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The Tax Increase Prevention Act of 2014, Pub. L. No. 113-295, colloquially
called the “Extenders Bill,” was signed by the President on 12/19/14. The Tax
Increase Prevention Act [hereinafter TIPA] retroactively extended through
12/31/14 a myriad of deductions, credits, and special benefit provisions that
had expired at the end of 2013. It did not address extension of these provisions,
or any other expired provisions, to 2015. This outline mentions some of the
more important provisions that were extended, but does not attempt
comprehensively to list the extenders or to explain them in detail. TIPA also
made miscellaneous technical corrections, none of which are discussed herein,
and encompassed The Achieving a Better Life Experience (ABLE) Act of
2014.

I ACCOUNTING
A. Accounting Methods

1. The Tax Court sides with the taxpayer on
application of the completed contract 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 were built, as argued by the IRS, or the homes
and the larger development, including amenities and other common
improvements, as argued by the taxpayer. The contracts were home
construction contracts under 8§ 460(e)(6) because Reg. 8 1.460-3(b)(2)(iii)
provides that 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 is 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 met 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. 8 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. Judge Wherry rejected the IRS’s
argument that the common improvements were “secondary items.” A key
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element in the holding was that the taxpayer was required by the contracts and
by state law to complete common improvements, and that the 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, 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. Howard Hughes may have died nearly 40
years ago, but his successors are still trying to fly the Spruce Goose.
Howard Hughes Co., LLC v. Commissioner, 142 T.C. No. 20 (6/2/14). The
taxpayer was in the residential land development business. The taxpayer
generally sold land through bulk sales, pad sales, finished lot sales, and custom
lot sales. In bulk sales, it developed raw land into villages and sold an entire
village to a builder. In pad sales, it developed villages into parcels and sold the
parcels to builders. In finished lot sales, it developed parcels into lots and sold
whole parcels of finished lots to builders. In custom lot sales, it sold individual
lots to individual purchasers or custom home builders, who then constructed
homes. The taxpayer never constructed any residential dwelling units on the
land it sold. The taxpayer reported income from purchase and sale agreements
under the § 460 completed contract method of accounting—generally when it
had incurred 95 percent of the estimated costs allocable to each sales
agreement. The IRS took the position that the land sales contracts were not
home construction contracts within the meaning of § 460(e) and that the bulk
sale and custom lot contracts were not long-term construction contracts
eligible for the percentage of completion method of accounting under § 460.
(The IRS conceded that the other contracts were long-term construction
contracts.) The Tax Court (Judge Wherry) held that the bulk sale and custom
lot contracts were long-term construction contracts under § 460(f)(1), and that
the taxpayer could report gain or loss from those contracts on the appropriate
long-term method of accounting to the extent it had not completed the
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contracts within a year of entering into them. The contracts included more than
just the sale of lots. The costs incurred for a custom lot contract are not really
different from the costs for the finished lot sales. The contracts included
development of things such as water service, traffic signals, landscaping, and
construction of parks, which did not necessarily occur prior to the closing.
Completion of the contracts thus occurred upon final completion and
acceptance of the improvements, the cost of which was allocable to the custom
lot contracts. However, none of the contracts qualified as home construction
contracts eligible for the completed contract reporting method under 8 460(e).
In relevant part, 8§ 460(e)(6) defines a home construction contract as follows:

(A) Home construction contract—The term “home
construction contract” means any construction contract if 80
percent or more of the estimated total contract costs (as of the
close of the taxable year in which the contract was entered
into) are reasonably expected to be attributable to activities
referred to in paragraph (4) with respect to —

(i) dwelling units (as defined in section

168(e)(2)(A)(ii)) contained in buildings

containing 4 or fewer dwelling units (as so

defined), and

(ii) improvements to real property directly

related to such dwelling units and located on

the site of such dwelling units.

The taxpayer argued that the costs met the “80 percent test” applied to
determine whether the land sales contracts met the definition in § 460(e)(6).
At the end of a long analysis of the statutory language, the regulations, and the
legislative history, Judge Wherry concluded that the contracts did not qualify
as home construction contracts. The taxpayer’s costs were, if anything,
common improvement costs. The taxpayer did not incur any costs with respect
to any home’s “structural, physical construction.” The costs were not “costs
for improvements ‘located on’ or ‘located at’ the site of the homes.”
Accordingly, the costs could not be included in testing whether 80 percent of
their allocable contract costs are attributable to the dwelling units and real
property improvements directly related to, and located on, the site of the yet
to be constructed dwelling units.

Our Opinion today draws a bright line. A taxpayer’s
contract can qualify as a home construction contract only if
the taxpayer builds, constructs, reconstructs, rehabilitates, or
installs integral components to dwelling units or real property
improvements directly related to and located on the site of
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such dwelling units. It is not enough for the taxpayer to merely
pave the road leading to the home, though that may be
necessary to the ultimate sale and use of a home. If we allow
taxpayers who have construction costs that merely benefit a
home that may or may not be built, to use the completed
contract method of accounting, then there is no telling how
attenuated the costs may be and how long deferral of income
may last.

2. It turns out that 6666, not 666, is the mark of the
devil for the IRS. Burnett Ranches, Ltd. v. United States, 753 F.3d 143 (5th
Cir. 5/22/14). Burnett Ranches 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 either (1) they are syndicated or (2) more than 35 percent of losses
are attributable 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) for active
management by an individual holding an interest (even if as a limited partner)
applied. The government conceded that (1) Ms. Marion did “actively
participate” in the management of Burnett Ranches’ agricultural business for
not less than five years previously, and (2) her interest in Burnett Ranches was
“attributable to” her active 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(c)(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 years) 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
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exception to interests of which such an actively participating manager holds
legal title in his or her name.”

B. Inventories

There were no significant developments regarding this topic
during 2014.

C. Installment Method

1. Beginning to updating regulations only thirty-four
years after the Code section number was changed. REG-109187-11,
Nonrecognition of Gain or Loss on Certain Dispositions of Installment
Obligations, 79 F.R. 76928 (12/23/14). The Treasury Department and IRS
have published proposed amendments to Regs. 88 1.351-1(a), 1.361-1,
1.453B-1, and 1.721-1(a) to provide that a transferor does not recognize gain
under 8 453B or otherwise (or loss) on the transfer of an installment obligation
if gain or loss is not recognized on the disposition under any of 88 351, 361,
or 721. However, the proposed regulations provide that this general rule does
not apply to the satisfaction of an installment obligation. For example, an
installment obligation of an issuer, such as a corporation or partnership, is
satisfied when the holder transfers the obligation to the issuer for an equity
interest in the issuer. These proposed amendments reflect the replacement in
1980 of former § 453(d) with § 453B, and the proposed amendments replace
current Reg. § 1.452-9(c)(2), issued under former § 453(d). With respect to a
satisfaction transfer, the proposed regulations incorporate the holding of Rev.
Rul. 73-423, 1973-2 C.B. 161, which held that in such a case involving a
corporation as the obligor, the transferor recognizes gain or loss on the
satisfaction of the obligation to the extent of the difference between the
transferor’s basis in the obligation and the fair market value of the stock
received, even though gain or loss generally is not recognized on § 351
transfers.

e The proposed amendments will be
effective upon publication of final amended regulations.

D. Year of Inclusion or Deduction

1. This Eagle’s wings got clipped. Giant Eagle, Inc. v.
Commissioner, T.C. Memo. 2014-146 (7/23/14). The taxpayer owned and
operated supermarkets and gas stations. It offered a customer loyalty program
by which customers making qualifying purchases at the supermarket could
earn “fuelperks!” that were redeemable for a discount against the purchase
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price of gas at the gas stations. The taxpayer, which used the accrual method,
claimed deductions for certain unredeemed fuelperks! for the years at issue.
The Tax Court (Judge Haines) disallowed the deductions because the “all
events” test of § 461 had not been satisfied. The redemption of fuelperks! was
structured as a discount against the purchase price of gas, and the purchase of
gas was necessarily a condition precedent to the redemption of fuelperks! The
court declined to analogize the fuelperks! to trading stamps or premium
coupons “redeemable in merchandise, cash, or other property” issued by a
retailer, which under Reg. § 1.451-4(a)(1) can offset income in the year issued,
applying instead Rev. Rul. 78-212, 1978-1 C.B. 139, in which the IRS ruled
that a taxpayer using the accrual method of accounting who and with the sale
of products issued coupons that could be redeemed for a discount on the sale
prices of products purchased in the future could not apply Reg. § 1.451-
4(a)(1); those coupons were not “redeemable in merchandise, cash, or other
property” because the redemption of the coupons was conditioned on an
additional purchase of the retailer’s product by the consumer.

1I. BUSINESS INCOME AND DEDUCTIONS
A. Income

1. The IRS says that for some purposes pledging
ownership of a disregarded LLC is the same thing as mortgaging the
LLC’s real property. Rev. Proc. 2014-20, 2014-9 1.R.B. 614 (2/5/14). This
revenue procedure provides a safe harbor under which the IRS will treat
indebtedness that is secured by 100 percent of the ownership interest in a
disregarded entity holding real property as indebtedness that is secured by real
property for purposes of 8§ 108(c)(3)(A). Section 108(a)(1)(D) allows
noncorporate taxpayers to elect to exclude income arising from cancellation
of “qualified real property business indebtedness.” Section 108(c)(3)(A)
defines qualified real property business indebtedness as indebtedness incurred
in connection with, and secured by, real property used in a trade or business.
The exclusion is limited to the amount by which qualified real property
business indebtedness exceeds the fair market value of property secured by the
debt, which limits the exclusion under § 108(a)(1)(D) to so-called “phantom
gain.” Section 108(c)(2)(B) further limits the amount of the exclusion to the
aggregate adjusted basis of depreciable real property held by the taxpayer
immediately before the cancellation. “Qualified real property business
indebtedness” includes only (1) debt incurred or assumed by the taxpayer
before 1993 “in connection with” real property used by the taxpayer in a trade
or business and secured by the real property, and (2) debt incurred or assumed
after 1992 to acquire, construct, reconstruct, or substantially improve the
property secured by the debt or to refinance qualifying pre-1993 indebtedness
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to the extent the refinancing does not exceed the original debt. This revenue
procedure provides that as long as the indebtedness meets the other
requirements of 8 108(c)(3), the IRS will treat such indebtedness as secured
by real property for purposes of § 108(c)(3)(A), and thus as “qualified real
property business indebtedness,” eligible for exclusion from gross income
pursuant to § 108(a)(1)(D), subject to the limitations provided in § 108(c), any
indebtedness that meets the following conditions: (1) the taxpayer or a wholly
owned disregarded entity of the taxpayer incurs indebtedness, (2) the taxpayer
borrower directly or indirectly owns 100 percent of the ownership interest in
a disregarded entity owning real property, (3) the taxpayer borrower pledges
to the lender a first priority security interest in the borrower’s ownership
interest in the disregarded entity; any further encumbrance on the pledged
ownership interest must be subordinate to the lender’s security interest, (4) at
least 90 percent of the fair market value of the total assets (immediately before
the discharge) directly owned by the disregarded entity must be real property
used in a trade or business, and any other assets held by the disregarded entity
must be incidental to the entity’s acquisition, ownership, and operation of the
real property, and (5) upon default and foreclosure on the indebtedness, the
lender will replace the borrower as the sole member of the disregarded entity
owning the property.

B. Deductible Expenses versus Capitalization

1. Those fancy Pyrex® and Oneida® branded
kitchen products are made by Robinson Knife Manufacturing, which is
required to capitalize license fees. Robinson Knife Manufacturing Co. v.
Commissioner, T.C. Memo. 2009-9 (1/14/09). The taxpayer designs and
produces kitchen tools for sale to large retail chains. To enhance its marketing,
the taxpayer paid license fees to Corning for use of the Pyrex trademark and
Oneida for use of the Oneida trademark on kitchen tools designed and
produced by the taxpayer. The taxpayer’s production of kitchen tools bearing
the licensed trademarks was subject to review and quality control by Corning
or Oneida. The IRS asserted that the taxpayer’s licensing fees were subject to
capitalization into inventory under 8 263A under Reg. 8§ 1.263A-
1(e)(3)(ii)(Uu), which expressly includes licensing and franchise fees as
indirect costs that must be allocated to produced property. Agreeing with the
IRS, the court (Judge Marvel) rejected the taxpayer’s argument that the
licensing fees, incurred to enhance the marketability of its produced products,
were deductible as marketing, selling, or advertising costs excluded from the
capitalization requirements by Reg. 8 1.263A-1(e)(3)(iii)(A). The court noted
that the design approval and quality control elements of the licensing
agreements benefited the taxpayer in the development and production of
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kitchen tools marketed with the licensed trademarks. The court rejected the
taxpayer’s argument that Rev. Rul. 2000-4, 2000-1 C.B. 331, which allowed
a current deduction for costs incurred in obtaining 1ISO 9000 certification as
an assurance of quality processes in providing goods and services, was
applicable to the quality control element of the license agreements. The court
noted that although the trademarks permitted the taxpayer to produce kitchen
tools that were more marketable than the taxpayer’s other products, the
royalties directly benefited or were incurred, or both, by reason of the
taxpayer’s production activities. The court also upheld the IRS’s application
of the simplified production method of Reg. § 1.263A-2(b) to allocate the
license fees between cost of goods sold and ending inventory as consistent
with the taxpayer’s use of the simplified production method for allocating
other indirect costs.

a. But the Second Circuit disagrees.
Robinson Knife Manufacturing Co. v. Commissioner, 600 F.3d 121 (2d Cir.
3/19/10). Like the Tax Court, the Court of Appeals rejected Robinson’s
arguments that the royalty payments were deductible as marketing, selling,
advertising, or distribution costs under Reg. § 1.263-1(e)(3)(iii)(A), or that the
royalty payments were deductible as not having been incurred in securing the
contractual right to use a trademark, corporate plan, manufacturing procedure,
special recipe, or other similar right associated with property produced under
Reg. 8 1.263A-1(e)(3)(ii)(U). The Court of Appeals concluded, however, that
“royalty payments which are (1) calculated as a percentage of sales revenue
from certain inventory, and (2) incurred only upon sale of such inventory, are
not required to be capitalized under the 8§ 263A regulations.” The court held
that the royalties were neither incurred in, nor directly benefited, the
performance of production activities under Reg. § 1.263A-1(e)(3)(i). Unlike
license agreements, the court concluded that Robinson could have
manufactured the products, and did, without paying the royalty costs. The
royalties were not, therefore, incurred by reason of the production process. The
court also concluded that since the royalties were incurred for kitchen tools
that have been sold, “it is necessarily true that the royalty costs and the income
from sale of the inventory items are incurred simultaneously.” The court noted
further that had Robinson’s licensing agreements provided for non-sales based
royalties, then capitalization would have been required.

b. Proposed regulations make you wonder
why the IRS ever litigated Robinson Knife. REG-149335-08, Sales-Based
Royalties and Vendor Allowances, 75 F.R. 78940 (12/17/10). The IRS has
proposed regulations under § 263A that generally provide the taxpayer-
favorable result reached by the Second Circuit in Robinson Knife. The
proposed regulations provide that sales-based royalties must be capitalized,
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but also provide that sales-based royalties required to be capitalized are
allocable only to property that a taxpayer has sold, rather to closing inventory.
The preamble asserts that the Second Circuit in Robinson Knife misconstrued
the nature of costs required to be capitalized and that the costs of securing
rights to use intellectual property directly benefits, or are incurred by reason
of, production processes requiring that the costs be capitalized even if payable
only on the basis of the number of units sold or as a percentage of revenue.
Nonetheless, the proposed regulations are consistent with the holding of
Robinson Knife where they provide that sales-based royalties are related only
to units that are sold during the taxable year. Thus, Prop. Reg. 8 1.263A-
3(d)(3)(i)(C)(3) would provide that sales-based costs would not be included in
ending inventory under § 471.

e However, in light of the generous
treatment of sales-based royalties, the proposed § 263A regulations, along with
proposed amendments to Reg. § 1.471-3(e), require that sales-based vendor
allowances (which are rebates or discounts from a vendor as a result of selling
the vendor’s merchandise) must be taken into account as an adjustment to the
cost of merchandise sold, effectively requiring that such allowances be included
in gross income immediately, and would not be taken into account in ending
inventory.

e The formulas allocating additional indirect
costs to ending inventory under the simplified production and resale methods
would be modified to remove capitalized sales-based royalties and vendor
allowances allocable to property that has been sold.

C. But the IRS still disagrees with the Second
Circuit. AOD 2011-01, 2011-9 I.R.B. 526 (2/8/11), corrected by Ann. 2011-
32, 2011-22 I.R.B. 836 (5/31/11). The IRS disagrees with the Second Circuit
analysis stating that the court “confused the timing with the purpose of the
payments.” The IRS opines that Robinson incurred the royalty expenses first
to produce then to sell the trademarked items, adding that in order to sell the
items it first had to produce them.

d. Final Sales-Based Royalty and Vendor
Allowance regulations. T.D. 9652, Sales-Based Royalties and Vendor
Allowances, 79 F.R. 2094 (1/13/14). The final regulations follow the proposed
regulations on sales-based royalties with the modification of permitting
taxpayers to either (1) allocate sales-based royalties entirely to property sold,
or (2) to allocate these royalties between cost of goods sold and ending
inventory using either (a) a facts-and-circumstances cost allocation method,
(b) the simplified production method, or (c) the simplified resale method.
Sales-based vendor chargebacks will still reduce cost of goods sold (as in the
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proposed regulations) but the treatment of sales-based vendor allowances
other than chargebacks is reserved in the final regulations.

e. And detailed procedures for changing
methods of accounting based on the above final regulations. Rev. Proc.
2014-33, 2014-22 1.R.B. 1060 (5/6/14), modifying Rev. Proc. 2011-14, 2011-
2 C.B. 330. This revenue procedure provides the exclusive procedures by
which a taxpayer obtains consent under 8 446(e) to (1) change its method of
accounting for royalties, (2) change its method of accounting for sales-based
vendor chargebacks, or (3) change its simplified production method or
simplified resale method for costs allocated only to inventory property that has
been sold, to comply with the T.D. 9652 final regulations. The detailed
procedures are contained in new section 11.11 of the APPENDIX to Rev. Proc.
2011-14.

2. Accounting method changes are coming and the
IRS wants to make it easy. Rev. Proc. 2014-16, 2014-9 1.R.B. 606 (2/24/14).
This revenue procedure modifies the procedures for obtaining the automatic
consent of the IRS for certain changes in methods of accounting for amounts
paid to acquire, produce, or improve tangible property. In particular, it
provides procedures for obtaining automatic consent to change to (1) a
reasonable method described in Reg. § 1.263A-1(f)(4) for self-constructed
assets, and (2) a permissible method under 8 263A(b)(2) and Reg. § 1.263A-
3(a)(1) for certain costs related to real property acquired through a foreclosure
or similar transaction. Rev. Proc. 2011-14 is modified and clarified, and Rev.
Proc. 2012-19 is modified and superseded.

3. Protecting directors from cement shoes in a
shareholder class-action arising from a merger subject to capitalization.
Why apply modern regulations when old case law will do the trick? Ash
Grove Cement Co. v. United States, 111 A.F.T.R.2d 2013-767 (D. Kan.
2/6/13). The taxpayer settled a class action lawsuit by minority shareholders
against itself and its directors arising out of the acquisition of another
corporation in a reorganization. The District Court (Judge Murguia) granted
summary judgment for the government, holding that both the settlement
payment and litigation expenses incurred by the taxpayer in resolving the class
action lawsuit were capital expenditures under § 263. The origin of the claim
for which the taxpayer incurred the expenses arose from a capital transaction.
Even though the payments related to the taxpayer’s 2005 return, the court
applied the case law based “origin of the claim” test, e.g., Woodward v.
Commissioner, 397 U.S. 572 (1970), rather than Reg. § 1.263(a)-5, which was
promulgated in 2003. The court held that the litigation expenses arose out of
the acquisition transactions and were thus capital expenses under the origin of
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the claim test. The court rejected the taxpayer’s argument that expenses
incurred to indemnify directors from legal claims were deductible. The court
pointed out that under the taxpayer’s approach, “companies could always
deduct litigation expenses any time a director acting in good faith is sued in
connection with a capital transaction so long as the company has an indemnity
obligation.”

a. Affirmed on the same case law grounds.
Ash Grove Cement Co. v. United States, 562 F. App’x 697 (10th Cir. 4/22/14),
aff’g 111 A.F.T.R.2d 2013-767 (D. Kan. 2/6/13). The Tenth Circuit (Judge
Lucero) affirmed on the ground that “[c]ourts have repeatedly concluded that
litigation costs arising out of corporate reorganizations are capital
expenditures.” He refused to distinguish the Woodward line of cases on the
grounds that the litigation here “did not involve the purchase of a capital asset
or setting the price of a capital asset” by noting that the litigation concerned
the purchase price for the acquisition of another corporation in the
reorganization and the settlement payment was a capital expense. As to the
deductibility of the legal expenses, he concluded that the “Supreme Court has
previously determined that a variation in state law that changed the
relationship between parties involved in a suit regarding capital expanses did
not alter the deductibility of expenditures,” citing United States v. Hilton
Hotels Corp., 397 U.S. 580, 583-84 (1970).

4, What is “insurance”? Rev. Rul. 2014-15, 2014-24
I.R.B. 1095 (5/8/14). This revenue ruling provides that a particularly described
arrangement under which an employer funds retiree health benefits through a
wholly owned subsidiary is insurance for federal income tax purposes. The
subsidiary is an insurance company under Subchapter L.

5. In the Sixth Circuit, even if not necessarily in the
rest of the country, lease termination expenses are deductible and not
capitalized into the basis of an acquired building. ABC Beverage Corp. v.
United States, 756 F.3d 438 (6th Cir. 6/13/14), aff’g 577 F. Supp. 2d 935
(W.D. Mich. 8/27/08). The taxpayer operated a bottling facility in a leased
building. Because it considered the rent to be excessive, it exercised an option
to purchase the property. Appraisals valued the property without the lease at
$2.75 million, but the taxpayer determined that the fair market value of the
property with the lease would be at least $9 million and it eventually bought
the property for more than $9 million. The taxpayer treated $2.75 million as
its cost of acquiring the property and deducted $6.25 million as a business
expense for terminating the lease. Applying Cleveland Allerton Hotel, Inc. v.
Commissioner, 166 F.2d 805 (6th Cir. 1948), the Sixth Circuit, in an opinion
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by Judge Cole, upheld the deduction, rejecting the government’s argument that
the Supreme Court’s subsequent decisions in Woodward v. Commissioner, 397
U.S. 572 (1970), Commissioner v. Idaho Power Co., 418 U.S. 1 (1974), and
INDOPCO, Inc. v. Commissioner, 503 U.S. 79 (1992), had overruled
Cleveland Allerton Hotel, Inc. Further, the court held that § 167(c)(2), which
was enacted after Cleveland Allerton Hotel, Inc. was decided, did not apply.
Section 167(c)(2) provides that “[i]f any property is acquired subject to a
lease,” the taxpayer is prohibited from allocating any part of the property’s
cost to the leasehold interest and is required to capitalize the entire cost of the
property. The court concluded that “the phrase ‘acquired subject to a lease’ is
best understood to encompass only those acquisitions in which the lease
continues after the purchase.” In so doing, the Sixth Circuit acknowledged that
in Union Carbide Foreign Sales Corp. v. Commissioner, 115 T.C. 423 (1993),
the Tax Court had reached the opposite conclusion regarding the ambit of
8 167(c)(2), but disagreed with the Tax Court’s conclusion.

6. Research to eliminate uncertainty
is deductible under final regulations. What about the uncertainty of tax
advice? T.D. 9680, Research Expenditures, 79 F.R. 42193 (7/21/14). The
Treasury Department has finalized, with minor revisions, amendments to Reg.
8 1.174-2 proposed in REG-124148-05, Research Expenditures, 78 F.R.
54796 (9/6/13). Section 174 allows either deduction or 60 month amortization
of research and experimental expenditures, but under § 174(c) the § 174
deduction is not applicable to expenditures for the acquisition or improvement
of land or depreciable property. Reg. § 1.174-2(a)(1) defines research and
experimental expenditures as expenditures that represent “research and
development costs in the experimental or laboratory sense” and provide in
§ 1.174-2(b)(1) that depreciation allowances on depreciable property used in
research are 8§ 174 expenditures. The final regulations provide that
expenditures may qualify under § 174 regardless of whether a resulting
product is sold or used in the taxpayer’s trade or business and that the
depreciable property rule is an application of the general definition of research
and experimental expenditures.

e Reg. § 1.174-2(a)(1) provides that the
ultimate success, failure, sale, or use of a product is not relevant to a
determination of eligibility of expenditures as research or experimental
expenditures under § 174.

e Reg. §1.174-2(b)(4), as interpreted by the
preamble to the proposed and final regulations, makes clear that, as an application
of the general definition of research expenditures, the depreciable property rule
should not be applied to exclude otherwise eligible expenditures.

e Under Reg. 8§ 1.174-(a)(2), research
expenditures to develop a product include development of a pilot model. Reg.
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§ 1.174-2(a)(4) defines a pilot model as “any representation or model of a product
that is produced to evaluate and resolve uncertainty concerning the product.”

e The regulations amend Reg. § 1.174-
2(a)(1) to “clarify” that production costs after uncertainty is eliminated are not
eligible under § 174 by providing that “[c]osts may be eligible under section 174
if paid or incurred after production begins but before uncertainty concerning the
development or improvement of the product is eliminated.”

e Reg. 8 1.174-2(a)(5) adopts a “shrinking
back rule” that provides that research and experimental expenditures for the
improvement of a component of a larger design may be eligible under § 174, but
uncertainty with respect to components does not necessarily indicate uncertainty
with respect to the product as a whole.

e The amendments to Reg. § 1.174-2 apply
to tax years ending on or after 7/21/14, but taxpayers can apply these amendments
to tax years for which the period of limitations on assessment of tax has not
expired.

C. Reasonable Compensation

1. A circular cash flow is not respected, particularly
where there are insufficient funds in the bank to back up the rubber
check. Vanney Associates, Inc. v. Commissioner, T.C. Memo. 2014-184
(9/11/14). The Tax Court (Judge Buch) upheld the disallowance of deductions
for a cash method corporation that paid its sole shareholder employee a year-
end bonus (on Dec. 30) by a check that the corporation did not have sufficient
funds to honor and which was immediately endorsed back to the corporation
as a loan.

D. Miscellaneous Deductions

1. A partner’s unreimbursed reimbursable expenses
incurred on behalf of the partnership are not deductible on his own
return. McLauchlan v. Commissioner, T.C. Memo. 2011-289 (12/19/11). The
taxpayer was a partner in a law firm and he paid various expenses, such as
advertising, home office, automobile, travel, meals, entertainment, cell phone,
professional organizations, continuing legal education, state bar membership,
supplies, interest, banking fees, and legal support services in connection with
his law practice. The partnership reimbursed him for over $60,000 of the
expenses in each year in question, but he claimed more than $100,000 of
additional expense on Schedule C in each year. The Tax Court (Judge Kroupa)
articulated the principal issue as whether a partner can deduct unreimbursed
expenses incurred in furtherance of the partnership’s business. She then
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articulated the relevant legal principle as prohibiting a partner from deducting
on his own return expenses of the partnership, even if the expenses were
incurred by the partner in furtherance of partnership business, unless there is
an agreement among partners, or a routine practice equal to an agreement, that
requires a partner to use his or her own funds to pay a partnership expense,
citing Cropland Chem. Corp. v. Commissioner, 75 T.C. 288, 295 (1980), aff"d
without published opinion, 665 F.2d 1050 (7th Cir. 1981). In the instant case,
the partnership agreement required petitioner to pay “indirect partnership
expenses” that were unreimbursable, but there was no routine practice that
required petitioner to pay any other partnership expenses. Thus, expenses at
issue were deductible only if they were unreimbursable indirect partnership
expenses that were actually incurred. Turning to the facts, Judge Kroupa found
that all of the claimed expenses were either reimbursable under the partnership
agreement or not properly substantiated. Accordingly, all of the claimed
deductions were disallowed and § 6662 accuracy related penalties were
upheld.

a. And it appears to be black letter law to the
Fifth Circuit. McLauchlan v. Commissioner, 558 F. App’x 374 (5th Cir.
3/6/14)). The Fifth Circuit, in a per curiam opinion, affirmed the Tax Court.
First, the court restated what it considered to be the black letter law:

Generally, a partner may not deduct the expenses of the
partnership on his individual return, even if the expenses were
incurred by the partner in furtherance of partnership business.
Cropland Chem. Corp. v. Comm’r, 75 T.C. 288, 295 (1980),
affd., 665 F.2d 1050 (7th Cir. 1981) (unpublished table
decision). The exception to this rule is where “under a
partnership agreement, a partner has been required to pay
certain partnership expenses out of his own funds, he is
entitled to deduct the amount thereof from his individual gross
income.” Klein v. Comm’r, 25 T.C. 1045, 1052 acq., 1956-2
C.B. 4 (1956).

In light of this law, the Court of Appeals found that the Tax Court record did
not establish that the partnership had a routine practice requiring partners to
pay any of its expenses outside the terms of the partnership agreement.
Accordingly, “expenses McLauchlan claimed as deductions beyond those
identified in the partnership agreement, such as for advertising, contract labor,
home insurance, interest, office supplies, utilities, and wages, were expenses
McLauchlan chose to incur, rather than ones called for by AR’s partnership
agreement. They therefore were not deductible on McLauchlan’s individual
tax return.” Presumably, the court found these expenses not to have been
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“necessary” in the strictest sense of the word. Next, the Court of Appeals
concluded that the expenses McLauchlan was required by the partnership
agreement to incur, except automobile expenses, were reimbursable by the
partnership, but McLauchlan failed to seek reimbursement. The court cited
Occhipinti v. Commissioner, T.C. Memo. 1969-190, aff’d sub nom. Bayou
Verret Land Co. v. Commissioner, 450 F.2d 850 (5th Cir. 1971), for the
proposition that if a partner has a right to reimbursement and does not pursue
it, the partner is not entitled to deduct the expenses. Thus, he was “not required
to pay, without reimbursement, any of the claimed expenses at issue and thus
they were not properly deductible as unreimbursed partnership expenses.”

2. Cash value life-insurance through off-shore
insurance companies and LLCs don’t produce deductible premiums.
Salty Brine |, Ltd. v. United States, 111 A.F.T.R.2d 2013-2308 (N.D. Tex.
5/16/13). In a marketed insurance tax shelter arrangement that even Jenkens
& Gilchrist would not bless with an opinion, the court denied 8 162 deductions
for premiums paid for business protection insurance issued by off-shore
affiliates of Fidelity and Citadel Insurance companies. The policies included
cash value life insurance and related annuities that the court found did not
protect the business from risk and merely represented an attempt to funnel cash
from the businesses to families of the owners. Section 6662 penalties were
upheld.

a. Affirmed by the Fifth Circuit. Salty Brine
I, Ltd. v. United States, 761 F.3d 484 (5th Cir. 7/31/14). The Fifth Circuit
(Judge Davis) affirmed the district court, finding that the arrangement was an
invalid attempt to assign income, so the alleged insurance premiums were not
deductible. He also found that the arrangement lacked economic substance,
based on it failing the first of the three factors of the “multi-factor test for when
a transaction must be honored as legitimate for tax purposes.” This test
requires that the transaction satisfy all three of the following factors; i.e., if it:
“(1) has economic substance compelled by business or regulatory realities,
(2) is imbued with tax-independent considerations, and (3) is not shaped
totally by tax-avoidance features.”

3. A judge lets the jury decide how much of
$126,796,262 of a $385,147,334 settlement payment under the False
Claims Act is compensatory and how much is a nondeductible penalty.
Fresenius Medical Care Holdings, Inc. v. United States, 111 A.F.T.R.2d 2013-
1938 (D. Mass. 5/9/13). The taxpayer deducted the full amount of a
$385,147,334 settlement with the government under the False Claims Act (for
Medicare and Medicaid fraud), which provides for a penalty of not less than
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$5,000 and not more than $10,000 plus three times the amount of damages the
government sustains. The settlement agreement was silent regarding the
allocation of the payment between compensatory and punitive amounts,
although it did allocate $65,800,555 to qui tam relators’ awards. The
agreement expressly disclaimed any resolution of the tax treatment of the
payment. The IRS allowed a portion of the deduction but disallowed as a fine
or similar penalty, which is nondeductible under § 162(f), $126,796,262 of the
claimed deduction. The District Court denied cross motions for summary
judgment because “real disputes remained about the purpose of the payments,”
and on a motion for entry of judgment held that the jury properly determined
that $95,000,000 of the disputed amount of the settlement paid to the
government was compensatory and therefore deductible. The court explained
that “a manifest agreement is not necessary for [the taxpayer] to establish that
all or some portion of the payments at issue were made in settlement of non-
punitive FCA liability.” It concluded that “to determine whether the payments
made by [the taxpayer] to the government in excess of the amount already
deemed deductible by the IRS were compensatory damages, it was necessary
to consider both the language of the settlement agreements and non-
contractual evidence regarding the purpose and application of the payments.”

a. And the First Circuit says to the
government JJi”that’s ok, that’s alright, ’'m gonna do something you
don’t like.”3J' Fresenius Medical Care Holdings, Inc. v. United States, 763
F.3d 64 (1st Cir. 8/13/14). In an opinion by Judge Selya, the First Circuit
affirmed the District Court’s judgment. The Court of Appeals rejected the
government’s argument that “the absence of an agreement between the parties
as to whether the payments will be deductible defeats Fresenius’s claim of
deductibility,” characterizing the government’s argument as “assign[ing]
talismanic significance to the presence or absence of a tax characterization
agreement between the settling parties.” Rather, the court held that in
determining the tax treatment of a False Claims Act civil settlement, a court
may consider factors beyond the mere presence or absence of a tax
characterization agreement between the government and the settling party.
The court reasoned as follows:

The government’s proposed rule is also in serious tension
with yet another fundamental tenet of tax law. This tenet holds
that amounts paid or received in settlement should receive the
same tax treatment, to the extent practicable, as would have
applied had the dispute been litigated and reduced to
judgment. See, e.g., Lyeth v. Hoey, 305 U.S. 188, 196; Freda
v. Comm’r, 656 F.3d 570, 574 (7th Cir. 2011); Alexander v.
IRS, 72 F.3d 938, 942 (1sst Cir. 1995). The government’s
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position here inters that tenet in the graveyard of forgotten
canons.

When an FCA claim is tried rather than settled, there will
perforce be no characterization agreement available to guide
the tax treatment of awarded damages. Nevertheless, some
portion of the award beyond single damages may
subsequently be found to have a compensatory purpose. See
Chandler, 538 U.S. at 130-31; Bornstein, 423 U.S. at 315.
Hence, that portion of the award will be deductible. See 26
C.F.R. 81.162-21(b). The same result logically should obtain
in the settlement context. Thus, a rule that requires a tax
characterization agreement as a precondition to deductibility
would produce an infelicitous asymmetry.

The First Circuit acknowledged that its holding was somewhat at odds with
the Ninth Circuit’s decision in Talley Industries Inc. v. Commissioner, 116
F.3d 382 (1997), but it described Talley Industries as “distinguishable on its
facts,” and said “its message is unclear,” concluding that “generally accepted
principles of tax law compel us to part company with the Ninth Circuit.”

4. The Tax Court shows some more love for captive
insurance companies. Rent-A-Center, Inc. v. Commissioner, 142 T.C. 1
(1/14/14). The parent of an affiliated group of domestic corporations (RAC)
conducted its business through stores owned and operated by its subsidiaries.
The parent established a Bermudian insurance company (Legacy) and the
operating subsidiaries entered into insurance contracts with Legacy pursuant
to which each subsidiary paid Legacy an amount, determined by actuarial
calculations and an allocation formula, relating to workers’ compensation,
automobile, and general liability risks. Legacy, in turn, reimbursed a portion
of each subsidiary’s claims relating to these risks. Although the parent
corporation was a listed policyholder, no premium was attributable to it
because it did not own stores, have employees, or operate vehicles. RAC paid
the premiums relating to each policy. The operating subsidiaries deducted, as
insurance expenses, the payments to Legacy. In addition, in a complex
arrangement, RAC guaranteed up to $25 million of Legacy’s liabilities, and
the guaranty was treated as an asset of Legacy by the Bermudian insurance
regulators. The IRS issued a deficiency notice based on the position that the
payments by the operating subsidiaries to Legacy were not deductible as
insurance premiums. The Tax Court, in a reviewed opinion (7-3-6) by Judge
Foley, held that the payments were deductible as insurance premiums. First,
in forming Legacy, RAC “made a business decision premised on a myriad of
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significant and legitimate nontax considerations.” Second, the flow of funds
was not circular. Third, Legacy was not a “sham,” but “was a bona fide
insurance company.” Legacy “charged actuarially determined premiums; was
subject to the BMA’s regulatory control; met Bermuda’s minimum statutory
requirements; paid claims from its separately maintained account; and, as
respondent’s expert readily admitted, was adequately capitalized.” Finally, the
payments were insurance premiums because the policies shifted risk between
RAC’s operating subsidiaries and Legacy. Under the principles of Humana
Inc. & Subs. v. Commissioner, 881 F.2d 247 (6th Cir. 1989), aff’g in part,
rev’g in part and remanding, 88 T.C. 197 (1987), because the subsidiaries
owned no stock in the captive insurance company, risk was shifted and
distributed. The court expressly rejected adoption of the IRS’s “economic
family theory,” see Rev. Rul. 77-316, 1977-2 C.B. 53, as have other courts
that have examined the issue.

e Judge Foley found RAC’s guarantee of up
to $25 million of Legacy’s liabilities not to be relevant. Legacy’s guaranty did
not affect the balance sheets or net worth of the operating subsidiaries insured by
Legacy.

e In a dissenting opinion, Judge Halpern,
joined by Judge Lauber, discussed the lack of clarity in Judge Foley’s opinion
concerning whether the court has overruled its prior decision in Humana, in
which the Tax Court concluded that a brother-sister captive insurance
arrangement was not insurance for federal tax purposes. He emphasized that, to
overrule a prior decision, the Tax Court’s Conference Procedures require an
affirmative vote of a majority of judges entitled to vote and that, although the
votes of the three judges who concurred in the result count as affirmative votes,
“[w]hether the Court has in fact overruled a portion of Humana undoubtedly will
be unclear to many readers of this report.” Judge Halpern stated that, to the extent
the court’s prior decision in Humana stands for the proposition that a captive
insurance arrangement between brother-sister corporations cannot be insurance
a matter of law, it was unnecessary for the court to revisit Humana in light of the
IRS’s position, expressed in Rev. Rul. 2001-31, 2001 C.B. 1348, that it would no
longer invoke the “economic family” theory with respect to captive insurance
transactions and instead would assess such transactions based on the facts and
circumstances of each case.

e Judge Lauber wrote a dissenting opinion
in which five judges joined. Judge Lauber, for the same reasons expressed by
Judge Halpern, saw “no need for the Court to reconsider Humana, which in a
practical sense may be water under the bridge.” He agreed with the majority that
the deductibility of the insurance premiums should be assessed taking into
account the facts and circumstances of the case, but concluded that “the
undisputed facts of the entire record warrant the opposite conclusion from that
reached by the majority and justify a ruling that the Rent-A-Center arrangements
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do not constitute ‘insurance’ for Federal income tax purposes.” As the basis for
his conclusion, Judge Lauber focused on (1) the lack of risk shifting, evidenced
by the combination of RAC’s guaranty of Legacy’s liabilities and Legacy’s
inadequate capitalization, and (2) several factors demonstrating that RAC,
Legacy and the operating subsidiaries had failed to “conduct themselves in a
manner consistent with accepted insurance industry norms.

a. Another big hug from the Tax Court for
captive insurance companies. Securitas Holdings, Inc. v. Commissioner,
T.C. Memo. 2014-225 (10/29/14). Securitas AB, a public, Swedish company
that provides guarding and security services throughout Europe and other
markets, operates in the U.S. through an affiliated group of corporations of
which the parent is Securitas Holdings, Inc. (SHI). SHI acquired a U.S. captive
insurance company, Protectors Insurance Company of Vermont (Protectors).
During 2003 and 2004, the operating subsidiaries of SHI maintained their
coverage with third-party insurers for various insurable risks, including
workers’ compensation, automobile, employment practices, general, and
fidelity liabilities. Protectors insured most of the operating subsidiaries up to
the deductible or self-insured retentions of the third-party policies. SHI
guaranteed the performance of Protectors with respect to these risks. SHI did
S0 to preserve the tax-exempt status under § 501(c)(15) of another subsidiary
and took the position that Protectors did not qualify as an insurance company
for federal income tax purposes during the years in issue. SHI never paid any
amounts on the guaranty. Protectors requested certain relief from the Vermont
insurance regulators, including permission to lend all but $1 million of its
capital to SHI. The risks insured under the policies issued by Protectors were
reinsured by a newly-formed captive insurance company formed by Securitas
AB in Ireland. The Tax Court (Judge Buch) held that the premiums paid by
the operating subsidiaries were deductible under 8 162. The court examined
four criteria commonly used by courts to determine whether an arrangement
constitutes insurance for federal tax purposes and concluded that the captive
arrangement was insurance because it: (1) shifted risk from the operating
subsidiaries to Protectors and ultimately to the Irish captive reinsurance
company; (2) distributed risk by insuring a large pool of differing risks; and
(3) constituted insurance in the commonly accepted sense. (The IRS conceded
that the arrangement involved insurable risks, which is the fourth criterion.) In
reaching these conclusions, the court rejected several arguments made by the
government. The court held that SHI’s guaranty did not negate risk shifting
based on its prior holding in Rent-A-Center, Inc. v. Commissioner, 142 T.C.
No. 1 (1/14/14) and its conclusion that SHI’s captive arrangement was
distinguishable from the one in Hospital Corp. of America v. Commissioner,
T.C. Memo. 1997-482. The court also rejected the government’s argument that
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the group’s manner of paying claims and premiums through journal entries
that tracked amounts receivable and payable prevented risk from shifting.

5. “[T]he dissipation, in recent times, of the historical
moral opposition to gambling does not undercut the ‘rational basis’ for
treating professional gambling losses differently from other business-
related losses.” Lakhani v. Commissioner, 142 T.C. No. 8 (3/11/14). The Tax
Court (Judge Halpern) held that a professional gambler could not deduct under
88 162, 212, or 165 that portion of each bet equal to the takeout percentage
that applies to the pari-mutuel pool formed to receive that bet. Section 165(d)
disallowed the loss.

6. A self-employed truck driver lacking receipts for
travel expenses gets to sing AJYankee Doodle Dandy.3) Baker v.
Commissioner, T.C. Memo. 2014-122 (6/18/14). The taxpayer was a self-
employed trucker who used his own truck tractor to haul tank trailers from a
pickup site to designated destinations. He failed to file a tax return and the IRS
prepared a substitute return, based on third-party payors’ information returns,
that allowed no deductions. In disputing the deficiency, the taxpayer claimed
that various expenses of operating his trucking business should have been
allowed notwithstanding that he had no records. Because the truck was used
in the business of transporting property, pursuant to § 280F(d)(4)(C) it was not
listed property. Accordingly, the taxpayer’s claimed expenses for fuel,
maintenance, insurance, oil changes, storage fees, license plates, and heavy
highway use taxes, incurred with respect to the truck, were not subject to the
8§ 274(d) substantiation requirements and some of the claimed expenses were
allowed under Cohan v. Commissioner, 39 F.2d 540 (2d Cir. 1930) because
the Tax Court (Judge Ruwe) found that the taxpayer had credibly testified
about his business and the expenses. However, only a very small portion of
the claimed expenses were allowed.

1. Intention to operate a rental business doesn’t
establish its operation. Hume v. Commissioner, T.C. Memo. 2014-135
(7/7114). The taxpayers claimed mortgage interest deductions on Schedule C
for a residential property they owned and had acquired with an intention
eventually to rent out, but in which they resided in the years in question. The
Tax Court (Judge Wherry) upheld the IRS’s determination that the taxpayers
were not entitled to Schedule C deductions because the property was a
personal residence. Although nothing in the record contradicted the taxpayer’s
testimony that he purchased the property with the purpose of renting it out for
profit, and the record arguably reflected “that he may have regularly and
actively engaged in efforts to further and promote the activity,” his testimony
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that he never was able to get the property into a “condition to be able to” rent
it, and the fact that he was residing in it, contradicted any argument that the
taxpayers were renting out or able to rent out the property for the years in
question. The taxpayers were able to deduct the mortgage interest payments
only as qualified residence interest on Schedule A, Itemized Deductions,
subject to the $1.1 million § 163(h) limitation. The remaining mortgage
interest paid was not deductible.

8. Price-fixing in the E.U. results in an increased U.S.
income tax liability. Guardian Industries Corp. v. Commissioner, 143 T.C.
No. 1 (7/17/14). The Tax Court (Judge Lauber) sustained the IRS’s
determination that 8§ 162(f) disallowed a deduction for a €20 million penalty
paid to the Commission of the European Community (EC) as a result of the
Commission’s determination that the taxpayer participated in prohibited price
fixing. The phrase “government of a foreign country,” as used in Reg. § 1.162-
21(a), refers both to the government of a single foreign country and to the
governments of two or more foreign countries, and the Commission was an
entity serving as an instrumentality of the EC member states within the
meaning of Reg. § 1.162-21(a). The court rejected the taxpayer’s argument
that “an agency or instrumentality must be below a government,” finding that
“[t]he fact that the Commission is not subordinate to, or subject to the control
of, any individual member state thus has little relevance in deciding whether
it is an ‘agency or instrumentality’ of the member states collectively.”

9. So, maybe not reporting that barter rental income
wasn’t such a bright idea after all. Meinhardt v. Commissioner, 766 F.3d
917 (8th Cir. 9/10/14). The taxpayers owned 140 acres of farmland in rural
Minnesota and an eighty-year-old farmhouse in need of substantial repair and
renovation. At times they farmed the land themselves, but they regularly
rented the farmland to neighboring farmers for cash rent. They never rented
out the farmhouse for cash, but “rented” it to people who performed services
on the property or allowed relatives who performed services to use it free of
cash rent. They never reported any barter income and had no records of the
value of the services received. However, they deducted substantial expenses
relating to the farmhouse and its outbuildings, which were disallowed by the
IRS, because the farmland was the only part of the property that was leased
and from which income was derived. The Tax Court upheld the disallowance
of the deductions because the farmhouse expenses “were [not] tied to a real
estate property rental business” (L.R.C. § 162) or related to “property held for
the production of income” (I.R.C. § 212). The Court of Appeals, in a decision
by Judge Loken, affirmed.
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[E]vidence the Meinhardts made no changes in their efforts to
rent the property, despite thirty unsuccessful years,
undermined their assertion that they sought to profit by
renting the property. The lack of evidence of a rental property
business strategy, and evidence they allowed relatives to live
in the house rent-free, supported a finding that the Meinhardts
held the property as an alternative residence for the personal
use of their extended family.

The court also rejected the taxpayer’s argument that “the entire farm was ‘a
single rental business involving multiple related undertakings’ and therefore
all expenses of that single business, including the farmhouse expenses, were
deductible,” relying on Reg. § 1.183-1(d)(1), which deals with the scope of an
“activity” for purposes of the “hobby loss” rules. The Tax Court’s fact finding
that the taxpayer “differentiated the farmland from the farmhouse and rented
out the farmland separately,” and “did not abandon all personal use of the
farmhouse,” was not clearly erroneous. There was no evidence they ever tried
to rent or lease the farmhouse and farmland together. Nor did the taxpayer hold
the farmhouse for the production of income under 8 212. “[T]hey ‘did nothing
to generate revenue during the years in issue [and] had no credible plan for
operating it profitably in the future.’”

10. Don Draper likely would have tried to take
advantage of this rule had it been around when he was renting hotel
roomsin NYC. T.D. 9696, Local Lodging Expenses, 79 F.R. 59112 (10/1/14).
The Treasury Department has promulgated Reg. § 1.162-32 (proposed as Reg.
8 1.162-31 in REG-137589-07, Local Lodging Expenses, 77 F.R. 24657
(4/25/12)) with minor clarifications. Reg. § 1.162-32 allows a deduction for
local lodging—i.e., lodging while the taxpayer is not away from home—in
carrying on a taxpayer’s trade or business (whether or not as an employee)
under a “facts and circumstances” test. One factor is whether the taxpayer
incurs the expense because of a bona fide condition or requirement of
employment imposed by the taxpayer’s employer. To the extent an employer
reimburses an employee for local lodging expenses, the reimbursement may
be excluded from the employee’s gross income if the expense allowance
arrangement satisfies the requirements of an accountable plan under § 62(c)
and the applicable regulations. The regulations provide a safe harbor for local
lodging at business meetings and conferences. A taxpayer’s local lodging
expenses that do not satisfy the safe harbor nevertheless may be deductible
depending on the taxpayer’s facts and circumstances. The examples indicate
that there must be a bona fide business reason for the overnight stay, and, if
provided by an employer, there must be a substantial noncompensatory reason.
The regulations apply to expenses paid or incurred after 9/30/13, but taxpayers
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may apply the regulations to expenses paid or incurred in taxable years ending
before 10/1/14, for which the period of limitation on credit or refund under
§ 6511 has not expired.

o We foresee a deluge of future Tax Court
cases involving deductions claimed for nights (or mid-day stays) at a host of no-
tell motels.

11. Wouldn’t it be better to increase teachers’ pay?
TIPA retroactively extended through 2014 the § 62(a)(2)(D) above-the-line
deduction for up to $250 of teachers’ classroom supplies expenses.

E. Depreciation & Amortization

1. New accounting and disposition rules for MACRS
property. T.D. 9564, Guidance Regarding Deduction and Capitalization of
Expenditures Related to Tangible Property, 76 F.R. 81060 (12/27/11), and
REG-168745-03, Guidance Regarding Deduction and Capitalization of
Expenditures Related to Tangible Property, 76 F.R. 81128 (12/27/11). The
capitalization and repair regulations (discussed above) provide significant new
rules for the maintenance of multiple asset accounts and disposition of
property from MACRS single and multiple asset accounts.

e Accounting for MACRS Property.
Consistent with prior rules under Reg. § 1.167-7, Temp. Reg. § 1.168(i)-7T
allows taxpayers to account for MACRS property in a single asset account or by
combining multiple assets in a multiple asset account. Assets in a multiple asset
account must have been placed in service in the same taxable year and have the
same recovery period and convention. Assets that are subject to different
recovery rules or special limitations, such as automobiles, assets subject to
additional first year recovery, or property used partly for personal purposes, may
not be combined with assets subject to different recovery provisions. Assets with
the same recovery periods and conventions may be combined in a multiple asset
account even if the assets have different uses. In addition, the taxpayer is
permitted to use as many single and multiple asset accounts as the taxpayer may
choose.

e Dispositions. Temp. Reg. 8§ 1.168(i)-8T(d)
defines a disposition of MACRS property as occurring when the asset is
transferred or permanently withdrawn from use in the taxpayer’s trade or
business or from the production of income. Thus, a disposition includes the sale,
exchange, retirement, abandonment, or destruction of an asset. Significantly, the
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argument that the taxpayers received a quid pro quo for the cash contribution
in the form of the donee organization accepting and processing their
application, (2) providing them with a form preservation restriction agreement,
(3) undertaking to obtain approvals from the necessary government
authorities, (4) securing the lender agreement from the bank, (5) giving the
taxpayers basic tax advice, and (6) providing them with a list of approved
appraisers. The facts in evidence did not demonstrate a quid pro quo, because,
among other things, many of the tasks had been undertaken by the organization
before the check was received.

e Finally, the court declined to uphold the
8 6662 accuracy related penalties asserted by the IRS for the taxpayers’
overstatement of the amount of the contribution for the conservation easement,
but sustained the negligence penalty for the 2003 deduction for the cash payment.
Because the issue of whether any deduction was allowed for the easement,
regardless of its value, was a matter of law decided in the case as a matter of first
impression, the taxpayers were not negligent, had reasonable cause, and acted in
good faith.

b. The taxpayer wins the battle in the Court
of Appeals with an excellent discussion of charitable contributions of
easements on mortgaged property, but still might lose the war. Kaufman
v. Shulman, 687 F.3d 21 (1st Cir. 7/19/12). The First Circuit, however, in an
opinion by Judge Boudin, disagreed with the Tax Court, holding that a
mortgagee’s right to satisfy the mortgage lien before the donee of the
conservation easement is entitled to any amount from the sales or
condemnation proceeds from the property does not necessarily defeat the
charitable contribution deduction. Judge Boudin’s opinion noted that “the
Kaufmans had no power to make the mortgage-holding bank give up its own
protection against fire or condemnation and, more striking, no power to defeat
tax liens that the city might use to reach the same insurance proceeds—tax
liens being superior to most prior claims, 1 Powell on Real Property
§ 10B.06[6] (Michael Allan Wolf ed., Matthew Bender & Co. 2012), including
in Massachusetts the claims of the mortgage holder.”® The opinion continued
by observing that:

[G]iven the ubiquity of super-priority for tax liens, the
IRS’s reading of its regulation would appear to doom
practically all donations of easements, which is surely
contrary to the purpose of Congress. We normally defer to an

8. We include the citation to Powell on Real Property in the quotation
because Michael Allan Wolf is a colleague of Professor McMahon, and the UF Law
Dean rewards faculty members based, in part, on their citation count.
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agency’s reasonable reading of its own regulations, e.g.,
United States v. Cleveland Indians Baseball Co., 532 U.S.
200, 220 (2001), but cannot find reasonable an impromptu
reading that is not compelled and would defeat the purpose of
the statute, as we think is the case here.

e Thus, the First Circuit rejected the Tax
Court’s requirement that the donee of the conservation easement have “an
absolute right” (136 T.C. at 313), holding that a “grant that is absolute against the
owner-donor” is sufficient “and almost the same as an absolute one where third-
party claims (here, the bank’s or the city’s) are contingent and unlikely.”

e The First Circuit went on to reject the
IRS’s argument that the contribution also failed to qualify for a charitable
contribution deduction because a provision in the agreement between the
Kaufmans and the donee trust stated that “nothing herein contained shall be
construed to limit the [Trust’s] right to give its consent (e.g., to changes in the
Fagade) or to abandon some or all of its rights hereunder,” citing Commissioner
v. Simmons, 646 F.3d 6 (D.C. Cir. 2011), which reasoned that such clauses
permitting consent and abandonment “‘have no discrete effect upon the
perpetuity of the easements: Any donee might fail to enforce a conservation
easement, with or without a clause stating it may consent to a change or abandon
its rights, and a tax-exempt organization would do so at its peril.””” (quoting 646
F.3d at 10).

e The court also rejected various scattershot
IRS arguments that the substantiation rules had not been met.

e However, the Court of Appeals did not
necessarily hand the taxpayers a final victory. It remanded the case to the Tax
Court on the valuation issue.

When the Kaufmans donated the easement, their home
was already subject to South End Landmark District rules that
severely restrict the alterations that property owners can make
to the exteriors of historic buildings in the neighborhood.
These rules provide that “[a]ll proposed changes or
alterations” to “all elements of [the] facade, . . . the front yard

.. and the portions of roofs that are visible from public
streets” will be “subject to review” by the local landmark
district commission.

Under the Standards and Criteria, property owners of
South End buildings have an obligation to retain and repair
the original steps, stairs, railings, balustrades, balconies,
entryways, transoms, sidelights, exterior walls, windows,
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roofs, and front-yard fences (along with certain “other
features™); and, when the damaged elements are beyond
repair, property owners may only replace them with elements
that look like the originals. Given these pre-existing legal
obligations the Tax Court might well find on remand that the
Kaufmans’ easement was worth little or nothing.

e The court took note of the fact that in
persuading the Kaufmans to grant the easement, “a Trust representative told the
Kaufmans that experience showed that such easements did not reduce resale
value, and this could easily be the IRS’s opening argument in a valuation trial.”

C. Despite winning a skirmish in the First
Circuit, the taxpayers ultimately lose the battle in the Tax Court—will the
taxpayer try to fight another battle in the First Circuit? Kaufman v.
Commissioner, T.C. Memo. 2014-52 (3/31/14). On remand, after evaluating
all of the evidence, including multiple appraisers’ reports, Judge Halpern held
that the facade easement had no fair market value. The deduction for the
contribution of the facade easement was disallowed. Because there was no
record of sales of comparable easements, the before-and-after valuation
method of Reg. 8 170A-14(h)(3)(i) was applicable. He found that “the typical
buyer would find the restrictions of the preservation agreement no more
burdensome than the underlying South End Standards and Criteria [and] . . .
the postcontribution value of the property was equal to its precontribution
value . . . .” Negligence and substantial understatement accuracy related
penalties were sustained. The mere fact that the taxpayers obtained an
appraisal valuing the facade easement at $220,800 did not in and of itself
constitute a reasonable basis for claiming that the facade easement was worth
$220,800 when its value was in fact “nil.” The taxpayers failed to show a
reasonable basis for claiming the deduction.

3. This throws buckets and buckets of ice water on
claims for charitable contribution deductions for fagade easements in
historic districts. Scheidelman v. Commissioner, 755 F.3d 148 (2d Cir.
6/18/14), aff’g T.C. Memo. 2013-18. In a per curiam opinion by Judge
Newman, the Second Circuit affirmed the Tax Court’s decision denying the
taxpayer’s claimed deduction for contribution of an historic facade
conservation easement to the National Architectural Trust on the ground that
the contribution did not result in any diminution in the value of the property.
The burdened property was in the Fort Greene Historic District, which is
designated (1) a “registered historic district” by the Secretary of the Interior
through the National Park Service, pursuant to 8 47(c)(3)(B); and (2) an




2015] Recent Developments in Federal Income Taxation 281

historic district by New York City’s Landmarks Preservation Commission
(LPC). In New York City, it is unlawful to alter, reconstruct, or demolish a
building in a historic district without the prior consent of the LPC. The Court
noted:

[N]either the Tax Court nor any Circuit Court of Appeals has
held that the grant of a conservation easement effects a per se
reduction in the fair market value. To the contrary, the
regulations provide that an easement that has no material
effect on the obligations of the property owner or the uses to
which the property may be put “may have no material effect
on the value of the property.” Treas. Reg. § 1.170A-
14(h)(3)(i1). And sometimes an easement “may in fact serve
to enhance, rather than reduce, the value of property. In such
instances no deduction would be allowable.”

e Substantial evidence supports the Tax
Court’s conclusion that the easement had no value for charitable contribution
purposes

4. Mining is not the highest and best use for land that
no one actually wants to mine. Esgar Corp. v. Commissioner, T.C. Memo.
2012-35 (2/6/12). The taxpayers granted conservation easements in certain
land that was zoned irrigated and agricultural, and which had historically been
used as irrigated and unirrigated farmland. The land was not permitted for any
mining, but absent the donations it was likely that the necessary permits to
mine (gravel) could have been obtained. The terms of the conservation
easements provided the donee organization with perpetual rights to preserve
the natural and open space conditions and protect the wildlife, ecological, and
environmental values and water quality characteristics of the property. The
conservation easements specifically prohibited the mining or extraction of
sand, gravel, rock, or any other mineral. The taxpayers valued the easement
donation under the “before and after method,” treating the highest and best use
before the donation as gravel mining. The Tax Court (Judge Wherry) held that
the before highest and best use was agricultural, not mining.

Where . . . an asserted highest and best use differs from
current use, the use must be reasonably probable and have real
market value. . . . “Any suggested use higher than current use
requires both ‘closeness in time’ and ‘reasonable
probability’”. Hilborn v. Commissioner, [85 T.C. 677, 689
(1985)]. Any proposed uses that “depend upon events or



282 Florida Tax Review [Vol. 17:3

combinations of occurrences which, while within the realm of
possibility, are not fairly shown to be reasonably probable”
are to be excluded from consideration. Olson v. United States,
292 U.S. 246, 257 (1934).

Where the asserted highest and best use of property is the
extraction of minerals, the presence of the mineral in a
commercially exploitable amount and the existence of a
market “that would justify its extraction in the reasonably
foreseeable future” must be shown. United States v. 69.1
Acres of Land, [942 F.2d 290, 292 (4th Cir. 1991)]. “There
must be some objective support for the future demand,
including volume and duration. Mere physical adaptability to
a use does not establish a market.” United States v.
Whitehurst, 337 F.2d 765, 771-772 (4th Cir. 1964); see also
United States v. 494.10 Acres of Land, 592 F.2d 1130, 1132
(10th Cir. 1979).

Based on detailed examination of the facts and expert witness reports, the
evidence did not prove that a hypothetical willing buyer in the year of the
donation would have considered the land as the site for construction of a
gravel mine. “While it would have been physically possible to mine the
properties in 2004 (or in the future), there was no unfilled demand and there
was no unmet market.” Instead, Judge Wherry found that there were
comparable sales upon which a before valuation of the contribution could be
based. However, Judge Wherry declined to uphold the 8 6662(b)(3)
substantial valuation penalty asserted by the IRS because he found that the
taxpayers relied in good faith on the appraisers and the accounting firm they
hired as advisors.

a. Ditto says the Tenth Circuit. Esgar Corp. v.
Commissioner, 744 F.3d 648 (10th Cir. 3/7/14). In an opinion by Judge Kelly,
the Tenth Circuit affirmed the Tax Court’s decision. The Court of Appeals
held that the Tax Court applied the correct highest and best use standard,
looking for the use that was most reasonably probable in the reasonably near
future, and it did not clearly err by concluding that use was agriculture.

5. The old adage “better late than never” didn’t save
the taxpayer’s deduction for a conservation easement on mortgaged
property. Mitchell v. Commissioner, 138 T.C. 324 (4/3/12). In 2003, the
taxpayer contributed a conservation easement on over 180 acres of
unimproved land to a qualified organization. The property was subject to a
mortgage, but the mortgagee did not subordinate the mortgage to the
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conservation easement deed until 2005. The taxpayer claimed a charitable
contribution deduction on her 2003 Federal income tax return, which the IRS
disallowed. The taxpayer argued that she had met the requirement of Reg.
8 1.170A-14(g)(2) requiring subordination of a mortgage to the conservation
easement because Reg. § 1.170A-14(g)(3) should apply to determine whether
the requirements of Reg. § 1.170A-14(g)(2) had been satisfied. Reg. § 1.170A-
14(g)(3) provides that a deduction will not be disallowed merely because on
the date of the gift there is the possibility that the interest will be defeated, so
long as on that date the possibility of defeat is so remote as to be negligible.
The taxpayer argued that the probability of her defaulting on the mortgage was
so remote as to be negligible, and that the possibility should be disregarded
under the so-remote-as-to-be-negligible standard in determining whether the
conservation easement was enforceable in perpetuity. The Tax Court (Judge
Haines) held that the so-remote-as-to-be-negligible standard of Reg. § 1.170A-
14(g)(3) did not apply to determine whether the requirements of Reg.
§ 1.170A-14(g)(2), requiring subordination of a mortgage to the conservation
easement, had been satisfied, citing Kaufman v. Commissioner, 136 T.C. 294
(2011), Kaufman v. Commissioner, 134 T.C. 182 (2010), Carpenter v.
Commissioner, T.C. Memo. 2012-1, and distinguishing Simmons v.
Commissioner, T.C. Memo. 2009-208, aff’d, 646 F.3d 6 (D.C. Cir. 2011).
Thus, the taxpayer did not meet the requirements of Reg. § 1.170A-14(g)(2),
and the deduction was denied. However, the taxpayer was not liable for a
§ 6662 accuracy related penalty. She “attempted to comply with the
requirements for making a charitable contribution of a conservation
easement,” she hired an accountant and an appraiser, but she “inadvertently
failed to obtain[] a subordination agreement,” and “upon being made aware of
the need for a subordination agreement she promptly obtained one.” She acted
with reasonable cause and in good faith.

a. The Tax Court sticks by its guns on the
mortgaged property conservation easement issue. Minnick .
Commissioner, T.C. Memo. 2012-345 (12/17/12). Once again, the Tax Court
(Judge Morrison) held that pursuant to Reg. 8 1.170A-14(g)(2), no charitable
contribution deduction is allowable for the donation of a conservation
easement where a mortgage encumbering the property has not been
subordinated to the interest of the donee of the easement. The court
emphasized its holding in Mitchell v Commissioner, 138 T.C. 324 (4/3/12),
that the unlikelihood of default is irrelevant.

b. And the subsequent First Circuit decision
in Kaufman doesn’t change the result. Mitchell v. Commissioner, T.C.
Memo. 2013-204 (8/29/13). In a supplemental memorandum opinion, the Tax
Court (Judge Haines) denied the taxpayer’s motion for reconsideration. The
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taxpayer argued that the Tax Court erred in relying on Kaufman v.
Commissioner, 136 T.C. 294 (2011) (Kaufman I1), which was affirmed in part,
vacated in part, and remanded in part by the First Circuit in Kaufman v.
Shulman, 687 F.3d 21 (1st Cir. 2012) (Kaufman I11), because Kaufman Il was
an intervening change in the law. In rejecting the taxpayer’s argument, Judge
Haines concluded that Kaufman 111 addressed different issues from Mitchell.
Kaufman 111 addressed the proper interpretation of the proceeds requirement
in Reg. 8 1.170A-14(g)(6); in particular, the breadth of the donee
organization’s entitlement to proceeds from the sale, exchange, or involuntary
conversion of property following the judicial extinguishment of a perpetual
conservation restriction burdening the property. But Kaufman 111 did not state
a general rule that protecting the proceeds from an extinguishment of a
conservation easement would satisfy the in-perpetuity requirements of Reg.
§ 1.170A-14(g), which was the basis on which Mitchell was decided.

C. The mortgage subordination provision is
“a bright line requirement.” “The remote future provision cannot be
reasonably read as modifying the strict mortgage subordination
requirement.” Mitchell v. Commissioner, 115 A.F.T.R.2d 2015-346 (10th
Cir. 1/6/15). In an opinion by Judge McHugh, the Tenth Circuit affirmed the
Tax Court’s decision. First, the court held that Reg. § 1.170A-14(g), requiring
subordination of any mortgage as a condition of eligibility for a deduction,
was valid. Second, it held that the taxpayer’s arguments that she was entitled
to the deduction because (1) Reg. § 1.170A-14(g) does not impose an explicit
time-frame for compliance, and (2) despite the failure to subordinate the
mortgage at the time of conveyance, the deed contained sufficient safeguards
to protect the conservation purpose in perpetuity, both were contrary to the
“plain language” of Reg. § 1.170A-14(g). Finally, the court held that the IRS
“is entitled to demand strict compliance with the mortgage subordination
provision, irrespective of the likelihood of foreclosure.” The court rejected the
taxpayer’s argument that Reg. § 1.170.A-14(g)(3), which provides that a
deduction will not be disallowed “merely” because the interest that passes to
the donee organization may be defeated by the happening of some future event
“if on the date of the gift it appears that the possibility that such . . . event will
occur is so remote as to be negligible,” acts as an exception to the mortgage
subordination provision. Finally, citing Chase Bank USA, N.A. v. McCoy, 562
U.S. 195 (2011), the court reasoned as follows.

[E]ven if the regulations were unclear with respect to the
interplay between these provisions, Ms. Mitchell would not
prevail. We are required to defer to the Commissioner’s
interpretation to resolve any ambiguity on this point unless it
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is “plainly erroneous or inconsistent with the regulations” or
there is any other “reason to suspect the interpretation does
not reflect the agency’s fair and considered judgment on the
matter.” . . . [R]ather than being plainly erroneous or
inconsistent with the regulations, the Commissioner’s
interpretation—that the mortgage  subordination s
unmodified by the remote future event provision—is
consistent with the regulation’s plain meaning.

6. The North Dakota legislature helps out North
Dakotans by passing a law that prevents any conservation easement from
ever qualifying for a charitable deduction. Wachter v. Commissioner, 142
T.C. No. 7 (3/11/14). The taxpayers were the members of an LLC taxed as a
partnership and partners in a partnership that sold to the North Dakota Natural
Resource Trust at a bargain price conservation easements on agricultural land
and claimed charitable contribution deductions for the bargain element. The
IRS disallowed the deductions on the ground that a unique North Dakota state
law (N.D. Cent. Code sec. 47-05-02.1 (1999 & Supp. 2013)) restricted
easements to a duration of not more than 99 years, thus preventing the
conservation easements from being qualified real property interests and from
being exclusively for conservation purposes, as required by § 170(h). The
opinion quoted the statutory language: “The duration of the easement * * * on
the use of real property must be specifically set out, and in no case may the
duration of any interest in real property regulated by this section exceed
ninety-nine years;” but it did not reveal whether the conveyance specifically
stated that it was limited to 99 years. However, the taxpayers conceded that
“the easements at issue will expire 99 years after they were conveyed.” Based
on these facts, the Tax Court (Judge Buch) granted summary judgment for the
IRS on the ground that “the State law restriction prevents the easements from
being granted in perpetuity, which in turn prevents them from being both
qualified real property interests under section 170(h)(2) and contributions
exclusively for conservation purposes under section 170(h)(5).” Judge Buch
rejected the taxpayers’ argument that “the 99-year limitation should be
considered the equivalent of a remote future event or the retention of a
negligible interest because at present the remainder is ‘essentially valueless.””
They argued that the possibility that the land would revert back to them or
their successors in interest was the equivalent of a remote future event that
pursuant to Reg. 8 1.170A-14(g)(3) will not prevent the easements from being
perpetual. Based on 885 Inv. Co. v. Commissioner, 95 T.C. 156, 161 (1990),
in which the Tax Court construed “‘so remote as to be negligible’ as ‘a chance
which persons generally would disregard as so highly improbable that it might
be ignored with reasonable safety in undertaking a serious business
transaction,”” and other similar precedents, Judge Buch concluded that the
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possibility that the donee would be divested of the conservation easements
reversion not only was “not remote,” but was inevitable.

7. What does retroactive mean? Chandler v.
Commissioner, 142 T.C. No. 16 (5/14/14). The taxpayers donated
conservation easements on two residences in Boston’s South End historic
district to the National Architectural Trust and claimed charitable contribution
deductions of $191,400 and $371,250. Because of relevant limitations, the
values of the easements were deducted in varying amounts from 2004 through
2006. The Tax Court (Judge Goeke) disallowed the deduction even though the
conservation easements were more restrictive than local law with respect to
architectural changes. Applying the reasoning of Kaufman v. Commissioner,
T.C. Memo. 2014-52, which held that an NAT easement on a property in the
South End Historic District did not reduce the value of a residence, the court
disallowed the deduction entirely. The differences between the NAT
restrictions and local law “do not affect property values, because buyers do
not perceive any difference between the competing sets of restrictions.” Under
8 6662(h), the valuation misstatements were gross valuation misstatements
triggering a 40 percent penalty. However, a novel issue regarding the
taxpayers’ right to raise a reasonable cause defense for their 2006
underpayment was presented because a portion of the 2006 underpayment
resulted from the carryover of charitable contribution deductions they first
claimed on their 2004 return, which was filed before the Pension Protection
Act of 2006 eliminated the § 6664(c) good faith and reasonable cause defense
for gross valuation misstatements of charitable contribution property (unless
certain conditions, which were not met in this case, were met). The court
rejected the taxpayer’s argument that denying their right to raise a reasonable
cause defense with respect to the 2006 understatement attributable to
deductions carried forward from 2004 would amount to retroactively applying
the Pension Protection Act of 2006 amendment to § 6664(c). “When taxpayers
file a return that includes carryforward information, they essentially reaffirm
that information. The amended reasonable cause rules were in effect when
petitioners filed their 2006 return, which reaffirmed the Claremont easement’s
grossly misstated value. Applying those rules does not amount to retroactive
application.” Ironically, however, with respect to the 2004 and 2005
deductions, the taxpayers did establish a reasonable cause defense. They had
“followed the NPS’s suggestion for choosing an appraiser and relied on his
report. The report was not so deficient on its face that petitioners should have
reasonably discounted it. They obtained their accountant’s assurances before
they claimed the easement deductions.”
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a. Ditto! Reisner v. Commissioner, T.C.
Memo. 2014-230 (11/6/14). The Tax Court (Judge Gale) followed Chandler
regarding the elimination (by 8§ 6664(c)(3)) of the “reasonable cause”
exception to a 40 percent gross valuation misstatement penalty (8 6662(h)(1))
for a claimed carried-over charitable contribution deduction to 2006 with
respect to a contribution of a valueless facade easement in 2004. According to
Reg. § 1.6662-5(c):

[T]he gross valuation misstatement penalty applies to any
portion of an underpayment for a year to which a deduction is
carried that is attributable to a gross valuation misstatement
for the year in which the carryback or carryover of the
deduction arises. Thus, by its terms, the regulation
characterizes the penalty-bearing portion of the
underpayment in the carryover or carryback year as
‘attributable to’ the gross valuation misstatement in the
originating year.

8. Contribution of facade conservation easements to
facilitate zoning changes and development approval reduces the value of
the contribution—and if you claim you got nothing in return, you get no
deduction whatsoever. Seventeen Seventy Sherman Street, LLC wv.
Commissioner, T.C. Memo. 2014-124 (6/19/14). The taxpayer contributed
both exterior and interior facade conservation easements restricting the use of
the burdened historic property, which was listed on a National Register of
Historic Properties, to a qualified donee. Because the property was a
designated landmark, proposed structural changes or material renovations to
its exterior were subject to the approval of the Denver Landmark Preservation
Commission. However, designation as a landmark did not obligate property
owners to rehabilitate deteriorating structures, did not prohibit building
demolition, and did not protect the interior of the building. Thus, the
conservation easement provided stronger protections, such as building
monitoring and prohibition of demolition, than designation as a landmark. The
Tax Court (Judge Marvel) found that the conservation easements were granted
in consideration of the City of Denver granting zoning changes and variances
and approving a development plan for the property, and denied the deduction
in its entirety—even though the IRS would have allowed a $400,000
deduction, not the $7,150,000 deduction claimed by the taxpayer. The
taxpayer had not reported the receipt of any consideration for the contribution
and did not treat it as a bargain sale. Accordingly, Judge Marvel reasoned that:

[W]hen a taxpayer grants a conservation easement as part of
a quid pro quo transaction and fails to identify or value all of
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the consideration received in the transaction, the taxpayer is
not entitled to any charitable contribution deduction with
respect to the grant of the conservation easement because he
has failed to comply with section 170 and the regulations
thereunder.

Because the taxpayer “failed to value all of the consideration . . . received in
the quid pro quo exchange,” the court did not reach a conclusion on the value
of the interior and exterior easements. Although the § 6662(h) gross valuation
misstatement penalty asserted by the IRS was not upheld, because the IRS
failed to establish that the value of the conservation easements claimed on the
return (i.e., $7,150,000) exceeded 400 percent of the correct value of the
easements, a § 6662 negligence penalty was sustained, because the taxpayer
did not follow its advisor’s advice to reduce the amount of the contribution to
reflect the value of the consideration it received.

9. Sometimes you see the disregarded entity,
sometimes you don’t. RERI Holdings I, LLC v. Commissioner, 143 T.C. No.
3 (8/11/14). RERI Holdings I, LLC contributed a successor membership
interest in a single member LLC—a disregarded entity under the “check-the-
box” regulations—t0 a university under a condition that the University not sell
the property for two years but would sell it after two years. RERI Holdings
valued the contribution based on an appraisal of the value of a hypothetical
remainder interest in the disregarded LLC’s sole asset, real property subject to
a triple net lease. The Tax Court (Judge Halpern) denied the IRS’s motion for
summary judgment that: (1) the § 7520 tables for valuing remainder interests
were not applied correctly to the valuation of the contribution and (2) the
appraisal was not a “qualified appraisal” as defined in Reg. § 1.170A-13(c)(3).
The IRS argued that it was improper to appraise a hypothetical remainder
interest in the underlying real property rather than the LLC interest that was,
in fact, donated to the university, taking the position that, assuming the § 7520
tables were applicable, the 8 7520 remainder interest factor should have been
applied to the fair market value of the contributed LLC interest. The court
agreed with IRS that under the rationale of Pierre v. Commissioner, 133 T.C.
24 (2009), a disregarded entity is not disregarded in determining value of the
contributed property, but denied the IRS’s motion for summary judgment on
the ground that the value of the sole asset of an LLC might serve as an
acceptable substitute for the LLC’s value, which was an issue that could not
be resolved on summary judgment. The IRS also argued that Reg. § 1.7520-
3(b)(2)(iii) precluded application of the § 7520 tables to determine the value
of the LLC, because the holder of the LLC interest did not “enjoy the same
protections as would be afforded . . . to a trust remainderman.” The IRS
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asserted that the LLC interest could be devalued by depreciation of the real
property, its sale, or additional or unpaid mortgage indebtedness, and thus the
preservation and protection requirements of Reg. § 1.7520-3(b)(2)(iii)
precluded application of the § 7520 tables. The IRS also argued that because
of the two-year hold-sell requirement, the property was a restricted beneficial
interest within the meaning of Reg. § 1.7520-3(b)(1)(ii) to which the § 7520
tables cannot be applied. The court again held that there were disputed material
facts that affected whether the “preservation and protection” requirements in
the § 7520 regulations had been met or whether the two-year hold-sell
restriction was a “meaningful restriction” that would disqualify use of the
8 7520 tables. Regarding the qualified appraisal issue, the court held that the
appraisal of the remainder interest in the real property instead of the LLC did
not automatically disqualify the appraisal. Although the appraisal did not
include the hold-sell requirement, it did not omit any restriction that could
have adversely impacted the value of the contributed property. While other
aspects of the lease may have affected the accuracy of the appraisal, it was still
“qualified.” Finally, failure to discuss mortgages, depreciation of the property,
or a lessee’s rights to remove its property, while possibly resulting in an
erroneous valuation of the donated property, are not items that would result in
the appraisal not constituting a qualified appraisal under the regulations.

10. A semi-secret conservation easement doesn’t
harvest a deduction. Zarlengo v. Commissioner, T.C. Memo. 2014-161
(8/11/14). The taxpayers executed a conservation easement deed to the
National Architectural Trust in 2004, but the deed was not recorded until 2005.
They claimed a charitable contribution deduction for 2004. The Tax Court
(Judge Vasquez) held that the deduction was not allowed in 2004 because the
conservation easement was not protected in perpetuity, as required by
§ 170(h)(2), until January 26, 2005, when the deed was recorded. Under the
relevant state law (New York), an instrument purporting to create, convey,
modify, or terminate a conservation easement is not effective unless recorded.
The court went on to determine the value of the contribution, which was
deductible in 2005, after evaluating the ubiquitous battle of the appraisers, and,
because as usually happens the deduction allowed was much, much less than
that claimed, 8 6662 accuracy related penalties were sustained.

11. Encouraging geriatrics to give away their
retirement savings—does that make sense to you? TIPA retroactively
extended through 12/31/14 § 408(d)(8)(F), which allows taxpayers who are
age 70-1/2 or older to make tax-free distributions to a charity from an IRA of
up to $100,000 per year. These distributions are not subject to the charitable
contribution percentage limits.
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12. Let’s go green for a few more years; contributions
of conservation easements. TIPA retroactively extended through 12/31/14
the provisions of § 170 allowing a deduction for a qualified conservation
contribution made by an individual or corporate farmer or rancher in tax years
beginning after 12/31/05. Generally, under § 170(b), a corporation’s charitable
contribution deductions cannot exceed 10 percent of taxable income. An
individual’s deduction for qualified conservation easements cannot exceed 50
percent of the taxpayer’s contribution base over other allowable charitable
contribution deductions. For 2014, the limits under § 170(b) for deduction of
qualified conservation easements by a farmer or rancher are 100 percent of the
taxpayer’s contribution base (in the case of an individual) or taxable income
(in the case of a corporation) over other allowable charitable contributions,
with a fifteen year carryforward.

13. What part of “perpetuity” don’t you understand?!
Belk v. Commissioner, 140 T.C. 1 (1/28/13). The taxpayers claimed a
charitable contribution deduction for the grant of a conservation easement on
184.627 acres of a golf course to a qualified organization. Specifically, they
agreed not to develop the golf course. However, the conservation easement
agreement permitted the taxpayers, with the donee’s consent, to remove
portions of the golf course from the easement and replace them with property
not theretofore subject to the conservation easement. The IRS disallowed the
deduction, and the Tax Court (Judge Vasquez) upheld the IRS’s disallowance
of the deduction. Section 170(h)(1)(A) requires the contribution of a
“qualified” real property interest, and to be a “qualified” real property interest,
8 170(h)(2)(C) requires that the conservation easement limit in perpetuity the
use that may be made of the property. Section 170(h)(2)(C) precluded the
deduction because the taxpayers did not donate an interest in real property
subject to a use restriction granted in perpetuity. Because the conservation
easement agreement allowed the parties to change the property subject to the
conservation easement, it did not meet the perpetuity requirement. The court
rejected the taxpayers’ argument the deduction nevertheless should be allowed
because the substitution clause permitted only substitutions that would not
harm the conservation purposes of the conservation easement. The court
reasoned that the § 170(h)(5) requirement that the conservation purpose be
protected in perpetuity is separate and distinct from the § 170(h)(2)(C)
requirement that there be real property subject to a use restriction in perpetuity,
and the taxpayers’ conveyance failed to satisfy § 170(h)(2)(C). Satisfying
8 170(h)(5) does not necessarily affect whether there is a qualified real
property interest. Furthermore, it was argued that any substitution required the
donee’s consent: “There is nothing in the Code, the regulations, or the
legislative history to suggest that section 170(h)(2)(C) is to be read to require
that the interest in property donated be a restriction on the use of the real
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property granted in perpetuity unless the parties agree otherwise. The
requirements of section 170(h) apply even if taxpayers and qualified
organizations wish to agree otherwise.”

e The IRS was represented in this case by
one of Professor McMahon’s former research assistants. The Tax Court judge
was one of Professor Shepard’s former research assistants. [So there, Marty!]

a. Reconsideration ~ denied.  Belk  v.
Commissioner, T.C. Memo. 2013-154 (6/19/13). Judge Vasquez denied the
taxpayer’s motion for reconsideration. First, the taxpayer argued that the
original opinion misinterpreted 8 170(h)(2)(C), arguing that the Code and
regulations do “not require the donation of an interest in ‘an identifiable,
unchanging, static piece of real property.”” The taxpayer argued that as long
as it “agree[d] not to develop 184.627 acres of land, the Court (and the Internal
Revenue Service (IRS)) should not be concerned with what land actually
comprises those 184.627 acres.” Judge Vasquez reiterated that the court had
“rejected the notion of such ‘floating easements’ ... and found that section
170(h)(2)(C) requires that taxpayers donate an interest in an identifiable,
specific piece of real property.” Not being bound by any rule that arguments
had to be consistent, the taxpayer’s second argument was that because the
taxpayer had intended to obtain a deduction for granting the conservation
easement the court had misinterpreted the conveyance and applicable state law
as permitting a substitution. This argument also fell on deaf ears: “Our
interpretation of the parties’ intention is governed by what the parties actually
included in the conservation easement agreement. It is well settled that a
taxpayer’s expectations and hopes as to the tax treatment of his conduct in
themselves are not determinative.” Finally, the taxpayer argued that the
original opinion “fail[ed] to consider that an element of trust and confidence
is placed in a qualified organization that it will continue to carry out its mission
to protect and conserve property.” Judge Vasquez responded, “Because the
parties have agreed petitioners are able to substitute land, there is no restriction
on the golf course in perpetuity that we can trust SMNLT to enforce.”

b. The “plain language of the Code” sinks the
taxpayers’ deduction, and a “savings clause” isn’t a life preserver. Belk
v. Commissioner, 114 AF.T.R.2d 2014-6952 (4th Cir. 12/16/14). In an
opinion by Judge Motz, the Fourth Circuit affirmed the Tax Court’s
disallowance of the deduction. The court held that the plain language of 8
170(h)(2)(C), which “provides that a ‘qualified property interest’ includes ‘a
restriction (granted in perpetuity) on the use which may be made of the real
property,”” “makes clear that a perpetual use restriction must attach to a
defined parcel of real property rather than simply some or any (or
interchangeable parcels of) real property.” (emphasis supplied by the court)
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Because the taxpayers had the right to remove land from that defined parcel
and substitute other land, the easement failed to qualify because the real
property was not subject to a use restriction in perpetuity. Furthermore,
allowing a deduction in these circumstances, where the borders of an easement
could shift, would enable the taxpayers to bypass the requirement of Reg. §
1.170A-14(g)(5)(i) that the donor of a conservation easement make available
to the donee “documentation sufficient to establish the condition of the
property.” Finally, the court rejected the taxpayers’ argument that the
deduction was preserved by a savings clause in the deed that the donee “shall
have no right or power to agree to any amendments . . . that would result in
this Conservation Easement failing to qualify . . . as a qualified conservation
contribution under Section 170(h) of the Internal Revenue Code and
applicable regulations.” Relying on Commissioner v. Procter, 142 F.2d 824
(4th Cir. 1944), the court held the savings clause to be ineffective: “If every
taxpayer could rely on a savings clause to void, after the fact, a disqualifying
deduction (or credit), enforcement of the Internal Revenue Code would grind
to a halt.” Thus, the court declined to use the savings clause to rewrite the
easement in response to its holding.

X. TAX PROCEDURE
A. Interest, Penalties, and Prosecutions
1. The Tax Court refused to accept an accrual-

method taxpayer’s year 2000 net operating loss, which the Justice
Department had accepted for sentencing purposes in a tax fraud criminal
prosecution that resulted in probation for a taxpayer with a prior bank
fraud conviction for which he spent 20 months in prison. Seiffert v.
Commissioner, T.C. Memo. 2014-4 (1/9/14). The taxpayer used the accrual
method of accounting to offset wage income with purported bad debts, but the
only “proof” of the bad debts was a purported NOL which the Justice
Department accepted for criminal sentencing purposes. In addition, the
taxpayer failed to report 1099 income for the years in question. The Tax Court
(Judge Kroupa) held that the criminal plea agreement did not establish the
NOL for civil tax purposes, and that no collateral estoppel resulted from the
government’s acceptance Of the plea agreement. Judge Kroupa concluded that
the statute of limitations had not expired for the 1996-2001 years in question
because the taxpayer filed fraudulent returns for each of those years based
upon her finding several badges of fraud (including understatement of income,
inadequate and incomplete records, failure to cooperate, and inconsistent
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involving a series of euro put and call options, with two of the put options
being donated to a charity. The loss depended on the options being marked-
to-market under § 1256(c) as a foreign currency contract as defined in
8 1256(g)(2). In an earlier proceeding, Wright v. Commissioner, T.C. Memo.
2011-292, the Tax Court determined that the options were not foreign currency
contracts. The issue in the instant proceeding was whether to sustain a
8 6662(a) accuracy-related penalty. The taxpayers argued that they relied
reasonably and in good faith on a tax-advisor law firm’s tax opinion stating
that the loss was “‘more likely than not’ to be ‘upheld by a court if challenged
by the IRS and fully litigated on the merits.”” The court (Judge Foley) rejected
their good faith reliance defense on two grounds. First, the opinion stated that
the law firm relied upon certain “representations and advice” provided to it by
the partnership and that the opinion could not be relied on if such
representations and advice were “inaccurate in any material respect, or prove
not to be authentic,” and a letter to the partnership transmitting the tax opinion
stated that “[w]hile we are furnishing you the opinion letter, please be advised
that the opinion letter may not be relied upon (and is not otherwise released)
unless and until we have the Investor Representations fully executed by you.”
Although the law firm reviewed a copy of unsigned investor representations,
the executed investor representations were never delivered. Second, the law
firm did not have significant experience relating to the taxation of foreign
currency options. The lawyer who prepared the opinion “lacked the requisite
tax expertise to justify petitioners’ reliance.” The “law firm based its opinion
that a foreign currency option constitutes a foreign currency contract primarily
on its interpretation of section 1256. This interpretation, however, was not well
reasoned and ignored the plain language of the statute.” Thus, their reliance
was “unreasonable.”

B. Discovery: Summonses and FOIA

1. You can’t hide your foreign bank account records
behind the Fifth Amendment. M.H. v. United States, 648 F.3d 1067 (9th Cir.
8/19/11), cert. denied, 133 S. Ct. 26 (6/25/12). M.H. was the target of a grand
jury investigation seeking to determine whether he used secret Swiss bank
accounts to evade paying federal taxes. The District Court granted a motion to
compel his compliance with a grand jury subpoena duces tecum demanding
that he produce certain records related to his foreign bank accounts. The
District Court declined to condition its order compelling production upon a
grant of limited immunity and, pursuant to the recalcitrant witness statute, 28
U.S.C. 8 1826, held him in contempt for refusing to comply. The Ninth Circuit
upheld the District Court order. The Court of Appeals held that “[b]ecause the
records sought through the subpoena fall under the Required Records
Doctrine, the Fifth Amendment privilege against self-incrimination is
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inapplicable, and M.H. may not invoke it to resist compliance with the

subpoena’s command.” The records were required to be kept pursuant to the
predecessor of 31 C.F.R. § 1010.420.

e The opinion stated:

There is nothing inherently illegal about having or being a
beneficiary of an offshore foreign banking account.
According to the Government, 8 1010.420 applies to
“hundreds of thousands of foreign bank accounts—over half
a million in 2009.” Nothing about having a foreign bank
account on its own suggests a person is engaged in illegal
activity. That fact distinguishes this case from Marchetti and
Grosso, where the activity being regulated—gambling—was
almost universally illegal, so that paying a tax on gambling
wagers necessarily implicated a person in criminal activity.
Admitting to having a foreign bank account carries no such
risk. That the information contained in the required record
may ultimately lead to criminal charges does not convert an
essentially regulatory regulation into a criminal one.

a. When the government asks, ya gotta pony
up the name(s) on your foreign bank accounts, the account numbers, the
name and address of the banks, the type of account, and the maximum
value of each such account during each year. In re: Special February 2011-
1 Grand Jury Subpoena Dated September 12, 2011, 691 F.3d 903 (7th Cir.
8/27/12), cert. denied, 133 S. Ct. 2338 (5/13/13). In an opinion by Judge
Bauer, the Seventh Circuit held that the compulsory production of foreign
bank account records required to be maintained under the Bank Secrecy Act
of 1970 did not violate a taxpayer’s Fifth Amendment privilege against self-
incrimination. The required records doctrine overrode any act of production
privilege. A grand jury subpoena seeking the taxpayer’s bank records issued
in connection with an investigation into whether he used secret offshore bank
accounts to evade his federal income taxes was enforced.

b. A third decision going the same way. In re:
Grand Jury Subpoena, 696 F.3d 428 (5th Cir. 9/21/12). The Fifth Circuit
(Judge Dennis), in reversing a district court, declined to create a circuit split
and held that the required records doctrine applied; the individual was required
to produce foreign bank records subpoenaed in the IRS’s investigation into
whether he used secret Swiss bank accounts [with UBS] to evade his federal
income taxes. The court’s reasoning was that the Bank Secrecy Act’s (BSA)
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record-keeping requirement is “essentially regulatory,” the records sought are
of'a kind “customarily kept” by account holders, and the records have assumed
“public aspects”; this is so even though one purpose of the BSA was to aid law
enforcement officials in pursuing criminal investigations.

C. The Second Circuit held that owners of
secret offshore foreign bank accounts are not “inherently suspect” of tax
evasion or of anything else illegal. In re: Grand Jury Subpoena Dated
February 2, 2012, 741 F.3d 339 (2d Cir. 12/19/13). The Second Circuit (Judge
Wesley) held that the required records exception to the Fifth Amendment
applied, and that production of foreign bank records was required. Judge
Wesley stated:

The record keeping regulation at issue here, 31 C.F.R.
section 1010.420, targets those engaged in the lawful activity
of owning a foreign bank account. “There is nothing
inherently illegal about having or being a beneficiary of an
offshore foreign bank account.” M.H., 648 F.3d at 1074.
Doe’s protestations notwithstanding, owners of these
accounts are not “inherently suspect” and the statute is
“essentially regulatory.”

Doe’s argument that the statute is criminally focused has
some force. The BSA [Bank Secrecy Act] declares that its
purpose is “to require certain reports or records where they
have a high degree of usefulness in criminal, tax, or regulatory
investigations or proceedings, or in the conduct of intelligence
or counterintelligence activities, including analysis, to protect
against international terrorism.” 31 U.S.C. section 5311. It
does list “criminal investigations” first, but this multifaceted
statute clearly contributes to civil and intelligence efforts
wholly unrelated to any criminal purpose.

Although portions of the statute’s legislative history
support Doe’s characterization of the BSA as focused on
criminal activity, “[tlhe Supreme Court has already
considered and rejected these arguments as they relate to the
BSA generally.” M.H., 648 F.3d at 1074 (citing Cal. Bankers’
Ass’n v. Shultz, 416 U.S. 21, 76-77 (1974)). Moreover, “the
question is not whether Congress was subjectively concerned
about crime when enacting the BSA’s recordkeeping and
reporting provisions, but rather whether these requirements
apply exclusively or almost exclusively to people engaged in
criminal activity.” Grand Jury Proceedings, No. 4-10, 707
F.3d at 1271; accord Grand Jury Subpoena, 696 F.3d at 434.
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Looking beyond “Congressional subjective intent”—if there
could be such a thing—the BSA has considerable regulatory
utility outside of the criminal justice context.

The question becomes whether a statute with mixed criminal
and civil purposes can be “essentially regulatory” with respect
to the required records exception. We agree with our sister
circuits: the fact “[t]hat a statute relates both to criminal law
and to civil regulatory matters does not strip the statute of its
status as ‘essentially regulatory.”” Grand Jury Proceedings,
No. 4-10, 707 F.3d at 1270. Because people owning foreign
bank accounts are not inherently guilty of criminal activity,
the BSA’s applicable recordkeeping requirement, designed to
facilitate “criminal, tax, or regulatory investigations or
proceedings, or [] the conduct of intelligence or
counterintelligence activities,” 31 U.S.C. section 5311, is still
essentially regulatory. (footnote omitted)

e These were records that were routinely
maintained and made available to government agents upon request by those
German Jews who held secret accounts in Swiss banks during the 1930s and
1940s.

d. No circuit conflicts yet; the fifth case was
from the Fourth Circuit. United States v. Under Seal, 737 F.3d 330 (4th Cir.
12/13/13). The Fourth Circuit (Judge Agee) agreed with the other circuits that
have dealt with this issue, and held that the required records doctrine overrode
the Fifth Amendment privilege against self-incrimination of a couple who held
an account (successively) in two Swiss private banks.

2. Will the Supreme Court tell us how a witness can
meet his burden in demonstrating that an IRS subpoena was issued for
an improper purpose when the district court permitted him neither
discovery nor an evidentiary hearing? United States v. Clarke, 517 F. App’x
689 (11th Cir. 4/18/13), vacating and remanding per curiam 111 A.F.T.R.2d
2013-1697 (S.D. Fla. 4/16/12), cert. granted, 134 S. Ct. 895 (1/10/14).
Michael Clarke, the Chief Financial Officer of Beekman Vista, Inc., was
issued an IRS summons with respect to the examination of Dynamo Holdings
Limited Partnership (“DHLP”) for its 2005, 2006, and 2007 years. The
summons was issued on 10/28/10, which was prior to the issuance to DHLP
by the IRS of a Notice of Final Partnership Administrative Adjustment
(“FPAA”) on 12/28/10, and prior to the filing by DHLP of a Tax Court petition




2015] Recent Developments in Federal Income Taxation 301

on 2/1/11. The district court heard argument on Clarke’s motion to dismiss the
summons but declined to grant discovery or an evidentiary hearing. The
district court enforced the summons when it found Clarke’s answer to the
summons to be inadequate to overcome the apparent regularity of the
summons proceeding under the holding in United States v. Powell, 379 U.S.
48 (1964). That answer contained the allegation that the summons was issued
because the government was “displeased that DHLP declined to extend its
statute of limitations period,” which the district court dismissed as “mere
conjecture unsupported by evidence.” The Eleventh Circuit agreed with the
district court that the Powell requirements had been met by the IRS with its
prima facie showing of the four required elements:

To obtain enforcement of a summons, the IRS must make
a four-part prima facie showing that (1) the investigation will
be conducted pursuant to a legitimate purpose,” (2) “’the
inquiry may be relevant to the purpose,” (3) “the information
sought is not already within the Commissioner’s possession,”
and (4) “the administrative steps required by the Code have
been followed.” United States v. Powell, 379 U.S. 48, 57-58,
85S. Ct. 248, 13 L. Ed. 2d 112 (1964); see also Nero Trading,
LLC v. US. Dep'’t of Treasury, IRS, 570 F.3d 1244, 1248
(11th Cir. 2009).

However, the Eleventh Circuit held that Clarke’s allegation of improper
purpose entitled him to an evidentiary hearing during which he could question
IRS officials concerning the reasons for issuing the summons:

Under our precedents, Appellants were entitled to a
hearing to explore their allegation of an improper purpose.®
As we have explained, in situations such as this, requiring the
taxpayer to provide factual support for an allegation of an
improper purpose, without giving the taxpayer a meaningful
opportunity to obtain such facts, saddles the taxpayer with an
unreasonable circular burden, creating an impermissible
“Catch 22.” See Nero, 570 F.3d at 1250; S.E. First Nat’l Bank,
655 F.2d at 667. While “the scope of any adversarial hearing
in this area is left to the discretion of the district court,”
binding Circuit authority requires that Appellants be given an
opportunity “to ascertain whether the Service issued a given
summons for an improper purpose.” Nero, 570 F.3d at 1249.
As required by Southeast First National Bank, on remand
Appellants should be permitted to “question IRS officials
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concerning the Service’s reasons for issuing the
summons[es].” 655 F.2d at 667 (footnote omitted).

3Appellants, however, are not entitled to
discovery. We have held that the full
“panoply of expensive and time-consuming
pretrial discovery devices may not be
resorted to as a matter of course and on a
mere allegation of improper purpose.” Nero,
570 F.3d at 1249 (internal quotation and
emphasis omitted).

e There has been some speculation that
certiorari to the Eleventh Circuit was granted in order that the Supreme Court
might re-examine its holding in United States v. Powell, 379 U.S. 48 (1964), in
which the Court (Mr. Justice Harlan) stated:

Reading the statutes as we do, the Commissioner need not
meet any standard of probable cause to obtain enforcement of
his summons, either before or after the three-year statute of
limitations on ordinary tax liabilities has expired. He must
show that the investigation will be conducted pursuant to a
legitimate purpose, that the inquiry may be relevant to the
purpose, that the information sought is not already within the
Commissioner’s possession, and that the administrative steps
required by the Code have been followed—in particular, that
the “Secretary or his delegate,” after investigation, has
determined the further examination to be necessary and has
notified the taxpayer in writing to that effect. This does not
make meaningless the adversary hearing to which the
taxpayer is entitled before enforcement is ordered. At the
hearing he “may challenge the summons on any appropriate
ground,” Reisman v. Caplin, 375 U.S. 440, at 449, 84 S. Ct.
at 513. Nor does our reading of the statutes mean that under
no circumstances may the court inquire into the underlying
reasons for the examination. It is the court’s process which is
invoked to enforce the administrative summons and a court
may not permit its process to be abused. Such an abuse would
take place if the summons had been issued for an improper
purpose, such as to harass the taxpayer or to put pressure on
him to settle a collateral dispute, or for any other purpose
reflecting on the good faith of the particular investigation. The
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burden of showing an abuse of the court’s process is on the
taxpayer, and it is not met by a mere showing, as was made in
this case, that the statute of limitations for ordinary
deficiencies has run or that the records in question have
already been once examined.

379 U.S. at 57-58 (footnotes omitted).

a. Turnabout is fair play. Summonsed
individuals might have the right to grill IRS agents regarding their
motives in issuing the summons. United States v. Clarke, 134 S. Ct. 2361
(6/19/14). In the course of a partnership audit, the IRS issued a summons to
four individuals associated with the partnership whom the IRS believed had
information and records relevant to the audit. The individuals refused to
comply and the IRS sought enforcement of the summons. In the enforcement
proceedings, the summonsed individuals asserted that the IRS had issued the
summons for an improper purpose, namely to punish the partnership for
refusing to extend the statute of limitations, and sought enforcement for an
improper purpose; specifically, that the IRS decided to enforce the
summonses, subsequent to the partnership filing suit in Tax Court, to “evad[e]
the Tax Court|‘s] limitations on discovery” and thus gain an unfair advantage
in that litigation. In support of their request for an opportunity to question the
IRS agents about their motives, the summonsed individuals submitted an
affidavit from the attorney of another partnership associate, who had complied
with a summons issued at the same time, which reported that only the IRS
attorneys handling the Tax Court case, and not the original investigating
agents, were present at the interview of his client. The District Court denied
the request and ordered compliance, but the Eleventh Circuit reversed, 517
Fed. App’x 689 (11th Cir. 4/18/13), finding that the District Court’s refusal to
allow the summonsed individuals to examine IRS agents constituted an abuse
of discretion. In support of that ruling, the Court of Appeals cited Fifth Circuit
precedent holding that a simple “allegation of improper purpose,” even if
lacking any “factual support,” entitles a taxpayer to “question IRS officials
concerning the Service’s reasons for issuing the summons.” The Supreme
Court, in a unanimous opinion by Justice Kagan, vacated the Court of Appeals
decision and remanded the case. After initially repeating that under United
States v. Powell, 379 U.S. 862 (1981), and its progeny, “summons
enforcement proceedings are to be ‘summary in nature,”” and “that courts may
ask only whether the IRS issued a summons in good faith, and must eschew
any broader role of ‘oversee[ing] the [IRS’s] determinations to investigate,’”
and “absent contrary evidence, the IRS can satisfy that standard by submitting
a simple affidavit from the investigating agent,” the Court went on to hold as
follows:
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As part of the adversarial process concerning a summons’s
validity the taxpayer is entitled to examine an IRS agent when
he can point to specific facts or circumstances plausibly
raising an inference of bad faith. Naked allegations of
improper purpose are not enough: The taxpayer must offer
some credible evidence supporting his charge. But
circumstantial evidence can suffice to meet that burden; after
all, direct evidence of another person’s bad faith, at this
threshold stage, will rarely if ever be available. And although
bare assertion or conjecture is not enough, neither is a fleshed
out case demanded: The taxpayer need only make a showing
of facts that give rise to a plausible inference of improper
motive. That standard will ensure inquiry where the facts and
circumstances make inquiry appropriate, without turning
every summons dispute into a fishing expedition for official
wrongdoing. And the rule is little different from the one that
both the respondents and the Government have recommended
to us.

The Court went on to remind that (1) the appellate court review of the District
Court’s decision is for abuse of discretion, but that the “District Court’s
decision is entitled to deference only if based on the correct legal standard,”
and (2) the District Court’s latitude does not extend to legal issues about what
counts as an illicit motive. Finally, the Court specifically declined to opine on
whether either of the asserted improper motives for issuance of the summons
actually were improper.

e While the taxpayer got a partial victory in
Clarke, perhaps the most important aspect of the decision is the reaffirmation of
the breadth of the IRS’s summons power under Powell and its progeny.

3. Did the Tax Court just say that anytime the
taxpayer raises a § 6664(c)(1) penalty defense attorney client privilege has
been waived? AD Investment 2000 Fund LLC v. Commissioner, 142 T.C.
No. 13 (4/16/14). In a Son-of-Boss Tax Shelter case, the IRS, in anticipation
of the taxpayers raising reasonable cause and good faith affirmative defenses
to § 6662 accuracy-related penalties, moved to compel production of the
taxpayers’ attorneys’ opinion letters regarding whether it was more likely than
not that anticipated tax benefits from the transactions in question would be
upheld. The taxpayers claimed attorney-client privilege. But the IRS argued
that the taxpayers impliedly waived privilege by asserting: “Any
underpayment of tax was due to reasonable cause and with respect to which
the Partnership and its partners acted in good faith.” (LR.C. § 6664(c)(1)).
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However, the taxpayers denied that these averments brought “professional
advice (i.e., the opinions) into question.” The IRS conceded that the taxpayers
raised only self-determination, and not reliance on professional advice, to
show that they satisfied the good-faith belief requirement, but argued, that the
taxpayers had “placed the opinions into controversy by relying on a reasonable
cause, good-faith defense and by putting the partnerships’ beliefs into issue.”
The Tax Court (Judge Halpern) agreed with the IRS, stating:

When a person puts into issue his subjective intent in deciding
how to comply with the law, he may forfeit the privilege
afforded attorney-client communications. . . . “[A] client
waives his attorney privilege when he brings suit or raises an
affirmative defense that makes his intent and knowledge of
the law relevant.”

The opinion continued:

Petitioners’ averments that the partnerships satisfied the belief
requirement by the first method put into dispute the
partnerships’ knowledge of the pertinent legal authorities.
Petitioners’ averments also put into contention the
partnerships’ understanding of those legal authorities and
their application of the legal authorities (i.e., the law) to the
facts. Finally, the averments put into contention the basis for
the partnerships’ belief that, if challenged, their tax positions
would more likely than not succeed in the courts. Petitioners
have thus placed the partnerships’ legal knowledge,
understanding, and beliefs into contention, and those are
topics upon which the opinions may bear. If petitioners are to
rely on the legal knowledge and understanding of someone
acting for the partnerships to establish that the partnerships
reasonably and in good faith believed that their claimed tax
treatment of the items in question was more likely than not
the proper treatment, it is only fair that respondent be allowed
to inquire into the bases of that person’s knowledge,
understanding, and beliefs including the opinions (if
considered).

Thus, the taxpayers had “forfeited the privilege that would otherwise apply to
the opinions.” Judge Halpern ordered the opinions to be produced and warned
that in the event of noncompliance, he would consider prohibiting the
taxpayers from introducing evidence that they met the good-faith “belief
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requirement by self-determination or that someone acting for the partnerships
had a good-faith and honest misunderstanding of law.”

4. While many of us are still undecided on the post-
Clintonian meaning of “is,” the Tenth Circuit in a 2-1 decision held that
“shall” means “shall.” Jewell v. United States, 749 F.3d 1295 (10th Cir.
4/28/14). This appeal from decisions in the Eastern and Western Districts of
Oklahoma, which quashed and upheld, respectively, four IRS summonses to
banks for records involving nursing homes owned by Mr. Jewell in light of the
admitted failure of the IRS to give him the 23-day notice period required by
the third-party summons provision of § 7609(a)(1) and United States v.
Powell, 379 U.S. 48, 57 (1964), resulted in the quashing of all fours
summonses on the ground that the word “shall” in the statute made such notice
mandatory. (The district court that upheld the summonses “not[ed]” that
taxpayer received the summonses in time to file his petition, while the district
court that quashed the summonses “reason[ed]” that the IRS failed to comply
with the notice requirement.) The Tenth Circuit (Judge Bacharach) stated that
it was upholding “the age-old precept that ‘shall’ means ‘shall,” while being
‘mindful of the fact that five other circuit courts have declined to apply Powell
in this manner.””

e Judge Tymkovick dissented on the ground
that he did “not believe that Powell imposes a per se bar on enforcement in the
event the IRS commits a technical breach of an administrative provision” of the
Code, but would “consider whether, under the totality of the circumstances, a
court should decline to enforce a summons.”

5. An incredible opinion in which NYC Magistrate
Judge refused to quash a summons issued to E&Y related to a corporate
acquisition and restructuring, finding that (1) the attorney-client and tax
practitioner privileges had been waived, and (2) the work product
doctrine did not apply because the E&Y Tax Memo would have been
drafted in exactly the same way if litigation had not been anticipated.
Schaeffler v. United States, 22 F. Supp. 3d 319 (S.D.N.Y. 5/28/14). The
District Court for the Southern District of New York (Magistrate Judge
Gorenstein) refused to quash a summons issued to Ernst & Young on attorney-
client and tax practitioner privilege grounds because privilege was waived by
sharing the document with a bank consortium that financed an acquisition,
which consortium did not share a predominantly legal interest with Schaeffler
but merely had a common economic interest.

e The work product claim was based on the
so-called “EY Tax Memo,” which was a 321 page document that was provided
to the court for in camera review. It “expounds on the transactional steps that
[E&Y] provided” and “contains numerous appendices that provide detailed
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analysis of the federal tax issues implicated by each step.” Magistrate Judge
Gorenstein continued:

This legal analysis makes reference to statutes, IRS
regulations, IRS private letter rulings, other administrative
materials, and case law. In many instances, the memorandum
asserts that there is no law clearly on point and thus uses
language such as “although not free from doubt,” “the better
view is that,” “it may be argued,” and “it is not inconceivable
that the IRS could assert.” Additionally, in explaining its
recommendations for handling particular aspects of the
restructuring and refinancing measures, the memorandum
considers at great length the arguments and counter-
arguments that could be made by Schaeffler and the IRS with
regard to the appropriate tax treatment of these measures.
While there is copious citation to relevant legal authority, the
memorandum does not specifically refer to litigation—for
example, by discussing what actions peculiar to the litigation
process Schaeffler or the IRS might take or what settlement
strategies might be considered. Rather, the memorandum
contains detailed and thorough legal analysis as to the
propriety of the planned measures and advocates what
specific transactional steps should be taken. . . .

We will also accept that Schaeffler believed that litigation
was highly probable in light of the significant and difficult tax
issues that were raised by the planned refinancing and
restructuring. Accordingly, the Court is called upon to make
the factual determination required by Adiman [United States
v. Adiman, 134 F.3d 1194, 1196 (2d Cir. 1998)]: whether this
memorandum and the related documents “would have been
created in essentially similar form” had litigation not been
anticipated. 134 F.3d at 1202. While we have described this
as a factual determination, in reality it is a counterfactual
determination because it requires the Court to imagine what
“would have” happened in a world where Schaeffler did not
anticipate litigation as to the restructuring and refinancing
transactions but everything else was exactly the same—in
other words, Schaeffler still found himself acquiring the
unexpectedly large share of Conti stock and still needed to
engage in a refinancing and restructuring arrangement that
would comply with federal tax laws. . . .

Accordingly, given our assumption that Schaeffler is a
rational businessperson who routinely makes efforts to
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comply with the law, we find that, even had he not anticipated
an audit or litigation with the IRS, he still would have had to
obtain the type of legal assistance provided by Ernst & Young
to carry out the refinancing and restructuring transactions in
an appropriate manner. . . .

As to whether Ernst & Young’s advice would have been
different in content or form had it known that no audit or
litigation would ensue, petitioners have presented no facts
suggesting that Ernst & Young would have acted any
differently. To the contrary, as petitioners recognize, see
Letter from M. Todd Welty, dated May 2, 2014 (Docket #52)
(“Welty Letter”), there exists legal authority demanding
that tax practitioners not allow the possibility that a tax
return will remain unaudited to affect the advice they
give. Treasury Department Circular 230 states:

In evaluating the significant Federal tax
issues addressed in [a tax opinion], the
practitioner must not take into account the
possibility that a tax return will not be
audited, that an issue will not be raised on
audit, or that an issue will be resolved
through settlement if raised.

[Former] Circular 230, § 10.35(c)(3)(iii). Similarly, a
Treasury regulation regarding tax shelters states that in
reaching conclusions regarding whether a particular tax
position would more likely than not be sustained on its merits,

the possibility that the position will not be
challenged by the Internal Revenue Service
(IRS) (for example, because the taxpayer’s
return may not be audited or because the
issue may not be raised on audit) is not to be
taken into account.

26 C.F.R. § 1.6694-2(b). In other words, when tax
practitioners give advice to clients, they must ignore the
actual possibility of an audit—and, by extension, litigation—
in opining on the tax implications of a transaction. Thus, when
providing legal advice on the tax treatment of the
restructuring and refinancing transactions, the Ernst & Young
advisors had a responsibility to consider in full the relevant
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legal issues regardless of whether they anticipated an audit
and ensuing litigation with the IRS.
e Magistrate Judge Gorenstein concluded
on the work product issue:

Thus, we conclude that had Schaeffler’s tax advisors been
asked to opine on the legal implications of the transactions
with the knowledge that an audit or litigation would not occur,
they “would have” used the same methodology to render tax
advice: that is, a close analysis of the relevant legal authorities
to determine how various tax positions would be tested in the
crucible of litigation.

For these reasons, we find that the EY Tax Memo, as well
as the related responsive documents, would have been
produced in the same form irrespective of any concern about
litigation. Accordingly, these documents are not protected
from disclosure under the work product doctrine.

6. Who will be looking at the information your client
provided in response to a summons and asking your client questions
during the summons interview? It might not be an IRS employee. T.D.
9669, Participation of a Person Described in Section 6103(n) in a Summons
Interview Under Section 7602(a)(2) of the Internal Revenue Code, 79 F.R.
34625 (6/18/14). Section 6103(n) and Reg. 8 301.6103(n)-1(a) permit the
disclosure of returns and return information to any person for purposes of tax
administration to the extent necessary in connection with the acquisition of
property or certain services (such as processing, storage, and reproduction)
related to returns or return information. The Treasury has issued proposed and
temporary regulations clarifying that such persons with whom the IRS or Chief
Counsel contracts for services:

may receive and examine books, papers, records, or other data
produced in compliance with [a] summons [issued by the IRS]
and, in the presence and under the guidance of an IRS officer
or employee, participate fully in the interview of the witness
summoned by the IRS to provide testimony under oath.

The proposed and temporary regulations state that full participation in an
interview includes “being present during summons interviews; questioning the
person providing testimony under oath; and asking a summoned person’s
representative to clarify an objection or assertion of privilege.” The temporary
regulations apply to summons interviews conducted on or after 6/18/14.
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e The Tax Section of the State Bar of Texas
has submitted comments on the proposed regulations in which the Tax Section
recommends that the Treasury remove the provision that permits persons
providing services to question a witness under oath or ask the witness’s
representative to clarify an objection or assertion of privilege. Removing this
provision, the Tax Section states, would “result in a more orderly proceeding and
a cleaner, more comprehensible transcript of the interview” and also “avoid the
unsettled question of whether a private contractor has the legal authority to
examine a witness.” Texas Bar Suggests Amendment to Proposed Summons
Interview Regs, 2014 TAX NOTES TODAY 180-24 (9/16/14).

7. High tech discovery response is approved by the
Tax Court. Dynamo Holdings Limited Partnership v. Commissioner, 143
T.C. No. 9 (9/17/14). The IRS sought to have the taxpayer produce
electronically stored information contained on two backup storage tapes or,
alternatively, the tapes themselves (or copies thereof). The taxpayer
acknowledged that the tapes contained tax-related information but asserted
that it would take many months and cost at least $450,000 to fulfill the request
because it would need to review each document on the tapes to identify what
is responsive and then withhold privileged or confidential information. The
taxpayer also requested the court to deny the IRS’s motion as a “fishing
expedition” in search of new issues that could be raised in this or other cases.
Alternatively, the taxpayer requested that it be allowed to use predictive
coding, a technique prevalent in the technological industry but not yet formally
sanctioned by the Tax Court, to efficiently and economically identify the
nonprivileged information responsive to the IRS’s discovery request. The Tax
Court (Judge Buch) granted the IRS’s motion requiring the taxpayer to
respond to the discovery request but allowed the taxpayer to use predictive
coding in doing so.

C. Litigation Costs

1. “|Ulnder the ‘narrow statutory language of
section 7430(c)(7)’, as well as the Commissioner’s interpretive regulations
taxpayers *** who do a good job at the administrative level of resolving
issues and getting respondent to realize the error of his ways are
precluded from recovering administrative costs incurred in achieving
those favorable results.” Purciello v. Commissioner, T.C. Memo. 2014-50
(3/24/14). The IRS abated its claim against the taxpayer for § 6672 penalty
taxes at the Appeals Office and the taxpayer sought to recover administrative
costs. Although the taxpayer clearly had substantially prevailed in the
administrative proceeding, the Tax Court (Judge Jacobs) denied the request
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for costs. Even if a taxpayer substantially prevails, the taxpayer is not treated
as the prevailing party if the IRS establishes that the

position of the United States” was substantially justified.
Section 7430(c)(7)(B) provides “the ‘position of the United
States’ taken in an administrative proceeding is the position
the IRS takes as of the earlier of (i) the date of the receipt by
the taxpayer of the notice of the decision of the Internal
Revenue Service Office of Appeals or (ii) the date of the
notice of deficiency.

Judge Jacobs agreed with the IRS’s argument that the taxpayer was not a
prevailing party because the IRS Appeals Office conceded the case and agreed
that the taxpayer did not owe any money to the IRS, and for purposes of
§ 7430, this position was the first time the United States took a position in the
case and, “inasmuch as respondent agreed with petitioner’s contention, the
position taken by the United States was substantially justified.”

2. It’s hard for the government to deny that the
taxpayer is entitled to costs as a prevailing party when it concedes that its
assessment was invalid and that its collection action should not be
sustained. Swiggart v. Commissioner, T.C. Memo. 2014-172 (8/25/14). On
his individual return for 2010, the taxpayer claimed head of household status
and paid with the return $2,149 less than the tax liability shown on the return.
The IRS issued a notice of summary assessment of the unpaid $2,149 and an
additional $2,205 (including tax, a late payment penalty under § 6651(a)(2),
and interest) on account of a mathematical error. The notice stated that the
additional amount assessed resulted from the IRS changing the taxpayer’s
filing status to single because the name of the dependent who qualified him
for head of household filing status was not reported on the tax return. The IRS
soon followed with a Final Notice of Intent to Levy and Notice of Your Right
to a Hearing, in which it sought to collect the amount allegedly due plus
penalties and interest. Forty-six days after the IRS issued the notice of
summary assessment, the taxpayer’s attorney mailed by certified mail both a
request for abatement and a Form 12153, Request for a Collection Due Process
or Equivalent Hearing. The attorney included with the Form 12153 a detailed
supporting statement. The IRS responded with a letter stating that it was
unable to process the claim for abatement because the taxpayer’s supporting
information was not complete and the additional information the taxpayer
provided did not give the IRS a basis to change the assessment. During the
CDP hearing, the taxpayer provided an affidavit in which he identified his
child by name and Social Security number and stated that, although he had an
agreement with the child’s mother to waive the dependency exemption
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deduction for certain years, including 2010, his child had spent the greater
number of nights in 2010 with him. Although the settlement officer agreed that
claiming the child as a dependent was not required to qualify as a head of
household, the settlement officer concluded that he could not abate the tax
attributable to the change in filing status until the taxpayer provided additional
documents showing that the child had lived with him for more than half of the
year. The IRS then issued a notice of determination sustaining the proposed
levy because the taxpayer had not proven that he was entitled to head of
household filing status. The taxpayer challenged the notice of determination
by filing a petition in the Tax Court. The taxpayer moved for summary
judgment, asking the court to conclude that the portion of the assessment
attributable to the change in filing status was void and that the IRS could not
levy to collect that portion. The IRS conceded that the taxpayer’s motion for
summary judgment should be granted as to the portion of the assessment
attributable to the change in filing status and entered into a stipulation of
settled issues in which the parties agreed that the IRS had abated $2,142 of the
assessment (without prejudice to the IRS’s right to reassess the amount using
deficiency procedures). After trial, the taxpayer moved for reasonable
administrative and litigation costs pursuant to § 7430, which permits the award
of such costs to a prevailing party. The IRS conceded that the taxpayer had
exhausted administrative remedies and had not unreasonably protracted the
proceedings, and therefore the only issue was whether the taxpayer was a
prevailing party. To be a prevailing party, a taxpayer must substantially prevail
with respect to either the amount in controversy or the most significant issue
or set of issues presented and also meet certain timing and net worth
requirements. The IRS conceded, and the court (Judge Buch) concluded, that
the taxpayer met the timing and net worth requirement. The court also
concluded that the taxpayer had substantially prevailed. The court noted that
the taxpayer had consistently disputed the portion of the assessment
attributable to the unilateral change in filing status, that the only issues
presented were the validity of that portion of the assessment and the attempts
to collect based on that assessment, and that the IRS had conceded these issues.
The government argued that, under § 7430(c)(4)(B), the taxpayer could not be
treated as the prevailing party because the government’s position was
substantially justified. The court rejected this argument. It noted that the
taxpayer had requested abatement within 60 days of the issuance of the math
error notice and therefore, under § 6213(b)(2)(A), the IRS was required to
abate the assessment, which it had failed to do. Instead, the court observed, the
IRS had taken the position both by letter and in the CDP hearing that it would
not abate the assessment because the taxpayer had failed to prove he was
entitled to head of household filing status. “By statute, the IRS was required
to abate the assessment, and requiring [the taxpayer] to prove entitlement to
head of household status before abating the assessment was not substantially
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justified.” The court awarded administrative costs and attorneys’ fees, but
reduced the hourly rate for the attorneys’ fees from the requested $250 per
hour to the statutory rate ($180 or $190 per hour for the years involved).

D. Statutory Notice of Deficiency

There were no significant developments regarding this topic
during 2014.

E. Statute of Limitations

1. Only part of the § 6501(e) regulations was
invalidated in Home Concrete & Supply. Barkett v. Commissioner, 143 T.C.
No. 6 (8/28/14). The Tax Court (Judge Goeke) held that gains, as argued by
the IRS, and not the total amount realized on a sale of investment assets, as
argued by the taxpayer, are used to determine whether there was an omission
from gross income that triggered the six-year limitations period in § 6501(e).
The Supreme Court’s decision in United States v. Home Concrete & Supply,
LLC, 132 S. Ct. 1836 (2012), invalidating in part Reg. 8 301.6501(e)-1, did
not change the result in Insulglass Corp. v. Commissioner, 84 T.C. 203 (1985),
in which the Tax Court held that

capital gains, and not the gross proceeds, are to be treated as
the “amount of gross income stated in the return” for purposes
of section 6501(e) . . . on the basis of section 61(a), which
defines gross income as “all income from whatever source
derived,” including “[glains derived from dealings in

property.”
F. Liens and Collections

1. BLIPS and bankruptcy: hiding assets after
learning losses may be disallowed can make the subsequent tax liability
non-dischargeable. Vaughn v. United States, 111 A.F.T.R.2d 2013-1481 (D.
Colo. 3/29/13). The taxpayer used losses from a KPMG BLIPS tax shelter to
offset gain from the 1999 sale of his interest in a cable company. After being
informed by KPMG of the release of Notice 2000-44, 2000-2 C.B. 255, which
identified losses in BLIPS-type tax shelters as nondeductible, and learning that
the IRS was auditing the cable company’s former CFO, who also had used
BLIPS losses to offset gain, the taxpayer purchased a $1.7 million home titled
in his fiancée’s name. After KPMG advised the taxpayer to disclose his BLIPS
investment, but before he disclosed it, the taxpayer funded a $1.5 million trust
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for his stepdaughter. He also spent significant amounts on jewelry and home
furnishings. The taxpayer later filed a chapter 11 bankruptcy petition and the
IRS filed a proof of claim in that proceeding in the amount of $14,359,592.
Under 11 U.S.C. § 523(a)(1)(C), a tax debt is not dischargeable in bankruptcy
if the debtor either made a fraudulent return or willfully attempted to evade or
defeat the tax. The Bankruptcy Court held that the taxpayer’s tax liability was
non-dischargeable on both grounds. The District Court affirmed the
Bankruptcy Court’s determination solely on the ground that the taxpayer had
willfully attempted to evade or defeat tax. The District Court rejected the
taxpayer’s contention that he could not have willfully attempted to evade or
defeat tax because there had been no assessment or quantification of his tax
liability when he depleted his assets.

a. Best not squander those tax shelter savings
before audit and assessment. In re Vaughn, 765 F.3d 1174 (10th Cir.
8/26/14). The Court of Appeals, in an opinion by Judge McKay, affirmed the
lower court’s holdings. Vaughn “‘must have been aware’ of the circumstances
demonstrating the invalidity of his BLIPS losses, and [he] chose to claim those
losses on his tax returns and to deplete his remaining assets, ‘knowing, as he
must have, the BLIPS investment constituted an improper abusive tax
shelter.””

2. The government successfully detains taxpayers
for failing to return a fraudulent tax refund. United States v. Barrett, 113
A.F.T.R.2d 2014-749 (D. Colo. 1/29/14). The taxpayers, a married couple,
filed a fraudulent tax return for the 2007 tax year that resulted in a $217,615
tax refund to which they were not entitled. The government brought this action
in which it alleged that the taxpayers had removed funds from the United
States and sought an order requiring the funds to be repatriated and applied to
their tax debt.

In an effort to identify assets available for application to the
debt, and to collect such assets, the United States . . . filed an
ex parte sealed motion for the issuance of a writ of ne exeat
republica against the Barretts. . . . A writ of ne exeat republica
is a form of injunctive relief ordering the person to whom it is
addressed not to leave the jurisdiction of the court or the state,
for example, to aid the sovereign to compel a citizen to pay
his taxes.

At an evidentiary hearing, the government introduced evidence of assets held
by the taxpayers outside the United States. The court characterized these
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assets—which included a bank account with a balance of $60, used office
furniture, and a horse with unknown value—as “dribs and drabs.”
Nevertheless, because the assets identified by the government would allow the
debt to be reduced by $16,000 and also included a 50 percent interest in real
property in Ecuador that was purchased for $64,000, the court declined to
discharge the writ until the taxpayers pay $16,000 and either sell the real
property and provide the proceeds to the government or prove, with credible
evidence, that they cannot sell it. The taxpayers had been living with relatives
in Colorado since they were detained.

e Jurisdiction is given to district courts to
issue this writ in § 7402(a).

3. The government’s discharge from federal tax liens
of real property taken by the state by eminent domain does not release its
claim to damages the property owner later receives as additional
compensation for the taking. Hannon v. City of Newton, 744 F.3d 759 (1st
Cir. 2/28/14). In addressing what it described as an issue of first impression,
the First Circuit (Judge Lynch) held that the IRS’s discharge from federal tax
liens (in exchange for a payment) of a parcel of real property taken by the state
by eminent domain did not release any claim the IRS had on damages the
former property owner later received for undercompensation. The IRS held
tax liens for over $4 million against property owned by Patrick Hannon,
including a parcel of land with a residence he owned in Newton,
Massachusetts. The City of Newton asked the IRS to discharge this parcel
from its tax lien to facilitate the city’s taking of the property by eminent
domain. The IRS did so upon receiving from the city $57,214.55, which was
an estimate of what would remain of the $2.3 million paid by the city as
compensation for the property after the mortgagee, a senior creditor, was paid.
After the city took the property, Hannon brought an action in state court
claiming that he had not been adequately compensated for the property. He
was awarded $420,000 in damages. The government and a lower-priority
creditor intervened in the state court action and asserted priority to receive the
damages. The government removed the case to federal court. The District
Court granted summary judgment to the lower-priority creditor on the basis
that the IRS’s discharge of the property from federal tax liens in exchange for
a payment meant that the government had relinquished any claim on the
subsequent damages. The First Circuit reversed and directed the District Court
to enter summary judgment in favor of the government. The Court of Appeals
rejected the lower-priority creditor’s argument that, “because § 6325(b)(3) sets
forth a specific mechanism for maintaining liens on proceeds from the sale of
discharged property, the government’s failure to use that mechanism
surrendered its liens on proceeds resulting from the post-taking suit for
undercompensation.” The Court of Appeals analyzed § 6325(b)(2), which
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authorizes the IRS to discharge property from federal tax liens upon receiving
a payment at least equal to the value of the United States’ interest in the
property to be discharged, and concluded that the language in the Certificate
of Discharge in this case was precise and released only the parcel of land that
the city was taking. It did not release, the Court of Appeals concluded, property
that Hannon later acquired, including the $420,000 in undercompensation
damages. The Court of Appeals also held that, because federal law, rather than
state law, controlled the attachment of federal tax liens and the scope of the
IRS’s discharge, the state law doctrine of equitable conversion did not remove
the federal tax lien from the undercompensation damages.

4, What part of “impartial” does the IRS not
understand? Moosally v. Commissioner, 142 T.C. No. 10 (3/27/14). The key
issue in this CDP case was whether the IRS Appeals Office settlement officer
to whom the taxpayer’s case and hearing were assigned was an impartial
officer as required by § 6320(b)(3). The facts, in brief, are that the IRS rejected
the taxpayer’s offer-in-compromise (OIC) for trust fund recovery penalties for
two quarters in 2000, and her income tax liability for 2008. She appealed and
the IRS assigned Appeals Officer Smeck to review the OIC. The IRS also had
filed a Notice of Federal Tax Lien (NFTL) and issued a Letter 3172. The
taxpayer requested a CDP hearing and the IRS assigned Appeals Officer Kane
to conduct the CDP hearing. After Smeck had begun review of the OIC, the
IRS transferred the taxpayer’s CDP case from Kane to Smeck, who sustained
the rejection of the taxpayer’s OIC and sustained the filing of the NFTL. The
taxpayer petitioned for Tax Court review of the CDP determination sustaining
the NFTL, on the ground that Smeck was not impartial. The Tax Court (Judge
Wells) sustained the taxpayer’s appeal. Section 6320(b) requires that a CDP
hearing must be conducted by an impartial officer or employee of Appeals. An
impartial officer or employee is one who has had no prior involvement with
respect to the unpaid tax specified in § 6320(a)(3)(A) before the first hearing
under § 6320 or § 6330. The taxpayer’s argument was that Smeck was not an
impartial officer because Smeck had reviewed the appeal of the rejected OIC
before conducting the CDP hearing for the same periods. The IRS argued that
Smeck “was an impartial officer because she had not yet issued a
determination and that there is no ‘prior’ involvement when a reviewing
officer has not made any determination with respect to the previously rejected
OIC” and that § 6320 “contemplates simultaneous review of all issues related
to collections during the CDP hearing and that a simultaneous review benefits
taxpayers.” Judge Wells held that Smeck was not impartial because she “had
prior involvement with [the taxpayer’s] unpaid tax liabilities for the periods in
issue before she was assigned to handle petitioner’s CDP hearing for the same
taxes and periods in issue.” Smeck had reviewed the taxpayer’s appeal of her
rejected OIC for nearly three months before the CDP hearing was transferred
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to her, and in that period had obtained and evaluated various documents,
forms, and other financial information to calculate the taxpayer’s reasonable
collection potential and evaluate the rejected OIC. Judge Wells also rejected
the IRS’s argument that § 6320 “contemplates simultaneous review of all
issues related to collections during the CDP hearing and that all collection
matters may be handled by the same officer.” Such consolidation, he held, is
limited to situations involving a lien CDP hearing pursuant to § 6320 and a
pre-levy CDP hearing pursuant to § 6330 regarding the same unpaid liability.
Reg. 8 301.6320-1(d)(1) does not allow “the combination of CDP hearings
with non-CDP matters, such as the OIC rejection appeal involved in the instant
case.” Judge Wells also rejected the IRS’s argument that the purpose of
8§ 6320(b)(3) is limited to preventing “an Appeals officer from examining a
taxpayer’s underlying liability during the examination function and then
handling a CDP hearing involving the same liability during the enforcement
function.” He concluded that § 6320(b)(3) “does not contemplate a permissive
interpretation excepting all matters concerning the taxpayer’s ability to pay.”
Accordingly, the case was remanded for a new CDP hearing before an
impartial Appeals officer.

5. The IRS takes on the Puyallup Tribe of Indians
and loses: tribal per capita payments authorized after the IRS issues a
notice of levy are not subject to levy. United States v. Puyallup Tribe of
Indians, 113 A.F.T.R.2d 2014-1749 (W.D. Wash. 4/9/14). The IRS issued a
notice of levy to the Puyallup Tribe of Indians to collect unpaid taxes owed by
a member of the tribe. Despite the levy, the tribe made distributions of tribal
revenue, known as per capita payments, to the individual who owed the unpaid
taxes. The government brought this action asserting a claim for the tribe’s
failure to honor the levy. The District Court (Judge Settle) noted that there is
conflicting authority on the question whether per capita payments are
“property” or “rights to property” within the meaning of § 6331, the provision
that authorizes IRS levies. The court found it unnecessary to address this issue
because a second issue, which it characterized as a matter of first impression,
was dispositive. Under Reg. § 301.6331-1(a), “a levy extends only to property
possessed and obligations which exist at the time of the levy. Obligations exist
when the liability of the obligor is fixed and determinable although the right
to receive payment thereof may be deferred until a later date.” The court
concluded that the per capita payments were not fixed and determinable
because they are made at the discretion of the Tribal Council. Therefore, “a
levy may attach to a tribal member’s currently authorized per capita payment,
but may not reach subsequently authorized per capita payments.” The court
granted the tribe’s motion for summary judgment.
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6. The “statutory and regulatory framework does
not immunize the IRS from using common sense.” The IRS failed to
exercise reasonable diligence in ascertaining the taxpayer’s last known
address when it sent a notice of levy to an address from which previous
correspondence had been returned undelivered. Music v. United States, 17
F. Supp. 3d 1327 (N.D. Ga. 4/17/14). The taxpayer was a schoolteacher who
failed to file tax returns for fifteen or more years and had a history of moving
without leaving a forwarding address with the Postal Service. The last tax
return she filed listed her address as Summerfield, Florida. The IRS sent
subsequent correspondence to her address in Georgia, which the IRS obtained
from the taxpayer’s W-2 or from correspondence that the taxpayer submitted.
One IRS letter sent to her Summerfield, Florida address was returned
undelivered, and the IRS readdressed it to her Georgia address. After
successfully corresponding with the taxpayer at her Georgia address, the IRS
sent a notice of deficiency, notice and demand for payment, and notices of
intent to levy, all to her Summerfield, Florida address. When the taxpayer
failed to respond, the IRS issued a notice of levy to her employer in Georgia.
The day after she received her levied paycheck, she quit her job. The taxpayer
brought this action under § 7433, which allows a taxpayer to recover damages
incurred due to the intentional, reckless, or negligent disregard of any
provision of Title 26 by an IRS officer or employee in connection with
collecting the taxpayer’s federal tax. The District Court (Judge O’Kelley)
agreed with the taxpayer that the IRS had negligently violated 8§ 6331(d),
which requires the IRS to notify the taxpayer in writing of the intent to levy
by doing one of the following at least 30 days before the levy: giving the notice
in person, leaving it at the taxpayer’s dwelling or usual place of business, or
sending it by certified or registered mail to the taxpayer’s last known address.
The IRS violated 8 6331(d), the court said, “by sending notices of intent to
levy to an address when previous letters sent to that address were returned
undeliverable.” However, the court characterized the taxpayer’s victory as
“somewhat pyrrhic” because it concluded that “the entirety of her requested
damages were not proximately caused by the IRS’ negligence and even if they
were, she could have reasonably mitigated the damages.” The court allowed
the taxpayer to recover costs of the action—the $350 fee to file her
complaint—and acknowledged

that its interpretation of the statute [as allowing the taxpayer
to recover costs when the taxpayer has not suffered any actual,
direct economic damages] conflicts with a significant number
of courts that have dismissed section 7433 claims by holding
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that the plaintiff did not suffer any actual, direct economic
damages.

7. You can’t order the IRS to levy on particular
assets—it gets to choose what to take. Kraft v. Commissioner, 142 T.C. No.
14 (4/23/14). In review of a levy CDP proceeding, the Tax Court (Judge
Wherry) held that the IRS did not abuse its discretion in deciding to collect a
tax liability from the taxpayer’s personal assets rather than by levying on a
trust of which the taxpayer was a beneficiary. The IRS is not required to grant
a taxpayer’s request to collect a tax liability from a particular source.

8. Constructive receipt of a deficiency notice for
someone who played two of the three monkeys. Onyango v. Commissioner,
142 T.C. No. 24 (6/24/14). Section 6330(c)(2)(B) allows a taxpayer to contest
the underlying tax liability in a CDP hearing only if he did not actually receive
a deficiency notice or otherwise have an opportunity to dispute the liability. In
this case, on several occasions the Postal Service attempted unsuccessfully to
deliver a deficiency notice that had been mailed to the taxpayer at his legal
residence by certified mail, return receipt requested. On at least two occasions
the Postal Service left notices of attempted delivery of the certified mail which
contained the notice of deficiency at the address of the taxpayer’s legal
residence, and informed the taxpayer that it had certified mail to deliver to him
and that he had to sign a receipt for that mail before the Postal Service would
deliver it to him. The taxpayer declined to check on a regular basis his mailbox
at his legal residence and to retrieve on a regular basis any Postal Service mail
items delivered there. After several unsuccessful attempts to deliver the
certified mail, the Postal Service returned it to the IRS. The Tax Court (Judge
Chiechi) held that a taxpayer who is reasonably able and had multiple
opportunities to check his mail and intentionally fails to do so for the purpose
of avoiding receipt of the deficiency notice cannot contend that for purposes
of § 6330 that he did not receive the deficiency notice. Accordingly, the
taxpayer was not permitted to contest his liability in the CDP hearing.

9. A Notice of Intent to Levy is not a levy. Eichler v.
Commissioner, 143 T.C. No. 2 (7/23/14). The taxpayer requested a partial pay
installment agreement of assessed taxes. Before the request was acted upon,
the IRS mailed Letters CP 90, Final Notice—Notice of Intent to Levy and
Notice of Your Right to a Hearing. The taxpayer timely requested a CDP
hearing, renewing his request for an installment agreement and asserting that
the Letters CP 90 should be withdrawn as invalid pursuant to § 6331(k)(2),
which prohibits the IRS from making a levy while an offer for an installment
agreement is pending. During the CDP, hearing the settlement officer
conditioned acceptance of an installment agreement on the taxpayer making
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an $8,520 down payment. The taxpayer declined to make the payment
claiming economic hardship, and the settlement officer’s final determination
rejected the taxpayer’s request that the Letters CP 90 be withdrawn as invalid
and sustained the proposed levy on the ground that the taxpayer had declined
the proposed installment agreement. The Tax Court (Judge Thornton) held that
8 6331(k)(2) did not preclude the IRS from issuing the Letters CP 90 after the
taxpayer submitted his offer for an installment agreement—38§ 6331(k)(2) bars
the IRS from making a levy while a taxpayer’s offer for an agreement request
is pending, but does not bar the IRS from issuing notices of intent to levy—
and that the determination not to rescind the Letters CP 90 was not an abuse
of discretion under relevant provisions of the IRM. But because the record did
not allow for meaningful review of the determination regarding the
appropriateness of the $8,520 downpayment as a condition of an installment
agreement, the case was remanded for further proceedings.

10. No pre-levy remedy for you; if you’re unhappy, go
to District Court after the levy. Greenoak Holdings Ltd. v. Commissioner,
143 T.C. No. 8 (9/16/14). The IRS issued a final notice of intent to levy to an
estate to collect unpaid estate taxes. The estate requested a 8§ 6330 CDP
hearing. Following the hearing, the appeals officer issued a notice of
determination sustaining the proposed levy as to nonprobate assets. Among
the nonprobate assets reported on the estate tax return was an offshore trust
that owned certain entities. The estate did not seek Tax Court review but the
entities owned by the offshore trusts petitioned the Tax Court for review of the
notice of determination. The IRS moved to dismiss for lack of jurisdiction.
The Tax Court (Judge Ruwe) held that the “person entitled to the rights and
protections under § 6330 is the taxpayer liable for unpaid Federal tax.” The
Tax Court lacked jurisdiction over a petition filed by a party who is neither the
taxpayer nor an authorized representative of the taxpayer. The remedy for
persons other than taxpayers who claim ownership rights in property subject
to levy lies in the right to make a wrongful levy claim under § 7426(a)(1).

11. The taxpayer won the initial skirmish, but lost the
big battle and thus the war. Buczek v. Commissioner, 143 T.C. No. 16
(10/6/14). The taxpayer filed a timely request for a CDP hearing in response
to a final notice of intent to levy to collect an unpaid income tax liability. The
request did not raise any issues specified in § 6330(c)(2) or make any
allegations that reasonably indicated he was raising such an issue. The Appeals
Office sent the taxpayer a letter stating that, pursuant to § 6330(g), it was
disregarding the hearing request because it was frivolous and that the IRS
would proceed with collection. The taxpayer filed a timely petition for review.
The Tax Court (Judge Dawson) held that it had jurisdiction to review the IRS’s
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determination as to whether a taxpayer who sought judicial review under
§ 6330(d)(1) had raised an issue other than issues that had been identified by
the IRS as frivolous or that reflected a desire to delay or impede the
administration of Federal tax laws. However, because the taxpayer did not
raise any issues specified in 8 6330(c)(2) that could be considered in a CDP
hearing, no portion of the taxpayer’s request for a hearing was excluded from
the IRS’s determination to disregard the entire request and § 6330(Q)
prohibited further judicial review of that determination. Thus, because the
determination that the IRS could proceed with collection was not made in
response to a proper request for a hearing, the Tax Court lacked jurisdiction to
review that determination.

G. Innocent Spouse

There were no significant developments regarding this topic
during 2014.

H. Miscellaneous

1. The Tax Court is an Article I court. Freytag 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
Tax Court chief judge to a special trial judge (1) is permitted under
§ 7443A(b)(4) where the actual decision is rendered by a Tax Court judge, and
(2) does not violate the Appointments Clause (U.S. Const. Art. 11, 8 2, cl. 2)
because the special trial judge is an “inferior Officer” and the Tax Court is an
Article I “Court of Law.”

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 statutorily denominated an “Article
I Court” in 1969, its judges did not magically acquire the
judicial power. They still lack life tenure; their salaries may
still be diminished; they are still removable by the President
for “inefficiency, neglect of duty, or malfeasance in office.”
26 U. S. C. § 7443(f). . . . How anyone with these
characteristics can exercise judicial power “independent . . .
[of] the Executive Branch” is a complete mystery. It seems to
me entirely obvious that the Tax Court, like the Internal
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Revenue Service, the FCC, and the NLRB, exercises
executive power.

a. 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 (Judge Srinivasan) held 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) did
not infringe on the constitutional separation of powers and result in Tax Court
judges not being “free from alleged bias in favor of the Executive Branch.”
The taxpayers asked that § 7443(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 threat of presidential removal and hence free from alleged
bias in favor of the Executive Branch.” The D.C. Circuit held that it has been
established that Congress can constitutionally assign to non-article Il
tribunals a category of cases involving “public rights” (including matters of
taxation at the pre-collection stage); the Tax Court is an Article | court and,
while its judges do exercise judicial power, they do not exercise the “‘judicial
power of the United States’ under Article III.” Even though Freytag v.
Commissioner, 501 U.S. 868 (1991), held that the Tax Court is a “Court of
Law,” Judge Srinivasan held that “the judicial power of the United States is
not limited to the judicial power defined under Article II1.” He further held
that the Tax Court, as a legislative court, is nevertheless part of the Executive
Branch of government. Judge Srinivasan concluded that the “Tax Court’s
status as a ‘Court of Law’—and its exercise of ‘judicial power’—for
Appointments Clause purposes under Freytag casts no doubt on the
constitutionality of the President’s authority to remove Tax Court judges.”

e Judge Srinivasan also rejected taxpayers’
challenge to the 25 percent late-payment penalties under § 6651(a)(2) on the
ground that they failed to submit to the service center where their return was filed
“an affirmative showing of all facts alleged as a reasonable cause for [their]
failure to . . . pay such tax on time in the form of a written statement containing
a declaration that it is made under penalties of perjury,” as required by Reg.
§ 301.6651-1(c)(1).

2. This case is just like Loving v. Virginia, 388 U.S. 1
(1967), except that, instead of freeing interracial couples from
discriminatory marriage laws, it is about freeing marginal tax return
preparers from discriminatory competence testing. Loving v. IRS, 917 F.
Supp. 2d 67 (D.D.C. 1/18/13). The District Court (Judge Boasberg) enjoined
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the IRS from regulating otherwise unregulated “tax-return preparers” because
they are not “representatives” and do not “practice” before the IRS and are not
covered under 31 U.S.C. 8 330(a) (authorizing the regulation of “the practice
of representatives of persons before the [IRS]”). The regulation of tax-return
preparers under Circular 230, including registration, payment of fees, passing
a qualifying exam, and completing continuing education courses annually,
fails the Chevron step one test because preparation of tax returns does not
require that a “representative demonstrate . . . (D) competency to advise and
assist persons in presenting their cases,” 31 U.S.C. § 330(a)(2)(D), on the
ground that “[a]t the time of filing, the taxpayer has no dispute with the IRS;
there is no ‘case’ to present.” Judge Boasberg also noted that the “unstructured
independence by the IRS [under Circular 230] would trample the specific and
tightly controlled penalty scheme in Title 26” (emphasis added).

e Note that there is neither privilege nor
work product protection for communications to a tax return preparer, which
arises only when there is a realistic possibility of “controversy.”

a. The injunction is modified, but not stayed.
Loving v. IRS, 920 F. Supp. 2d 108 (D.D.C. 2/1/13). On the IRS’s motion to
stay the injunction, Judge Boasberg—while refusing to stay the injunction—
modified it to make clear that its requirements were less burdensome than the
IRS claimed. The requirement that each tax return preparer obtain a PTIN (and
pay related fees) is authorized under § 6109(a)(4), so it may continue, except
that the “IRS may no longer condition PTIN eligibility on being ‘authorized
to practice’ under 31 U.S.C. section 330.” Therefore, “the requirements that
tax return preparers (who are not attorneys, CPAs, enrolled agents, or enrolled
actuaries) must pay fees unrelated to the PTIN, pass a qualifying exam, and
complete annual continuing-education requirements” continue to be enjoined.

b. Government’s motion for a stay pending
appeal was denied summarily. Loving v. IRS, 111 A.F.T.R.2d 2013-1384
(D.C. Cir. 3/27/13) (Rogers, Tatel, and Brown, JJ, per curiam) (unpublished).
The IRS appealed these two opinions and orders to the Circuit Court for the
District of Columbia Circuit, 2/20/13. That court refused to stay the District
Court’s injunction on the ground that the IRS failed to satisfy “the stringent
requirements for a stay pending appeal.”

C. The D.C. Circuit found that registered (?)
tax return preparers were entitled to be unqualified. The IRS had the gall
to require character, competence, and continuing education for
“independent” tax return preparers who only needed PTINSs to continue
preparing error-laden tax returns for their unsophisticated clientele.
Loving v. IRS, 742 F.3d 1013 (D.C. Cir. 2/11/14), aff”’g 920 F. Supp. 2d 108
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(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 one standard. They would have also failed at the Chevron
step two standard because they were “unreasonable in light 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 multi-billion dollar tax-
preparation industry” (“the enacting Congress did not intend to grow such a large
elephant in such a small mousehole”); 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 It appears that the DOJ did not seek en
banc review.

d. Does this mean that all tax return
preparers can now charge contingent fees for tax return preparation, e.g.,
a percentage of the tax refund? Ridgely v. Lew, 114 A.F.T.R.2d 2014-5249
(D.D.C. 7/16/14). A practicing CPA brought suit to challenge Circular 230,
8§ 10.27, which prohibited tax practitioners from charging contingent fees for
certain services relating to preparing or filing tax returns or refund claims. He
argued that the IRS exceeded the scope of its statutory authority in regulating
the preparation of “Ordinary Refund Claims,” i.e., refund claims that
practitioners file after a taxpayer has filed his original tax return but before the
IRS has initiated an audit of the return. On motion for summary judgment,
District Judge Cooper granted the CPA’s motion and enjoined the IRS from
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enforcing § 10.27. He noted that “[t]his Court, however, is not the first to
venture down this particular rabbit hole,” and that Loving v. IRS, 742 F.3d
1013 (D.C. Cir. 2014), “is controlling precedent that must guide [his]
examination of [31 U.S.C. § 330’s] text, context, and history with respect to
the claims at issue . . . .” He rejected the IRS’s argument that it has the power
to regulate plaintiff’s practice as a CPA before it, because that power does not
extend regulation of those of his activities which do not constitute practice,
i.e., preparation and filing of refund claims.

e. There is life after suspension for CPAs to
prepare tax returns. “Some Suspended or Disbarred Tax Practitioners Are
Now Permitted To Obtain PTINs and Prepare Tax Returns,” IRS
announcement dated 8/26/14, found at www.irs.gov/Tax-Professionals/Tax-
Pro-News-and-Events (last viewed 9/13/14). This announcement is based on
Loving v. IRS, which held that tax return preparation, without more, does not
constitute representation within the meaning of 31 U.S.C. § 330, and the IRS
may not include a restriction on return preparation for compensation. It applies
to individuals who were suspended or disbarred, with PTIN access blocked
between 8/2/11 and 2/11/14; individuals sanctioned before or after these dates
did not have their PTIN access blocked.

e Circular 230, § 10.24 provides with
respect to disbarred or suspended persons:

§ 10.24 Assistance from or to disbarred or suspended persons

and former Internal Revenue Service employees.

A practitioner may not, knowingly and directly or indirectly:

(a) Accept assistance from or assist any person who is under
disbarment or suspension from practice before the Internal
Revenue Service if the assistance relates to a matter or matters
constituting practice before the Internal Revenue Service.

3. In light of the IRS loss in Loving v. IRS, a new,
voluntary Annual Filing Season Program to give tax return preparers the
ability to claim they hold “a valid Annual Filing Season Program Record
of Completion™ and that they have “complied with the IRS requirements for
receiving the Record of Completion.” Rev. Proc. 2014-42, 2014-29 I.R.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 being able
to claim superiority to the ordinary run-of-the-mill slob tax return preparers is
offered. The requirements for this voluntary program 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.
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Holders of the Record of Completion may not use the terms “certified,”
“enrolled,” or “licensed” to describe the designation.

4. Not having access to a cooperating witness’s
returns does not violate the defendant’s Sixth Amendment right to
confront witnesses in a prosecution for preparing and filing false tax
returns. United States v. Love, 553 F. App’x 548 (6th Cir. 1/29/14). The
defendant worked as a tax return preparer at an H&R Block branch located in
a Wal-Mart in Toledo, Ohio. A jury found her guilty on one count of
conspiring to prepare false tax returns and fifty-nine counts of aiding the
preparation and filing of false tax returns. According to the evidence at trial,
the defendant prepared false returns that resulted in refunds for people referred
to her by her cousin, Sonya Moses. Moses cooperated with the government in
the defendant’s prosecution. The defendant argued on appeal that not having
access to Moses’s tax returns violated her Sixth Amendment right to confront
the witnesses against her because the returns would have aided in her cross-
examination of Moses. In an opinion by Judge Donald, the Sixth Circuit
rejected the defendant’s argument and concluded that the district court did not
abuse its discretion or impermissibly impede the defendant’s right to confront
and cross-examine Moses. The court also rejected her argument that the
government did not present sufficient evidence to prove beyond a reasonable
doubt that she knew that the incomes reported in the returns of certain persons
were false.

5. Whistleblowers’ motions to proceed anonymously
to obtain judicial review of awards were granted in light of risk of severe
physical harm if their identities were to be revealed. Whistleblower 11332-
13W v. Commissioner, T.C. Memo. 2014-92 (5/20/14); Whistleblower 10949-
13W v. Commissioner, T.C. Memo. 2014-94 (5/20/14). In these two cases, the
Tax Court (Judge Kroupa) granted motions to seal and proceed anonymously
by two whistleblowers, each of whom had been intimidated with physical
force and armed men on behalf of their employer and related entities
(“targets”)—which paid more than $30 million in taxes, penalties, and interest.
The Commissioner did not object to these motions and the targets did not
participate in these proceedings. Judge Kroupa stated that the general
presumption of openness of judicial proceedings was outweighed by the
“demonstrated risk of physical harm to [the whistleblower] or [the
whistleblower’s] family.” The motions were based upon a recently-adopted
Tax Court Rule 345, which created a mechanism to preserve the anonymity of
whistleblowers and non-party taxpayers.

e It seems that these two whistleblowers
worked for the same employer, although the opinions did not so state. Reading
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between the lines of these opinions, it appears that the targets were well aware of
the identities of the whistleblowers. In light of this, what was gained by granting
anonymity? One possibility is that sealing the cases did protect the identities of
the lawyers involved.

a. Whistleblower’s motion to proceed
anonymously was granted in light of whistleblower being retired and
receiving retirement benefits from his former employer. Whistleblower
13412-12W v. Commissioner, T.C. Memo. 2014-93 (5/20/14). The Tax Court
(Judge Kroupa) granted whistleblower’s motion to proceed anonymously
seeking review of Commissioner’s determination and to have the record
sealed. The whistleblower reported the nature of tax violations by his former
employer and provided legal analysis and reasoning for Commissioner to
proceed against the target, but Commissioner “issued the whistleblower a
letter indicating that he was unable to collect any amounts on the
whistleblower’s claim.” The whistleblower is retired and receives retirement
benefits from his former employer, the target. While no threat of physical harm
was alleged, the whistleblower alleged the possibility of “suffer[ing]
professional ostracism, harm and job-related harassment because other
potential employers will unlikely want to hire or employ a known
whistleblower.” Judge Kroupa decided to “err on the side of caution” despite
her belief “that distributions from an employer’s retirement plans are governed
by the plan’s provisions and an independent trustee that has fiduciary
obligations.”

b. Tax Court has jurisdiction to review a
whistleblower claim and award determination where the claim is based
on information provided both before and after 12/20/06, which was the
effective date of § 7623(b). Whistleblower 11332-13W v. Commissioner, 142
T.C. No. 21 (6/4/14). The Tax Court (Judge Kroupa) decided that it had
jurisdiction to review a whistleblower claim award determination where the
claim was based on information provided both before and after the 12/20/06
effective date of § 7623, which was added by the Tax Relief and Health Care
Act of 2006.

e To the same effect is Whistleblower
10949-13W v. Commissioner, T.C. Memo. 2014-106 (6/4/14), also decided by
Judge Kroupa.

6. The IRS didn’t get to collect a concededly
duplicate refund because it took a wrong turn at the fork in the road. YRC
Regional Transport, Inc. v. Commissioner, T.C. Memo. 2014-112 (6/10/14).
The IRS issued a duplicate refund to the taxpayer through a clerical error and
attempted to recover it through a deficiency proceeding. The Tax Court (Judge
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Kerrigan) held that the IRS could not recover the refund—a nonrebate
refund—pursuant to a deficiency procedure because there had been no
redetermination of the taxpayer’s tax liability. The government could recover
the erroneous refund only pursuant to suit under 8 7405 or under any available
administrative collection procedures.

7. Those proposed Circular 230 regulations are now
final, so you can—but need not—remove those mindless disclaimers from
your emails. But if they remain, they cannot refer to the IRS or Circular
230. T.D. 9668, Regulations Governing Practice Before the Internal Revenue
Service, 79 F.R. 33685 (6/12/14). The final Circular 230 regulations include
the following:

e The rigid covered opinion rules in former
§ 10.35 (which required that the written opinion contain a description of the
relevant facts, the application of the law to those facts, and the practitioner’s
conclusion with respect to the law and the facts) are removed; these rules are
replaced with a single standard for all written tax advice under final § 10.37. This
standard requires that the practitioner must: (i) base the written advice on
reasonable factual and legal assumptions; (ii) reasonably consider all the relevant
facts that the practitioner knows or “reasonably should know” (emphasis added);
(iii) use reasonable efforts to identify and ascertain the facts relevant on each
Federal tax matter; (iv) not rely upon representations, statements, findings, or
agreements (including projections, financial forecasts, or appraisals) if reliance
on them would be unreasonable; (v) ”[r]elate applicable law and authorities to
facts” (emphasis added); and (vi) not take into account the possibility that a tax
return will not be audited or that a matter will not be raised on audit. The
determination of whether a practitioner has failed to comply with these
requirements is based on all the facts and circumstances, not on whether each
requirement is addressed in the written advice. Note: Material new in the final
regulations is in boldface. The preamble makes clear that practitioners may
consider the “the existence or nonexistence of legitimate hazards that may make
settlement more or less likely.”

e Asto disclaimers, the preamble states that
“Treasury and the IRS expect that these amendments will eliminate the use of a
Circular 230 disclaimer in e-mail and other writings,” but they “do not, however,
prohibit the use of an appropriate statement describing any reasonable and
accurate limitations of the advice rendered to the client.” While continuing
education presentations are not considered written advice on a Federal tax matter
for purposes of § 10.37, “Treasury and the IRS nonetheless expect that
practitioners will follow the generally applicable diligence and competence
standards under 88 10.22 and 10.35 when engaged in those activities.” The
authors of this outline, therefore, use the following statement to describe the
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limitations with respect to any of the information contained in the outline, “Please
read this outline at your own risk; we take no responsibility for any
misinformation in it, whether occasioned by our advancing ages or our increasing
indifference as to whether we get any particular item right.”

e Final § 10.35 provides that a practitioner
must exercise competence when engaged in practice before the IRS (including
providing written opinions), which includes the required knowledge, skill,
thoroughness, and preparation necessary for the matter for which he is engaged.
This complements the provision in § 10.51 that a practitioner can be sanctioned
for incompetent conduct.

e Final § 10.36 conforms the “procedures to
ensure compliance” with the removal of the covered opinion rules in former
8 10.35, but expands these “procedures to ensure compliance” to include the
provisions of subparts A, B, and C of Circular 230.

e Final § 10.1 provides that the Office of
Professional Responsibility—as opposed to the IRS Return Preparer Office—
will have exclusive responsibility for matters related to practitioner discipline.

e Final 8 10.82 extends the expedited
disciplinary procedures for immediate suspension, but limits it to practitioners
who have engaged in a pattern of willful disreputable conduct by failing to make
an annual Federal tax return during four of five tax years immediately before the
institution of the expedited suspension proceeding, provided that the practitioner
is also noncompliant at the time the notice of suspension is served.

e Final § 10.31 forbids practitioners from
negotiating any taxpayer refunds, which specifically adds manipulation of any
electronic refund process.

e The effective date of the provisions added
or amended by the final regulations is 6/12/14.

8. “Final” means “final”; mulligans not allowed.
Snow v. Commissioner, 142 T.C. No. 23 (6/17/14). In an earlier decision, T.C.
Memo. 1996-457, the Tax Court held that deficiency notices mailed to the
taxpayer were valid. The 1996 final order reached the opposite result from the
Special Trial Judge’s initial report, which would have held the deficiency
notices were invalid. The taxpayer filed a motion to vacate the original
decision, apparently relying on Ballard v. Commissioner, 544 U.S. 40 (2005),
and the resulting revisions to Tax Court Rule 183, which require that the initial
report of the Special Trial Judge be provided to the parties and allow them to
submit written objections before the report is reviewed by a regular Judge. The
Tax Court (Judge Ruwe) denied the motion, which was filed almost eight years
after taxpayer first learned of the Special Trial Judge’s initial report and over
16 years after the decision had become final. Generally, once a Tax Court
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decision becomes final, the court lacks jurisdiction to vacate that decision.
There are three possible exceptions: (1) when the Tax Court may have
originally lacked jurisdiction to enter a final decision; (2) when there is a fraud
upon the court; and (3) mutual mistake, where the Tax Court decision was
predicated on the parties’ stipulation, and both the government and the
taxpayer concede they mistakenly entered into the stipulation. None of them
were present in this case.

9. “Where a statute is capable of various
interpretations, we are inclined to adopt a construction which will permit
the Court to retain jurisdiction without doing violence to the statutory
language.” Comparini v. Commissioner, 143 T.C. No. 14 (10/2/14). The
petitioners filed a claim for a whistleblower award under § 7623(b). In 2012,
the Whistleblower Office sent four essentially identical letters to the
petitioners stating that they were not eligible for an award and inviting them
to contact the Whistleblower Office with any questions. Subsequently, the
petitioners submitted additional information in support of their claim. In 2013,
the Whistleblower Office sent the petitioners a letter stating that it had
“determined your claim still does not meet our criteria for an award,” “[o]ur
determination remains the same,” and “we are closing this claim.” The
petitioners filed a petition for Tax Court review under § 7623(b)(4) within 30
days after receiving the 2013 letter. The IRS moved to dismiss on the ground
that the petition filed in response to the 2013 letter was untimely because it
had not been filed within 30 days after the determination in the 2012 letters.
In a reviewed opinion by Judge Colvin (in which eight judges joined and with
a number of concurring opinions), the Tax Court held that the 2013 letter
constituted a determination for purposes of § 7623(b)(4) and denied the IRS’s
motion to dismiss for lack of jurisdiction. The 2013 letter from the
Whistleblower Office was a “determination regarding an award” within the
meaning of § 7623(b)(4) and because the petitioners filed a petition within 30
days of that letter, the court had jurisdiction. “[T]he 2013 letter constitutes a
determination and . . . its status as a determination is not negated . . . by the
fact that the Whistleblower Office sent the 2012 letters.” It is “possible for the
Whistleblower Office to issue, as to a given claim, more than one
‘determination’ on which [Tax Court] jurisdiction might be based.”

e A joint concurring opinion by Judges
Halpern and Lauber (in which four other judges joined) agreed that the
Whistleblower Office “can make more than one ‘determination’ with respect to
a claimant’s claim or universe of claims.” But the concurring opinion would have
expressly limited the holding to cases where the subsequent claim differs from
the earlier claim; “if the claim is not different and the determination is the same,
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and if the petition is filed more than 30 days after the original determination, the
Court should hold that it lacks jurisdiction . . . .”

10. Once Tax Court jurisdiction is properly invoked,
the IRS can’t undo it by saying “sorry, we sent the letter by mistake.”
Ringo v. Commissioner, 143 T.C. No. 15 (10/6/14). The petitioner filed a
claim for a whistleblower award under § 7623(b). On November 7, 2012, the
Whistleblower Office mailed to him a letter stating that he was ineligible for
an award because he had not provided the IRS with information that resulted
in the collection of any tax from the target. The petitioners filed a timely
petition for Tax Court review under 8 7623(b)(4). On June 11, 2013, the
Whistleblower Office notified the petitioner that it was still considering the
application and that it had mailed the November 7, 2012, letter in error. The
IRS then moved to dismiss the case for lack of jurisdiction. The Tax Court
(Judge Colvin) held that the November 7, 2012, letter was a determination and
that the Tax Court had jurisdiction with respect to the matter. Furthermore, the
fact that the IRS continued to consider the petitioner’s claim after sending the
November 7, 2012, letter did not terminate the Tax Court’s jurisdiction.

11. Bad guys finish last. Rader v. Commissioner, 143
T.C. No. 19 (10/29/14). The taxpayer worked and earned income but failed to
file returns for several years. The IRS prepared substitute returns for those
years and issued deficiency notices. The Tax Court (Judge Halpern) rejected
the taxpayer’s argument that the substitute returns were not valid because they
did not include a Form 1040. Furthermore, the IRS had the right to elect to
treat the taxpayer as married filing separately in properly filed amendments to
its answer, which resulted in increased deficiencies. The court sustained the
deficiencies determined by the IRS. The court also rejected the taxpayer’s
claim that he was entitled to an offset against the deficiency for one year equal
to the amounts withheld under 8 1445 from the proceeds from two real estate
sales in that year. Although § 1445 applies to payments made to foreign
persons for the disposition of U.S. real property, and the taxpayer was a U.S.
citizen, the withholding resulted from the taxpayer’s failure to provide a tax
identification number to the escrow agent. The improper withholding did not
give rise to a § 31 credit (wage withholding), but rather to a credit under § 33
(withholding on nonresident aliens), and under § 6211(b)(1), a § 33 credit
expressly is disregarded for purposes of computing a deficiency. The court
also held that the taxpayer’s wife was not entitled to a refund of the
overpayment because a refund claim would not have been timely. Penalties
for failure to timely file returns, failure to pay taxes shown on the return, and
failure to pay estimated taxes were upheld. On its own motion, the court
imposed a $10,000 frivolous argument penalty under § 6673 because of the
taxpayer’s groundless arguments and unwarranted attempt to assert his Fifth
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Amendment privilege (“In order for an individual to validly claim the privilege
against self-incrimination, there must be a ‘real and appreciable danger’ from
‘substantial hazards of self incrimination,” and the individual must have
‘reasonable cause to apprehend (such) danger from a direct answer to
questions posed to him.””), finding that he acted with the intent to delay
collection of the taxes owed.

12. The whistleblower won the first skirmish but is
likely to be left whistling in the dark when the battle’s over. Lippolis v.
Commissioner, 143 T.C. No. 20 (11/20/14). A whistleblower sought Tax
Court review of a § 7623(a) 15 percent discretionary award with respect to
$844,746 of tax collected as a result of an audit performed in response to his
whistleblower claim. He argued that he was entitled to a greater (mandatory)
award under § 7623(b). The IRS moved to dismiss for lack of jurisdiction on
the ground that § 7623(b)(5)(B) provides that a mandatory award is not
required unless the tax, penalties, and interest involved in the underlying audit
exceeded $2 million. The Tax Court (Judge Colvin) held that the $2 million
requirement is an affirmative defense and is not jurisdictional. Accordingly,
the IRS’s motion was denied. But the IRS was given 60 days to file a motion
for leave to amend the answer to raise the § 7623(b)(5)(B) affirmative defense
and to include allegations of fact supporting the amendment to the answer.

13. 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, 114 A.F.T.R.2d
2014-7022 (10th Cir. 12/29/14). 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 taxpayers 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 years. The
taxpayers subsequently filed returns, based on which the IRS partially abated
the tax liabilities. The taxpayers then received general discharge orders in
chapter 7 bankruptcy proceedings and filed adversary proceedings against the
IRS seeking a determination that their income tax liabilities for 2000 and 2001
had been discharged. Section 523(a)(1) of the Bankruptcy Code excludes from
discharge any debt for a tax or customs duty:

(B) with respect to which a return, or equivalent report or
notice, if required—

(i) was not filed or given; or



2015] Recent Developments in Federal Income Taxation 333

(ii) 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 nonbankruptcy 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 In 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 interpretation of 11
U.S.C. 8 523(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 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)(1)(B)(1).”
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XI. WITHHOLDING AND EXCISE TAXES
A Employment Taxes

1. The story line is just a rerun: NOLs do not reduce
self-employment income. DeCrescenzo v. Commissioner, T.C. Memo. 2012-
51 (2/27/12). The taxpayer was assessed deficiencies when he failed to file a
return of income from self-employment as an accountant. The Tax Court
(Judge Marvel) held—yet again—that § 1402(a)(4) prohibits a taxpayer from
offsetting net earnings from self-employment with an NOL carryforward or
carryback.

a. And the Second Circuit sees it the same
way. DeCrescenzo v. Commissioner, 563 F. App’x 858 (2d Cir. 4/30/14). In
a summary order, the Second Circuit affirmed and held that § 1402(a)(4)
“expressly excludes net operating loss carryovers from the calculation of self-
employment income.”

2. Tax refunds in a bad economy set up another
deference conflict among the circuits. In re Quality Stores, Inc., 693 F.3d
605 (6th Cir. 9/7/12), cert. granted, 134 S. Ct. 49 (10/1/13). In November
2001, Quality Stores closed 63 stores and nine distribution centers and
terminated the employment of all employees in the course of Chapter 11
bankruptcy cases. Quality Stores adopted plans providing severance pay to
terminated employees. The company reported the severance pay as wages for
withholding and employment tax purposes, then filed claims for refund of
FICA and FUTA taxes claiming that the severance pay represented
supplemental unemployment compensation benefits (SUBs) that are not
wages for employment tax purposes. Disagreeing with the contrary holding by
the Federal Circuit in CSX Corp. v. United States, 518 F.3d 1328 (Fed. Cir.
2008), the Sixth Circuit held that the SUBs were exempt from employment
taxes. The court examined the language and legislative history of § 3402(0)(1),
which provides that SUB payments “shall be treated as if it were a payment of
wages” for withholding purposes, to conclude that by treating SUB payments
as wages for withholding, Congress recognized that SUB payments were not
otherwise subject to withholding because they did not constitute “wages.”
Then, under Rowan Cos. v. United States, 452 U.S. 247, 255 (1981), the court
concluded that the term “wages” must carry the same meaning for withholding
and employment tax purposes. Thus, if SUBs are not wages under the
withholding provision (because they must be treated as wages by statutory
directive), the SUBs are not wages for employment tax purposes. The court
also rejected the IRS’s position in Rev. Rul. 90-72, 1990-2 C.B. 211, that to
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be excluded from employment taxes, SUBs must be part of a plan that is
designed to supplement the receipt of state unemployment compensation. The
court declined to follow the Federal Circuit’s holding in CSX Corp., which
adopted the eight part test of Rev. Rul. 90-72, stating that: “We decline to
imbue the IRS revenue rulings and private letter rulings with greater
significance than the congressional intent expressed in the applicable statutes
and legislative histories.” The court also stated that it could not conclude that
the opinion in Mayo Foundation for Medical Education & Research v. United
States, 131 S. Ct. 704 (2011), eroded the holding of Rowan Cos. v. United
States, which compelled the court to interpret the meaning of “wages” the
same for withholding and employment tax purposes.

a. The U.S. Supreme Court says the Sixth
Circuit got it wrong—the severance payments made by Quality Stores are
wages for employment tax purposes. United States v. Quality Stores, Inc.,
134 S. Ct. 1395 (3/25/14). In the U.S. Supreme Court, all members of the Court
other than Justice Kagan (who took no part in the consideration or decision of
the case) joined in an opinion by Justice Kennedy in which the Court reversed
the Sixth Circuit and concluded that the severance payments made by Quality
Stores were taxable wages for FICA purposes. The Court emphasized that the
term “wages” is defined broadly for FICA purposes in § 3121(a) as “all
remuneration for employment,” and concluded that the severance payments
paid by Quality Stores, which varied according to the employee’s function and
seniority, fit this broad definition. The Court reasoned that § 3121(a)(13)(A),
which excludes from taxable wages severance payments made “because of . .
. retirement for disability,” would be unnecessary if severance payments did
not fall within the FICA definition of wages. The Court rejected the Sixth
Circuit’s reasoning that § 3402(0)(1), which provides that any SUB payment
“shall be treated as if it were a payment of wages” for income tax withholding
purposes, implies that such payments are not wages for FICA purposes. The
regulatory background of § 3402(0)(1), the Court reasoned, demonstrates that
Congress enacted the provision to address a specific problem. In the 1950s and
1960s, the IRS, in a series of revenue rulings, had exempted certain SUBs from
the definition of wages for both FICA and income tax withholding purposes.
Because such payments were nevertheless includible in income, taxpayers
receiving the benefits faced large tax bills. To alleviate this problem, Congress
enacted § 3402(0)(1) to make all severance payments subject to income tax
withholding, including both SUBs that the IRS had exempted from the
definition of wages for FICA and income tax withholding purposes, and
severance payments that the IRS considered to be wages. Read against this
background, the Court stated, § 3402(0)(1) cannot be interpreted as creating a
negative implication that SUBs are not wages for FICA purposes.
e The Court expressly did not address the
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question of whether the IRS’s position, expressed in rulings such as Rev. Rul.
90-72, 1990-2 C.B. 211, that severance payments tied to the receipt of state
unemployment benefits are exempt from both income tax withholding and FICA
taxation, is consistent with the broad definition of wages under FICA.

3. Final regulations define employment tax liabilities
of payors designated by an employer to pay employment taxes. T.D. 9662,
Designation of Payor to Perform Acts Required of an Employer, 79 F.R. 17860
(3/31/14). The Treasury and IRS have finalized, with minor changes, proposed
amendments to regulations under 8 3504 (REG-102966-10, Designation of
Payor as Agent to Perform Acts Required of an Employer, 78 F.R. 6056
(1/29/13)). The final regulations provide that a person that pays wages or
compensation to individuals who perform services for an employer pursuant
to a service agreement “is designated [under § 3504] to perform the acts
required of an employer with respect to the wages or compensation paid.” The
regulations refer to the employer under a service agreement as the “client.”
The payor and the employer both are subject to all provisions of law, including
penalties, that apply to employers. The preamble to the proposed regulations
indicated that consistent with the IRS position on administering the § 6672
trust fund penalty, the employment tax liability of an employer will be
collected only once whether from the payor or the employer. A service
agreement is an agreement pursuant to which the payor (1) asserts explicitly
or implicitly that it is the employer of the individuals performing services for
the client, (2) pays wages or compensation to the individuals for services they
perform for the client, and (3) assumes responsibility to collect, report, and
pay employment taxes with respect to the wages or compensation paid. A
payor is not considered designated to perform the acts required of an employer
under the regulations if the payor (1) reports employment taxes under the
client’s EIN, (2) is a common paymaster under 8§ 3121(s) or 3231(i), (3) is
itself the employer of a person performing services for a client (including both
a common law employer and a statutory employer who has legal control over
the payment of wages under § 3401(d)(1)), or (4) is treated as an employer
under § 3121(a)(2)(A), which addresses, among other things, payments for
sickness or accident disability. Like the proposed regulations, the final
regulations contain several examples to illustrate their application. The “final
regulations are effective for wages or compensation paid by a payor in quarters
beginning on or after March 31, 2014.”

4, The IRS’s failure to send a determination by
certified or registered mail gives the taxpayer an extended period of time
to file for Tax Court review of worker classification. SECC Corp. V.
Commissioner, 142 T.C. No. 12 (4/3/14). The taxpayer filed a petition under
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8 7436 seeking a determination of the proper classification of its workers for
employment tax purposes. On April 15, 2011, the IRS mailed to the taxpayer
a letter stating that the taxpayer’s employment tax liabilities as determined by
Appeals would be assessed. The letter was not sent by certified or registered
mail. The taxpayer’s petition was filed more than 90 days after the IRS sent
the April 15, 2011, letter. The Tax Court (Judge Colvin) held that the Tax
Court had jurisdiction and the petition was timely. He reasoned as follows.
First, the April 15, 2011 letter was a determination by the IRS relating to the
classification of workers for employment tax purposes. Thus, the Tax Court
had jurisdiction. Second, because the IRS did not send the determination by
certified or registered mail, the 90-day period for filing an action in the Tax
Court provided in § 7436(b)(2) was inapplicable; the petition was timely. Both
the IRS’s and taxpayer’s motions to dismiss for lack of jurisdiction were
denied.

5. Bankrupt employer? Little chance the promised
retirement benefits will be paid? It doesn’t matter. This United Airlines
pilot still owed FICA taxes on the present value of future retirement
benefits he will never receive. Balestra v. United States, 113 A.F.T.R.2d
2014-2301 (Fed. CI. 5/31/14). In 2004, the taxpayer retired from his position
as a pilot with United Airlines and, pursuant to § 3121(v)(2), the present value
of his future retirement benefits ($289,601) was included in his FICA base for
the year of his retirement. Section 3121(v)(2) provides that amounts deferred
under a nonqualified deferred compensation plan must be taken into account
for FICA purposes as of the later of the time the services are performed or the
time when there is no substantial risk of forfeiture of the right to such amounts.
United Airlines entered bankruptcy proceedings in 2002 and its liability for
the taxpayer’s retirement benefits was ultimately discharged. The taxpayer
received only $63,032 of the promised benefits. The taxpayer brought this
action seeking a refund of the FICA taxes he paid (at the 1.45% rate for the
Medicare portion of FICA) on the $226,569 of retirement benefits that he
never received. The regulations issued under § 3121(v)(2), Reg.
§ 31.3121(V)(2)-(1)(c)(2)(ii), prescribe the method of determining present
value and provide that the present value of future retirement benefits

cannot be discounted for the probability that payments will
not be made (or will be reduced) because of the unfunded
status of the plan, the risk associated with any deemed or
actual investment of amounts deferred under the plan, the risk
that the employer, the trustee, or another party will be
unwilling or unable to pay, the possibility of future plan
amendments, the possibility of a future change in the law, or
similar risks or contingencies.
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Among other arguments, the taxpayer asserted that, by requiring inclusion of
future retirement benefits in the FICA base, Congress meant to employ an
accrual accounting basis that implicitly requires an adjustment when it can be
determined that the benefits will never be received, and that the failure of the
regulations to incorporate such an adjustment is arbitrary and irrational. The
Court of Federal Claims (Judge Wolski) rejected the taxpayer’s arguments.
The court concluded that the statute is silent on how the amount deferred is to
be calculated. “The decision of the Treasury Department to avoid the
complicated and strategic-behavior-enabling use of risk-adjusted discount
rates cannot be said to be unreasonable. Under the deference due the
regulations per Chevron, as applied to plaintiff they must stand.”

6. Disregarded entities are regarded for employment
tax purposes, except when they are disregarded. T.D. 9670, Disregarded
Entities; Religious and Family Member FICA and FUTA Exceptions; Indoor
Tanning Services Excise Tax, 79 F.R. 36204 (6/26/14). The Treasury has
finalized, without substantive change, temporary and proposed regulations
issued in 2011 that extend the exemptions from FICA and FUTA taxes for
members of certain religious faiths and for certain services performed for
family members to services performed in the employ of disregarded entities.
Several cases, sustaining the check-the-box regulations under Chevron
deference, held that the sole owner of a disregarded entity was liable for the
disregarded entity’s employment taxes. See, e.g., Littriello v. United States,
484 F.3d 372 (6th Cir. 2007); McNamee v. Dept. of the Treasury, 488 F.3d
100 (2d Cir. 2007). In the face of these litigation successes, the Treasury
adopted Reg. § 301.7701-2(c)(2)(iv) to provide that a disregarded entity is
treated as a corporation for employment tax purposes and related reporting
requirements, thereby shifting the liability away from the owner. However,
treating the entity as a corporate employer would eviscerate provisions that
exempt certain employment among family members and employment among
religious persons who believe that Social Security taxes are contrary to the
teachings of the religion or sect. Thus, the final regulations, Regs.
88 31.3121(b)(3)-1(d) and 31.3306(c)(5)-1(d), provide that a disregarded
entity treated as a corporation for employment tax purposes will not be treated
as the employer for purposes of §8 3121(b)(3) and 3306(c)(5), which provide
an exemption from employment taxes for certain services performed by and
for parents, children, and spouses. Final regulation § 31.3127-1(b) provides
that a disregarded entity will not be treated as the employer for purposes of
8 3127, which provides an exception from FICA taxes where both the
employer and employee are members of a religion that opposes participation
in Social Security. Under each of these provisions, for purposes of applying
the exemptions only, the owner of the disregarded entity will be treated as the
employer. Further, final regulation § 301.7701-2T(c)(2)(iv)(C)(1) provides
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that the owner of a disregarded entity remains subject to the backup
withholding requirements of 8 3406. The changes are effective for wages paid
after 11/1/11, but taxpayers may apply the rules to wages paid on or after
1/1/09.

B. Self-Employment Taxes

1. According to the Tax Court, “The self-
employment tax provisions are construed broadly in favor of treating
income as earnings from self-employment.” Old McDonald had a farm
and on his farm he collected federal subsidies that were self-employment
income. Morehouse v. Commissioner, 140 T.C. No. 350 (6/18/13). In a
reviewed opinion (15-0-0), the Tax Court (Judge Marvel) overruled its prior
decision in Wuebker v. Commissioner, 110 T.C. 431 (1998), rev'd, 205 F.3d
897 (6th Cir. 2000), and held that payments under the U.S. Department of
Agriculture (USDA) Conservation Reserve Program (CRP) are self-
employment income subject to self-employment taxes. The taxpayer owned
farm land in South Dakota, which he had rented to tenant farmers. The
taxpayer entered into a CRP contract with the USDA under which in exchange
for annual payments, the taxpayer agreed to (1) maintain already established
grass and legume cover for the life of the contract; (2) [e]stablish perennial
vegetative cover on land temporarily removed from agricultural production,”
including pubescent or intermediate wheatgrass, alfalfa, and sweet clover; and
(3) engage in “pest control and pesticide management” for the life of the
contract. The taxpayer hired a former tenant farmer to carry out most of the
work, but the taxpayer supervised the operation, purchased materials needed
to implement the conservation plans, gathered documentation necessary to the
CRP payments, arranged for individuals to hunt on some of the properties, and
visited the properties several times during the tax years involved. The court
held that these activities were sufficient to constitute a trade or business carried
on by the taxpayer the income from which was subject to self-employment
taxes under § 1402(a)(1). The court indicated that regardless of whether the
taxpayer’s activities qualified as farming, the taxpayer was directly and
through his agent “engaged in the business of participating in the CRP and that
he enrolled, maintained, and managed multiple properties subject to CRP
contracts with the primary intent of making a profit.”

a. But according to the Eighth Circuit, “we
embrace the agency’s longstanding position that land conservation
payments made to non-farmers constitute rentals from real estate and are
excluded from the self-employment tax.” Morehouse v. Commissioner, 769
F.3d 616 (8th Cir. 10/10/14). In an opinion by Judge Beam (2-1), the Eighth
Circuit reversed the Tax Court’s decision and held that “land conservation
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payments made to non-farmers constitute rentals from real estate and are
excluded from the self-employment tax.” The court relied on Rev. Rul. 60-32,
1960-1 C.B. 23, in which the IRS concluded that soil bank payments made to
persons who did not operate or materially participate in a farming operation
were “not to be included in determining net earnings from self-employment,”
although soil bank payments to farmers were to be treated as self-employment
income derived from their farming business. The court noted that “[a]lthough
Revenue Ruling 60-32 did not explain why the IRS differentiated between
farmers and non-farmers, [Rev. Rul. 65-149, 1965-1 C.B. 434] indicated the
IRS viewed soil bank payments to non-farmers as rental income.” The court
accorded no deference to the proposed revenue ruling in Notice 2006-108, and
it distinguished Wuebker v. Commissioner, 205 F.3d 897 (6th Cir. 2000), rev’g
110 T.C. 431 (1998), as “seem[ing] to rest on its conclusion that, because the
taxpayers’ maintenance obligations under their CRP contracts were
intrinsically similar to activities performed in their active farming operation—
’tilling, seeding, fertilizing, and weed control’—these obligations did not rise
to the level of ‘occupancy or use’ by the government.”

While CRP contracts may require farmers to conduct a small
subset of activities similar to those used in a portion of their
general farming operations, Wuebker, 205 F.3d at 903, the
same cannot be said for non-farmers. The only reason they
even indirectly engage in or arrange for any “tilling, seeding,
fertilizing, and weed control” activities on their CRP land is
because the agreement with the government requires them to
do so. Id.

e Judge Gruender dissented. Even if he gave
no deference to Notice 2006-108—particularly in light of the IRS’s inconsistent
positions—he agreed with its interpretation of the rentals-from-real-estate
exclusion.

[E]ven according no deference to Notice 2006-108, | agree with
its interpretation of the rentals-from-real-estate exclusion.
Because the term “rentals from real estate” is not defined in the
Internal Revenue Code, it must be interpreted “in accordance
with its ordinary or normal meaning,” . . . with the qualification
that, as an exclusion from net earnings from self-employment,
the rentals-from-real-estate exclusion must be narrowly
construed.

The CRP payments were not “rent,” because ‘“Morehouse enjoyed uninterrupted
and unfettered access to his property. Under these circumstances, it cannot be
said that Morehouse’s checklist of tasks along with the government’s sporadic
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entries onto his property somehow translated into ‘use’ of Morehouse’s property
by the government.”

C. Excise Taxes

1. Telephone excise tax trouble for the government
ahead. Cohen v. United States, 578 F.3d 1 (D.C. Cir. 8/7/09) (2-1). In this
telephone excise case, Judge Janice Rogers Brown’s majority opinion held that
the telephone excise tax challenge litigation violated neither (1) the Anti-
Injunction Act, 26 U.S.C. § 7421(a), which provides that “no suit for the
purpose of restraining the assessment or collection of any tax shall be
maintained in any court by any person, whether or not such person is the
person against whom such tax was assessed” nor (2) the Declaratory Judgment
Act, 28 U.S.C. § 2201(a), which allows for declaratory relief but specifically
excludes federal taxes from its reach, because (a) the standalone
Administrative Procedure Act, 5 U.S.C. § 702, claim in the instant case is “the
anomalous case where the wrongful assessment is not disputed and the
litigants do not seek a refund,” and (b) the Declaratory Judgment Act is
coextensive with the Anti-Injunction Act (citing circuit precedent). Judge
Brown began her opinion:

Comic-strip writer Bob Thaves [creator of Frank and
Ernest (1972)] famously quipped, “A fool and his money are
soon parted. It takes creative tax laws for the rest.” In this case
it took the Internal Revenue Service’s (“IRS” or “the
Service”) aggressive interpretation of the tax code to part
millions of Americans with billions of dollars in excise tax
collections. Even this remarkable feat did not end the IRS’s
creativity. When it finally conceded defeat on the legal front,
the IRS got really inventive and developed a refund scheme
under which almost half the funds remained unclaimed. Now
the IRS seeks to avoid judicial review by insisting the notice
[Notice 2006-50] it issued, acknowledging its error and
announcing the refund process, is not a binding rule but only
a general policy statement.

e Judge Brown stated that the IRS position
was “just mean,” and that it “places taxpayers in a virtual house of mirrors.” She
continued, “Despite the obvious infirmities of [the IRS position], the IRS still has
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the chutzpah to chide taxpayers for failing to intuit that neither the agency’s
express instructions nor the warning on its forms should be taken seriously.”

e Judge Brown concluded, however, that
“[a]ppellant Neiland Cohen filed his refund claim prematurely and, [we] thus,
affirm the District Court’s dismissal of his refund claim.” The case was remanded
to the District Court for its consideration of the merits.

e Judge Kavanaugh dissented, stating that
the appellant could simply have followed the procedures of Notice 2006-50.

e The D.C. Circuit granted rehearing en
banc, 3/11/10.

a. A case warning that tax professionals
continue to ignore administrative law at their (clients’(?)) peril. The panel
holding was upheld on rehearing en banc. Cohen v. United States, 650 F.3d
717 (D.C. Cir. 7/1/11) (6-3). In upholding its original panel decision to remand
the case to the District Court for its consideration of the merits, Judge Brown
wrote the majority opinion that held the suit was not precluded by either the
Anti-Injunction Act or the Declaratory Judgment Act. Judge Kavanaugh’s
dissent emphasized that this suit was merely a prelude to a class action suit
seeking monetary relief from the government, and that there was an adequate
remedy in individual refund suits following claims for refund under the
procedures of Notice 2006-50 in which all claims under the Administrative
Procedure Act could be asserted.

e “Enough, already!” The IRS cries,
“Uncle.” Notice 2006-50, 2006-1 C.B. 1141 (5/26/06), revoking Notice 2005-
79, 2005-2 C.B. 952. The IRS announced that it will stop assessing the § 4251
telephone excise tax on long distance services, and that it will provide for refunds
of taxes paid on services billed after 2/28/03 and before 8/1/06. These refunds are
to be requested on 2006 Federal income tax returns, the right to which will be
preserved by the IRS scheduling overassessments under § 6407. Individuals are
eligible to receive a safe harbor amount, which has not yet been determined.
Interest received on the refunds will have to be reported as 2007 income.

b. On remand, the district court granted
prospective vacatur of Notice 2006-50. In re Long-Distance Telephone
Service Federal Excise Tax Refund Litigation, 853 F. Supp. 2d 138 (D. D.C.
4/10/12). The District Court (Judge Urbina) found Notice 2006-50 to have
been improperly promulgated in violation of the Administrative Procedure
Act, i.e., that it was a binding rule promulgated without notice and hearing.
However, he dismissed two of the three complaints [Cohen and Gurrola
plaintiffs] consolidated for pre-trial proceedings that failed to raise that
ground, and permitted only one complaint [Sloan plaintiffs] to go forward.
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Judge Urbina granted relief on that third complaint by merely vacating that
notice prospectively, i.e., he issued a prospective vacatur.

C. The district court entered final judgment.
In re Long-Distance Telephone Service Federal Excise Tax Refund Litigation,
901 F. Supp. 2d 1 (D.D.C. 10/29/12). The District Court (Chief Judge
Lamberth, following Judge Urbina’s retirement) entered final judgment in
favor of the Sloan plaintiffs on their procedural APA claim and in favor of the
government on all other claims of the three plaintiffs.

d. In its divided panel decision following
remand, the D.C. Circuit upheld the district court decision anticipatorily
vacating Notice 2006-50, but approved of the IRS’s failure to offer any
further relief. Judge Brown dissented in a vehement opinion blasting the
IRS and the horse it rode in on. In re Long-Distance Telephone Service
Federal Excise Tax Refund Litigation, 751 F.3d 629 (D.C. Cir. 5/9/14),
petition for rehearing en banc denied, 2014 U.S. App. LEXIS 12636 (7/2/14),
cert. denied, 2015 WL 133496 (1/12/15). The D.C. Circuit (Judge Randolph)
affirmed the district court judgment, holding that the remand order to the IRS
to permit it to correct mistakes in the issuance of Notice 2006-50 was an
appealable decision.

e Judge Janice Rogers Brown dissented,
stating:

This is a complicated and frustrating case. It has lasted five
years and accomplished nothing. In this litigation, the Internal
Revenue Service (IRS) has lost every round, but, as the
court’s opinion confirms, the odds are always with the house.

Round one was Cohen I, 578 F.3d 1, 388 U.S. App. D.C.
80 (D.C. Cir. 2009), where we determined the taxpayers could
move forward with a challenge to Notice 2006-50. The
Service, rocked but undaunted, tried again with a larger group
of judges in Cohen I, 650 F.3d 717, 397 U.S. App. D.C. 33
(D.C. Cir. 2011) (en banc), arguing it was immune to suit
outside the narrow confines of the refund process. Again, it
failed—by split decision, the taxpayers won. On remand—
round three—the district court found the IRS had violated the
APA and vacated the offending notice, but it declined to set
any timetable for further action.

The Service announced the demise of the refund notice
and resolutely refused to take any other remedial action.
Though there is no dispute about the unauthorized nature of
the exaction, it intends to keep the unrefunded portions of its
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ill-gotten gains—a few billion dollars. Indeed, the Service
fares better than the Las Vegas casinos: even when they lose,
they win. Since no law “unequivocally” requires the IRS to
do the right thing, they have the discretion to do wrong. The
taxpayers are out of luck. It was not always thus. . . .

The Service’s recalcitrance is disconcerting, and | do not
share my colleagues’ confidence that no law imposes a duty
upon the Service to create a workable refund scheme. . . .

e She concluded:

Once upon a time, public law concerned itself with notions of
what was morally right, not just what was minimally required.
But, as counsel for the Service has repeatedly reminded us
throughout this litigation, those days are part of the dim (and
not to be recaptured) past. See Appellee’s Br. at 37 (“After
making the concession that limited the scope of ‘toll
telephone service’ to which I.R.C. § 4252(b)(1) applied, the
IRS was by no means required to notify every taxpayer
potentially entitled to a refund, or even to publicize the
availability of refunds.”). These days, no matter how
unwarranted its exactions, whether the Service returns
anything to the taxpayers—when circumstances do not fit the
usual paradigm—is a decision within its sole discretion.
Following the Service’s reasoning to its logical conclusion,
the more larcenously it behaves, the lighter its obligations to
plundered taxpayers become. No doubt this is a sign of the
times, but it seems more an artifact of an administrative state
gone deeply awry.

2. The price of skin cancer is increased by the excise
tax on tanning services. T.D. 9621, Indoor Tanning Services; Excise Tax, 78
F.R. 34874 (6/11/13). Final Regulations § 49.5000B-1 are promulgated for
collection of the 10 percent excise tax on indoor tanning facilities under
8 5000B enacted as part of the Affordable Health Care Act. The tax is imposed
on amounts paid for indoor tanning services. The final regulations generally
adopt provisions in the proposed and temporary regulations. The regulations
include an exemption for Qualified Physical Fitness Facilities, the
predominant business or activity of which is to serve as a physical fitness
facility that does not charge separately for indoor tanning services available at
the facility. For other purveyors of indoor tanning, the tax applies to amounts
actually paid for indoor tanning services that are provided at a reduced rate.
The tax does not apply to services that are obtained by redemption of points
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through a loyalty program. Where tanning services are bundled with other
goods and services, the final regulations set out a formula to determine the
amount reasonably attributable to indoor tanning services. With respect to gift
cards, the tax is imposed when the card is redeemed specifically to pay for
indoor tanning services and not when the card is purchased. The tax is also
imposed on prepaid monthly membership and enrollment fees regardless of
the services actually provided.

a. The price of a tan goes up even in
disregard of the hazard from which the owner is protected. T.D. 9670,
Disregarded Entities; Religious and Family Member FICA and FUTA
Exceptions; Indoor Tanning Services Excise Tax, 79 F.R. 36204 (6/26/14).
The Treasury has finalized, without substantive change, temporary and
proposed regulations issued in 2012 that add the 10 percent excise tax on
indoor tanning services of § 5000B to the list of excise taxes for which
disregarded entities (QSub or single owner business entity) are treated as
separate entities. These changes apply to taxes imposed on amounts paid on or
after 7/1/12.

3. The government prevails on the substantive issue
whether an excise tax is due on S corporation shares held by an ESOP,
but is barred from assessing the tax by the applicable period of
limitations. Law Office of John H. Eggersten P.C. v. Commissioner, 142 T.C.
110 (2/12/14). An ESOP owned all of the stock of the taxpayer, a subchapter
S corporation. Under the ESOP, 100 percent of the stock of the taxpayer was
allocated to John H. Eggersten, the individual who formerly owned the stock.
The government and the taxpayer agreed that Mr. Eggersten was a
“disqualified person” within the meaning of § 409(p)(4). Because the ESOP
allocated all the stock of the S corporation to Mr. Eggersten, the shares were
deemed-owned shares with respect to him under 8§ 409(p)(4)(C) and he was
treated as owning them for purposes of § 409(p) and the related excise tax
imposed by § 4979A. The government argued that, because disqualified
persons owned 50 percent or more of the number of shares of employer
securities consisting of stock of an S corporation, a non-allocation year had
occurred in 2005 within the meaning of § 409(p)(3). Accordingly, the
government argued, under 8 4979A(a), an excise tax was imposed on the S
corporation equal to 50 percent of the “amount involved.” The government
relied on a special rule in § 4979A(e)(2)(C), which provides that “the amount
involved for the first nonallocation year of any employee stock ownership plan
shall be determined by taking into account the total value of all the deemed-
owned shares of all disqualified persons with respect to such plan.” Thus, the
government sought to impose a tax equal to 50 percent of the value of the S
corporation’s shares. The Tax Court (Judge Chiechi) agreed with the
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government that § 4979A(a) imposed the tax for tax year 2005, but concluded
that the period of limitations in § 4979A(e)(2)(D) for assessing the tax had
expired before the government issued its notice of deficiency. In its analysis
of the imposition of the tax, the court rejected the taxpayer’s argument that
8§ 4979A(a) does not impose an excise tax when a non-allocation year occurs.
The court also rejected the taxpayer’s argument that the “first nonallocation
year” specified by § 4979A(e)(2)(C) was 1999, the year in which Mr.
Eggerston transferred the S corporation shares to the ESOP, rather than 2005.
In reaching this conclusion, the court relied on the effective date of the relevant
provisions, which apply to plan years beginning after 12/31/04. Under
8§ 4979A(e)(2)(D), the period of limitations for assessing the excise tax is three
years from the later of the allocation or ownership giving rise to the tax or the
date on which the Secretary is notified of the allocation or ownership. Section
4979A(e)(2)(D) does not define the term “notified.” Relying on its approach
to a similar issue in Stovall v. Commissioner, 101 T.C. 140 (1993), the court
looked for guidance to the regulations issued under § 1033(a), which specify
that a notification must contain “all of the details.” The court concluded that
the S corporation’s 2005 return on Form 1120S and the employee benefit plan
2005 return on Form 5500, both filed in 2006, provided the requisite
notification. The period of limitations on assessment therefore expired in
2009. Because the IRS did not issue the notice of deficiency until 4/14/11,
assessment of the tax was precluded.

XIl.  Tax Legislation
A Enacted

1. Would this Act be better called the Political
Cowardice Tax Act of 20147 The Tax Increase Prevention Act of 2014, Pub.
L. No. 113-295, colloquially called the “Extenders Bill,” was signed by the
President on 12/19/14. The Tax Increase Prevention Act retroactively
extended through 12/31/14 a myriad of deductions, credits, and special benefit
provisions that had expired at the end of 2013. It did not address extension of
these provisions, or any other expired provisions, to 2015.






