved but for the issue(s) for which FTMC is being requested. The issue(s) to be mediated
must be fully developed with clearly defined positions by both parties so the unagreed issues can
be resolved quickly (usually within 30 or 40 calendar days).” The revenue procedure provides
examples of when FTMC is and is not appropriate. For example, in OIC cases, FTMC is
appropriate to determine issues such as the value of a taxpayer’s assets (including those held by
third parties), and in trust fund recovery penalty cases for issues such as whether a person was
required to collect, truthfully account for, and pay over income, employment or excise taxes. A
request for FTMC is made after an issue has been fully developed (and before collection has
made a final determination regarding the issue) by submitting Form 13369, which must be
signed by both the taxpayer (or authorized representative) and the Collection Group Manager.
Written summaries of both the taxpayer’s and collection’s positions must accompany the form.
The request is submitted to IRS Appeals and. if the request for FTMC is approved. the case is
assigned to an Appeals emplovee who serves as a mediator. The Appeals mediator does not have
settlement authority and serves only as a facilitator. The revenue procedure notes that the
prohibition on ex parte communications between Appeals and other IRS employees does not
apply to communications arising in FTMC because Appeals personnel “are not acting in their
traditional Appeals settlement role.” but provides that communications by either party with the
Appeals mediator outside the mediation session are prohibited. The revenue procedure aiso
provides that “[t}he parties to the mediation may not make a stenographic record, audio or video
tape recording, or other transcript of the mediation session.” Following the mediation session, the
Appeals mediator will prepare a brief written report. The revenue procedure is effective

1/18/16. Rev. Proc. 2003-41, 2003-1 C.B. 1047, is obsoleted.

7. The Seventh Circuit’s advice to law firms: don’t wait until the last day to
file a Tax Court petition and then mail an envelope without an official postmark!
Nevertheless, the petition in this case was timely. Tilden v. Commissioner, 846 F.3d 882 (7th
Cir. 11317y, rev'eg T.C. Memo 2015-188 (9/22/15). The last day for the taxpayer, who was
represented by counsel, to file a Tax Court petition was April 21, 2015. A member of the law
firm’s staff printed a label from Stamps.com dated April 21, 2015 and stated that she delivered
the envelope to the Postal Service in Salt Lake City, Utah. on that date. The Tax Court received
the petition on April 29. The Tax Court (}udge /\rmcn) dismissed the petition as having been
untimely filed by relving on Reg. § 301.7502- ¢y H(itiB)Y(3). which provides:

© We thank Christine Speidel. staff attorney with Vermont Legal Aid and Director of the Vermont Low-
Income Taxpayer Clinic, for alerting us to this development and for writing the summary of it.
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If the envelope has a postmark made by the U.S. Postal Service in addition to a

postmark not so made, the postmark that was not made by the U.S. Postal Service

is disregarded, and whether the envelope was mailed in accordance with this

paragraph (¢)(1)(iiiB) will be determined solely by applying the rule of

paragraph () 1) A) of this section [regarding envelopes nearing U.S.

postmarks].
The envelope with the taxpayer’s petition was entered into the Postal Service's tracking system
for certified mail on April 23. which the Tax Court treated as a postmark and therefore the date
of filing. In an opinion by Judge Fasterbrook. the Seventh Circuit reversed and remanded. The
regulation applied by the Tax Court, the Seventh Circuit reasoned, applies only when the
envelope bears both a U.S. Postal Service postmark and a non-U.S. Postal Service postmark.,
which was not the case here. In the court’s view, the Tax Court should have applied the rules of
Reg. § 301.7502-1(c) )(ii)}(B)(1)-(2), which address situations in which an envelope bears only
a non-U.S. Postal Service postmark. Generally. these rules treat the date of the private postmark
as the date of mailing if the item is received by the relevant agency not later than the time when a
properly addressed and mailed envelope sent by the same class of mail would ordinarily be
received if it were postmarked at the same point of origin by the U.S. Postal Service. The court
also held that the time limit set forth in § 6213(a) for filing a Tax Court petition is jurisdictional.
Finally, the court admonished the law firm for its handling of the situation:

[W]e have to express astonishment that a law firm (Stoel Rives, LLP, of Salt Lake

City) would wait until the last possible day and then mail an envelope without an

official postmark. A petition for review is not a complicated document; it could

have been mailed with time to spare. And if the last day turned out to be the only

possible day (perhaps the firm was not engaged by the client until the time had

almost run), why use a private postmark when an official one would have

prevented any controversy? A member of the firm’s staff could have walked the

envelope to a post office and asked for hand cancellation. The regulation gives

taxpavers another foolproof option by providing that the time stamp of a private

delivery service, such as FedEx or UPS, is conclusive.

g. Although the IRS clearly messed up in disclosing the taxpayers’ return
information, its liability was limited to $1,000 and punitive damages were not available.
Minda v. United States, 851 F.3d 231 (2d Cir. 3/24/17). Following an audit of the taxpayers, an
IRS employee prepared an examination report proposing adjustments to their 2007 tax liability.
The IRS sent the report, which included the taxpayer’s names. social security numbers, and
financial information, to the wrong party. The attorney for the person who received it submitied
a letter to the IRS concerning the disclosure and sent a copy of the letter to the taxpayers. The
taxpayers brought this action pursuant to § 7431(a)(1), which permits a taxpayer whose return or
return information has been unlawfully disclosed to bring a civil action against the United States
for damages. Section 743 1(c) provides in part that, in the event of an unlawful disclosure. the
United States is Hable for the greater of (1) “$1,000 for each act of unauthorized inspection or
disclosure of a return or return information with respect to which such defendant is found liable,”
or (2) the sum of anv actual damages and, “in the case of a willful inspection or disclosure or an
inspection or disclosure which is the result of gross negligence, punitive damages.” In the
District Court, the government conceded its liability and the District Court awarded statutory
damages to each of the taxpayers in the amount of $1.000. On appeal. the taxpayers, who
suffered no actual damages, argued that they were entitled to 31,000 for each irem of return
information disclosed in the examination report. They also argued that they were entitled to
punitive damages. In an opinion by Judge Chin. the U.S. Court of Appeals for the Second Circuit
affirmed. The court rejected the taxpavers™ argument they were entitled to $1.000 for the IRSs
disclosure of each item of return information as contrary to the plain language of the statute,
which authorizes damages for “each act™ of disclosure. The court also held that they were not
entitled to punitive damages—which are available only for a willful disclosure or a disclosure
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due to gross negligence—because “nothing in the record suggestied] that this was anything other
than the result of simple negligence or carelessness.”

9. The IRS announces that certain ITINS will expire after 2017. In news
release [R-2017-109 (6/21/17). the IRS announced that ITIN numbers with middie digits 70, 71,
72 or 80 will expire at the end of 2017. and that it is accepting renewal applications from
affected taxpayers. The IRS is sending over a million renewal notices to these taxpayers
beginning in August 2017, See IRS News Release [R-2017-128 (8/8/17).

a. The IRS makes changes to the Aceceptance Agent program. In 2016
and 2017, the IRS made changes to its Acceptance Agent procedures to assist taxpayers in
renewing or obtaining I'TINs. Certified Acceptance Agents (CAA) can now authenticate the
passport and birth certificate for dependents. See New ITIN Acceptance Agent Program
Changes. Also. lack of access to Acceptance Agents oversees was a concern and the subject of a
National Taxpayer Advocate legislative recommendation in her 2016 Annual Report 1o
Congress. In April 2017 the IRS announced that it would permn taxpayers to use CAAs located
abroad (see IRS e-News for Tax Professionals Issue 2017-16). and it rescinded the termination of
foreign CAAs. See NTA Fiscal Year 2018 Objectives Report to Congress, Volume One, Area of
Focus No. 7. p. 73.n. 25.7

10. Due date of Forms W-2, W-3, and 1099-MISC that report
nonemployee compensation: temporary and proposed regulations address the revised due
date. T.[D. 9821. Return Due Date and Extended Due Date Changes. 82 F.R. 33441 (7/20/17).
Treasury and the IRS have issued proposed, temporary, and final regulations regarding the due
date for forms in the Form W-2 series. Form W-3 series. and Forms 1099-MISC that report
nonemployee compensation. The Protecting Americans from Tax Hikes Act of 2015 (2015
PATH Act™). § 201, amended Code § 6071(c) to require that Forms W-2 and W-3 and any
returns or written statements required to report nonemployee compensation (such as Form 1099-
MISC) be filed by January 31 of the year after the calendar year to which the returns relate. The
effect of this change was to require these information returns to have the same due date as
employee and payee smtcmnms and to eliminate the extended filing date for electronically filed
returns under § 6071(b). These regulations implement this statutory directive and provide that
these information returns must be filed by January 31 of the calendar vear for which the
information is being reported, regardless of whether the returns are filed on paper or
electronically.

¢ Information returns on Form [099-MISC that do not report
nonemployee compensation are not affected by this change and are due on February 28 of the year
following the calendar year for which the information is being reported, or on March 31 if filed
electronically.

¢ The temporary regulations apply to information returns filed on
or after July 20, 2017, but the statutory amendments made by the 2015 PATH Act apply to
information returns relating to calendar years beginning in 2016. Thus, the changes to the due date
were effective for information returns filed in 2017 with respect to calendar vear 2016.

XI. WITHHOLDING AND EXCISE TAXES
A. Employment Taxes
B. Self-employment Taxes
1. Advice for those wishing to minimize self-employment tax liability
through the S corporation “Edwards/Gingrich loophole”—failure to have the S
corporation contract with those making the pavments can be fatal. Fleischer v,
Commissioner, T.C. Memo. 2016-238 (12/29/16). The taxpayer. a financial consultant who

¥ We §mﬂi\ Christine Speidel. staff attorney with Vermont Legal Aid and Director of the Vermont Low-
income Taxpaver Clinic, for writing the summary of the [TIN and Certified Acceptance Agent
developments.



developed investment portfolios. formed an S corporation of which he was the sole sharcholder
and the president, secretary. and treasurer. He entered into an employment agreement with the S
corporation, pursuant to which he was paid an annual salary. In each of the vears in question, the
taxpayer included just under $35.000 in gross income as compensation for services and reported
nonpassive income on Schedule E ranging from $11.924 to $147.642. The taxpayer did not
report any self-emploviment tax due. The gross receipts of the S corporation were largely
attributable to a representative agreement into which the taxpayer entered with Linsco/Private
Ledger Financial Services (LPL) and a broker contract into which he entered with MassMutual
Financial Group. The taxpayer entered into both contracts himself. i.e.. the S corporation was not
a party 1o either contract. In fact. the taxpayer entered into the contract with LPL before the S
corporation came into existence. The IRS issued a notice of deficiency in which the IRS asserted
that the taxpayer should have reported the gross receipts as self-employment income on Schedule
C attached to his individual income tax returns for the years in issue. The Tax Court (Judge
Paris) agreed with the government. The court framed the question as “who controls the earning
of the income™ and stated that two elements must be satisfied for a corporation (rather than its
service-provider employee) to be the controller of the income: (1) the individual providing the
services must be an employee of the corporation whom the corporation can direct and control in
a meaningful sense. and (2)a contract or similar indicium recognizing the corporation’s
controtling position must exist between the corporation and the person or entity using the
services. In this case, the court reasoned. the second element was not satisfied because there was
no contract or other indicium that the S corporation exhibited control over the taxpayer. The
court rejected the taxpayer’s argument that it was impossible for LPL and MassMutual to enter
into contracts with the S corporation because the corporation was not a registered entity under
the securities laws and regulations,
2. JJDoctor, doctor, give me the news he’s got a [good] case the IRS will
lose.sS The distributive share of income of a physician-member of an LLC operating a
surgery center was passive income and not subject to self-employment tax. Hardy v.
Commissioner. T.C. Memo. 2017-16 (1/17/17). The taxpayer, a plastic surgeon who performed
surgeries in various facilities, paid $163.974 to become a member of a limited Hability company
(classified for federal tax purposes as a partnership) with a 12.5 percent interest. The seven other
members of the LLC also were physicians. The LLC, referred to as MBJ. operated a surgery
center equipped for physicians to perform procedures that required either local or general
anesthesia. The taxpayer performed approximately 50 percent of his surgeries in his office
(located next to MBIJ), 20 percent at MBJ, and the remainder at other facilities. MBI hired its
own employees, none of whom were shared with the taxpayer’s practice, and the taxpayer never
managed MBJ and had no day-to-day responsibilities there. Patients who elected to have their
surgeries performed at MBI paid three separate fees: (1) for the services of the surgeon
performing the surgery, (2) for the services of an anesthesiologist, and (3} a facility fee payable
to MBJ. The taxpayer received distributions from MBJ regardless of whether he performed any
surgeries there and his distribution was not dependent on the number of surgeries he performed
at MBJ. For years prior to 2008, the taxpayver (whose return was prepared by a CPA) reported his
distributive share of MBJ’'s income as nonpassive. For the years 2008 through 2010, the taxpayer
reported his distributive share of MBI's income as passive income and paid self-employment tax.
The IRS issued a notice of deficiency disallowing the taxpayer’s passive activity loss deduction
for each of these years. The Tax Court (Judge Buch) held that the taxpayer’s distributive share of
MBJ's income was passive income. The court concluded that the taxpayer did not materially
participate in MBIJ's activity of operating a surgery center and rejected the IRS's arguments that
the taxpaver either had already or was required to group his ownership interest in MBJ with his
medical practice. The court analyzed Reg. § 1.469-4(f) and Technical Advice Memorandum
201634022 (8/19/16), which involved facts similar to those of the taxpayer and his interest in
MBI. The court concluded: “While some facts support treating [the taxpayer's] ownership
interest in MBI and his medical practice as a single economic unit, the weight of the evidence
supports treating them as separate units.”
¢ The court also held that the taxpayer's distributive share of
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MBJ's income for the years in question was not subject to self-employment tax. (The court
permitted the taxpayer to amend the pleadings to conform to the evidence presented at trial in order
to make this argument.) Under § 1402(a). a partner’s distributive share of partnership income
generally is treated as net ecamings from self-employment. but § 1402(a)(13) excludes from this
treatment the distributive share of income of a limited partner (other than guaranteed payments for
services). The court discussed its decision in Renkemeyer, Campbell & Weaver, LLP v.
Commissioner, 136 T.C. 137 (201 1). in which the court held that partners in a law firm organized as
a himited hability partnership were subject to self-employment tax on their distributive share of
partnership income because that income was derived from legal services performed by the partners
in their capacity as partners, and therefore “they were not acting as investors in the law tirm.” In
contrast, the court reasoned. the taxpayer in this case was an investor in MBJ:

Although [the taxpayer] performs surgeries at MBI, he is not involved in the

operations of MBI as a business. In contrast to the partners in [Renkemeyer], who

are lawyers practicing law and receiving distributive shares based on those fees

from practicing law, [the taxpayer} is receiving a distribution based on the fees

that patients pay to use the facility. The patients separately pay [the taxpayer] his

fees as a surgeon, and they separately pay the surgical center for use of the facility

in the same manner as with a hospital.

a. Mamma Mia! I guess I should have been a doctor if I wanted to
avoid emplovment taxes! A law firm member-manager’s distributive share of income in
excess of a base-salary-equivalent guaranteed payment was subject to self-employment
taxes. Castigliola v. Commissioner, T.C. Memo, 2017-62 (4/12/17). Unlike the doctor in Hardy
v. Commissioner. T.C. Memo. 2017-16 (1/17/17). the taxpayers in this case did not qualify for
the § 1402(a)(13) “limited partner” exclusion from self-employment tax. The taxpayers were
members of a law firm organized as a member-managed Mississippi professional limited liability
company (“PLLC™). The PLLC had not made an S election and hence was treated as a
partnership for federal tax purposes. For tax years 2008 through 2010, the taxpayers received
guaranteed payments ($125,000 to $150,000 each) that were commensurate with a survey of
salaries paid other attorneys in the Pascagoula, Mississippi area. (Note: The Social Security wage
base limitation was $102.000 for 2008, and $106.800 for 2009 and 2010.) The profits of the law
firm PLLC in excess of the guaranteed payments were allocated and distributed to the taxpayers
according to their unwritten operating agreement. (Note: The opinion does not indicate the
amount of the excess profits over the guaranteed payments, but the total deficiency for all three
taxpayers for all three years was approximately $50.000. Rough math thus would indicate that
the excess over the guaranteed payments was approximately $500.000 per year.) The Tax Court
(Judge Paris) relied heavily upon Renkemeyer, Campbell & Weaver, LLP v. Commissioner, 136
T.C. 137 (2011) to hold that the “member-manager” taxpayers were not equivalent to “limited
partners”™ and therefore could not qualify for the § 1402(a)(13) exclusion from self-employment
tax. The court declined, though, to uphold the IRS’s assertion of substantial understatement and
negligence penalties against the taxpayers. With respect to the negligence penalty. the court
concluded that the taxpavers, through their reliance on their CPA, had established a reasonable
cause, good faith defense for the years in issue, which pre-dated the court’s decision in
Renkemever. Bottom Hne: It appears to us that it is virtually impossible for lawyers practicing in
a law firm taxed as a partnership to claim an exclusion from self-employment tax under the
§ 1402(a)(13) “limited partner” exclusion. Absent clear guidance from Congress, however, these
cases may continue to be litigated in the context of LLCs and LLPs. Subchapter S corporations,
on the other hand, apparently may continue to play the self-employment tax game.

3. In this employvment tax refund case concerning non-qualified stock
options, Judge Posner tells railroads to take a hike, but Judge Manion dissents because
“money remuneration” and “stock”™ were different in 1934; however, both apparently
agree that “wampum” and “sheep” can be money (and no, we are not making this up)!
Wisconsin Central 1td. v. United States, 856 F.3d 490 (5/8/17). Beginning in 1996, the taxpayer
ratlroad companies began including non-qualified stock options in the compensation plans for
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their employees. The taxpayvers previously had withheld and paid employment taxes (under the
Railroad Retirement Tax Act, § 3231} when employees exercised non-qualified stock options.
but subsequently the taxpayers filed claims for refunds with the IRS, which were denied. The
United States District Court for the Northern District of llinois (Judge Feinerman) also denied
the taxpavers’ refund claim. and the taxpavers appealed to the Seventh Circuit. The taxpayers
argued that stock options are not “compensation” because they are not “money remuneration”
within the meaning of § 3231, Section 323 1(e)(1} defines taxable compensation as “any form of
money remuneration paid to an individual for services rendered as an employee to one or more
employers.” Based upon this language, Judge Posner. writing for the majority. explained that
even though the term “money remuneration” may not have commonly been understood to
include stock when the Railroad Retirement Tax Act was passed in 1937, today stock and stock
options are well-accepted forms of compensation and hence taxable under § 3231. Judge Posner
wrote, “The dictionary definition of money may remain constant while the instruments that
comprise it change over time: sheep may have once been a form of money: now stock is.” In
short, Judge Posner interprets the term “money remuneration”™ in § 3231 to be an evolving
concept that changes with the times. Judge Manion, however, dissented. arguing that the 1934
edition of Webster's Dictionary defined money as “[a]nything customarily used as a medium of
exchange and measure of value, as sheep. wampum, copper rings. quills of salt or of gold dust,
shovel blades. etc.” Thus, in Judge Manion’s view. non-qualified stock options are not “money
remuneration” and hence not subject to tax under § 3231. We presume, somewhat sarcastically,
that Judge Posner and Judge Manion would agree that “wampum ™ and “sheep’” were taxable in
1937 under ¢ 3231 and would be taxable todav as well, although according to their opinions the
law is unsettled on this point.

4. The IRS wins three battles but loses the war in this withholding trust
fund tax case; a CPA firm may have been the taxpayers’ salvation. Byrne v. United States,
857 F.3d 319 (6th Cir. 5/15/17). The two taxpayers were CEO and President of a manufacturing
company that they. the company’s controller. and other investors purchased in October 1998,
Early in 1999, the taxpayvers became aware that the company’s controller had mishandled payroll
tax payments (i.c.. making biweekly instead of semiweekly payments) for several months
resulting in a large penalty assessment by the IRS. As a result of the controller’s continued
mishandling of the company’s finances, in April and July of 2000 the taxpayers hired two new
employees to assist the controller. In October 2000. the IRS sent the company a notice of a
penalty for $98.622.32 for unpaid trust-fund taxes for the first quarter of 2000. These unpaid
taxes plus interest were paid in November 2000. In December 2000, the company’s independent
CPA firm issued a “clean”™ audit letter regarding the company’s financial statements through
September 30, 2000:; however, the letter noted that the company had “flaws™ in its accounting
practices. Subsequently, in January of 2001, the company’s lender discovered that not only had
the company missed payroll tax payments for the last three quarters of 2000, but the controller
had falsely overstated accounts receivable records to hide the company’s financial difficulties. In
April 2001, the company filed for bankruptcy protection and ultimately was liquidated. Then, in
July 2005, the IRS assessed $3855.668.35 responsible person penalty taxes against the taxpayers
under § 6672. The taxpavers subsequently paid a portion of the penalty taxes and filed refund
claims instituting this action. The U.S. Court of Appeals for the Sixth Circuit previously had
affirmed the District Court’s ruling that the taxpayers were responsible persons for purposes of
§ 6672(a). but remanded the case to the District Court to determine if the taxpayers had acted
willfully as required by the statute. Byrre v. United States. 498 Fed. Appx. 555 (6th Cir. 2012).
Afier a bench trial, the District Court held that the taxpayers had acted willfully because they
recklessly disregarded the risk that the trust fund taxes were not being paid. In an opinion by
Judge Batchelder. a three-judge panel of the Sixth Circuit reversed the District Court and held as
a matter of first impression that (i) a determination of “willfulness™ under § 6672 is a question of
“ultimate fact” subject to de novo review on appeal, and (ii) even if the taxpavers were negligent,
and possibly even reckless. in their failure to determine whether trust fund taxes were being paid,
their belief that the trust fund taxes had been paid was reasonable under the circumstances and
therefore they had not acted willfully within the meaning of § 6672, In particular, the Sixth
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Circuit pointed to the hiring of two emplovees to assist the controller in 2000 and the taxpavers’
reliance upon the “clean”™ audit letter issued by the companv’s CPA firm in December 2000,
e In reachine its decision. the Sixth Circuit apparently aligns itself with a
similar “reasonable belief” exception adopted by the Second Circuit. noting:
In many circuits, “[{rleckless disregard includes failure to investigate or correct
mismanagement after being notified that withholding taxes have not been paid.”
Morgan v. United States, 937 F.2d 281, 286 (Sth Cir. 1991) (per curiam): see also
Greenberg v, Unifed States. 46 F.3d 239, 244 (3rd Cir. 1994). Denbo v. United
States. 988 F.2d 1029, 1033 (10th Cir. 1993); Godfrev v. United States, 748 F.2d
1568, 1577 (Fed. Cir. 1984) . . . But the Second Circuit recognizes an exception to
§ 6672(a) liability when a responsible person “believed that the taxes were in fact
being paid. so long as that belief was, in the circumstances, a reasonable one.” Id.
(citation and internal quotation marks omitted). The Fifth Circuit has also held
that taxpayers who act with reasonable cause may be able to defeat a finding of
willfulness. See Comway v. United States, 647 F.3d 228, 234, 235 (5th Cir. 2011)
(finding that reasonable reliance on the advice of counsel may constitute
reasonable cause under some circumstances).

C. Excise Taxes

XII. TAX LEGISLATION

A. Enacted

1. Congress enacts a big break for small employers that offer health
reimbursement arrangements. The 21st Century Cures Act (“Cures Act™), Pub. L. No. 114-
255, was signed by the President on 12/13/16. Among other changes, the Cures Act made several
modifications to the rules related to health reimbursement arrangements. These include
(1) exempting health reimbursement arrangements that meet the definition of a Qualified Small
Employer Health Reimbursement Arrangement (QSEHRA) from the §4980D excise tax:
(2) imposing new reporting requirements related to QSEHRAs: (3) requiring the inclusion in an
employee’s gross income of payments or reimbursements under a QSEHRA for employees that
do not have minimum essential coverage: (4) limiting or potentially eliminating the § 36B
premium tax credit for employees covered by a QSEHRA: and (5) requiring that the employer’s
cost for a QSEHRA be taken into account in determining the applicability of the Cadillac Tax.
These changes generally are effective for years beginning after 12/31/16.

2. Veterans have extra time to claim refunds for taxes improperly withheld
from amounts received for combat-related injuries. The Combat-Injured Veterans Tax
Fairness Act of 2016 (2016 CIVTFA), Pub. L. No. 114-292, was signed by the President on
12/16/16. Section 104(a)(4) and (b) exclude from gross income amounts received as a pension,
annuity, or similar allowance for a combat-related injury. In St. Clair v. United States, 778 F.
Supp. 894 (E.D. Va. 1991}, the court held that a lump sum disability-related severance payment
received by a veteran was excluded from the recipient’s gross income under § 104(a)(4). Despite
these authorities, since 1991, the Department of Defense has withheld taxes from severance pay
for wounded veterans. The 2016 CIVTFA directs the Secretary of Defense to ensure that taxes
are not withheld prospectively. In addition, the legislation directs the Secretary of Defense,
within one year of the date of enactment, to identify all severance payments from which taxes
were improperly withheld, notify each recipient of the improper withholding. and provide each
recipient with instructions on filing amended returns to recover these amounts, The legislation
extends the limitations period of § 6511(a) on filing claims for refund to the date that is one vear
after the required notification of improper withholding and eliminates the restriction of
§ 6511(bX2) that would normally apply on the amount of tax recoverable.
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CURRENT AND QUOTABLE

What Has the U.S. Tax Court
Been Doing? An Update

By James S. Halpern

Tames'S. Halpern is a senior judge with the Tax
€ Presented here are his May 5 remarks at the
2016 Laurence Neal Wﬁodwarth Memorial Lecture
in Wasm:tgt{m

A. Introduction

The title of my talk is: “What Has the United
States Tax Court Been Doing? An Update.” It is an
update because, in June 1945, J. Edgar Murdock,
presiding judge of the Tax Court of the United
States, authored an article in the American Bar
Association Journal entitled: “What Has the Tax
Court of the United States Been Doing?”! In consid-
ering what to talk about today, it struck me that, as
almost three quarters of a century has passed since
}ud;,e Murdock’s report, it would not be rushing,

things if I provided an update.

First, let me assure you that much remains un-
changed. The Tax Court continues to serve a unique
and important role in the Federal government’s tax
collection process. The Court provides an impartial
tribunal for the adjudication of tax di@putes before
assessment of the tax (and the government’s ability
to invoke its powerful extrajudicial means of seiz-
ing property to satisfy tax debts). It also creates a
body of precedents that interpret Federal tax law
uniformly across the country. The Court’s funda-
mental role has not changed since Judge Murdock
wrote in 1945, Indeed, it has not changed since
Congress created the Court’s predecessor, the Board
of Tax Appeals, in 1924. But while our fundamental
role has not changed, we have c! ang)ed some of the
specific ways we carry out that role. Congress has
also enhanced our status as a tribunal independent
of the tax collector and has given us new jurisdic-
tions that expand our unique and critical role as a
prepayment forum.

The Tax Court’s post-1945 history can be charac-
terized as a period of change within continuity. For
instance, Congress has changed some of the formal

31 AB.AL T 297 (1945).
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tax nates”

characteristics of the Court to dispel any perception
of partiality. In 1969, Congress eliminated the
Court’s designation as an executive branch agency
and established the newly named United States Tax
Court (a change made to conform to the general

way in whrch Federal courts are named) as an
article I (or | egislative) court.” In 2015, to reempha-
size our independence, Congress added to our
governing statute, the Internal Revenue Code, the
following sentence: “The Tax Court is not an agency
of, and shall be independent of, the executive
branch of the Government.”? But those changes,
while not insignificant, did not change the Court's
fundamental role: It (like its predecessor) has never
been controlled by those charged with collecting
taxes.

Also, the aspect of our fundamental role as a
prepayment forum has only been enhanced by
Congress’ repeated additions to our jurisdiction. We
may now review a so-called innocent spouse’s
claim for equitable relief outside of our traditional
deficiency jurisdiction* and a taxpayer may now
appeal to us the Commissioner’s determination to
proceed with collection following a so-called collec-
tion due process (CDP) hearing.”

5

The expansion of our jurisdiction into review of
discretionary and equitable agency determinations
has brought to the fore questions of the scope and
standard of review to be applied to those determi-
nations and has made it more difficult for the Court

“Tax Reform Act of 1969, Pub. L. No. 91-172, section 951,
section 7441, 83 Stat. 487, 730 (codified as amended at LR.C.
sectiont 7441 (2012)). As discussed below, the Court was origi-
nally established in 1924 as the Board of Tax Appeals, "an
independent agency in the executive branch of the Govern-
ment.” Revenue Act of 1924, ch. 234, section 900(k}, 43 Gtat. 253,
338. The Board’s name was, without any change in its status,
changed to the Tax Court of the United States by the Revenue
Act of 1942, ch. 619, section 504, section 1100, 56 Stat. 798, 975.

E’miﬂtmg Americans from Tax Hikes Act of 2015, Pub. L.
No. 114-113, section 441, section 7441, 129 Stat. 3040, 3126, 5.
Rep. No. 114-14, at 10 (2015), explains the sentence added to
LR.C section 7441 as being necessary to remove any uncertainty
about the independence of the Tax Court caused by statements
in Kuretski v Commissioner, 755 F3d 929 (D.C. Cir. 2014), that the
Tax Court is not part of the Article III Judicial Branch and is an
independent executive agency.

1See LR.C. section 6(Y15(e), (f). Unless otherwise indicated, all
references and citations to sections of the Internal Revenue Code
(LR 3 are to the Internal Revenue Code of 1986, as amended.

“See LR section 6330(d)(1
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to maintain its traditional aloofness from the Ad-
ministrative Procedure Act (APA}.

The Court’s own initiatives in recent years to
provide greater access to low-income and pro se
taxpavers have facilitated taxpayers’ opportunities
to be heard before assessment and collection.

Developments since 1945 have included two
noteworthy changes in the wav the Court estab-
lishes a uniform body of precedents. One change is
doctrinal, and the other is practical. The doctrinal
change, creation of the Golsen doctrine, involved a
fimited change to the Court’s previously articulated
doctrine, that the Court should decide all cases as it
thought right.¢ Golsen holds that the Tax Court will
follow a court of appeals’ decision that is squarely
on point where appeal from the Tax Court’s deci-
sion lies to that court of appeals and to that court
alone.” ] believe that Judge Murdock would have
readily accepted the Golsen doctrine.

The second, practical, change is the Court’s in-
creasing practice of citing its own memorandum
opinions as precedential. Judge Murdock would be
less likely to have approved that development. The
classification of opinions by precedential weight
serves an important signaling function. The Court’s
relatively indiscriminate citation of memorandum
and division opinions risks confusion and frustrates
the signaling function that classification ought to
achieve. I propose that the Court return to ifs
historical custom of not citing memorandum opin-
ions as legal precedent.

Looking to the future, planned reductions in IRS
taxpayer assistance may increase taxpayers’ resort
to the Tax Court. While we strongly support mea-
sures to maintain and increase taxpayer access to
the Tax Court, cutbacks in programs that encourage
resolution of controversies at the administrative
level may prove to be inefficient.

Before expanding on the aspects of the Tax
Court’s post-1945 history that I have summarized, |
would like to spend a few minutes discussing the
origin of the Court’s predecessor, the Board of Tax
Appeals, and the purposes it was created to serve. |
will also discuss the development of certain aspects
of the Court’s procedures, such as the Court’s
conference procedure. That discussion will pave the
way for particular consideration of how, for the
most part, the post-1945 changes that | have out-
lined serve Congress’ purposes in creating the
Board of Tax Appeals and its successor, the United
States Tax Court.

“See Lawrence v, Commissioner, 27 T.C. 713, 717 (19573, rev'd,
258 F 2d 562 (9th Cir. 1958).
“Golsen v Commussioner, 54 T.AC. 742, 757 (1970), aff d, 445 F.2d
985 (10th Cir. 1971).

1278

For more Tax Notes content, please

Also, before proceeding, I would like to acknowl-
edge my debt to Professors Harold Dubroff and
Brant . Hellww for their superb study of the Tax
Court’s h}btcmcai origins and its evolution as a
court. Their work, “The United States Tax Court, An
Historical Analysis,” revised and expanded second
edition, was commissioned by the Tax Court and
was published by the Government Printing Office
in 20145 It is an invaluable resource both for
students of the history of the Tax Court and for
practitioners exploring the origins of the Court’s
jurisdictions and the history of its procedures.

B. Origin and Enduring Aspects

1. Origin and purposes of the Board of Tax Ap-
peals. The significance of Congress’ establishment
of the Board of Tax Appeals in 1924 to provide an
impartial prepayment forum for the resolution of
tax disputes and to create a uniform body of
precedents cannot be overstated.

It has long been recognized that the sovereign
may act extra-judicially to collect a tax debt. The
usual rule in tax disputes is “payment first and
litigation afterwards.”® The reason for the usual rule
is clear: “Taxes are the lifeblood of government.”'0
The Supreme Court used that phrase in a 1935 case
dealing with equitable recoupment of an estate tax
payment.t It used the phrase to explain why the
sovereign is not restricted to an action at law to
collect an unpaid tax and may act administratively
to collect the tax:

{Tlaxes are the lifeblood of government, and
their prompt and certain availability an imper-
ious need. Time out of mind, therefore, the
sovereign has resorted to more drastic means
of collection. The assessment is given the force
of a judgment, and if the amount assessed is
not paid when due, administrative officials
may seize the debtor’s property to satisfy the
debt.12

And while due process may require at least
post-collection judicial review of the taxpayer’s

"Harold Dubroff & Brant ]. Hellwig, The United States Tax
Court, An Historical Analysis (2d ed., rev. & expanded 2014).

“E.q., Appeal of Everett Knitting Works, 1 BT.A. 5, 6 (1924).

I must acknowledge that my thoughts on ihzs particular
point and on the procedural due process aspects of tax collec-
tion were stirred by the National Taxpayver Advocate’s, Nina k.
Olson’s, 2010 Erwin N. Griswold Lecture Before the American
College of Tax Counsel, Taking the Bull by Its Horns: Some
Thoughts on Constitutional Due Process in Tax Collection (Jan.
23, 2010), reprinted in 63 Tax Law. 227 (2010}

VBull v United States, 295 U.S. 247, 259 (1935).

24, at 259-60.
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liability,'? the Supreme Court made clear in a Civil
War era income tax case that the Constitution’s
promise that no person shall be deprived of prop-
erty without due process of law does not prevent
the Federal government’s extra-judicial seizure and
sale of a taxpayer’s property to satisfy his tax debt.*

The Commissioner of Internal Revenue has long
been vested by Congress with extraordinary pow-
ers to enforce tax collection by distraint.'® Recogniz-
ing that the lack of any right to litigate the liability
before collection might seem wrong or unnecessar-
ily harsh, the Supreme Court nevertheless stated in
1880 that it was for Congress to correct any per-
ceived evil.’®

With the advent of the modern income tax in
1913,7 and the addition of a complex excess profits
tax in 1917,'% and in light of the explosive growth in
the need for revenues brought on by the World War,
it became clear that some form of independent
review of contested tax-deficiency determinations
was desirable before the Commissioner could as-
sess the deficiency and take administrative action to
collect the professed debt.

Between 1918 and 1924, a succession of pre-
assessment reviewing bodies within the Bureau of
Internal Revenue proved to be unsuccessful.’®
Charles D. Hamel, the first chairman of the Board of
Tax Appeals, humorously illustrated the problem
with review by the Bureau as follows:

A New York magistrate once took a cab from
the Grand Central station to his court house.
The cabby overcharged him and threatened
him with dire casualty if he did not pay the
sum demanded. The judge paid him, and as he
entered the court house he instructed a police-
man standing in the doorway to arrest the
cabby and bring him into the court. He then
went in and ascended the benich, and presently
the policeman appeared in front of him with
the cabby. When the cabby looked up and
recognized the man on the bench he said:

"*"Where only property rights are involved, mere postpone-
ment of the judicial enquiry is not a denial of due process, if the
opportunity given for the ultimate judicial determination of the
liability is adequate” Phillips v Commissioner, 283 US. 589,
596-97 (1931).

MSpringer v. Uinited States, 108 U5, 586, 593 (1880).

YSee, e.g., LR.C. sections 6321 (assessed and unpaid taxes
become a lien on the taxpayer’s property), 6331 (levy and
distraint}, 6335 {sale of seized property). Suits to restrain assess-
ment or collection of tax are prohibited; see also LR.C. section
a) ("Prohubition of suits to restrain assessment or collection.”}).

YSpringer v. United States, 108 US. at 594,

"Act of Oct. 3, 1913, ch. 16, section 1A}, 38 Stat. 114, 166,

Yaer of Mar. 3, 1917, ch. 159, section 201, 39 Stat. 1000,
1000-01.

MSee Dubroff & Hellwig, supra note 8, at 38-48.
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“Holy Moses, judge and complainant, what
kind of a show have ] got.””?"

Chairman Hamel believed that the attitude of the
cabby had been that of a great number of taxpayers
who had deficiencies in tax assessed against them
by subordinates of the Commissioner and whose
only appeal before paying the deficiency had been
to the Commissioner or his subordinates. Taxpay-
ers, he believed, did not trust that any internal
review procedure could be impartial because of the
Commissioner’s natural zeal to collect as much
revenue as possible and his and his subordinates’
inclination, therefore, to decide all doubtful ques-
tions against the taxpayer.”!

Congress established the Board of Tax Appeals in
1924.22 Three principal factors were important in
shaping the 1924 legislation giving rise to the
Board.?® As [ have already noted, those three factors
have continued to shape the role of the Board and
its successor.

The first was Congress’ recognition ot the need
for expert and impartial review of tax disputes. The
Board was thus created as an independent agency
of the executive branch rather than as part of the
Treasury Department.®

The second was Congress’ desire to have a tribu-
nal that would create a uniform body of precedents
that would aid in the future interpretations of the
tax law. As a result, the Board was required to
publish its reports and to conduct its proceedings
publicly in accordance with judicial-type proce-
dures.?5

The third was Congress’ conviction that taxpay-
ers should have the opportunity to litigate the
question of tax liability before the disputed tax had
to be paid.

The act creating the Board gave taxpayers the
right to appeal the Commissioner’s determination
of a tax deficiency to the Board before the Commis-
sioner could assess the deficiency and take admin-
istrative action to collect it.? The act provided that
no part of any deficiency determined by the Com-
missioner but disallowed as such by the Board
could be assessed. Instead, the Commissioner
would have to begin a proceeding in court, without

“Charles [, Hamel, The United States Board of Tax Appeals, 2
Nat'l Income Tax Mag. 293 (1924},

e 1
“Spe Revenue Act of 1924, ch. 234, section 900(a), 43 Stat. 253,
A36.

3Goe Dubroff & Hellwig, supra note 8, at 271.

“Revenue Act of 1924 section 900(k), 43 Stat. at 338,

14, section 900(h).

14, section 274(a), 43 Stat. at 297,
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assessment, for collection of the amount disal-
lowed.?” Thus, creation of the Board marked a
significant concession of power by Congress, re-
versing the almost timeless rule that, in dealing
with the sovereign over taxes: “payment first and
litigation afterwards.”?

2. Success of the board. The popularity of the
prepayment forum that Congress created in 1924
was obvious from the begmnmgj. During the Board
of Tax Appeal’s first fiscal year, ending in 1925, the
Board docketed 5,220 cases, closed 1,702 cases, and
was left with 3,518 cases pending.?” The Board was
not in 1925, and the Court is not now, the only
venue in which a taxpayer may, in the first instance,
litigate a tax dispute with the Federal government.
A refund action may be brought in the United States
district courts or in the United States Court of
Federal Claims.* IRS Chief Counsel statistics for FY
2015 show a total of approximately 31,200 tax cases
pending in the Tax Court, district courts, and the
Court of Federal Claims.® Of that total, approxi-
mately 97 percent were pending in the Tax Court,
approximately 2 percent were pending in the dis-
trict courts, and approximately 0.6 percent were
pending in the Court of Federal Claims.»

The Tax Court is the forum in which the vast
majority of first-instance Federal tax litigation is
brought for the simple reason that invoking the
Court’s deficiency jurisdiction generally stops the
Commissioner from assessing and collecting a de-
ficiency in tax until the opportunity to petition the
Court has expired or, if a petition is filed, the
Court determination of a deficiency becomes fi-
nal.’

Originally, the jurisdiction of the Board covered
only income, estate, gift, and excess profits taxes.*
Then, as now, there were other taxes, mainly excise
taxes, that were not subject to pre-assessment judi-
cial review, apparently because those taxes raised
little revenue and because Congress thought that
the questions arising under them were too insignifi-
cant to warrant pre-assessment review. In some

FId. section 274(b).

“SE.¢., Appeal of Everett Knitting Works, 1 BTA. 5, 6 (1924).
Dubroff & Hellwig, supra note 8, at 905

Gee 28 US.C. sedimns 13460a)1) (district courts), 14914a 1)
(Lnued States Court of Federal Claims) (2012).

TOffice of Chief Counsel, Internal Revenue Serv. (CC:FM:
E'\vﬂ) MA}, Presentation to the American ba? Association Tax
sction Court Procedure Committee, FY 2015 data, 3 (2016).

“Id.

PSee LR.C. section 6213(a). Some prepavment (or partial-
payment} actions are heard by a bankruptcy court on an
nb}oa tion to an IRS proof of claim or in an adversary proceeding.

1 US.Cosection 505(a) (2012
Rm enue Act of 1924, (E‘ 234, sections 274, 308, 312, 316,
900, 43 Stat. 253, 297, 308, 310, 3}2, 336.
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circumstances those taxes are now subject to Tax
Court prepavment review pursuant to our author-
ity to review CDP determinations.

3. A uniform body of precedents. One of Congress’
purposes in creating the Board of Tax Appeals was
to have an ad]udlcatorv body that would create a
uniform body of precedents that would aid in
future interpretations of Federal tax law. Unifor-
mity, in the sense of consistency, could be achieved
only if the Board were to speak with one voice and
were to remain consistent in its opinions over time.
Congress” answer to the consistency issue was to
include in the Board’s governing statute a review
procedure that, after some clarification, has re-
mained mostly unchanged since 1928.% The Board
bound itself to its prior opinions by following the
doctrine of stare decisis.?

The 1928 Act, provided, as does the Internal
Revenue Code today, that a division of the Court
(which divisions for many years have consisted of
only one member) shall hear and make a determi-
nation with respect to the proceeding or motion
before the Court and its report of such determina-
tion “constitutes its final disposition of the proceed-
ing.”* The division's report is then open for the full
Court to review if the Chief Judge so directs.’ If so
reviewed, the Court will make its own report; if not
so reviewed, the division’s report will become the
report of the Court after 30 days.®™ Thus, uniformity
among, the divisions of the Court, which, in the first
instance, are charged with disposing of proceedings
initiated before the Court, is achieved either by a
division report that, by default, becomes the report
of the Court after 30 days without the Chief Judge
having directed Court review or by the displace-
ment of the division’s report by a report of the
Court following the Chief Judge’s direction for
review. Indeed, if a division’s report is referred for
review by the Chief Judge, the division report will
be no part of the record of the case ¥ In any event,
all reports of the Tax Court are reports of the Court

PCompare Revenue Act of 1928, ch. 852, section 601, sections
906, 97(a), {by, 45 Stat. 791, 871-72, with LR, sections 7459,
74643

WSee, e.q., Securiiy State Bank v. Commissioner, 111 T.C. 210, 213
(1998) ("1 The doctrine of stare decisis generally requires that we
follow the holding of a previously decided ca 'E?, absent special
justification.”), aff'd, 214 F 7{ 1254 (10th Cir. 2000 Allen o
Conunissioner, B.TAM. (- } para. 33,071 (1 ‘)Qﬂ») {"Under the
doctrine of stare decisis we follow our own decisions until
reversed by some appellate court, or until we conclude we were
in error.”).

“(fﬂnz;mr«f Revenue Act of 1928 section 601, section 906{a),
with LR.C. section 7460(a).

BLR.C. section 7460(b).

i,

4.

TaxX NOTES, May 30, 2016

For more Tax Notes content, please visit www.{axnotes.corn.

uauoo Aued pay Jo utewop ongnd Aue ul jubBuidoo wieo jou seop s1sAfeuy xe ] pasiesal siubu iy 9107 SISAIRUY Xe | ()



and are not reports by individual judges or divi-
sions of the Court, C(mgjress thus, assured that the
Court speaks with one voice.

By the way, the term “report” for what in another
court might be called a judgment, decision, or
opinion originated in the Revenue Act of 1928, as a
substitute for the term “decision.”*! That change in
terminology, which was not intended as a signifi-
cant change in substance, was made in part to
dispel the public’s misunderstanding of the nature
of the Board’s review of a division’s disposition of a
proceeding assighed to it.*? Some outside the Board
considered that review to be the equivalent of a de
novo hearing on the merits, at which they de-
manded the right to be heard.*3 Congress strove to
dispel that misunderstanding by amendments in

the Revenue Act of 1928, which clearly indicate the

internal nature of the review procedure and the
finalitv of a division’s disposition of a proceeding
a%wned to it

And what of a party wishing to be heard in any
Court review of a division’s report? Both the tax-
payer and the Secretary must be given notice and
opportunity to be heard on any proceeding insti-
tuted before the Tax Court.*> And as to any dermand
by a party to participate in Court review, since 1928
the statute has specifically provided that, if the
parties have been given the opportunity to be heard
before a division of the Court, they shall have no
notice of, nor the opportunity to be heard during,
Court review of a report, “except upon a specific
order of the chief judge.”*¢ | know of no such order
ever having been issued.

Finally, the term “decision” is used in the statute
today to refer to the order entered by the Court
specifying the amount of a deficiency or the dispo-
sition of certain other types of cases over which we
have jurisdiction.*” And it is entry of decision, not
promuigatmn of a report, that starts the clock
running on the time to appea a decision.®®

Conference procedures today resemble the pro-
cedures reported by Judge Murdock in 19454 And
while, during the first two vyears of the Board's
existence, in order to achieve a high degree of
adherence to Board precedents, the entire Board

#1500 Revenue Act of 1928 section 601, amending Revenue Act
of 1926, ch. 27, sections 906(b), 907(b), 44 Stat. 9, 106-07.

#2G0e Dubroff & Hellwig, supra note 8, at 755 n.197, 757-58.

.

e G, Rep. No. 70-960, at 37-38 (1928), o5 reprinted in 1939-1
C.B. (Part 2) 409, 435; H.R. Rep. No. 70-1882, at 21 (1928}, as
reprinted in 1939-1 C.B, (Part 2) 444, 452

B R.C. section 74538,

WId.; see also Revenue Act of 1928, section 601, section 907(a).

TGep 1LR.C. section 74 459(c).

YLR.C. section 7483

*Murdock, supra note 1, at 298.
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reviewed all reports,®™ the volume of cases soon
made that zmpmc’nc able.”™ Reports the Chief Judge
designates for review are circulated among the
judges for study during the week before a confer—
ence scheduled for that review. At the conference,
the report is discussed and voted upon. If adopted,
it is, like all of our reports, subject to editing for
style consistent with the Court’s stvle manual. It is
then published along with any concurring or dis-
senting opinions. If not adopte the authoring
judge is offered the opportunity to rewrite the
report and to present the rewritten report for re-
view. If the authoring judge declines the opportu-
nity, the Chief Judge assigns to another judge the
task of submitting a report. To the extent relevant to
the legal analys;s used in the revised report, facts as
found by the judge officiating at the trial of the case
are agcepted by the judge asswned to draft a new
report, and only issues of law are reconsidered.™ As
finally adopted, the report is published along with
any dissenting and concurring opinions.

In a 2001 law review article, then Chief Judge
Mary Ann Cohen provided insight into the prin-
ciples that guide a Chief Judge’s exercise of discre-
tion to cause review of a division report. I will not
repeat what she said here, but I have included it in
a footnote.>

4. Memorandum opinions. The Board of Tax Ap-
peals began issuing memorandum opini(m% in late
1927,% one year before Congress expressly autho-
rized the practice in the Revenue Act of 1928.5 The

1 Gilmer Korner, The United States Board of Tax Appeals, 11
Al b /\ 1. 642, 643 (1925}
"Gee | )ubrof! & Hellwig, supra note 8, at 88-89.

G, e, <., AE. Staley Mfg. Co. & Subsidiaries v. Commissioner,
105 T.C. 166, 181 n.1 (1995) ("The trial portion of this case was
conducted by Judge Mary Ann Cohen, and the facts are as
found by fudwo Cohen.”y, rev’d and remanded, 119 F3d 482 (7th
Cir. 1997).

"*As then Chief Judge Cohen explained:

We use certain rules of thumb. Court review is directed if

the report proposes to invalidate a regulation, overrule a

pzzblish@d Tax Court case, or reconsider, in a circuit that

has not addressed i, an issue on which we have been
reversed by a court of appeals. . ..

Court review is also directed in cases of widespread

application where the result may be controversial, where

the Chief Judge is made aware of differences in opinion
among the judges before the opinion is released, or,
occasionally, where a procedural issue suggests the desir-
ability of obtaining a consensus of the judges. Court
review is not available on motion of the parties, before or
after the opinion has been released.

Mary Ann Cohen, How to Read Tax Court Opinions, 1 Hous. Bus.

& Tax L] 1, 5-6 {2001}

’”Qu Dubroff & Hellwig, supra note 8, at 750

FRevenue Act of 1928, {h 852, section 6011, section 907(b) 45
Stat. 791, 872.
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two recognizable features of those early memoran-
dum opinions are that they are very brief and,
unlike today’s, they include no subheadings.> In
that respect, those early memorandum opinions
meet the definition of a “memorandum opinion” as:
“[Aln opinion that briefly reports the court’s con-
clusion, usu. without elaboration because the deci-
sion follows a well-established legal principle or
does not relate to any point of law.”57

A few of the early memorandum opinions were
published in the B.T.A. reporter.™ The usual prac-
tice, however, was, as it is now, to set forth in an
end-of-volume list in the official reporter each pro-
ceeding disposed of by memorandum opinion. The
number of such dispositions was small in the early
years. For approximately the first half of 1929, we
reported 31 docket numbers as “Disposed of Upon
Memoranda.”™ By 1945, however, the quantity of
memorandum dispositions had increased dramati-
cally. In the last 8 months of 1945, the rechristened
Tax Court of the United States listed 324 docket
numbers as “Proceedings Disposed of Upon Memo-
randum Opinions,”® whm h, if annualized, is 486
docket numbers so disposed of.

InJudge Murdock’s 1945 A.B.A. Journal article, he
addressed the intended scope of memorandum
opinions as follows: “Memorandum Opinions . ..
are supposed to be limited to those having no value
as precedent. They include any case decided solely
upon the authority of another, cases involving sub-
jects already well covered by opinions appearing in
the bound volumes of the reports, failure of proof
cases, and some others.”r He added: “"Doubts as to
whether a case should be in memorandum form or
printed are resolved in favor of printing.”*? Finally,
he invited counsel finding some precedent of value
in a memorandum opinion to cite it in his brief.®?

e, e, Mc’l)mmld Printing Co. v. Commissioner, B T.AM.
(- pam 28,013 (1928); Powers House Co. v, Commussioner,
B.T. 1\ M. (P-H) para. 28,011 (1928}

Y Memorandum Opinion, Black’s Law Dictionary (1
2014},

In the 1928-1930 volumes of the B.T.A. Reporter, | have
identified the following eleven published items with the head-
ing "Memorandum Opinion™ 10 BT.A. 3 (1928); 12 B.T.A. 865
(1928}, 12 B.T.AL 1195 (1928); 13 B.T.AL 552 (1928); 15 BT AL 608
(1929); 16 B.T.A. 1437 (1929); 16 BT.A. 1069 (1929); 18 B.T.A. 919
(1930); 18 B.T.A. 1044 (1930); 20 B.T. A 222 (1930); 20 BT A 808
{1930).

15 BTAL 1453 (1929); 16 B.T.A. 1474-75 (1929).

"5 TC 138991 (1945),

" Murum‘k, supra note 1, at 299 {emphasis added).

Oth ed.
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In the mid 1940s, it was not the Tax Court's
custom to cite memorandum opinions.#* Neverthe-
less, it made perfect sense for judge Murdock to
invite counsel to cite memorandum opinions to the
Court if counsel deemed the opinion to contain
some precedent of value so that the Court could
take into account how it had decided the same
question in the past.

C. Post-1945 Changes in the Court

By the time Judge Murdock reported in 1945, the
enduring aspects of the Tax Court as an impartial,
pre—a‘;ses%mem judicial forum responsible for de-
veloping a uniform body of case law had been
established. Post-1945 changes for the most part
only strengthen those enduring aspects.

1. Low-income and self-represented taxpavyers. Let
me begin my discussion of those changes by report-
ing on what the Court, together with the Commis-
sioner, practitioners, and others, has been doing to
make the Tax Court more accessible to self-
represented taxpayers, who constitute the majority
of petitioners seeking relief from the Court.

Petitioners appearing pro se filed 82 percent of all
of the petitions received by the Tax Court in FY
2015. Many of those petitioners elected to have their
proceedings conducted pursuant to a simplified
procedure for taxpavers with disputes involving
$50,000 or less who elect that procedure.®® Such
so-called small tax cases are heard subject to relaxed
rules of procedure and evidence, the results are not
subject to appeal by either party, the cases may be
resolved with a decision and a brief summary of the
reasons therefore, and the cases may not serve as
precedent.*® In FY 2015, 48 percent of the Court’s
cases were filed as small tax cases. But Congress’
edict for a simplified procedure for relatively small-
dollar disputes does not by itself solve the problems
faced by low-income, often self-represented, peti-
tioners. Many still need help in what may be a
first-time, and often intimidating, appearance be-
fore a court.

Over 40 vears ago, tax practitioners began to
assist self-represented petitioners before the Tax

S See, 0., Morroe v, Conmissioner, 7 T.C. 278, 286 n.4 (1946),
in which, in response to the taxpayer’s citation of a memoran-
dum opinion in support of his argument, we observed: "[I}t is
contrary to the custom of the Tax Court to cite memorandum
opinions, and when such opinions are cited in briefs, they are
not ordinarily referred to in a printed opinion of the Court
because such opinions represent only a decision on facts upon
rules of law already established.”

TG LR.C. section 7463

1 (a), (b

TAX NOTES, May 30, 2016

se visit www taxnotes com.

o))

{
L

JuRIU00 Aped paigy a0 urewop aygnd Aue ui buAdoo wiep jou saop sisAeuy xe] paatasas SIUBU Iy "9L07 S1sARUY Xe |



Court.t” Ta\pavc 1 assistance efforts received a sig-
nificant boost in 1998 when Congress enacted Inter~
nal Revenue Code section 7526.% Section 7526
authorizes the Secretary of the Treasury to make
grants of matching funds to assist “qualified low
income taxpaver clinics.”® Qualified low-income
taxpaver clinics are organizations described in the
statute that, among other things, represent low-
income taxpayers in Federal tax disputes for free or
for a nominal fee” In Ecbruarv 2016, the IRS
announced $10.72 million in 2016 matching grants
to 129 clinic recipients.”!

At our 74 trial locations, clinic representatives
and volunteer bar representatives appear at the
calendar call and are available to offer advice to
and, possibly, to assist self-represented petitioners.
It is standard procedure at the start of the calendar
call for the presiding judge to introduce those
practitioners and to invite self-represented petition-
ers to meet with one. We will then delay calling that
petitioner’s case until the meeting is completed.

We have endeavored to make our Web site infor-
mative and useful for low-income taxpayers. Under
the tab “Taxpayer Information,” on our Web site,
we provide detailed information about initiating
and conducting a Tax Court case, including a video
walking a taxpaver through the steps from receiv-
ing a deﬁciencv notice to appealing an adverse
decision.® One section of the video dramatizes
portions of a trial, so that the taxpayer can see what
will be expected of him at trial.

We have modified our pretrial procedures fo
better inform low-income petitioners of the pen-
dency of their cases and to facilitate interaction
between the petitioner and clinic representatives.
We include a standard notice with our mailings to
petitioners notifying them of local clinics. We notify
low-income petitioners of local clinics three times
before calendar call.

2. Expanding jurisdiction. | would like next to
discuss our expanded jurisdiction and some issues
that expansion has presented.

From the Court’s bet*irming until the 1970s, our
jurisdiction was principally to redetermine deficien-
cies in income, estate, and gift taxes. Beginning in

¥ See Keith Foge, Tavation with Representation: The Creation and
Development of Low-Income Taxpayer Clinics, 67 Tax Law. 3 (2013).
“Internal Rm enue Service Restr Lmsmug and Reform Act of
1998, Pub. L. 105-206, section 3607, 112 Stat. 685, 774-76.
”"I R.C. sec’mm 7526(a).
id. (by(1}
Tnternal Revenue Serv., 1R-2016-32, IRS Announces Low
Im‘s}me Taxpayer Clinic Grant Recipients (Feb. 26, 2016).
'y']271!7tsj/&" Information, United States Tax Court, http://
www.ustaxcourt.gov/taxpayer_info_introhtm (last visited May
2016).
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the 1970s, Congress added to our jurisdiction new
subject matters and new forms of relief. In 1974,
Congress gave us the authority to issue declaratory
judgments relating to the qua lification of retirement
plans for advantageou% tax treatment.” In 1976,
Congress added authority for us to issue declara-
tory judgments with respect to the status and
classification of certain tax-exempt organizations,”™
which authority was expanded in 2015 to include
the status and cla%ﬂ;iﬁcati(m of all section 501(c¢) and
(d) organizations.” Also in 1976, Congress autho-
rized us to review IRS refusals to abate interest in
collection cases” and to order the Secretary to
release the identity of persons to whom written
determinations pertain.”” In 1982, Congress autho-
rized us to award taxpayers reasonable admi11i¢.tra~
tive and htwatl(m costs.”® More recentl y, Ongress
has given us authority to review taxpayer chal-
lenges to a wide array of agency actions, including
ad]ustmentc to partnership tax returns,” co lectxon
actions," employment status determinations,” in-
nocent spouse relief determinations,® whistle-
blower claims,® and passport denials and
revocations for seriously tax-delinquent taxpay-
ers.®

Particularly noteworthy is Congress’” 1998 addi-
tion to our ;urlsdlctlon of the authority to review the
Commissioner’s decision following a CDP hearing
to proceed by lien or levy to deprive a taxpaver of

“Emplovee Retirement Income Security Act of 1974, Pub. L.
No. 93-406, section 1041(a), 88 Stat. 829, 949 (codified as
amended at LR.C. secti(m 7476).

*Tax Reform Act of 1976, Pub. L. No. 94-455, section 306, 90
Stat. 1520, 1717 (codified as amendeu at LR.C. section 7428).

Consolidated Appropriations Act, 2016, Pub. L. No. 114-
113, section 406(a), section 7428(a)}(1}, 129 Stat. 2242, 3120.

Tax Reform Act of 1976 section 1212, 90 Stat, at 1712
(codified as amended at LR.C. section 6404).

“Tax Reform Act of 1976 section 1201(a), 90 Stat. at 1660
(codified as amended at LR.C, section 6110(d)(3)).

“Tax Equity and Fiscal Responsibility Act of 1982, Pub. 1
No. 97-248, section 292, 96 Stat. 324, 572 (codified as amended at
LR.C. section 7430).

I, section 402(a), 96 Stat. at 653-55, 656-57 (codified as
amended at LR.C. sections 6226, 6228(a}).

nternal Revenue Service Restructuring and Reform Act of
1998, Pub. 1. No. 105-205, section 3407, LZ Stat. 683, 747-50
(codified as amended at LR.C. sections 6320, 6330).

ST payer Relief Act of 1997, Pub. L. No. 105-34, section
1237, 117 Stat. 788, 1020-23 (codified as amended at LR.C. section
742()}

internal Revenue Service Re structuring and Reform Act of
1998 section 3207, 112 Stat. at 734 (codified as amended at LR.C.
section 60015).

“Tax Relief and |
section 406{(a), section 762
LR.C section 7623 (ﬂ 43

Fixing America’s Surface tI‘ranﬁpm’iﬁ ion (FAST) Act, P UE
Lo Noo 114-94, section 32100 a), 129 Stat, 1729, 1749 (¢ od;fwd
LR.C. section 7345).

Jealth Care Act of 2006, Pub. L. No. 109432,
3, 126 Stat 2922, 295?»?‘} (codified at
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his property in satisfaction of his tax debt.?® Gener-
ally, tax collection questions arise separately from,
and subsequcm to, the determination of the taxpay-
er’s lability for the tax. If the taxpayer did not
receive a statutory notice of deficiency for the tax or
otherwise have the opportunity to dispute his tax
liability, then the taxpaver may raise in a CDP
hearmo not onlv strictly collection matters but also
the taxpayer’s underlying liability for the tax.®
Congress tims extended our jurisdiction as a pre-
payment forum to non-deficiency taxes that, previ-
ously, escaped judicial review except in a refund
pmcedure or, perhaps, in a bankruptcy action.

A principal difference between our legacy juris-
diction and our new areas of jurisdiction is that our
new jurisdictions often require us to review equi-
table determinations and exercises of ag,tncx discre-
tion. Our jurisdiction to consider CDP claims® and
to review agency determinations of innocent spouse
status® exemplify those aspects of our expanded
jurisdiction.

In reviewing agency actions, Federal district
courts generally look to the APA, which establishes
the default standards for judicial review of agency
rulemaking, ad}'udication, and other forms of
agency act}on ¢ The Tax Court, however, has for the
most part held itself aloof from the APA, declaring
in 2004 that “[t]the APA has never governed pro-
ceedings in the Court (or in the Board of Tax
Appeals).”?" | believe that not to be true for the
reasons Judge Holmes and | stated in Ewing ©
Commissioner.®* Briefly, the IRS is an agency thhm
the meaning of the AI’A,"” and, under the APA, a
person “aggrieved” by the IRS's action is, thus,
“entitled to judicial review ...in a court of the

¥ Internal Revenue Service Restructuring and Reform Act of
1998 section 3401{a) (iens), (by (levy), 112 Stat. at 746-50
{codified as amended at LR.C. sections 6320 & 6330, respec-
tively). In 2006, Congress made us the exclusive court to hear
such appeals. Pension Protection Act of 2006, Pub. L. No.
109-280, section 855, section 6330(d), 120 Stat. 780, 1019,

565ee 1LR.C. section 6330(c)(2)(B).

¥Se¢ Dubroff & Hellwig, supra note 8, at 482 & n.246.

S 1.R.C. section 6330(d).

FSer LR.C. section 6013(e).

TiSee 5 US.C. sections 701-706 (2012).

D Robinette v, Commiissioner, 123 T, 85, 96 (2004), rev'd, 4
- 3d -};*3 (8th Cir. 2006); accord Porter v. Commissioner, 130 T,
115, 117 (2008} ("Since its enactment in 1946 the APA h
generally not governed proceedings in this Court (or in its
pwdewt‘\wr the Buard of Tax Appeals).”).

72122 T 32, 56-71 (2004 (Hal pern and Holmes, |, dissent-
m;;;, rew'd in part, vacated in part, 439 F.3d 1009 (9th Cir. 2006}, See
alse Stephanie Hoffer & (‘,hi"ismp}wr I Walker, The Death of Tax
Court Exceptionalism, 99 Minn. L. Rev. 221 (2014}, for an iumi-
nating discussion of the Tax Court and the APA's default
§Lxdici& review standards.

35 U.S.C.osection 701D

39
C

1as
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United States”* so E(mg as the IRS action is “"re-
viewable by statute” or is otherwise “final agency
action for which there is no other adequate remed\,
in a court.”s The Tax Court is “a court of the United
States”9" and, for review of the IRS's actions, a
“reviewing court” subject to the APA’s judicial
review provisions.”” The APA’s default provisions
apply to a court’s review of agency action unless
Congress has directed otherwise by statute.”®

The APA addresses both the standard and scope of
a court’s review of agency action.”” The default
standard for review is the familiar abuse of discre-
tion standard.’ The APA provides two exceptions
to that default standard. First, it commands that a
reviewing court must set aside agency action “un-
warranted by the facts to the extent that the facts are
subject to trial de novo by the reviewing court.”!"!
Second, with respect to formal rulemaking, formal
adjudication, and other actions “on the record of an
agency hearing provided by statute,” it commands
that agency action “unsupported by substantial
evidence” must be set aside.’02

The APA suggests that the default scope of review
is the record made before the administrative
agency.’™ And, if the record before the agency does
not support the agency action, or there are other
defects in the record, the proper remedy is to
remand the action to the agency for additional
mvestigation or exp lanation. ¢4

1Y

PHd. section 702.

“Id. section 704.

“1d. section 702; see Freytag o. Commissioner, 501 U.S. 868, 888
(1991) (holding that the Tax Court is a “Courlt] of Law’ under
the appointments clause). Recently, the Court of Appeals for the
D.C. Circuit rejected a constitutional challenge to the President’s
removal power for Tax Court judges, holding that the Tax Court
is not a court exercising the Article III “judicial power of the
United States” when deciding cases but, rather, it is an Article |
legislative court exercising Article 1 executive powers when
deciding cases. Kuretski v. Commissioner, 755 E3d 929, 943 (D.C.
Cir. 2014). Albeit as dicta, the court dispels the fear that the Tax
Court is, itself, an “agency” and not “a court of the United
States” for purposes ot the APA. Id. at 944.

775 U.S.C. section 706.

WSeo Dickinson . Zurko, 527 U.S. 150, 154 {1999 (“[A]
reviewing court must apply the APA's court/agency review
standards in the absence of an exception.”’).

TSer 5 U.S.C. section 706

W4 section 706(2) (/\‘ (providing that the reviewing court
must set aside agency action that is “arbitrary, capricious, an
abuse of discretion, or otherwise not in accordance with law”™).

A section 706(2)(F).

214, section 706(2)(E),

WiSep i section 706(2) (flush language); see also Camp v. Pitts,
411 U5, 138, 142 (1973) (Where the standard of review under 5
L.S.Cosection 706(2)(A) is abuse of discretion, “'the focal point
for judicial review should be the administrative record already
in existence, not some new record made initially in the review-
ing court.”’}

SLla. Power & Light Co. v Lorian, 470 U.S. 729, 744 (1985).

TAX NOTES, May 30, 2016

Far more Tax Notes content, please visit www.laxnotes.com.

y
i

e

quBuY Aued pa Jo wewop oygnd Aue upuBuAdos wieio jou seop sisAleuy xe | paasesal siubu iy gL07 Sishleuy xe (9



To be sure, the APA’s governance of the Tax
Court review of IRS actions does not mean that the
standard of review is always abuse of discretion or
the scope of review is always no wider than the
administrative record. Those are the default stan-
dards, and the pertinent question in considering the
Tax Court’s exercise of a particular area of its
jurisdiction is whether by statute Congress has
express%y overridden the default standard.

A petition for the redetermination of a deficiency
intaxisa pehtmn for the review of an agency action
that should be governed by the APA 9" Both the Tax
Court’™ and the courts of appeals’” appear to
agree that such petitions are subject to a de novo
standard of review that is not de}imited by the
administrative record. And while that position may
be viewed as having been grandfathered under the
APA,Y the IRS's governing statute provides con-
siderable evidence that Congress intended the Tax
Court to depart from the APA default standards.’®
That does not mean that the APA does not apply to
deficiency cases. The APA still governs, but the
default standards give way to the alternative judi-
cial review provisions boveming trials of factual
issues mandated by the agency’s governing statute:
The administrative record does not delimit the
scope of review (trial de novo), and the standard of
review is de novo (unwarranted by the facts)."'®

A significant addition to our jurisdiction is our
authority to review the Commissioner’s denial of
equitable relief to so-called innocent spouses.' The
statute does not provide the scope or standard of
our review. After initially determining in 2002 that
the appropriate standard of review is abuse of
discretion,!'? we determined in 2004 that, while the

ng

1.5.C. section 703, addressing the form and venue of a
proc cedmv for judicial review of an agency action, includes the
“special statutory review proceeding relevant to the subject
matter in a court specified by statute.” Recently, in Ax o
Commissioner, 146 T.C. No. 10, slip op. at 15 (T.C. Apr. 11, 2016),
referring to 5 U.S.C. section 703, we stated: A deficiency case is
one such ‘special statutory review proceeding’, and the Tax
Court is the “court specified by statute.””’

WhGee, p.g., Ewing o. Commissioner, 122 T.C. 32, 38 (2004), rev'd

in part, pacated in opart, 439 F3d 1009 (9th Cir. 2006} (“Under
section 6213(a) and its predecessors, we (and earlier, the Board
of Tax Appeals) have ‘redetermined’ deficiencies de novo, not
hmited to the Commissioner’s administrative record, for more
than 75 years.”}.
See Wilson v, Connmissioner, 705 F.3d 980, 1003 n.3 (9th Cir.
2013} (Bybee, |, dissenting) (citing cases in support of the notion
that “[tlhe Tax Court’s review of tzxx deficiencies has, for largely
historical reasons, been held 1o be de novo™ )

W5Gee id.

Y500 Hoffer & Walker, supra note 94, at 255-56,

5 US.Cosection 706(2)F) (2 312,

T R.C. section 6015(e){(1)(A), (i

”gfmisun v Commissioner, 118 E.C 106, 125 (2002}, affd on
other grounds, 353 F34 1811 (10th Cir. 2003}

Pl
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appropriate standard of review is abuse of discre-
tion, we apply that standard (ie., determine
whether the Commissioner abused his discretion)
on the basis of a de novo record. V% In 2009, we
concluded that, as a result of a change in the
applicable statute, we must review the Qomm1s~
sioner’s decision with “a de novo standard of
review as well as a de novo scope of review.”* The
Federal courts of appea}s are not in agreement as to
what standards apply to the Tax Court’s review of
equitable innocent spouse claims

We also review the Commissioner’s determina-
tions in CDP cases.''* Again, the statute does not
provide the scope or standard of our review. We
have relied on legislative history and not on the
APA default to determine that the standard of re-
view is abuse of discretion when the underlying
liability is not at issue.”*” Nor do we follow the APA
default with respect to scope of review, holding that
in some instances we are not limited to the admin-
istrative record.''® We have been reversed on that
latter decision.!™®

Congress has provided neither the scope nor the
standard of review with respect to our new juris-
diction to review the Commissioner’s certifications
relating to passport denials and revocations for
seriously tax-delinquent taxpavers.'?¥ Likewise,
Congress has provided neither the scope nor the
standard of review with respect to our jurisdiction
to review whistleblower award determinations.’”!

The Supreme Court has addressed when a re-
viewing court may depart from the APA’s default

3y 4

standards for review of an agency action.’?? “Rec-
ognizing the importance of maintaining a uniform

" Ewing v. Commissioner, 122 T.C. 32, 43-44 (2004) (“'the APA
record rule does not apply to section 6015(f) determinations in
this Court’), rev'd fn part, vacated in pavt, 439 F3d 1009 (9th Cir.
2006

Wiporter v, Commissioner, 132 T.C. 203, 206-10 (2009).

WThe D.C. and Fifth Circuits agreed with the Tax Court’s
2002 position that abuse of discretion is the proper standard of
review. Mitchell v Commissioner, 292 F3d 800, 807 (D.C. Cir.
2002%; Cheshire v. Commissioner, 282 ¥.3d 326, 338 (5th Cir. 2002).
A divided Eleventh Circuit agreed with the Tax Court’s 2004
position that the Tax Court is not bound by the record rule.
Commiissioner v Neal, 557 FAd 1262, 1268-76 (11th Cir. 20098 A
divided Ninth Circuit upheld the Tax Court’s current position,
ie., de novo standard and scope of review. Wilson . Commis-
sioner, 705 F.3d 980 (9th Cir. 20133,

MO R.C. section 6330(d¥(1).

WiSee Goza v. Commissioner, 114 T.C. 176, 181-82 (2000).

YSE o, Robinette v Commissioner, 123 T.C. 85, 95-101 (2004),
rev’d, 439 F.3d 455 (Bth Cir. 2006),

USRebinette v Commissioner, 439 F3d at 459-62; see also
Murphy o Commissioner, 469 F.3d 27, 30-31 (1st Cir. 2006).

RO section 7345(c).
. section 7623(b)(4).
2 2Sep Dickinson v. Zurko, 527 1.5 150 (1999).
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approach to judicial review of administrative ac-
tion,” the Court has instructed reviewing courts to
“apply the APA’s court/ agency review standards in
the absence of an exception” in the agency’s gov-
erning statute.’* To depart from an Af’/\ default
staﬂdard the agency’s organic statute must show
“more than a poss;biht\ of a ... |different] stan-
dard, and indeed more than even a bare preponder-
ance of evidence”; the exception “must be clear.”?!

It is difficult any longer plausibly to argue that
the Tax Court is aloof from the APA default judicial
review standards. In Mayo Foundation for Mz’dzm[

Education & Research v. United States, 25 one questzon
was the deferential standard of review to be applied
to tax regulations. A unanimous Supreme Court
held that Chevron'?¢ deference applies with full
force to tax regulations, stating that it was “not
inclined to carve out an approach to administrative
review good for tax law only,” and noting that it
had “expressly ‘[rlecogniz{ed] the importance of
maintaining a uniform approach to judicial review
of administrative action.”'?” Recently, in Ax w
Commissioner,'*  although stopping short of ac-
knowledging that the Tax Court is a reviewing court
for purposes of the APA, we acknowledged that a
deficiency case is a “special statutory review pro-
ceeding’” within the meaning of APA section 703
and that the Tax Court is, within the meaning of
hat provision, the “court specified by statute 1%
Although acknowledging only that our decision “in
a deficiency case” is not at odds with APA section
706, the report is evidence that we are rethinking
our absolutist stand that the APA does not govern
proceedings in the Tax Court.!?

i

One final thought with respect to the APA. Many
vears ago, when | was a young tax lawyer, | asked
an older, more experienced tax practitioner whether
the APA was of much relevance to Federal tax law.
He said it was not, because, if it was, we would
know something about it. Times have changed. It is
time for the Tax Court to concede error and to

1. at 154,
4 at 154-55; see also Hoffer & Walker, supra note 94, at 244,
2562 US. 44 (20115,

PeChevron, LS. A, Inc. v Nat. Res. Def. Council, Inc., 467 US.
837 (1984).

‘37’m4f?z/r> Found. for Med. Educ. & Research v United States, 562
L5 at 55 (q*mémv D ‘ki:za’zm v Lurke, 527 US. at 154

f”"‘% T.C. No. 10 (T.C. Apr. 11, 2016).

“Id. slip op. at 15.

"WSee, ¢.q., Robinette v. Commissioner, 123 T.C. 85, 96 (2004)
("The APA has never governed proceedings in the [Tax] Court
(or in the Board of Tax Appeals).”), rev'd, 439 F.3d 455 (8th Cir.
20065 Porter v, Commissioner, 130 T.C. 115, 117 (2008) (“Since its
enactment in 1946 the APA has generally not governed proceed-
ings in this Court (or in its predecessor, the Board of Tax
Appeals).”).
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consider itself bound by the APA’s judicial review
procedures — just like all of the other Federal courts
that review Federal agency action.

3. Golsen doctrine. In 1970, the Tax Court made a
doctrinal change in how we establish a uniform
body of pxecedems We are a court with national
jurisdiction, and we have always understood Con-
gress to have intended us to decide cases uniformly,
regardless of where, in our national jurisdiction, the
case may arise."”! However, maintaining uniformity
has proved difficult since, with respect to appeals,
Congress inverted the triangle so that, from a single
national jurisdiction, Tax Court appeals spread out
among 12 courts of appeals, each for a different
circuit, or portion, of the United States.’s? Moreover,
appellate venue may not be certain because the
statute permits parties in all cases to appeal by
mutual agreement to any of those appellate
courts.'* Also, more than one petitioner in a case
may have the right to appeal, and each may have
the right to appeal to a different court of appeals.’™

Early on, the Tax Court concluded that it “should
decide all cases as it thought right.”?% In 1957, in
Lawrence v. Conmmissioner, we surveyed the history
of that position and reconsidered what we should
do when an issue comes before the Court a second
time, after a court of appeals has reversed a prior

Tax Court decision on the same point.!% We de-
cided that, while certainly we should consider the
reasoning of the reversing court of appeals, we
ought not follow the decision if we believed i
incorrect.’” Thus, we could adhere to our own
precedent under the doctrine of stare decisis, even
when reversed on appeal.

In 1970, in Golsen v. Commissioner,'* we created a
Narrow excephon to the Lawrence doctrine, app i-
cable when a case in the Tax Court is appealable to
a court of appeals that has taken a position on
precisely the same issue. Without conceding that we

U awrence v, Contmissioner, 27 T.C. 713, 718 (1957), rev’d, 258
F2d 562 (9th Cir. 19583,

PR R.C. section 7482(a) establishes jurisdiction for rm‘iew of
Tax Court decisions in the “United States Courts of Appeals
(other than the United States Court of Appeals for the Federal
Circuit).” Section 7482(b} prescribes venue.

6 1LR.C. section H?W{b}{"f}

HGpp, e, Estate of Israel v. Commissioner, 108 T.C. 208, 226
(1997} (Tax Court not bound by Golsen since LR.C. section
7482(b)(1) allowed for multiple possible venues where co-
executors resided i different circuitss, rev'd and remanded sub
nomnt. Estate of Isracl v, Commissioner of LR.S., 159 F3d 593 (D.C.
Cir. 1998).

Y5Gee awrence . Commifssioner, 27 T.C. at 717

e,

VLA at 719220 see also Lavdas v Commissioner, 99 T.0. 490, 494
(1992} (explaining Lawrence doctrine).

U5 T.C. 742 (Y970), affd, 445 F2d 985 (10th Cir. 1971}
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lacked the authority to render a decision inconsis-
tent with any court of appeals (including the one to
which an appeal would lie), we recognized that it
would be futile and wasteful to do so where it
surely would be reversed.”™ Pursuant to the Golsen
dochme the Tax Court will follow a court of
appea " decision that s squarely on point where
appeal from the Tax Court’s decision lies to that
court of appeals and to that court alone.'#¢

The Golsenn doctrine, properly understood, is
grounded not on recognition of the court of appeals’
decision as binding precedent but, instead, is
grounded in notions Cof efficiency and “better judi-
cial administration”™¥! — that is, the recognition
that it would be futile and wasteful to render a
decision that would surely be reversed.'* Thus,
Golsen does not bind us to follow precedent that we
may judge to have lost its vitality vet has not been
overruled or precedent that allows itself of some
distinction. In Lardas v. Commissioner,'*? for instance,
we did not follow a circuit precedent when it was
not clear to us that the circuit court would disagree
with our analysis.

In Golsen, we crafted only a narrow exception to
Lawrence. In Lawrence, Judge Murdock, the author ot
that report, admonished us: “Stick to your guns!”
Golsenn amended that admonition only slightly; we
now say: “Stick to your guns (except where it
would be futile)!” Judge Murdock might readily
have accepted Golsen’s gloss on the Lawrence doc-
trine.

4. Memorandum opinions. Since Judge Murdock
reported in 1945, the Court’s practice with respect
to memorandum opinions has changed dramati-
cally. Memorandum opinions have come to pre-
dominate Tax Court decision making, and
published reports are exceptional. More illuminat-
ing than to compare the absolute numbers of pro-
ceedings that in any year we disposed of by
memorandum opinions is to look at the changing
ratio of memorandum opinions to published re-
ports.}# The annual number of published reports
has fallen precipitously as the annual number of

I at 756-57; see also Lardas v, Commissioner, 99 T.C. at 495
{e xh:(aminw Golsen). o .

'Colsen v. Commissioner, 54 T.C. at 757; see also Lardas v
Compmissioner, 90 T.O. at 495 (\\ﬁmio;xing that, “bearing in mind
our obligation as a national court, ... we should be careful to
app v thv Golsen doctrine only Lmder circumstances where the
hol d}i‘“ of the Court of Appeals is squarely on point”)

i f,m’,se yov Commissioner, 54 T.C. at 757.
Y2 ardas v Commuissioner, 99 T.C. at 495,
A
"in changing focus from proceedings disposed of by
memorandum opinions in any period to the number of memo-
randum apinions in that period, it must be kept in mind that the
number of memorandum opinions may be less since more than
{(Footnote continued in next column.
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memorandum opinions has increased, so that the
ratio of published to unpublished reports has de-
creased dramatically. | set forth in an appendix a
breakdown at ten year intervals and for the last five
vears of the number of published reports versus
memorandum opinions. The trend is an increasing
ratio of memorandum opinions to published re-
ports. In 1935, the ratio was almost equal, 1.36
memorandum opinions to one published report. In
2015, it was 8.13 memorandum opinions to each
published report.

Not only has the ratio of memorandum opinions
to published reports increased dramatically, but the
Court has abandoned its custom of not citing
memorandum opinions and, indeed, has made
changes that facilitate their citation.

In Apri 1954 we began numbering memoran-
dum opinions serially, e.g., T.C. Memo. 1954-1, T.C.
Memo. 1954-2, and so forth. Since September 1993,
we have made our memorandum opinions acces-
sible on our Web site. In June 2012, we announced a
uniform method of citing pages in memorandum
opinions and stated that we would follow the
announced method for spot-citing memorandum
opinions.™ " With minor exceptions, our memoran-
dum opinions no longer briefly report a conclusion
without elaboration. Almost all memorandum
opinions are subdivided into “Findings of Fact”
and “Opinion” or “Background” and “Discussion.”

The official position of the Tax Court appears to
be that, with respect to memorandum opinions, we
are not bound by the doctrine of stare decisis.’* Yet,
that position notwithstanding, Tax Court case law,
for decades, has simultaneously affirmed a signifi-
cant persuasive value for memorandum opin-
ions.'#” For example, in one memorandum opinion,

one proceeding (i.e., docket entry) can be addressed in a single
memorandum opinion. Likewise for published opinions.

"5Gee Press Release, United States Tax Court, The Tax Court
Announces a Uniform Method of Spot-citing Memorandum
Opindons (June 26, 2012) (available at Press Relenses, United
States Tax Court, http://ustcintranet/press.him (last visited
May 2, 2016}). We desc nba‘d memaorandum opmmns much as
judge .\’Eurdm,k did in 1945, viz, “generally ... [addressing] cases
that do not involve novel legal issues and in which the law is
settled or the result is factually driven.”

YSE o Huffman v Commissioner, 126 T.C. 322, 350 (2005)
("memorandum opinions are not binding”), aff'd, 518 F.3d 357
(6th Cir. 2008); Dungway v, Commissioner, 124 T.C. 80, 87 (2005)
(memorandum opinions “not binding precedent”’); Nico v. Coni-
nissioner, 67 T.C. 647, 654 (1977} {memorandum opinions not
“controlling precedert”), affd in part, rev'd in parf on other
qrounds, 565 F.2d 1234 (2d Cir. 1977); Singer v. Conmissioner, T.C.
Memo. 2016-48, 2016 WL 985580, at 714 (memorandum opinions
are “nonbinding precedent”).

YWE g, McGalt o Commissioner, 17 T.C. 1458, 1459-60 (1952},
rev'd, 210 F2d 769 (9th Cir 1954y Convergent Techs., Inc. v
Conmmissioner, T, Memo. 1995-320, 1995 W, 422677,
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after declaring that another memorandum, ’ bemg, a
memorandum opinion of .. . [the] Court,” was “not
controlling precedent,” we opmed that "given the
substantial similarity of the factual foundation,”
there was “no reason why we should not follow the
same analytical appmach that we utilized” in that
other memorandum opinion.™* Recently, in a fidu-
ciary liability case, we grappled with the ¢ question
of who bore the burden of proof as to the estate’s
insolvency.* Not only did we cite to several
memorandum opinions provided by both sides on
that question of law because of the lack of a
dispositive division opinion, but we designated the
resulting report apparently settling that question of
law as a nonprecedential memorandum opinion.!s

The classification of opinions by precedential
weight serves an important signaling function. The
Court’s relatively indiscriminate citation of memo-

randum and published opinions risks confusion
and frustrates the signaling function that classifica-
tion ought to achieve. In b()th cases cited above, the
prior m emorandum opinions that the Court found
persuasive were misclassified since there was no
underlying published report on which they relied.
The resulting memorandum opinions were misclas-
sified for the same reason.

I do not, however, favor as a solution that we end
the confusion by ending the use of memorandum
opinions, publ ishmo {IH of our reports in the Tax
Court reports. We enjoy a large volume of cases,
and, truly, many of them fit Judge Murdock’s
description of cases fit for memorandum opinions
because they are governed by another case, or by
well-settled published reports of the Court, or in-
volve a failure of proof. There are of course other
cases fit for disposition by unpublished report, and,
by custom and necessity, the Chief Judge must
make that decision. We should maintain our classi-
mati(m system because it serves a useful “signal-
ing’ functmn, advising readers of the significance
we give to our opinions.

I do, however, favor reviving the custom of our
not citing memorandum opinions. A possible ex-
ception is where the Court is distinguishing a prior
memorandum opinion to show that, contrary to a
party’s argument, the Court’s present decision is
not inconsistent with its prior application of settled
law.

If no published report can be found to support a
point of law, then a judge should set forth the
analysis of anv relevant memorandum opinions,

S onwergent Techs., im: v, Commissioner, T.C. Memo. 1995-
220, 1995 WL 422677, a
" See Simger v (‘Uﬁznils"ﬁiﬁimy T.C. Memo, 2016-48.
Ma)/i
i,
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but he should indicate the report for publication in
order that the precedential value of his analysis
adopted from the memorandum opinions be estab-
lished as authoritative precedent subject to appro-
priate deference under the doctrine of stare decisis.

The Chief Judge reviews and classifies all reports
and can assure that we adhere to our revived
custom of not citing memorandum opinions. Un-
doubtedly, she will keep in mind Judge Murdock’s
admonition that doubts as to whether a case should
be in memorandum form or printed are resolved in
favor of printing.

Implementing my suggestion will take time, but
think that we can recover the ground that we have
lost in far fewer years than it took for us to lose it

D. What the Future May Hold

Before I close, | would like to say just a few things
about the IRS's plans for the future of tax admm}s—
tration. As reported by the National Taxpayer Ad-
vocate, Nina Olson, the IRS has directed significant

resources to creating a ”future state” plan that
details how the agency will operate in the next five
years.'®! Implicit in the plan, she reports, “is an
intention on the part of the IRS to substantially
reduce telephone and face-to-face interaction with
taxpayers.”**? Taxpayers will be encouraged to in-
teract with the agency through online accounts or
with the assistance of third parties like tax return
preparers or tax software companies.'>* She worries
that that approach will increase compliance costs
for millions of taxpayers and, as taxpayers lose their
ability to speak with IRS employees either by tele-
phone or at walk-in centers, will increase taxpaver
frustration with the system.’™ She notes that, while
some pre-filing contacts may require only generic
answers, post-filing contacts are almost always
account-specific and require IRS employees to
study the details of the taxpaver’s account to re-
spond.'®?

So, what is the implication for the Tax Court? As
taxpayers grow frustrated with the IRS, they are
likely to turn to the Tax Court for relief, where filing
fees are minimal and the service is personal. Indeed,
recent comments by the IRS’s Chief Counsel may be
a harbinger. Tax Analysts reported on March 14,
2016, that IRS Chief Counsel William ]. Wilkins had
announced plans to hire additional attorneys who

312015 Nat'l Taxpayer Advoc. Ann. Rep. vol. 1, at 3 (can be
found at htip://www TaxpaverAdvocate.irs.gov /2015Annual

Report; last visited, May 3, 2016).
152y .
£,

U
YA at 34
P01 at 4.
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will work on the Tax Court’s small-case docket.’5*
Mr. Wilkins attributed the increase to an uptick in
the number of small cases, although he could not
say whether the uptick was temporary or perma-
nent. My suspicion is that, given taxpayer frustra-
tion with budget-driven IRS service curtailments,
the uptick is permanent.

Recourse to the Tax Court is a high-cost alterna-
tive to resolving disputes that, in many cases, could
more efficiently be resolved by telephonic or face-
to-face contact within the agencv.

E. Conclusion

Since Judge Murdock reported in 1945, our his-
tory has been one of change within continuity. Our
unique role of providing an impartial, prepayment
judicial forum responsible for developing a uniform
body of case law has been continued and enhanced.
Congress has added to our jurisdiction, and we,
together with others, have facilitated access to the
Tax Court for low-income and unrepresented tax-
payers. We are adjusting to our new responsibilities
to review equitable determinations and exercises of

PeWilliam R, Davis, “IRS to Hire More Attorneys to Handle
Small-Case Docket,” Tax Notes, Mar. 14, 2016, p. 1282,
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agency discretion. [ hope that we will reconsider
our reliance on memorandum opinions.

My last quarter century as a judge on the United
State Tax Court has been the highlight of my
professional career. What other kind of job is there
that lets you wear a costume to work, listen to
stories all day, and write endings.

F. Appendix

Ratio of T.C. Published Reports to
Memorandum Opinions

Year Published Memorandum Ratio

1935 344 467 Ito 1.36
1945 261 385 1to 1.48
1955 274 336 1to 1.23
1965 134 328 1 to 245
1975 205 373 1to 1.82
1985 137 630 1 to 4.60
1995 64 610 I to 9.53
2005 34 299 1to 879
2011 47 300 1 to 6.38
2012 42 360 1 to 857
2013 38 296 1t07.79
2014 45 259 1to 5.76
2015 31 252 1to 813
Totals 1,656 4,895 1to 2.96
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New Partnership Audit Rules,
and the Partnership and LLC
Agreement Provisions They
Make Necessary




Forthcoming, Southern Law Journal

STATUTORY CHANGES IN PARTNERSHIP TAX AUDITS AND THE RESULTING
NEED FOR CHANGES IN PARTNERSHIP AGREEMENTS

EpWARD B. Hymson!

I. INTRODUCTION.

In November, 2015, Congress repealed the Tax Equity and Fiscal Responsibility Act of
10827 (TEFRA) partnership audit rules and provided new partnership audit rules (also applicable
to Limited Liability Companies (LLC) electing to be taxed as partnerships) effective for tax
years beginning after December 31. 2017.° The Bipartisan Budget Act of 2015" and technical
amendments included in the 2016 Consolidated Appropriations Act” (collectively BBA) rewrote
the Internal Revenue Code (L.LR.C.) partnership audit provisions and inserted conforming
amendments elsewhere in the code.’ In May. 2017, the Internal Revenue Service (IRS) issued
proposed regulations, to be used until final regulations are issued and sought comments due in
August 14 of the same year.” The BBA imposes an audit regime that is tfundamentally different
from the partnership audit regimes that preceded it. Implementation of the BBA depends on the
extensive structure of rules that the Internal Revenue Service (IRS) has presented for comment
and implementation.

The BBA statutory provisions and IRS regulations impose on partnerships (as opposed to
individual partners) the obligation to identify and pay any deficiency® unless the partnership
meets the conditions required to elect out of the BBA audit rules” or chooses to shift payment to
partners.'’ Individual partners are bound by the partnership level rulings on tax liability.'’ Each
partnership must elect a single partnership representative (PR} who is the sole point of contact
with the IRS during the audit and whose actions bind both the partnership and its individual
parmers.12 Any deficiency is paid by the partnership in the year the adjustment becomes final,
rather than by the individual partners, unless the partnership elects to push out payment of
deficiencies found when the partnership is audited to those who were partners in the reviewed

" Edward Hymson is a research fellow at the State Bar of New Mexico. The views expressed in the paper are those
of the author and do not necessarily reflect the views of the State Bar of New Mexico. While every effort has been
made to make sure that facts and references are correct, readers should independently confirm all legal conclusions
and citations found in the paper. The paper does not constitute legal advice. Any errors that remain in the paper are
the fault of poltergeists.

PP.L.97-248 (1982): repealed by Pub. L. 114-74 § 1101(a).(b).

YLR.C.§6241(2) (2018).

" Pub. L. No 114-74, §§ 1101(a). (b). (c).

“Pub. L. No. 114-113, Div. Q § 411

“LR.C. §§ 6221-6241 (2015).

" Centralized Partnership Audit Regime (REG-136118-15): 82 FR 27334; IRS-2017-0009: 26 CFR 301.

IR.C. § 6221(a).

TLR.C.§6221(b).

LR.C.§6226

TIR.C.§6221(b)(1).

el

CLR.CL§6223(a).



year. "> Both the BBA and implementing regulations substantially upend the prior system of
auditing individual partners, changing both procedures and each individual partner’s substantive
rights.

The new BBA tax audit structure makes it desirable to include in partnership and LLC
agreements provisions that address how the partnership will handle the elections inter-partner
obligations. and relations between the partnership. its partners. and the IRS under the new audit
and assessment procedures. Partnership and LLC agreements should address who will be the PR
and his or her obligations to the partnership and partners. The agreements should consider the
obligation of reviewed year partners to audit year partners and to each other. Finally. agreements
should address who will be responsible for payment of deficiencies, interest, and penalties.

The provisions of the BBA and its mmplementing regulations are described in the next
section. The following section suggests partnership agreement provisions that address issues
raised by the new tax audit rules and resulting changes in relations among partners or LLC
members and their entities.

I1. Summary of BBA Changes to Partnership Audit Rules.

A. The IRS Determines Partnership Tax Adjustments at the Partnership

Level Unless the Partnership Elects Out of the Regulations; LR.C. § 6221
Adjustments to items of partnership income. gain. loss. deduction, or credit for the
partnership taxable vear and all partner distributive shares are assessed. adjusted. and collected at
the partnership level instead of from individual partners.”® However, a partnership required to
furnish 100 or fewer partner statements in a tax vear to qualified partners may elect on its return
to be excluded from the BBA rules (elect out) by notitying the IRS and each partner of the
election.” To elect out all partners be qualified partners. Qualified partners include individuals.
C corporations, foreign entities that would be treated as a C corporation if they were domestic
entities. domestic partnerships and LLCs. S corporations, and the estate of a deceased partner.'®
Fach shareholder of an S corporation must be furnished a statement, disclosed to the IRS, and
receive one of the 100 or fewer partner statements permitted if the partnership chooses to elect
out of the BBA audit regulations.'’ Single member LLC (disregarded entity) partners disqualify
the partnership from electing out.'® The IRS is directed to preseribe the manner of disclosure of
name and taxpayer identification number of partners and S corporation shareholders.'” The IRS

is given authority to identify acceptable additional classes of foreign or domestic partners.”’
Eligibility to elect out is measured by the number of statements furnished to eligible partners
during the year. not simply the number of partners and S corporation shareholders.”’ The count
includes both the statements issued to an S corporation and all statements issued to S corporation

PILR.C. §6226.

Y R.C. § 6221(a). The definitions for each of these terms are found at Prop. Treas. Reg. §301.6221(a)-1(b).
PLR.C.§6221(b)(1).

133 /E}

TLR.C.§ 6221(b)(2).

¥ Prop. Treas. Reg. § 301.6221(b)-1{b)(3)(ii).

PIR.C.§6221(0) 120 A).

YLR.C. 8§ 6221(BY2UBIL(C).

! Prop. Treas. Reg. §§ 301.6221(b)-1(a).(b)(1)(ii).



shareholders.™ Thus, for example, a partnership that has 50 partners. including one S
corporation partner with 50 shareholders has issued 101 statements, one to each partner including
the S corporation. and one 1o each S corporation sharcholder. It therefore does not qualify for
election out of the partnership rules.”

The process of counting the number of statements issued can become quite complex.”* For
example, if a husband and wife separately own an interc,st in a partnership. they are counted as
two partners because they receive separate statements.” However. a husband and wife who hold
the partnership interest as community property and receive one statement are counted as one
partner even though each owns a one half interest in the partnership share.”® If a partner sells his
or her interest to a non-partner during the tax year, both the selling partner and the purchasing
partner receive statements for that vear.”” If issuing the two statements results in more than 100
statements being issued by the partnership the partnership cannot elect out of the regulations.™
Similarly, if a partnership that would otherwise have issued 100 statements has to issue 10]
statements because a partner dies during the tax year and one must be issued to the deceased
partner for the period the partner was alive and another to his or her estate for part of the year
covering the period after death the partnership becomes disqualified from electing out.”

An S corporation is an eligible partner even if one or more of its shareholders is not an
eligible partner.”’ However. trusts, ineligible foreign entities. disregarded entities.”’ a nominee
for another, or an estate of a deceased person other than a deceased partner are ineligible and
disquality the partnership from electing out. 2 A forcion entity is an eligible entity if it would be
treated as a C corporation if it were a domestic u]m\ Thus, the foreign entity qualifies if it is
an association taxable as a per se corporation.’ * a corporation by default.”” or a corporation by
election.®

To elect out of the BBA regulations. the electing partnership must disclose to the IRS
information about each person that was a partner at any time during the taxable vear, including
each partner’s name, taxpayer identification number, Federal tax classification, a statement that
cach partner is eligible. and all other information the IRS requests.”’ It must also disclose the
same information for each shareholder of an S corporation partner.”® Finally. the partnership
must notify each partner of the election within 30 days of making it

* Prop. Treas. Reg. § 301.6221(b)-2(b)(2)(ii).

= Prop. Treas. Reg. § 301.6221(b)-2(b)(2)(ii1), Ex. 4.

H Prop. Treas. Reg. § 301.6221(b)-2(b}2)(iii).

> Prop. Treas. Reg. § 301.6221(b}-2(b)}2)(iii), Ex.

** prop. Treas. Reg. § 301 O" H(b)-2(bX2)(i1), Ex.

7 Prop. Treas. Reg. § 301.622 1{b)-2(b}2)(iif), Ex.

*1d

* Prop. Treas. Reg. §

v " Prop. Treas. Reg. §§
' Described in Treas. Re

S

301.622 1 3) 2(bY 21y, Ex.
301, (22 b)-2(bYW 3 301.6221(b)-30v), Ex. 2.
.8 301 77(} 1-2(eX2)).

’)

e

Pmp Treas. Reg. § 301.6221{(b)-2(b)(3)(i1).
Pmp Treas. Reg. § 301.6621(b)-2(b)3)iii).
I;ws Reg. § 301.7701-2(b)(11.(3)~(8).

* Treas. Reg. § 301.7701-3(b)2)(I)}B).

® Treas. Reg. § 301.7701-3(c.

Pmp Treas. Reg. § 301.662 1(b)-(3)}c)2).

38
1d.
Pmp Treas. Reg. § 301.6621(b)-(3)(d).



A partnership that has elected out of the BBA rules and is a partner of a partnership that has
not elected out is subject to the BBA rules with respect to its interest in the non-electing
partnership.*

B Fach Partner’s Tax Retwrn Must be Consistent with the
Partnership Tax Return; I R.C. ¢ 6222,

Fach partner must treat each item on his or her tax return that is attributable to a partnership
consistently with its treatment on the partnership return.’'  Consistency includes consistent
amount, timing, and characterization of each item."> The rule applies to a partnership partner,
even if that partner 15 itself a partnership that has elected out of the partnership rules with respect
to its own partners. ' Each partner’s return must be consistent with the partnership’s return and
all Schedule K-1 partnership statements it issues even if the partnership incorporating the
information from a K-1 has itself elected out of the rules unless the partner files notice of
inconsistent treatment.*’ )

Any discrepancy is treated as an underpayment caused by a mathematical or clerical error®
unless the partner receives incorrect information from the partnership™® or the partner files a
notification of inconsistent treatment with the partner’s return.”’ Treatment as a mathematical
error means that the partner may not challenge IRS adjustment of the inconsistently reported
items on a partner’s return or determination of the resulting underpayment.” A partner’s
inconsistent treatment is permitted only with respect to those items specifically identified in the
partnet’s notice of inconsistent treatment.”” A partner must file a notice of inconsistent treatment
if the partnership does not file a return and the partner takes into account partnership items when
filing his or her return.”” A notice of inconsistent return may not be used with respect to an
administrative adjustment by the partner‘;hlp *' 1t also may not be used with respect to a final
decision in a proceeding before the IRS.™ An adverse decision with respect to a partner’s
inconsistent Posmon is not binding on the partnership unless the partnership is a party to the
proceeding.”

[t a partner receives incorrect information from the partnership and files a return relying on
that inconsistent information, the partner is treated as if he or she gave notice of inconsistent
treatment.”’ To utilize this exception to the general rule a partner must show that treatment was
consistent with the information on the Schedule K-1 the partner received and make an election in

“ Prop. Treas. Reg. § 301.6621(b)-3(d)(2) Ex. 2.
TIR.C.§6222(a).

. Prop. Treas. Reg. § 301.6622-1(a) 1)

+ Prop. Treas. Reg. § 301.6622-1(a)2).

H Prop. Treas. Reg. § 301.6622-1(a}5) Ex. 6.
BIRC. § 6222(by: I rop. Treas. Reg. § 301.6622-1(b)2).
PLR.C.§6222(cH2).

TILR.C. § 6222(c)(1); Prop. Treas. Reg
" Prop. Treas. Reg. § 301.6622-1(b)(1

45

2. §301.6622-1(c)(1).
)
1

“Prop. Treas. Reg. §§ 301 6622-1(c) 113
f“ Prop. Treas. Reg. § 301.6622-1(a)(3).
' Prop. Treas. Reg. § 301.6622-1(c)(2).

57

2 1d
" Prop. Treas. Reg. §

§ (CX4)(ih)
 Prop. Treas. Reg. §

622-1
622-1(d)(1)(H).



writing within 60 days of receiving notice of the inconsistency.” If a treatment on a Schedule K-

1 is unclear. upon audit the partner may file a statement of inconsistent position and explain why
. . . . . .56

the partner’s treatment is consistent with the schedule provided by the partnership.”

C. BBA Tax Audits Occur at the Partnership Level, Are Managed Solely by the
Partner Representative, and Bind All Partners to the Audit Results; LR.C. & 6223

EFach partnership must designate either a partner or any other person with a substantial
presence in the U.S. as its PR.”7 The PR has the sole authority to act on behalf of the partnership
with respect to an audit by the IRS.™ The actions of the PR as well as any final decision in a
proceeding with respect to the partnership are binding on the partnership, all partners in the
partnership. and all other persons whose tax liability is directly or indirectly determined by the
IRS decision.”” The IRS may select the PR if the partnership does not.”’ There may be only
one PR for each partnership taxable vear; however, the PR may resign, be removed by the
partnership in accordance with the terms of a partnership agreement. and replaced at t}c
beginning of an audit or on filing an Administrative Adjustment Request (AAR).®" Any person®
with a substantial presence in the U.S.. who is available to meet in person with the IRS. has a
U.S. street address and telephone number. and U.S. taxpayer identification number may be a
PR.* The partnership must designate a PR separately for each tax vear.” A PR may resign by
notifying the partnership and the IRS in writing of the resignation and may include designation
of a successor PR with the resignation.”” If no successor PR is named. the partnership will have
an opportunity to designate the successor PR.

An entity (such as an accounting or law firm) may be a PR only if the entity. in consultation
with the partnership. appoints a single person to act for that entity as the entity partnership
representative (EPR) for all purposes.”” The EPR is appointed when the entity is designated.”®
An EPR may resign and may designate a successor. it the EPR does not. the partnership will be
given an opportunity to designate a successor.”” If the designated entity does not appoint an EPR
the IRS may determine the EPR.”"

A partnership may revoke a designation of a PR at commencement of an audit when the IRS
serves a notice of administrative proceeding (NAP) on the partnership or when the partnership

7 Prop. Treas. Reg. §§ 301.6622-1(d)( 1)(1). (i1).(d)2)(D)

Prop. Treas. Reg. § 301.6622-1{(d)2)(i1i),(d)}3), Ex.
TIR.C. § 6223(a).
1d.

* Prop. Treas. Reg. § 301.6223-2(a). Thus partnership and all partners are bound by the actions of the PR and by

any final decision in a proceeding brought with respect to the partnership; LR.C. § 6223(b).
GO [d
o Pmp Treas. Reg. §§ 301.6223-1{a)(d)}2).

ﬁ(,

TLR.C.§ 7701 a) 1)
° Prop. Treas. Reg. §§ 301.6223-1(b).(2)
* Prop. Treas. Reg. § 301.6223-1(c).(1)
* Prop. Treas. Reg. § 301.6223-1(d)(1)

1
" Prop. Treas. Re
* Prop. Treas. Re
% Prop. Treas. Re
57

§ 301.6223-1{b).(3)(1).
§§ 301.6223-1(b)L(3)(ii). The EPR is designated on the partnership return, /d.
§301.6223-H{d)(3).
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files an AAR.”" During an administrative proceeding a revocation must include designation of a
new PR.”? A partnership may revoke a designation by notifying the PR and the IRS in writing
and designating a successor.”” The general partner who was a partner at the end of a tax year
may sign a revocation of PR: a partner other than a general partner may sign a revocation of PR
only if no general partner remains who is eligible to sign the revocation.” A member-manager
of an LLC is treated as a general partner and a non-manager member is treated as other than a
general partner.” If a PR is designated by the IRS. it can only be revoked by the partnership
with the approval of the IRS.”® The revocation and appointment must be made in writing. under
penalties of perjury. stating that the partner is authorized to revoke the designation of PR, has
provided a copy of the revocation to the PR whose designation is being revoked. and the
designation of a new PR.”” If the IRS determines there is no PR. the partnership has 30 days to
select a new PR before the IRS selects one for the partnership.”® If the IRS selects a PR, it will
do so based on the majority of interest of par’mers general knowledge of tax matters,
administrative operation of the partmrshlp the person’s access to partnership books and records,
and whether the person is a U.S. person.

Termination of a PR does not affect the validity of decisions the PR made prior to the
effective date of termination.”” Except for a partner PR. no partner or other person may
participate in an examination or other proceeding involving the partnership without the
permission of the IRS.® No state law. partnership agreement. or other agreement may limit the
authority of the PR or EPR.® Any partner recourse against a PR must be based on breach of
contractual provisions in the partnership agreement or on breach of law.

D. The IRS May Adjust Partnership Tax Liability and Partners’ Distributive
Shares of Income, Gain, Loss, Deduction, or Credits; LR.C.§ 6225,

The IRS may adjust any tax hability including adjustments to any partners” distributive share
of tax Hability.* A partnership adjustment is any adjustment to any item of incomc gain, loss.
deduction. or credit of a partnership. or any partner's distributive share thereof.** The amount of
the adjustment the IRS determines to be underreported is the imputed underpayment.*> The
adjustments follow an IRS audit, negotiations between the partnership’s PR and the IRS, and
requests by the partnership for modification based on additional information provided by
individual partner amendments to initial returns or through the PR.

Prop. Treas. Reg. §§ 301.6223-1{e}2).(6)Ex.
Prop. Treas. Reg. §§ 301.6223-1(d) ( )(L)(f)) h 2.
" Prop. Treas. Reg. § 301.6223-1(e)(1). Failure to designate a successor PR makes the revocation invalid, /d.
“ Prop. Treas. Reg. § 301.6223-1(e )(a)(i)
s Prop. Treas. Reg. § 301.6223-1(e)(3)(i1).
o Prop. Treas. Reg. § 301.6223-1(e}r)
7 Prop. Treas. Reg. § 301.6223-1(H)(1)
Rz
" Prop. Treas. Reg. § 301.6223-1(f)(6).
' Prop. Treas. Reg. § 301.6223-2(b)
:I Prop. Treas. Reg. § 301.6223-2(c). See also Prop. Treas. Reg. § 301.6223-2(d) Ex. -5,
T id
TIR.C.§6225(a):
PIR.C.§6241(2) 00 8): Prop. Treas. Regs. §§ 301.6221(a)-1( )m ’mp Treas. Reg. §§ 301.6241-1(a)(1).(6).
PTLR.C.§6225(a): LR.C. § 6242(b)(2018). Prop. Treas. Reg. j 301.6241-1(a)(3).
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Imputed underpayments are determined mitially by netting all adjustments of tax items and
multiplying the net amount by the highest statutory rate of tax for the reviewed year. which is the
vear to which the item being adjusted relates.”® When the IRS completes its initial audit it issues
a notice of proposed partnership adjustment (NOPA) based on application of the highest
statutory tax rate to the amount it claims is owed by all partners. " The imputed underpayment is
then negotiated with the PR and is determined after exchange of information. review of partner
provided evidence of tax rates applicable to each individual partner. and any appeal. ™ The
applicable rates of tax are applied to each partner’s distributive sharc ¥ Adjustments that only
affect partners” distributive shares are disregarded and are not netted.” Adjustments are taken in
the adjustment vyear, which is the vear in which a decision as to an imputed underpayment
becomes final”' and all challenges have been adjudicated and determined. either by IRS final
partnership adjustment, or by final court decision.”” Adjustments taken in the adjustment year
include adj ugtmcms to partners” distributive shares even if there is no net underpayment by the
partnership.”

Imputed underpayments are grouped into different categories and adjustments are computed
for each group: they are then netted.” The imputed underpayment paid by the partnership is
calculated by multiplying the total netted partnership adjustment by the rate of Federal income
tax adjusted to reflect the applicable tax rate of different partners.”” There are four groupings
used by the IRS in its analysis. 1) reallocation grouping of distributive shares, 2) credit grouping
of items that are taken as credits on a partnership return, 3) creditable expenditure grouping. and
4y a residual grouping (that can be made up of sub-groupings) of any remaining adjustments.”

Each partnership adjustment that reallocates the distributive share of an item from one or
more partners to other partners is a separate reallocation grouping. T Adjustments within each
grouping are netted together: they are not netted against other groupings. o8 Only positive
adjustments are taken into account in calculating the total netted partnership adj ustments.”” Net
non-positive adjustments in a grouping (i.e. those that do not result in an imputed underpayment)
are disregarded.' There can be more than one imputed underpayment.'’'  General imputed
underpayments are computed separately from specific imputed underpayments.m2

¥IR.C. § 6225(b)( 1): LR.C. § 6225(d)(1).

¥ Prop. Treas. Reg. § 301.6225-1(a)(2).

* Id The negotiation process proceeds through use of an Administrative Adjustment Request (AAR), discussed
infra; see Prop. Treas. Reg. § 301.6225-2(d).

¥IR.C. §§ 6225(b)(3),(4). If partner distributive shares vary from item to item the portion of an imputed
ad‘}usnmm to which different tax rates apply is determined by assuming the distributive share of each partner when
the partnership is sold at fair market value: ¥ 1R.C. § 6225(c)4)uB)

TLR.CL 8 6225(e)(2).

"' Prop. Treas. Reg. § 301.6241-1(a)( 1)

P LR.C.§6225(d)(2).

9%

" Prop. Treas. Reg. §§ 301.6225-1(a) (7) (b} 301.6225-2(f) Ex. 3.
" Prop. Treas. Reg. § 301.6225-1(d)(1
” Prop. Treas. Reg. §§ 301.6225-1 (C)( .(2).
o Prop Treas. Reg. § 301.6225-1(d)}2)(i-v).
P;op Treas. Reg. § 301.6225-1(d)}2 )11}

" Prop. Treas. Reg. § 301.6225-1(d)e)3)(i)
7 Prop. Treas. Reg. § 301.6225-1(d)(e)3)(ii)

" prop. Treas. Reg. § 301.622 S-1(d)2)G).

: Prop. Treas. Reg. § 301.6225-1(e)(1)(i).

% Prop. Treas. Reg. § 301.6225-1(e)(2)(i). See also Prop. Reg. §§ 301.6225-1(f) Ex. 2.3 for illustrations.
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There is only one general imputed underpayment category. calculated based on all
adjustments other than specific imputed underpayment categories.'” There can be multiple
specific imputed underpayment categories, which are adjustments to items allocated to one
partner or group of partners that had similar characteristics or participated in similar transactions.
special allocations or allocations involving some. but not all. partners.'"

For example. an increase of $5 above reported income and an increase of $10 above reported
expenses results in a zero adjustment because the negative adjustment caused by the m;rcasc in
reported expenses is ignored in netting to the extent it exceeds the increase in income.'” When
the IRS finds that income reported as long term capital gain is actually ordinary income tax.
liability increases by the full amount of the tax rate multiplied by ordinary income. " Because
the decrease in capital gain was a non-positive adjustment in a separate category from the
increase in ordinary income, only the increase in ordinary income, a net positive adjustment is
counted."”” Negative adjustments resulting in lower tax liability may be reflected in an audit
only 1f they are in the same category as positive adjustments and only to the extent they offset
positive adjustments. [f the statute of limitations has not run, pursuant to an audit. partners may
file amended returns to take advantage of reductions in tax liability found by the IRS and not
reflected in the final partnership adjustment.'”

A partnership mav rcquest one or more modifications of a proposed imputed underpayments
set forth in a NOPA'" as a re%uh of 1) individual partner amended returns accompanied bv fu]l
payment or requesting a refund''’ 2) modification with respect to a tax exempt parmen 3
modifications based on a tax rate lower than the highest applicable tax rate, such as substituting a
corporate tax ratc for a personal tax rate.'' 4) tax treatment of passive losses of publicly 1raded
partnerships. '* 5) modification of the number and composition of xmputcd underpayments,'"™ 6)
partnerships with partners that are quallhcd investment entities'"” describing treatment of
underpavment as deficiency dividends.''® 7) Partner closing agreements for which payment was
made that have been entered into with the IRS,"' and 8) modifications not otherwise described
that the partnership requests and to which the IRS agrees.''®

A tax rate modification reduces the tax rate applied that is used to calculate the total netted
partnership adjustment with respect to an imputed underpayment.’’”  Other modifications are
treated as rate modifications if they affect the rate applied to a partnership adjustment.'*’ To
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Prop. Treas. Reg. § 301.6225-1(e}2)(i1).
104 Prop. Treas. Reg. § 301.6225-1(e)2)( m)
"% Prop. Treas. Reg. § 301.6225-1(f) Ex.
" prop. Treas. Reg. § 301.6225-1(f) Ex. 4

107 /d

Prop. Treas. Reg. § 301.6225-2(d)}2Xv)(A). ltmay be after the statute of limitations has run if it relates to
adjustments in a partnership imputed underpayment, see Prop. Treas. Reg. § 301.6225-2(d¥ 2} v)(B).
’”P rop. Treas. Reg. § 301.6225-2(a).

Pmp, Treas. Reg. §8§ 361.6225-2(d)}2).
YT Prop. Treas. Re 1.6225-2(d)(3).

- Prop. Treas. Re 1.6225-2(d}4).

H Pmp Treas. Re 1.6225-2(d)(5).
Pmp Treas. Re 01.6225-2(dX(6).
 Under 1.R.C.
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determine the modification, each partner’s distributive share of the imputed underpayment is
identified. the applicable tax rate for that partner to the partner’s distributive share is computed.
and individual adjustments are summed.’?' If special allocations are altered by the imputed
underpayment determination. the adjustment is determined by calculating the amount of gain or
loss reflecting each partner’s distributive share after adjustment that would have resulted if the
partnership had sold all of its assets at their fair market value at the close of the reviewed year.'*

Taxpayer requests for modification must be submitted in accordance with the applicable IRS
forms and instructions. = Each submission must state and substantiate the facts supporting the
request in accordance with the requirements the IRS provides based on the applicable specific
facts and circumstances.”' The information required can include a detailed description of the
structure, allocations, ownership and ownership changes of each of its direct. indirect, and pass
through partners as well as the terms of the partnership agreement for each tax year.'”> The
modification request must be filed within 270 days after the mailing date of the NOPPA unless
the IRS agrees to extend the period or it is waived by mutual agreement. '

A partnership takes adjustments that do not result in an imputed underpayment into account in
the adjustment vyear, wenerally as a reduction in non-separately stated income or loss.'”
Separately stated items'” *% are taken into account by the partnership as a reduction or increase.'”’
Adjustments to credits are taken into account as separately stated items.™ If a reallocation
adjustment among partners does not result in an imputed underpayment it is handled”' as a
separately or non-separately stated item. ™~ If a reviewed vear partner is not an adjustment year
partner the adjustment is allocated to the successor of the reviewed year partner if identifiable; if
not. for example, if the interest was sold back to the partnership, it 1s allocated among the
rumnnuw pdr‘mcrx 3 However, if the partnership elects to push payment out to the individual
partners, - " then the reviewed year partners take the adjustments into dccoum individually in the

adjustment year rather than pursuant to the provisions of LR.C. § 6225

E. Each Partnership May Push Out of Payment of Imputed
Underpayments to Reviewed Year Partners;, LR.C. § 6226.

Within 45 days of a notice of final partnership adjustment the partnership may notify the IRS
and all partners for the reviewed vear that each reviewed year partner will have to pay the

"' Prop. Treas. Reg. § 301.6225-2(b)(3)(iii).
"** Prop. Treas. Reg. § 301.6225-2(b)(3)(iv).
123 Prop. Treas. Reg. § 301.6225-2(c)(1)
" Prop. Treas. Reg. § 301.6225-2(c)( 7)(*)
%" Prop. Treas. Reg. § 301.6225-2(c)}2)(ii).
¢ Prop. Treas. Reg. § 301.6225-2(c)(3)
"7 Prop. Treas. Reg. §§ 301.6225-3(a). <b}(
P8 Under 1LR.C. § 702.

Prop reas. Reg. §

301.6225-3(b)2).
Prop Treas. Reg. § 301.6225-3(b)(3).
In accordance with the provisions of LR.C. § 702

e Prop. Treas. Reg. § 301.6225-: {b){4}.

133 1

P4 pursuant to LR.C. § 6226.

"* The adjustment is taken into account in accordance with Prop. Treas. Reg. § 301
accordance with Prop. Treas. Reg. § 301.6225-3(a),(b); Prop. Treas. Reg. § 3¢ 01.6225
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6226-3 rather than in
5-3(b)(6).
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partner’s distributive share of the final partnership adjustment. BOOIf the partnership appeals the
imputed underpayment to court it must still make the election to push out to reviewed year
partners the pavmcm of the assessment within 45 days of the mailing date of the final partnership
assessment.””” The partnership making the election “furnishes to each partner of the partnership
for the reviewed vear and to the Secretary [i.e. the IRS] a statement of the partner’s share of any
adjustment to income. gain. loss. deduction. or credit (as determined in the notice of final
partnership adjustment)... .”** Once made. the election may only be revoked with consent of
the IRS."

EFach reviewed vear partner pays the tax in the taxable vear which includes the date the
statement of final adjustment is issued.”"" The additional taxes due include the amount that tax
would have increased in the reviewed vear and in subsequent vears affected by the change in
taxes for the reviewed year.'"' The partners are also liable for penalties and interest. Interest
is determined at the partner level from the due date for the reviewed year of the underpayment at
the rate determined in L.LR.C. § 6621(a)(2) (the short term Federal funds rate) plus 5 percent
instead of 3 percent otherwise required by that provision.'

If the IRS issues more than one imputed underpayment.'* the partnership may elect to push
out to partners one or all of the imputed underpayments assessed.'” The election. the individual
partners become obligated to take into account their share of partnership adjustments. including
penalties and interest.”*® If the partnership makes the election. the individual partners. rather
than the partnership itself, become liable for payment of both their share of partnership liabilities
and liabilities allocated to individual partners.'”” The election must be signed by the PR and
include: 1) the name and Taxpayer Identification Number (TIN) of the partnership. 2) the taxable
year to which the election relates, 3) a copy of the final partnership adjustment or adjustments
and to which the alternate payment request applies. 4) each reviewed year partner’s name,
address. and correct TIN, and 5) other information requested on applicable IRS forms.'** FEach
partner’s allocable share of the partnership imputed underpayment is binding on the partner.'"’

A partnership pushing out payvment to the partners must provide notice to each reviewed year
partner and copy the IRS in a statement separate from partner K-1 adjustments or other
statements that identifies each partner’s share of partnership adjustments with respect to the
imputed underpayment for each reviewed year.””’ The statements must be provided within 60
days of the later of the expiration of the time to file a petition for court review or the date of the
court’s final decision.”" The partnership must be reasonably diligent in trying to locate the

142

“"IRC § 6226(a)(1): Prop. Treas. Reg. § 301.6226-1(c)(3).
"7 Prop. “hem Reg. § 301.6226-1(e).

BEIR.C.§ 6226(a)(2).

B

POTR.C§ 6226(b)(1).

MULR.C. 88 6226(b)2).03).
e CLR.CL§§ 6226(c)(1).2).
HULR.CL S 6226(0)(2).

“ See Prop. Treas. Reg. § 301.6225-1(¢)
* Prop. Treas. Reg. § 301.6226-1(a).
" Prop. Treas. Reg. § 301.6226-1(c)(1
"7 Prop. Treas. Reg. § 301.6226-1(c )m.
“¥ Prop. Treas. Reg. § 301.6226-1(c)4).
7 Prop. Treas. Reg. § 301.6226-1(d).
PO Prop. Treas. Reg. § 301.6226-2(a).
P prop. Treas. Reg. § 301.6226-2(b)(1)



correct address of each reviewed year partner if a statement sent to the partner’s last known
address is returned as undeliverable.'™ If the partnership makes an error in a statement provided
it may provide a corrected statement to the partner with a copy to the IRS. "33 If the error is found
within the 60 day period correction is made automatically: however, if the correction is found
after the 60 day period the IRS must approve issue of the corrected statement or statements. > If
the error is discovered by the IRS. it may require the partnership to provide corrected
statements.'”" The statements to partners (and the IRS) must include: 1) partner name and TIN.
2) current or last known address. 3) share of items as originally reported for the reviewed year. 4)
share of partnership adjustments. 5) modifications applicable to reviewed vyear partner. 6)
amounts attributable to adjustments of tax attributes for any intervening year resulting from
adjustments in the reviewed year. 7) penalties, additions to tax, or other additional amounts, 8)
safe harbor amount, and, if applicable, interest safe harbor amount, 9) date statement is
furnished. 10) partnership taxable year to which the adjustments relate, and 11) any other
information the IRS specifies.””® Generally. the adjustments are reported to each reviewed year
partner in the same manner as each adjusted item was originally allocated to the reviewed year
partner. "7 If the item was not prevmusly reported on the partnership return. it is reported as it
would have been reported if included.”™ If an adjustment involves a specific allocation “to a
specific partner or m a specific manner” is determined by the determination that makes the
specific adjustment.’

The rugulatmns state. ““[1]f the reviewed year partner filed an amended return ... or entered
into a closing agreement ... and the imputed underpayment ... was determined without regard to
the adjusted items in the amended return or in the closing agreement. such adjustments are
disregarded for purposes of determining each reviewed year partners share of the adjustments
under paragraph (f)(1) of this section.” The regulations continue by stating. “[hjowever, these
modifications are listed separately on the statements described in paragraph (a) [addressing the
statements required by paragraphs (¢) and (f) of § 301.6226-2] of this section.”"® It is not clear
from this language whether the closing agreement exempts the partner from further obligations
or the adjustments are offsets to any adjustment otherwise required by the underpayment.
Penalties and additions to tax are reported to reviewed year partners in the same proportion as
cach partner’s share of the adjustment itself."®’

The partnership 1s required to calculate a safe harbor amount of not less than zero for each
reviewed year par“mc‘;:r.}62 The regulations state, “[t}he safe harbor amount ...is calculated in the
same manner as the imputed underpayment under § 301.6225-1 except that each reviewed vear
partner’s share of the partnership adjustments on the statement...are substituted as the
partnership adjustments taken into account for purposes of determining the imputed

6226-2(bY2). See afso Prop. Treas. Reg. § 301.6226-2(c), Ex. 1. 2.
6226-2(d) 1)
6226-2( d)(Z)‘
6226-2(d)(3).
6226-1{ey(i-11)
E226-1(HHD.
E226-1(H(1HiGH).
6226-1(N( DG,
6226-1(D2)Y.
6226-1H(3).
6226-1{g)( 1)

“* Prop. Treas. Reg.
e Prop. Treas. Reg.
** Prop. Treas. Reg.
P% prop. Treas. Reg.
*® Prop. Treas. Reg.
" Prop. Treas. Reg.
" Prop. Treas. Reg.
* Prop. Treas. Reg.
Prop. Treas.
" Prop. Treas.
7 Prop. Treas.
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underpayment under § 301.6225-1. hes Any parmer"% amended return or closing agreement and
imputed underpayment to which Prop. Treas. Reg. § 301.6226-1 applies is determined without
regard to the adjustments on the amended return or closing agreement when determining a
partner’s safe harbor amount.'™ However. an exception is contained in the next section which
states. “if the reviewed partner filed an amended return or a closing agreement and the imputed
underpayment under section 6225 to which an election under § 301.6226-1 applies is determined
without regard to the adjustments taken into account on the amended return or in the closing
agreement. such adjustments are disregarded in determining that partner’s safe harbor
amount.”'®  The interest safe harbor amount for individuals with calendar taxable vears is
calculated from the due date without extensions of the original return to the due date for the
additional payment.'” An example in the regulations illustrates that payment in an amended
return is taken into account in determining the partner’s remaining payment obligation.'®’

The itial tax paid by a partner is increased by any additional tax in subsequent years.
penalties. and interest.'™ The additional tax is the aggregate of the adjustment amounts of the
general LR.C. § 6226 rules'® or the safe harbor amount if the alternative simplified safe harbor
election is made.'”” The correction amount for the reviewed year is the amount by which the
partner’s tax increases by taking into account the partnership adjustments allocated to the
partner. ' The computation corrects for any amendment to 1hc reviewed year tax made by the
partner' "> as well as any other amounts previously collected' ™ and ‘_mv rebates.'” A qualified
investment entity may issue deficiency dividends to its investors.'” A reviewed year partner
may elect to pay the safe harbor amount instead of computing the additional reporting vyear
tax.' " Interest on the amount of the correction (including penalties) is added for the time from
the year or years in which an adjustment occurred until the amount is paid.E77 The interest rate is
computed using the underpayment rate defined at LR.C. § 6621(a)(2) %ubs‘liluting S pcrccmdgc
points above the defined rate instead of 3 percentage points found in LR.C. § 6221(a)2)(B). '

F. Administrative Adjustment Requests May Either Amend Previously Filed Returns
or Modify Initial Tax Rates Used to Compute Underpayments;, LR.C. § 6227.

163

Prop. Treas. Reg. § 301.6226-1(2)(2}1)
o Prop. Treas. Reg. § 301.6226-1(g)(2)(ii)A)
163 Prop. Treas. Reg. § 301.6226-1(g}2)(ii)}(B)
e Ptop Treas. Reg. § 301.6226-1(2)2)(iii).

" See Prop. Treas. Reg. § 301.6226-3(g) Ex. 5.
168 Prop. Treas. Reg. § 301.6226-3(a).
" Under Prop. Treas. Reg. § 301.6226-3(b).
‘””l‘ndu Treas. Reg. § 301.6226-3(¢c).
Prop Treas. Reg. § 301.6226-3(bX2).
Pr()p. Treas. Reg. § 301.6226-3(bY2)(XA).
""" Prop. Treas. Reg. § 301.6226-3(b)(2)(I)XB).
Pmp Treas. Reg. § 301.6226-3(b)(2)(i1).
*n accordance with LR.C. § 860: Prop. Treas. Reg. § 301.6226-3(b)}4).

Pmp Treas. Reg. § 301 6226 3e).

Pmp Treas. Reg. § 301.6226-3(d).
7% prop. Treas. Reg. § 3() 6226-3(d)(4). See also the examples illustrating how the computations are made at Prop.
Treas. Reg. § 301.6226-3(%).
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Any partnership may correct errors found in an item or items of a previously filed return by
filing an Administrative Adjustment Request (AAR). """ The administrative adjustment is both
determined and taken into account in thc partnership taxable year in which the rgqucsl is
made."® Tt is computed in the same manner as adjustments paid by either the pdrmcrshxp oo
by the individual partners from the reviewed vear. 8 If the adjustment is a reallocation among
partners that would not result in an imputed underpayment it must be pushed out to the
partners.m“ “A partner may not file an AAR except if the partner is doing so on behalf of the
partnership in the partner’s capacity as the partnership representative...or if the partner is a
partnership-partner [a partnership that holds an interest in another partner'**] filing an AAR
under § 301.6227-3(¢).”"**

The partnership must file an AAR not more than 3 years after the later of the date on which
the partnership return for the requested year is filed or the last day for filing a partnership return
for that year (without extension).'™ A request for administrative adjustment cannot be filed after
commencement of an administrative proceeding by the IRS."®" The AAR filed with the IRS
must include the adjustments requested, any notification required to be made reviewed year
partners, and any other information requested by the IRS. i glatemem% provided to partners by
the partnership resulting from an AAR are binding on the partners The AAR may be adjusted
along with all other components of a partnership return if the IRS subsequently commences an
administrative pmceeding.w

Whether an AAR results in an imputed underpaymentm in the reviewed vear'”* and the
amount of that underpayment is determined in accordance with the rules under Prop. Treas. Reg.
§ 301.6225-2(d)(4)."” Once the IRS has determined an imputed underpayment the partnership
may request modification of the amount of an imputed underpayment, to adjust tax rates through.
treatment of tax-exempt pdrtners % modification of the applicable tax rate.'”” treatment of
specified passive activity Josses. ™ and deficiency dividends for qualified investment entities.'”’
any modification, 2) describe the effect of the modification on the imputed underpayment. 3)

TYLR.C.§ 6227(a).
BULR.C. §6227(b).
BUIR.C. § 6227(b)(1); see also Prop. Treas. Reg. § 301.
BIR.C. § 6227(b)(2); see also Prop. Treas. Reg. § 301,
increase in markup over the § 6621 interest rate remains
6226(&))(7)
FR.CL§ 6227(b)2): see also Pmp Treas. Regs. §§ 301.6227-3: 301.6241-1(a)9).
e Pmp, 1 reas. Reg. § 301.6241-1(a)7).

* Prop. Trea‘; Reg. § 301.6227-3(a).
}*" R.C.§6227(c): see also Prop. Treas. Reg. § 301.6227-1(b).
rd
"8 prop. Treas. Reg. § 301.6227-1(c)(2): Prop. Treas. Reg. § 301.6227-1(d). The notices to partners must also be
provided to the IRS and must include the contents generally required in notices to partners and stated in Prop. Treas.
Reg. § 301.6227-1(e).
B prop. Treas. Reg. § 301.6227-1(f).
o ., Prop. Treas. Reg. § 301.6227-1(g).

' Defined at Prop. Treas. Reg. § 301.624 (d)(»)

" Defined at Prop. Treas. Reg. § 301.6241-1(a)8).
e l’top Treas. Reg. § 301.6227-2(a)1).

* Prop. Treas. Reg. § 301.6225-2(d)(3).

Pmp Treas. Reg. § 301.6225-2(d)(4).
Y Prop. Treas. Reg. § 301.6225-2(d)(5).
§§

7 prop. Treas. Reg. §§ 301.6225-2(d)7): 301.6227-2(a)(2).

7-2(b).
7-2(c). If treatment under LR.C. § 6226 is elected, the
percent instead of rising to 5 percent; LR.C. §
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explain the basis of the modification, and 4) provide documentation to support eligibility for the
modification.'”™ Whether adjustments result in an imputed underpayment or not the partnership
must provide new statements to each partner and provide copies of the statements to the IRS. 1

Payment to the IRS is due on the date adjustments are requestedm unless the partnership
elects to push payment out to the reviewed vear partners.”’" If the election to push payments out
to partners is made. each partner pays its share of the adjustments requested in the imputed
underpayment resulting from the adjustment requested in the AAR.*" The additional tax is paid
on the due date in the reporting year.”” If the partner is entitled to a refund because of an
overpayment. the partner must file for it in a refund proceeding.”

G. Rules Applicable To Notice of Proceedings and
Notice of Adjustments; LR.C § 6231

To initiate an audit the IRS provides the partnership and its PR a notice of administrative
proceeding at the partnership level with respect to an adjustment of any item.”™ That notice is
followed by a notice of proposed partnership adjustment.”® and a notice of final partnership
adjustment resulting from such proceeding.””” The notice of final partnership dd]ustmmt can be
mailed no earlier than 270 days after the notice of proposed partnership adjustment.”” Only one
notice of final partnership adjustment is permitted for E tdxable vear unless the IRS finds fraud.
malfeasance. or misrepresentation of a material fact. 20 By agreement with the partnership a
notice g)]f() final adjustment may be rescinded. in which case. no notice is deemed to have been
issued.”

H. Assessment, Collection, and Payment
Occurs in the Adjustment Year: LR.C. § 6232,

An imputed underpayment is assessed and collected with respect to the reviewed year to be
paid as if it were imposed for the adjustment year.”’' If a partnership files an administrative
adjustmcnt it 1s paid in the tax year at the time the request for administrative adjustment is
filed.’™ No assessment, levy. or collection proceeding may be begun until 90 days after the later
of issue of a notice of final adjustment. or. if the final notice is appealed. a final court decision:”

203

301.6227-3(b) 1)
301.6227-3(b)(3) Ex. 2

Prop. Treas. Reg.
204 y
" Prop. Treas. Reg.

165

"% Prop. Treas. Reg. § 301.6227-2(a)(2)(i1)(A-D).
1o Prop. Treas. Reg. § 301 6227-2(d).
o Pmp Treas. Reg. § 301.6227-2(b)(1}.
Prop. Treas. Reg. § 301.6227-2(c).
"2 Prop. Treas. Reg. § 301.6227-3(a).
§
§
Iy

LR.C §6231(aK
OTR.CU§6231(a)2).

TLR.C. 8 6231(a)(3).

208 /CII

MTIR.C.86231(b)(1).  Note; however, that a notice of correction of a mathematical error is not considered a
notice for this purpose. LR.C. § 6232(d){( 1 {A).

MIR.C.§6231(c).

TLR.CL§62532(a).

22 g

IR § 6232(b). A premature action by the IRS may be enjoined by a court; LR.C. § 6232(c).
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. . . 314 ~ . .
however. the partnership can waive the restriction.”” If the partnership is notified that an
d]ustmcm to an item is raqmrcd due to a mathematical or clerical error. rules similar to the rules
of LR.C. § 6213(b)(1).(2) apply

I Interest and Penalties Imposed; LR.C. § 6233

Interest and penalties are determined from the day after the return due date for the reviewed
year and ending on the return due date on which payment must be made.”’'® Penalties are
“determined at the partnership level as if such partnership had been an individual subject to
tax.”'" If the imputed underpayment is not paid by the due date additional interest and penalties
accrue on the unpaid tax in the adjustment year.” " Penalties are determined in accordance with
LR.C. § 6651(a)(2), which treats the penalty as an underpayment of tax under Chapter 68, Part 11,
subchapter A. ““

J. Partnership Judicial Review of Final IRS Adjustment; IR C. § 6234.

Within 90 days after the date on which a notice of final partnership adjustment is mailed. the
partnership may file a petition for adjustment with the Tax Court, District Court of the United
States for the district of the partnership’s principal place of business, or Court of Federal
Claims.™ The partnership must deposit the amount of the underpayment with the IRS on the
date of filing a petition with the District Court or Court of Federal Claims.™' The deposit is not
treated as a payment for purposes other than chapter 67.°** The courts have jurisdiction to
dcturmmc pannt.rshlp income, gain, loss. deduction. or credit, allocatlon among the partners, and
penalties.” A decision from any of the three courts is appealable.””" If a court dismisses the
action, the dismissal is treated as upholding the notice of final partnership adjustment.”>®

K. Period of Limitations on Making Adjustments; 1. R.C. §6233.
The period of limitations on adjustments is generally 3 vears from the later of the date the

return was filed or the due date for the return without extensions.”" If the imputed
underpayment is modified by the partnership filing an AAR to revise the return or propose a

HR.CL§6232(d)(2).
“PLR.C.§6232(d) 1 )XA). A partnership is a partner in another partnership, failure to comply with a hnai mmu: or
final court decision is treated as a mathematical or clerical error for collection purpeses to which LR.C. § 3(a)2)
does not apply: § LR.C. § 6232(d)} 1)(B).

POIR.CL§ 6233(a)2).

TTIR.C.§6233(a)(3).

PLR.C.§8 6233(b)' ).(2).

TYIR.CL$6233(b)(3). Defenses to imposition of penalties are discussed at Prop Treas. Reg. 301.6221(a)-

X1y, (7) They generally follow the traditional defenses against penalties, including reasonable cause: but not
reasonable cause with respect to accuracy related penalties.

“TLR.C. § 6234(a).

§ 6234(b)(1).

§ 6234(b)2).

6234(c)
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change in applicable tax rates. the period of limitations extends for 270 days from any
modification plus any extension requested and granted.”” It is also extended for 270 days after
the IRS issues a notice of proposed partnership adjustment.””® The period of limitations may be
extended by agreement between the IRS and the partnership.”®” If the partnership files a false or
fraudulent partnership return, fails to file a return. or the IRS files a return for the partnership. an
adjustment may be made at any time.”" If there is a substantial understatement of 25 percent or
more of gross income. the period of limitations is extended to 6 years. U If the IRS mails a
notice of final partnership adjustment. the period of limitations is suspended for the period
during which a court action may be brought plus I year.””

L. Miscelluneous Matters Addressed; LR.C. ¢ 6241

Partnership refers to any partnership required to file a tax return. 23 A partnership adjustment
is any adjustment in any item or any partner’s distributive share.” * Return due date is the date
prescribed for filing the partnership return for a taxable vear determined without regard to
extensions.”” Payments required to be made by a partnership for underpayment of taxes are
nondeductible.”*® A partnership hawng a principal place of business outside the U.S. is treated
as located in the District of Columbia.™

As discussed above, if a partnership is a debtor placed in bankruptey the running of a
period of himitations for making a partnership adjustment.”* or assessment™” is suspended until
60 days after the suspension ends for ad'ustmcms or assessments. =" Collection actions™' are
suspended until 6 months after the suspension ends.” " The period of limitations extends 60 days
beyond of the end of the bankruptcy suspension for purposes of seeking judicial review. 23
During a bankruptcy suspension the IRS may issue a notice of administrative proceeding, notice
of partnership adjustment, notice of final partnership adjustment. demand for tax returns, or
assessment of tax imputed underpayment, or notice and demand for payment of an assessment.”"

“If a partnership return is filed by an entity for a taxable year but it is determined that the
entity 1s not a partnership (or that there is no entity) for such vear. then. to the extent provided in
regulations, the provisions of this subchapter are hereby extended in respect of such year to such

entity.”***

~
a0
ey
N
2 2

J\

(L)( )(3)(4)

¢)}3). The extension is subject to the provisions of LR.C. § 6501(e)}(1)(a).

~
~
DL A L

PIR.C. \674 (.
HIR.C.§624102).
LR.C.§6241(3).
TOLR.C.§6241(4).
TIR.C. § 6241(5).
“ Under LR.C. § 6235.

Jnder LR.C. § 6501,
9 prop. lrca@ Reg. §§ 301.6241-1(a)3): 301.6241-2¢a)(1).
" Under 1. .8 6502,
42 Pmp Hrea& Reg. §§ 301.6241-1(a)35 301.6241-2(a) 1).
Pmp Treas. Reg. § 301.6241-2(a)3).
234 Prop. Treas. Reg. § 301.6241-2(a)(4).

IR.C.§6241(8).
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The BBA provides that LR.C. § 6031(b) requiring preparing a partnership return and
providing the information to each partner by March 15 of the tax year has an additional provision
that now provides. “Except as provided in the procedures under section 6225(c) [relating to
moditying underpayments] with respect to statements under section 6226. or as otherwise
provided by the secretary. information required to be furnished by the partnership under this
subsection may not be amended after the due date of the return under subsection (a) to which
such information relates.”™*°

If a partnership ceases to exist. the former partners must take the partnership adjustment
into account. the partnership is no longer liable for amounts resulting from a partnership
adjustment.””” The former partners are not required to take a partnership adjustment into account
if they have elected to elect out of the partnership rules under LR.C. § 6221(b). because it is
under the non-BBA rules.”™® The IRS makes the determination of when a partnership ceases to
exist.”™ The determination is made if the partership terminatg:s250 or does not have the ability to
pay any amount due (that is. the amount is not collectable). }ull payment of the obligation
occurs when all amounts from the partnership adjustment are paid.””” If partial payment occurs
before the partnership ceases to exist the partner are only required to pay the portion not paid by
the partnership.”™ If a partnership partner ceascs to exist. the partners of the no longer extant
partnership partners are the liable for pavment j‘ [f there no partners in the adjustment vear, the
partners during a prior year become liable.™ The IRS may 1ssue statements to partners or
former partners of a partnership that does not issue statements.”*

No deduction is allowed for any imputed underpayment. penalty payment, or interest

. - . . . 287
required; it is treated instead as an expenditure of the partnership.

25

T, PROVISIONS THAT SHOULD BE CONSIDERED IN PARTNERSHIP
AGREEMENTS TO ADDRESS THE BBA AUDIT PROVISIONS.

A. Partnership Agreement Provisions Related to Opting
Out of the BBA Partnership Audit Regulations; LR.C. § 6221

The partnership agreement should first address is whether it is eligible to elect out of the
centralized audit provisions of the BBA regulations.”™® 1f so, the partnership agreement should
provide a mechanism with which to decide whether it chooses to do so or specify that it will do

If the BBA provisions do not apply. the IRS must audit each partner individually, rather than
just auditing the partnership and imposing any resulting imputed underpayment against it.”*’

OLR.C.§ 624 1(e
7 Prop. Treas. R
“* prop. Treas. Reg. §
“ Prop. Treas. R

§8301.6241-3(a)(1),(2).
301.6241- a(d)(}‘}.
y 301.6241-- (b)( B}

T //

U pursuant to LR.C. ; TOR(BY 1) a).

“' Prop. Treas. Reg. § 301.6241-3(b)(2).
25 Prop. Treas. Reg. § 301.6241-3(c)(1).
233 Prop. Treas. Reg. § 301.6241-3(c)(2).
Prop. Treas. Reg. § 301.6241-3(d}(1)
7% Prop. Treas. Reg. § 301.6241-3(d)(2).
“% prop. Treas. Reg. § 301.6241-3(e).
=7 Prop. Treas. Reg. § 301.6241-4(a).

2% pursuant to [.RS.C.§6221.

7 See 1LR.C. § 6501.
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Many partners may be unfamiliar with the BBA audit rules. thus, the agreement should explain
that under the BBA rules. the partnership is audited, imputed underpayments are imposed on the
partnership. and partners are bound by the result unless they elect out of the BBA procedures.
The explanation should be followed by the provisions for opting out. including imposition of
limits on the number of partners. on who can be a partner. and on transfers of partnership
interests that preserve the partnership’s right elect out. Provisions to be considered if opting out
1s an option follow.

1. Agreement Restrictions on Who Can Be a Partner.

If the partnership wants to elect out of the BBA requirements the agreement should include a
provision that restricts ownership of partnership interests to only those who would not disqualify
the partnership from electing out.”® The agreement should limit partnership to individuals, C
corporations, domestic partnerships and LLCs, S corporations. the estate of a deceased partner.
and foreign entities that would be classified as a C corporation if domestic.”®  Trusts.
disregarded entities, including single member LLCs.”*” a nominee for another. or an estate of a
deceased person other than a deceased partner are ineligible and disqualify the partnership from
electing out so the agreement should prohibit such entities from becoming or being partners.”®
Since a foreign entity is an eligible entity only if it would be treated as a C corporation if it were
a domestic entity.”® the agreement should require that a foreign entity may be partner only 1f it
qualifies as an association taxable as a per se corporation.”® a corporation by default.”® or a
corporation by election and makes the clection.”®’

Restrictions on who can be a partner (to prevent partners who would disqualify the
partnership) must be accompanied by a provision restricting sale of a partnership interest to
prospective partners who would not disqualify the partnership from opting out. Restricting sales
of partnership interests to other partners or to the partnership itself, and to prospective partners
previously approved by the partnership is an essential provision if the partnership wants to be
able to elect out.

2. Restrictions on the Number of Partners

The number of partnership statements must be limited to 100 or fewer to preserve the
partnership’s right to elect out.”®® Since a sale of an interest to a new partner results in issue of
two statements, as does issue of statements to a deceased partner of part of a year and the
partner’s estate for the remainder, as the number of partners approaches 100, the likelihood of
disqualification increases. H an S corporation is a partner, all of its sharcholders are counted in
determining the number of statements issued. To keep the number of statements issued. the
partnership must have a mechanism that restricts the number of shareholders an S corporation

0 See 1LR.C. $6221(b) 1.
261 ]d

*** Described in Treas. Reg. § 301.7701 v(c)ﬁ‘(é).
7 Prop. Treas. Reg. § 301.6221(b)-2(b)(3)(i1).
% Prop. Treas. Reg. § 301.6621(b)- 7(b)€3}(m).
" Treas. Reg. § 301.7701-2(b)(11.(3)-(8).

" Treas. Reg. § 301.7701- 3<b)m<z)m

7 Treas. Reg. § 301.7701-3(c).
3‘”‘&.&(: L 6221(b)X(1).
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169 - . - . .
partner may have.”™ The agreement should also require the S corporation to include the

limitation on number of shareholders in its own bi-laws and require the S corporation to provide
and evidence of the restriction as a condition of being a partner.””" Enforcement problems may
make such provisions ineffective. The Agreement should explain that the partnership cannot
issue more than 100 K-1 statements to be eligible to elect out.””'

Both the selling partner and the purchasing partner receive statements for the tax year.”” as
does a deceased partner and his or her estate.”” Avoiding disqualification from opting out
effectively requires that the number of partners be kept below 100. In addition. the right of a
partner to sell an interest in the partnership to other than the partnership or another existing
partner must be regulated to assure sale does not cause more than 100 schedules to be issued.
This can be accomplished by 1) imposing limits on partnership sales to other than the partnership
or another partner. 2) limiting the number of sales to other than the partnership in a tax year. 3)
keeping the number of partners sufficiently below 100 to allow for voluntary sales and
involuntary increase in number of statements, and 4) placing restrictions on to whom sales may
be made to only qualified purchasers and S corporations meeting the number of statements
restrictions and the constraints discussed above. Alternatively, a provision requiring all sales of
partnership interests to the partnership could also prevent issue of one too many statements. The
partnership agreement should include notification requirements to the IRS and to each partner
that reflect the restrictions and comply with IRS notification rules. A partnership that is a partner
in another partnership that has not elected out is bound by the partnership level determination of
imputcd underpay ments”* as its other partners are. A partnership electing out that is a partnar n

a partnership not electing out should disclose that limitation in its partnership agreement.”

B. Partnership Agreement Provisions Describing Binding Results of Partnership Audits
on Partners and the Limitations on Partner Participation; LR.C. § 6222.

The partnership agreement should summarize the BBA statutory requirements; 1) the
partnership itself, and all parmcrs, are responsible for any failure of the partnership to pay any
imputed underpayment. 2) only the PR may participate in the audit to determine partnership and
partner tax liabilities,”’® 3) the partnership will resolve the amount of any imputed underpayment
and resulting additional tax liability and pay it in the year of resolution or push payvment out to
reviewed vear partners for pavment in the yvear the amount is resolved, and 4)) every pdr’mer
must file his or her tax return consistently with the terms of the partnership’s return.

Including the provisions helps define partner rights and obligations concerning the audit process.
Putting them on notice of both limits on participation in audits and limits on taking inconsistent
positions minimizes costs associated with partners taking inconsistent positions on their returns.

9 See Prop Treas. Reg. § 301.6221-2(b)}2)(ii1}.
TULR.C.§6221(b).
7 Prop. Treas. Reg. § 301.6221(b)-2(b)}2)(ii).
o Prop Treas. Reg. § 301.6221(b)-2(b}2)(iii}. Ex. 3
Pmp Treas. Reg. § 301.6221(b)-2(b)}(2)(iit), Ex. 5A
Tha am(mm of the adjustment determined to be underreported is the imputed underpayment, [.R.C. § 6225(a):
R C. § 6242(b)2018). Prop. Treas. Reg. § 301.6241-1(a)3).
Prop Treas. Reg. § 301.6622-1{a)2).
TOLR.C.§§ 6222(a).(¢).
T See P mp. Treas. Reg. § 301.6622-1(b}c) with respect to notices of inconsistent treatment.
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Partnership hability for actions in tax audits is also minimized by including provisions
providing for advance notification of partners by the partnership of positions to be taken before
the IRS and opportunity for each partner to address disagreements with the PR betore the
partnership files its return and before the PR provides responds to an IRS NOPA. The agreement
should require each partner to promptly notify the partnership of any error in any proposed
partnership return or other communication with the IRS. The partnership may also want to
consider a provision imposing on any partner who files inconsistently any additional audit cost to
the partnership associated with the partner doing so. Partners should be required to provide
notification to the partnership as well as to the IRS if. notwithstanding provisions requiring
consistent tax treatment, a partner files a notice of inconsistent treatment of any item.”™®

C. Agreement Provisions Addressing Selection and Removal of the PR, The PR'’s
Responsibilities to the Partners, and Partner Direction of the PR, IRC & 6223.

A partnership agreement should specity how the PR will be chosen as well as whether the PR
will be a partner. an outside tax professional. or an EPR in an accounting firm.””" The agreement
should specify what qualifications the PR should possess. for example, have tax preparation and
audit experience, be a tax accountant. or a tax attorney. The agreement should identify any
additional tax expertise the partnership or PR may employ to provide assistance. The agreement
can provide that the PR will be elected by agreement of the partners. chosen by a managing
partner. or will be an EPR from an accounting firm selected by the partnership or managing
partner.mi The partnership agreement may impose obligations on the PR, as a condition of
taking the position, to review proposed positions on tax returns and in IRS audits with partners or
partnership managers before taking them. Since the statute does not permit contract or state law
limits on PR actions before the IRS.”*' the agreement should identify terms to be included in the
partnership’s contract with the PR, particularly if the PR is an EPR from an outside firm.

The partnership agreement should identify the grounds for removal and replacement of a PR.
If a PR resigns or has to be replaced the agreement should explain how the partnership will select
the replacement PR. The obligations of a PR resigning or being replaced should be specified in
the partnership agreement and in the contract with the PR. The partnership should identify the
procedures the IRS imposes in its forms and regulations for partnership audit. replacing the PR
so partners understand the rules and restrictions in the IRS regulations.”™

While the partnership agreement cannot alter or undo whatever agreement the PR reaches
with the IRS. the partnership may include in its contract with the PR restrictions on the PR’s
actions, violations of which are made actionable for breach of contract against the PR, The
partnership agreement should require that the partnership contract with the PR, make the PR a
fiduciary, require the PR not to discriminate among partners to the extent that such non-
discrimination is consistent with the PR’s overall responsibility to the partnership and is
permitied by the IRS. The partnership may also negotiate for indemnification of the partnership
against errors caused by the PR’s active or passive negligence in dealing with the IRS.

278 1(1’

TYLR.C. § 6223(a); Prop. Reg. § 301.6223-2(a).
% prop. Treas. Reg. §8 301.6223-1(c)(1).(d)1).
! See Prop. Treas. Reg.§301.6223-1(a).

**? See Prop. Treas. Reg.§301.6223-1(b).
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D. Agreement Provisions Addressing Whether the Partnership or Reviewed Year
Partners Pay Imputed Underpayments; LR.C. ¢§ 6225 and 6226.

Whether partnership itself or the reviewed vear partners be liable for additional taxes
identified in an imputed underpayment (whether or not they liquidated their partnership interest
before the adjustment vear) or the partnership should be liable for those taxes should be the
subject of a provision in the partnership agreement. Pushing out payment of imputed
underpayments to reviewed vear partners addresses problems associated with transfers of
ownership that occur between filing reviewed vear tax returns IRS audits resulting in additional
taxes in the adjustment vear. If taxes are not pushed out to reviewed year partners does the
selling partner remain liable for additional taxes due and any reallocation of tax liability among
partners, or does the purchasing partner assume those liabilities as a condition of purchasing the
partnership interest? Whether payment is pushed out to reviewed year partners or not the
partnership agreement should address the interaction between 1) individual partner distributive
shares.”™ 2) distribution of partnership tax liabilities when distributive shares are reallocated
(which must be pushed out to reviewed year partners under IRS rules).”®* and 3) liabilities of
adjustment vear partners when the partners are different from the reviewed year partners.”™ The
partnership agreement should explain what partners are liable for the partnership’s payment of
imputed underpayments since one of the factors the IRS looks at with respect to lability for
imputed underpayments is the partnership agreement.”™ The agreement should explain whether
the partnership will impose on reviewed vyear partners the obligation to pay imputed
underpayments even if the partnership must initial pay them. or it may pay the additional taxes
itselt in the adjustment vear and impose the burden on adjustment year parmers‘287 Adjustments
among gartners must always be pushed out to the individual reviewed year partners under the
BBA.™

If the partnership decides not to push out pavments to reviewed vear partners. the partnership
agreement should require that partners selling their interest enter into an indemnity requirement
with the partnership, under which either the buyers agree to be obligated to pay the former
partner’s share of assessments or the seller agrees to remain liable for imputed underpayments
applicable to vears when the seller was a partner. 7 Any selling partner’s indemnity to a buying
partner could be guaranteed by a bond that survives sale of a partnership interest. Alternatively.,
the partnership agreement could specifically require those purchasing a partnership interest to
assume liability for their share of imputed underpavments and AARs the partnership pays. The
partnership agreement should explain in detail the how additional payments resulting from
imputed underpayments and AARs will be made.””

The partnership agreement should describe the procedures, reference the code provisions
related to those procedures. and specify that partners agree to be bound by the terms of the
procedure. Specific contracts with each partner specifying the obligations should be considered.

8 Pmp. Treas. Reg. §§ 301.6225-2(b)(3)(i-iv).

HFIRC. § 6227(b¥2); see also Pmp Treas. Regs. §§ 301.6227-3: 301.6241-1(a)(9).
B 14 See also Prop. Treas. Reg. §§ 301.6225-3(a). (b)1).
¥ See Prop. Treas. Reg. § g()%.6225 2(cH2)it).

1 See LR.C. § 6226(a) 1)

PIR.C.§ 6227(b)2).

TLR.C.§86226(2)20(b) 1.

LR.C.§§6226(b)2).(03).

2490
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even if the partnership agreement is structured to elect out of the BBA regulations”™' a
description of the default rules applicable if the partnership finds it cannot elect out should be
included so all partners are placed on notice of potential continuing liabilities.

A partnership provision providing that imputed underpayments and AAR payments will be
pushed out to reviewed vear partners simplifies the process considerably. even though the
partnership remains secondarily liable. 2 The partnership agreement should also address the
increase in the interest rate imposed when payment is pushed out to reviewed year parmus to
avoid misunderstandings as to the additional cost associated with pushing out payment.”

E. Partnership Agreements Should Address How Stand Alone Administrative Adjustments
and Administrative Adjustments in Response to a NOPA Are Handled; I R.C. § 622

Under the BBA Rules only the partnership through its PR may amend a partnership tax
return.””* Since partners must normally file personal returns consistently with the contents of the
partnership return. errors must generally be corrected by the partnership.””®  The partnership
agreement should address partners’ rights to demand the partnership and its PR file an AAR to
correct errors both affecting the partnership return and reflecting an individual partner’s return.
The AAR for such changes must occur before the IRS issues a NOPA (or as an adjustment
pursuant to a N()I’A).z%

Because the IRS applies the highest tax rates to underpayments identified in a NOPA and
shifts the burden to the partnership to identity whatever lower rates are applicable to specific
partners, a provision 1s needed to in the partnership agreement that explains how to identify and
document the tax_ rates applicable to each partner so the partnership can file an AAR to secure

the reduced rates.”’ The partnership provision must explain how to secure from the partners the
necessary information on tax rates and necessary documentation applicable to each partner’s
298

specific tax situation to minimize partnership (and often partner) tax liability. It 1s unclear
whether or how a partner or the partnership can file an AAR to reflect the actual tax rate
applicable to the partner, as opposed to identifying the highest tax rate, personal, corporate, or
capital that is applicable. The partnership agreement should provide a process the partnership
must go through and the data required of each individual partner. Even if the partnership pushes
out tax liability to individual reviewed year partners the partnership must go through the process
to complete the audit and to secure the amounts of additional tax and tax rates the individual
partners must pay.” With respect to locating partners and former partners the partnership
agreement should require partners to keep the partnership informed of how they can be contacted
after liquidating a partnership interest to meet the “reasonable effort to locate™ requirement of the
regulations.””

“T Under either LR.C. § 6221, or § 6225.

7 Under LR.C. § 6226.

LR.C§6226(c)2).

“ Prop. Treas. Reg. § 301.6227-3(a).

TIR.C.86222(a).

4

7 For initial tax rate determination see LR.C. § 6225(b)(11; LR.C. § 6225(d)(1)
%% pursuant to LR.C. § 6226.

LR.C.$8 6221, 6227: Prop. 'rmq Regs. §§301.6227-1-3.

% prop. Treas. Reg. § 301.6226-1
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F. Refunds to Partners.

It is clear that ~“§ 301.6227-3(b)(2) allows the reviewed vear partner to claim a refund where the
partnership incorrectly allocated items from the partnership in the reviewed vear and provides
that when a partner (other than a pass-through partner) takes into account adjustments requested
in an AAR. and those adjustments result in a decrease in tax. the partner may use that decrease to
reduce the partner's chapter 1 tax for the taxable year which includes the date the statement was
furnished to the partner (reporting year). and may make a claim for refund of any overpayment
that results.™' What is not completely clear is whether a taxpayer or a PR can request a refund
through an AAR or otherwise for any other reduction in taxes identified in the audit process that
more than offsets any increase found in an imputed underpayment.

The right of a partner (as opposed to the PR). to file an amended return presumably follows
approval of a modification requested by the PR and approved by the IRS. “A reviewed year
partner ... must file all amended returns required for modification under paragraph (d)(2) of this
section with the IRS. ... . [T]he partnership representative provides to the IRS in the form and
manner prescribed by the IRS an affidavit from the partner ... that each amended return required
to be filed under paragraph (d)(2) of this section has been filed (including the date on which such
amended returns were filed) and that the full amount of tax. penalties. additions to tax. additional
amounts, and interest was paid (including the date on which such amounts were paid).”";‘}2

“An amended return filed under ... this section ¢laiming a refund may be filed after the
expiration of period of limitations under section 6511, provided all partnership adjustments
allocated to the partner (or indirect partner) filing the amended return are taken into account on
such amended return. the only items reported on the amended return are items attributable to
such partnership adjustments, and the partner files all required amended returns described in
paragraph (d)(2)(iv) of this section.™  This implies that a partner may file for a refund if he or
she is entitled to one to correct for the inability of the partnership to include negative
adjustments.

[f the partnership elects to have reviewed year partners pay the imputed underpayment,””*
cach reviewed year partner must take into account its share of adjustments requested in an AAR
if the partnership makes an election under Prop. Treas. Reg. § 301.6227-2(c) to have its reviewed
year partners take such adjustments into account with respect to such AAR" “Each reviewed
year partner receiving a statement ... must take into account adjustments reflected in the
statement in the taxable vear that includes the date the statement is furnished (reporting vear) in
accordance with paragraph (b) of this section.™"

For example, suppose that in 2022, partner A, an individual. received a statement from
partnership for partnership's 2020 taxable year. The only adjustment shown on the statement is
an increase in ordinary losses. Taking into account the adjustment. A determines that for 2022
(the reporting vear) he has a reduction of $100. A's chapter 1 tax for 2022 (without regard to any
additional reporting vear tax) 1s $150. A's chapter 1 tax for 2022 is reduced to $50 ($150 chapter

U Centralized Partership Audit Regime (REG-136118-15) 82 FR 27334, 27369 (2017).
2 Prop. Treas. Reg.§ 301.6225-2(d)2)(iii).

7 Prop. Treas. Reg. 301.6225-2(d)2)(v(B).

* Prop. Treas. Rul. § 301.6227-3

% prop. Treas. Reg. § 301.6227-3(a).

1,

o 0s
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1 tax without regard to the additional reporting vear tax plus <$100> additional reporting vear
tax). "7

If. instead. A's chapter 1 tax for 2022 is $75, A's chapter 1 tax for 2022 is reduced by the
<$100> of additional reporting year tax. Accordingly. A’s chapter 1 tax for 2022 is $0 ($75
chapter 1 tax without regard to any additional reporting year tax plus <$100> of additional
reporting year tax). A owes no chapter 1 tax for 2022. and A may make a claim for refund with
respect to the overpayment of $25.7 ¥ In neither case are the examples clear what tax rate is
applied. the maximum in the category being taxed or the taxpayer’s actual marginal rate for the
year.

If the principle that the taxpaver should be placed in the position the taxpayer would have
been in if the partnership and the partners filed correctly initially, each partner should be able to
file for any refunds due afier computing the partner’s tax in accordance with the corrections
identified by the IRS and the taxpayer’s particular tax position. Whether this is what the IRS
regulations permit remains to be clarified.*”

Conclusion:

The BBA and the new regulations describe a new IRS audit structure applicable to partnerships.
The partnership, rather than individual partners become the focus of the audit and of payment for
any imputed under payments unless the partnership elects out. Payment is made by the
partnership unless the partnership pushes out payment in the year the review becomes final to the
individual reviewed year partners. The process under which all of this occurs is spelled out in
the regulations: however, a number of issues remain to be resolved. Additional issues will
require further clarification. One hopes the IRS will be tolerant of taxpavers’™ good faith
misunderstanding of the intent of the regulations and quick to provide clarification.

7 Prop Treas. Reg. § 301.6227-3(b)(3) Ex. 1.
% prop Treas. Reg. § 301.6227-3(b)3) Ex. 2.

% see Tax Section, New York State Bar Association, Report on the Partnership Audit Rules of the Bipartisan Budget
Act of 2015, May 25, 2016.
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Appendix
Glossary of Terms

1. Adjustment year: The taxable year in which an adjustment becomes final. either because
of a court decision. an administrative adjustment request. or an un-appealed notice of
final partnership adjustment.”'’

2. Adjustment year partner: Any person who held an interest in a partnership at any time
during the adjustment year.’m

Administrative Adjustment Request (AAR): A request filed by the PR to correct errors

on a partnership return for a prior vear in the amount of one or more items of income,

gain. loss. deduction, credit, or distributive share of the partnership for any partnership
taxable vear and taken into account in the partnership taxable year in which the AAR is
made.*"

4. Entity Partnership Representative (EPR): An individual through whom the entity
partnership representative acts as the designated individual *"

5. Imputed underpayment: The amount determined to be underreported in accordance with
the regulatory provisions of Prop. Treas. Reg. § 301.6225-1 S

6. Indirect partner: Any person who has an interest in a partnership through their interest in
one or more pass-through parmcrs:“‘;

7. Partnership Representative (PR): A partner or other person with a substantial presence in
the U.S who shall have sole authority to act on behalf of the partnership in an IRS tax
audit.’'*

8. Partnership adjustment: Any adjustment to any item of income. gain. loss. deduction, or
credit of a partnership. or any partner’s distributive share thereof.”"”

9. Partnership partner: A partnership that holds an interest in another parmcrship.3 I

10. Pass-through partner: A pass-through entity that holds an interest in a partnership,
including a partnership. a foreign entity classified as a partnership, an S corporation, a
trust other than a disregarded entity or one wholly owned by one person, or an estate.” 39

11. Reviewed year: The partnership taxable year to which a partnership adjustment
relates.””

12. Reviewed year partner: /\n) person who held an interest in a partnership at any time
during the reviewed year.””'

Lad

310 .
" Prop. Treas. Reg. §
" Prop. Treas. Reg.

LOE LA

301.6241-1(a)1).
301.6241-1(a)(2).

Y12 prop. Treas. Reg. § 307.6227-1

i Pmp Treas. Reg. § 301.6223-1(b).{3)(1).
Pmp Treas. Reg. § 301.6241-1(a)(3).
Ptop Treas. Reg. § 301.6241-1(a)4).

TOTR.C. 88 6223(a)(b).

v Prop. Treas. Reg. § 301.6241-1(a)6)

8 prop. Treas. Reg. § 301.6241-1(a)(7)

71 Prop. Treas. Reg. § 301.6241-1(a)(5)

% Prop. Treas. Reg. § 301.6241-1(a)(8).

2 Prop. Treas. Reg. § 301.6241-1(a)}9)
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3. Tax attribute: Anything that can affect. the amount or timing of an item of income. gain.
loss. deduction. or credit of a partnership or a partner. such as basis. holdmL period.
character of income. gain. loss, deduction. credit. carryovers or carrvbacks.”™

§r0p Treas. Reg. § 301.6241-1{a)(10).
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Discussion Draft:

setting to the “Correct Return Position” Under the
Proposed June Partnership Audit Regulations

I. Introduction:

In November, 2015, Congress repealed the Tax Equity and Fiscal Responsibility Act of
1982' (TEFRA) partnership audit rules and provided new partnership audit rules (also applicable
to Limited Liability Companies (LLC) electing to be taxed as partnerships) effective for tax
years beginning after December 31, 2017.> The Bipartisan Budget Act of 2015° and technical
amendments included in the 2016 Consolidated Appropriations Act’ (collectively BBA) rewrote
the Internal Revenue Code (IRC) partnership provisions and inserted conforming amendments
elsewhere in the IRC.> On June 13. 2017. the Internal Revenue Service (IRS) issued proposed
regulations. to be used until final regulations are issued and sought comments that were due on
August 14 of the same vear.”

This paper explores partnership and partner efforts to secure tax treatment after Internal
Revenue Service (IRSO audit that produces results similar to those that would have been
produced had the partnership and partners correctly computed partnership and partner tax
liabilities when they initially filed their returns, the correct return position. At present,
uncertainty about how partners may recover overpayments made to the IRS that are excluded
from computation of imputed underpayments’ represents a major bar to getting to the correct
return position. This paper presents the author’s views on techniques that may be implemented
by partnerships. partners. or both. to get to that position. It is intended as a vehicle to stimulate
thought and discussion. not as the final word on what can be done or whether doing what is
outlined below will result in a dispute with the IRS.

In May. 2016, the Tax Section of the State Bar of New York issued a report on the BBA
statutory provisions affecting partnership audit concluding that depending on the IRS regulations
as ultimately approved, ~... the way in which the imputed underpayment is computed and the
fact that the computations do not take into account the interaction of the partnership-level
adjustments with the individual partners’ other tax attributes means that the amount collected
may be materially different from the tax that the partners would have paid if they had taken the
adjustments into account under the normal substantive tax rules , a position they describe as the
correct return position. The New York Stat Tax Collection concluded that implementation of the
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BBA as drafted could result in over-collection or under-collection unless the IRS drafter rules to
prevent that outcome.®

The New York State Bar Tax Section concluded. “[w]e believe that LR.C. § 6225 can be
implemented in a way that achieves [the goal of coming close to the Correct Return Position]
...by treating L.R.C. § 6225 as a withholding tax mechanism. similar to the regime that currently
exists under LR.C. § 1446 with respect to effectively connected taxable income of a partnership
that is allocable to foreign partners ... [ Withholding Tax Approach]. Under this approach. the
payment by the partnership would ensure that the IRS collected an initial amount that
approximates the total tax due: after the IRS had collected this initial amount, each partner would
then properly take into account its share of the audit adjustments along with a credit for the
corresponding amount of initial taxes paid by the partnership and settle up with the IRS by
paying any additional taxes due or claiming a refund of any amount overpaid. ... . If this is not
what I.R.C. § 6225 means. then this procedural rule will frequently result in tax obligations that
differ significantly from those provided for by the substantive rules of the C ode.”™ The proposed
regulations do not adopt that approach.

In comments filed on August 18, 2017 in response to the proposed rules issued by the IRS on
June 13, 2017" the New York State Bar Tax Section implied that while the proposed regulations
permit the partnership to file for some refunds. partners still could not get to the point where they
would have been had they filed correctly in the first place (penalties and interest excepted). The
New York State Bar Tax Section urged that the ability to do so through an Administrative
Adjustment Request (AAR) should be liberalized to permit filing an AAR after receipt of a Final
Partnership Adjustment."’

The proposed rules do not clearly provide a structure under which something close to the
Correct Return Position occurs other than by chance.'” Instead. inferences in the proposed
regulations suggest how a combination of specific corrections and possible implied rights for
partners to file amended returns consistent with partnership notifications may get partners close
to the correct return position in at least some instances. The extent to which the current
regulations offer possible approaches to reaching the correct return position are explored in this
paper. Some of the approaches may require litigation to confirm whether they are valid or not.

1. Without Partnership or Partner Adjustments, Imputed Underpayment Netting
Process Can Produce Results that Differ from the Correct Return Position.

Netting all negative items against all positive items can produce an imputed underpayment
or ‘g . . ) S wl3
that “is very different from the taxes that would be due under the Correct Return Position... .
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The issue is whether the regulations provide a vehicle under which the difference can be
corrected by subsequent action of the partnership or partners.

The rwuian(ms provide some guidance on negative adj uslmcnts In general. partnership
adjustments'* that do not result in an imputed underpayment'” are taken into. account by a
partnership in the adjustment year'® in accordance with the following rules

1. A partnership adjustment that does not result in an imputed underpayment is taken into
account as a reduction in non-separately stated income or as an increase in non-separately
stated loss for the adjustment year depending on whether the adjustment is to an item of
income or loss in accordance with the following rules: ™

2. Separately Stated Items. If a partnership adjustment to an item that 1s required to be
separately stated under 1.R.C. § 702, the adjustment 1s taken into account by the
partnership in the adjustment year as a reduction or as an increase in such separately
stated item."”

3. Credits. A partnership adjustment to a credit shown on the partnership return for the
reviewed year.”” the adjustment is taken into account by the partnership in the adjustment
year as a separately stated item.”!

4. Reallocation adjustments. A partnership adjustment that does not result in an imputed
underpaymem22 1s taken Into account by the partnership in the adjustment year as a
separately stated item or a non-separately stated item, as required by LR.C. § 702.
Reallocation adjustments are allocated to adjustment year partners who are also reviewed
year partners with respect to whom the amount was reallocated. If any reviewed year
partner with respect to whom an amount was reallocated is not also an adjustment year
partner, any adjustment that would otherwise be allocated to such reviewed year partner
is allocated to that partner’s successor(s) to the reviewed year partner. If the partnership
cannot identify such a successor that portion of the adjustment is allocated among the
adjustment year partners in accordance with their distributive shares.”

5. Adjustments takcn into account by partners as part of the modiﬁgation process. If, as part
of modification.” a reviewed year partner (or an indirect partner” that holds its interest
in the partnership through its interest in the reviewed vear partner) takes into account an
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IRS approved modification adjustment that would otherwise not result in an imputed
underpayment. such adjustment is not taken into account by the partnership in the

: 2
adjustment year.”’

6. Effect of election under LR.C. § 6226. If a partnership makes a valid election under to
push out payment of an imputed underpayment or overpayment to reporting year
partncrs.27 “with respect to an imputed underpayment. “a partnership adjustment that
does not result in an imputed underpavment and that is described in § 301.6225-1(c}2)(1)
or (c)(2)(11) is taken into account by the reviewed year partners in accordance with
§ 301.6226-3 and is not taken into account under [Prop. Treas. Reg. 301.6225-3(b)].”%*

The regulations contemplate that both positive and negative adjustments to credits will be
made at the partnership level and imposed on adjustment year partners, or, if adjustments are
pushed out to reviewed year partners. The rules provide that a net positive adjustment results if
the net amount of adjustments within a grouping or subgrouping. except with respect to the credit
groupingz‘) is greater than zero.””

A. How Are Increases in Decreases in the Amount of Tax Credits Reflected?

A partnership adjustment to a credit shown on the partnership return for the reviewed year is
taken into account by the partnership in the adjustment vear as a separately stated item.”" The
credit grouping includes all adjustments to items that are claimed or could be claimed by a
partnership as a credit on the partnership's return.*

The New York State Bar Tax Section New York State Bar Tax Section New York State Bar
Tax Section explains that imputed underpayment is computed

“by taking into account any adjustments to items of credit as an increase or decrease, as
the case may be, in the amount [of the imputed underpayment] determined under [L.R.C.
§6225(b)(1)A)]. Read literally, this means that additional credits reduce the LR.C. §
6225(a) imputed underpayment dollar for dollar and a reduction in credits increases the
LLR.C. § 6225(a) imputed underpayment dollar for dollar. The Code provides for a
number of different credits, with complex (and differing) regimes that often take into
account multiple components in computing the allowable credit (or required recapture).
Some of these computations are done at the partnership level, others at the partner level,

“ Prop. Treas. Reg. § 301.6225-3(b)(3).
" Prop. Treas. Reg. § 301.6226-1.

* The actual language is: “Effect of election under section 6226. If a partnership makes a valid election under

§ 301.6226-1 with respect to an imputed underpayment, “a partnership adjustment that does not result in an imputed
underpayment and that is described in § 301.6225-1(c)(2)(3) or (¢} 2)(ii) is taken nto account by the reviewed year
partners in accordance with § 301.6226-3 and is not taken into account under this section.” Prop. Treas. Reg.
301.6225-3(b)6).
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* Prop. Treas. Reg. § 301.6225-1(d)3)(ii}B).

* Prop. Treas. Reg. § 301.6225-3(b)(3).

2 Prop. Treas. Reg. 1.6225-1{d}2)(i1).



and some at either or both levels. It is not clear how the statutory formula is intended to
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interact with these regimes.”™

To take one obvious example in the regulations. the Foreign Tax Credit is claimed if the
taxpayer at the partner level elects to m.dt eligible expenditures on foreign taxes as credits rather
than as deductions. (the default rule).” The partnership aIlomtes expenditures on taxes to
partners. who then take them as tax credits or deductions.” Since a deduction does not reduce
tax hability to the same extent as a credit. this has the potential for distortions in favor of the
taxpayer.

Use of foreign tax credits is subject to limits calculated and applied at the pariner level
pursuant to LR.C. § 904.°° Each partner is allowed to carry credits back and forward from the
vear they are generated the regulations do not address how these complexities should be taken
into account.”” Presumably. if the adjustment of credits is pushed out to the reviewed year
partners, they can adjust credns to the extent that an adjustment is appropriate in the adjustment
vear. This will not necessarily the same adjustment that would occur had the change been made
in the reviewed year. It may be possible to adjust credits by amending reviewed year and
intervening year tax returns in conformity with the adjustment year partnership adjustments
provided to partners. However, such a possibility is not addressed in the regulations.

B. Reflecting Increases and Decreases in Tax Resulting from
Reallocation of Deductions from One Partner to Another.

A partnership adjustment does not result in an imputed underpayment; 1) if the adjustment
relates to a distributive share reallocation that is disregardcd:38 2) after grouping and netting
adjustments. the result is a net non-positive adjustment;”” 3) the calculation™’ results in an
amount that is zero or less than zero.? A partnership adjustment does not result in an imputed
underpayvment if the adjustment relates to a distributive share reallocation that 1s disrcscardcd 2
after grouping and netting adjustments, the result is a net non-positive ad]ustmem The same 1s

*NY State Bar Report, May 25, 2016, 74. See also example in BBA Bluebook, at 64 (discussed in text at note 170),
as well as BBA Bluebook. at 63, which notes: “An imputed underpayment of tax with respect to a partnership
adjustment for any reviewed vear is determined by netting all adjustments of items of income, gain, loss, or
deduction and multiplying the net amount by the highest rate of Federal income tax applicable either to individuals
or to corporations that is in effect for the reviewed vear. Any adjustments to items of eredit are taken into account as
an increase or decrease of the product of this multiplication. Any net increase or decrease in loss is treated as a
decrease or increase, respectively, iﬂ income. Netting is done taking into account applicable limitations, restrictions,
and special rules under present law.” NY State Bay Report, May 25, 2016, 74-75 [The last sentence (which
references limitations and restrictions on netting) seems to apply to the increase or decrease in losses, not to the
adjustments to items of credits. ]
FIR.C.§ 703(b)3).
*NY State Bar Report, May 25, 2016, 75-6.
“L.R.C. § 904; Treas. Reg. § 1.904-5(h)(1)
T NY State Bar Repm May 25, 2016, 76.
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true if a caleulation™ results in an amount that is zero or less than zero."” The partnership
aHocates rca}location adjustments to adjustment vear partners who are also reviewed year
partners.” If any reviewed year partner is not also an adj ustmem year partner. the reviewed year
partner’s allocation is allocated to that partner’s s successor(s)."” If the partnership cannot identify
the successor(s) that portion is allocated among the adjustment year partners in accordance with
their distributive shares.”

If the results are addressed in partnership level adj ustments'” they do not necessarily reflect
conditions affecting partner taxes in the reviewed year. The same is true of they are pushed out
to the reporting 3 \t,ar partners who take the positive or negative adjustments into effect in the
adjustment year.”” An alternative not mentioned (or prohibited) in the regulations would be for
the partnership to push the results out to the reviewed year partners and for the reviewed year
partners to take the adjustment as an amendment to reviewed year tax returns.

Support for such a position is found in LR.C. §§ 702(a) and 703(a)(1), which require certain
items used to compute an individual’s tax hability be segregated and separately stated on the
partnership return for the reviewed year. These code provisions apply to items whose taxable
status is affected by the individual partner’s tax situation.”’  Partnership adjustments that do not
result in an imputed underpayment are taken into account by a partnership in the adjustment year
in accordance with Prop. Treas. Reg. § 301.6225-3(b).>* A partnership adjustment that does not
result in an imputed underpayment is ocneral[v taken into account as a reduction in non-
separately stated income or as an increase in non-separately stated Eo% for the adjustment year
depending on whether the adjustment is to an item of income or loss.™ P A partnership ad]ustment
to an item that is required to be separately stated under .R.C. § 702 is taken into account by the
partnership in the adjustment year as a reduction in such separately stated item or as an increase
in such separately stated item. but not necessarily in the manner originally contemplated by
LR.C.§ 702

A partnership reallocation adjustment that does not result in an imputed underpayment’ Yis
taken into account by the partnership in the adjustment year as a separately stated item or a non-
separately stated item, as required by LR.C. § LR.C. § 702.°° The adjustment is allocated to
adjustment year partners who are also reviewed year partners with respect to whom the amount

”Under Prop. Treas. Reg. § 1.62 (L)(
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was reallocated.” If a partnership makes a valid L.R.C. § 6226 election with respect to an
imputed underpayment. a partnership adjustment that does not result in an imputed
underpayment is taken into account by the reviewed vear partners in accordance with Prop.
Treas. Reg. § 301.6226-3 (pushing out pavment to reviewed vear parmers}.‘Qx In other words. the
partners whose income goes up have more income subject to tax and those whose income goes
down have less income subject to tax.

C. Accounting for Decreases in Taxes Due to Timing Differences When Computing
Tax Liability for Years between the Reviewed Year and the Adjustment Year.

L.R.C. § 6226 requires the reviewed-year partners must include in their adjustment year taxes
the additional taxes for the reviewed year plus all corresponding adjustments for the years
between the reviewed year and the adjustment year. However, the regulations require the partner
to take into account only the increases in taxes in the year. not decreases, except for specifically
permitting changes in tax credits and reallocations among partners.”’ Since shifts in income or
deductions between years is likely to cause both negative and positive adjustments in different
years the principles of negative and positive adjustment Prop. Treas. Reg. §§ 301.6225-3(a).(b)
would apply but for the prohibition of negative adjustments in the adjustment.

The example in the regulation seems to suggest that increased deductions after a timing
adjustment shifts a deduction from an earlier to a later vear are lost. In the example in the
regulations partnership reported a $100 deduction with respect to the same type of expense on
both its 1919 and 2020 partnership returns. In its administrative proceeding with respect to
Partnership's 2019 and 2020 years the IRS determined that Partnership improperly accelerated
accrual of a portion of the expenses into 2019 that should have been taken into account in 2020.
In 2019, Partnership should have reported a deduction of $75 with respect to the expenses ($25
adjustment). In 2020, Partnership should have reported a deduction of $125 with respect to these
expenses (<$25> adjustment). The IRS claims the adjustments for 2019 and 2020 are not netted
with each other in the adjustment year.”’ The 2019 adjustment of $25 is multiplied by 40 percent
resulting in an imputed underpayment of $10 for Partnership's 2019 taxable year. The $25
increase in the deduction for 2020 is an adjustment that does not result in an imputed
underpayment. Therefore, there is no imputed underpayment for 2020.°" Since the adjustment is
paid in the adjustment year, the two items cannot offset one another. Only the imputed
underpayment is taken into account and additional taxes are assessed.”

7 Prop. Treas. Reg. § 301.6225-3(b)(4) (if the reviewed year partner is not an adjustment vear partner, it is allocated
to the successor in interest, and if no successor in interest. to the adjustment vear partners according to distributive
shares).

® Prop. Treas. Reg. § 301.6225-3(b)(6).

YIR.C. 6226(b}2)B). NY Srate Bar Report, Mav 25, 2016, 86. Tax credits are addressed at Prop. Treas. Reg.

§ 301.6225-1(c)(ii), Prop. Treas. Reg. § 301.6225-1(d)(2)(ii): reallocations are addressed at Prop. Treas. Reg.
§301.6225-1d)2)(1).

% Pursuant to Prop. Treas. Reg. § 301.6225-1 (c)(4).

ol Prop. Treas. Reg. § 301.6225-1(f). Example 1.

** Imputed underpayment is calculated solely with respect 10 a single taxable vear and may not be netted against
adjustments from another taxable vear, Prop. Treas. Reg. § 301.6225-1(c)(4). NY State Bar Report, May 235,
2016, 8.



The partnership may be able to increase its deduction by filing an amended return for 2020
since its expenses increased in that vear. The partners. who would receive amended K-1 forms
that they could use to file their own amended returns. The amendment must be made by the
partnership on an amended return and reported to Ih(_ partners as a corrected K-1 since the
partners must file consistently with the partnership.”’ Reductions in income and increases in
expense can be reflected by the partnership in the year they occur if the statute has not run. It
has not been affirmatively determined by the IRS or courts whether the partnership or partners
can file amended returns after the imputed underpayment is assessed and paid to secure a refund
for the increases in costs disregarded in the computation of imputed underpayment.®*

In the context of Prop. Treas. Reg. § 301.6225-2 referring to a modification of imputed
underpayment. that starts by referring to a partnership that has received a NOPPA under [.LR.C. §
6231 the regulations state that a partnership may request modification of a proposed imputed
underpayment.”” The section then continues by explaining a modification will be approved only
if amended returns for all taxable years are filed.®® Finally, the section states “an amended
return”’ claiming a refund may be filed after the expiration of period of limitations under 1.R.C. §
6511, provided all partnership adjustments allocated to the partner (or indirect partner) filing the
amended return are taken into account on such amended return, the only items reported on the
amended return are items attributable to such partnership adjustments, and the partner files all
required amended returns described in Prop. Treas. Reg. § 301.6225-2 (d2)(iv)." " Tt seems
clear that the only amended returns that may be filed after expiration of the period of limitations
relate to amendments involving a modification of imputed underpayment. Whether amendments
can be filed after an imputed underpayment is assessed to reduce taxes in a year affected by a
timing reallocation is less than clear. Support for the proposition may be found in language
permitting adjustments to reflect reductions in income or increases in deductions.”” On the other
hand, the regulations also state

It is not clear how amended return, discussed above, differs from an Administrative
Adjustment Request (AAR). The regulations describe an AAR. Under an AAR:

“A partnership may file a request for an administrative adjustment with respect to one or
more items of income, gain, loss. deduction, or eredit of the partnership ... and any
partner's distributive share thereof ... for any partnership taxable year. When filing an
administrative adjustment request (AAR), the partnership must determine whether the
adjustments requested in the AAR result in an imputed underpayment ... for the reviewed
vear ... . ... If the adjustments requested in the AAR do not result in an imputed

§ 301.6222.1(a)(b).
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underpayment ... . such adjustments must be taken into account by the reviewed vear
. . N . __7(;
partners ... in accordance with § 301.6227-3.

“An AAR may only be filed by a partnership with respect to a partnership taxable vear
after a partnership return for that taxable year has been filed with the Internal Revenue
Service (IRS). A partnership may not file an AAR with respect to a partnership taxable
vear more than three years after the later of the date the partnership return for such
partnership taxable vear was filed or the last day for filing such partnership return
(determined without regard to extensions). In no event may an AAR be filed for a
partnership taxable vear after a notice of administrative proceeding with respect to such
taxable year has been mailed by the IRS under section 6231.”"

Are all amended returns AARs? It would seem not. The Regulations talk about both.
Nonetheless. when a partnership may file an amended return for a year that is atfected by an
administrative adjustment remains unclear.

D. When the IRS Finds that Capital Gain is Ordinary Income How Do the
Regulations Treat Potential Offsetting Deductions in Capital Gain?

Under the BBA. when capital gain 1s reduced and ordinary income is increased, there is an
increase in income and it is taxed at the highest personal or corporate income rate; however, the
BBA does not specifically permit a corresponding reduction in capital gain in the adjustment.”
Do the regulations permit partners to file amended returns if they can utilize the reduction in
capital gain? The statute seems to permit an increase in ordinary income but ignores the capital
loss occasioned by the reclassification from capital gain to ordinary income occurs.” The statute
does not address whether or how the partnership or partners can recover the tax loss associated
with a reduction in Capital Gain when it pays the increased tax associated with reclassifving the
capital gain as ordinary income.”’

When there is a shift between ordinary income and capital gain there are, in part. partnership
adjustments” that do not result in an imputed underpayment’® and, presumably, are taken into
account by a partnership in the adjustment year.”’ If so. the adjustment may be taken into
account as a partnership adjustment that does not result in an timputed underpayment. The
adjustment could be a reduction in non-separately stated income or as an increase in non-
separately stated loss for the adjustment year depending on whether the adjustment is to an item
of income or loss.”® If the adjustment is to an item that is required to be separately stated under

" Prop. Treas. Reg. § 301.6227-1(a).

;3 Prop. Treas. Reg. § 301.6227-1(b).

m NY State Bar Report, May 25, 2016, 68-70.
" NY State Bar Report, May 25, 2016, 68.

4 NY State Bar Report, May 25, 2016, 70.

5 Prop. Treas. Reg. § 301.6241-1(a)6).
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[LR.C. § 702, the adjustment 1s taken into account by the partnership in the adjustment year as a
. . . . 7G
reduction or as an increase in such separatelv stated item.’

It also appears that a partnership making a valid election under Prop. Treas. Reg. § 1.6226-1 is
not liable for the imputed underpayment to which the election applies on the date such election is
made.* Further, “adjustments that do not result in an imputed underpayment ...*lare not taken
into account by the partnership in the adjustment year and instead are included in the reviewed
year partners' share of the partnership adjustments reported to the reviewed year partners of the
partnership.”® Reflecting the adjustments on the partnership return would then permit partners
to take the adjustment into account in the adjustment vear. Presumably. if the statute had not
run, they could also take it into account in the reporting vear as an amended return, at least if the
partnership can amend the reporting year partnership return.

E. Tax Rates Lower than the Maximum Tax Rate For the Category of Income Tax Being
Assessed.

What rights do partners have to secure refunds when a partner’s marginal tax rate in either the
reviewed year or the adjustment year is lower than the rate on which the imputed underpayment
was based? Can a partner file for refund when there is a difference between the tax rates used to
compute the imputed underpayment and the taxpayer’s marginal rate? Can the partners take
decreases in marginal tax rate into account to seek a refund of the taxes paid by the partnership?
If payment is pushed out to partners, can they take it in the form of an amended return reflecting
the lower marginal rate? The bar would seem to be that the limit imposed on modifications is
that the corporate rate or personal capital gains rate that substitutes for the personal tax rate in a
modification is required to be made at the highest applicable rate.®> Thus. it is not clear whether
partners can file for refunds on their allocated portion of an imputed underpayment if the
marginal tax rate they pay is lower than the maximum personal, capital gain, or corporate tax rate
on which the computation of imputed underpayment was based.™

If they can receive a refund, since any additional tax 1s paid in the assessment year, any
refund would presumably be associated with a lower marginal tax rate in the assessment vear,
not in the reviewed vear. Could a the partner could file an amended return in the refund year?
That is probably not allowable under the rules after an IRS audit begins.

" Prop. Treas. Reg. § 301.6225-3(b)(2).

“ Prop. Treas. Reg. § 301.6226-1(b)(2).

*! Described in Prop. Treas. Reg. § 301.62235-1(c)}2)(i) and (ii).

 Prop. Treas. Reg. § 301.6225-1(b)2).

LR.C. §6625(b). A partnership may request modification of the tax rate to reflect income tax for a C
corporation, capital gains rates, presence of a non-profit partner, or qualified dividends attributable to a reviewed
vear partner. However, “in no event may the lower rate determined under the preceding sentence be less than the
highest rate in effect with respect to the type of income and taxpayer,” Prop. Treas. Reg. § 301.6225-2(d)4).

¥ Prop. Treas. Reg. § 301.6225-1(c)( 1)(1); Prop. Treas. Reg. § 301.6225-2 d)(4).
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