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SECTION: 162 
DECLINING TO RECONSIDER VALIDITY OF REGULATION, TAX COURT DENIES 
DEDUCTION FOR LAW SCHOOL EXPENSES TO ACCCOUNTANT 

Citation: Santos v. Commissioner, TC Memo 2016-100, 5/17/16 

Since the Supreme Court had changed how the validity of a regulation was determined in the case of Mayo 
Found. for Med. Educ. & Research v. United States, 562 U.S. 44 (2011), the taxpayer in Santos v. Commissioner, 
TC Memo 2016-100 decided to challenge a regulation on the books since 1967. 

Mr. Santos, an enrolled agent with a master’s degree in taxation, decided to attend law school, graduating in 
2011 and was admitted to practice law in the state of California in 2014.  Mr. Santos sought to claim a deduction 
for the $20,275 he had paid in 2010 for tuition and fees in attending law school. 

Reg. §1.162-5(a) allows a taxpayer a deduction for education related trade or business expenses in either of the 
following two situations: 

(a) General rule. Expenditures made by an individual for education (including research 

undertaken as part of his educational program) which are not expenditures of a type 

described in paragraph (b) (2) or (3) of this section are deductible as ordinary and 

necessary business expenses (even though the education may lead to a degree) if 

the education— 

(1) Maintains or improves skills required by the individual in his employment or other 

trade or business, or 

(2) Meets the express requirements of the individual’s employer, or the 

requirements of applicable law or regulations, imposed as a condition to the 

retention by the individual of an established employment relationship, status, or 

rate of compensation. 

In this case going to law school would clearly seem to improve the skills necessary for tax practice since that 
work involves dealing with legal issues, so things start out well. 

But the regulation goes on to disallow the deduction, even if the above conditions are met. In particular, note the 
following found at Reg. §1.62-5(b)(3)(i): 

(3) Qualification for new trade or business. 

(i) The second category of nondeductible educational expenses within the scope of 

subparagraph (1) of this paragraph are expenditures made by an individual for 

education which is part of a program of study being pursued by him which will 

lead to qualifying him in a new trade or business…  

Example 1 goes on to provide the following specific example that is particularly a problem in this case: 

Example 1. 

A, a self-employed individual practicing a profession other than law, for example, engineering, 
accounting, etc., attends law school at night and after completing his law school studies receives a 
bachelor of laws degree. The expenditures made by A in attending law school are nondeductible 
because this course of study qualifies him for a new trade or business. 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=10792
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The Court notes that Mr. Santos is challenging the validity of that regulation, first issued in 1967.  The question 
of the regulation’s validity had been challenged before, and in 1969 the Tax Court had upheld the validity of the 
regulation: 

Shortly after the Treasury promulgated the regulation, the Tax Court held that the regulation was valid, 
and the Court of Appeals for the Ninth Circuit affirmed. Weiszmann v. Commissioner, 52 T.C. 1106, 
1111-1112 (1969), aff’d, 443 F.2d 29 (9th Cir. 1971). Although the Court of Appeals’s opinion did not 
separately discuss the validity of the regulation, it stated: “We approve the Tax Court opinion”. 
Weiszmann v. Commissioner, 443 F.2d at 30. 

Our Opinion in Weiszmann—holding that the regulation is valid—is binding precedent. Furthermore, the 
Tax Court is bound by the precedent of the Court of Appeals for the circuit to which our cases are 
appealable. Golsen v. Commissioner, 54 T.C. 742, 757 (1970), aff’d, 445 F.2d 985 (10th Cir. 1971). 
Therefore, the Court of Appeals’s affirming opinion in Weiszmann is also binding. Because binding 
precedent holds that the regulation is valid, we decline to reconsider the validity of section 1.162-5, 
Income Tax Regs. 

But what about the fact that this decision was made over forty years ago, and the Mayo decision changed the 
way we look at the validity or regulations?  Shouldn’t the Court reconsider the issue? 

The Court noted that there did not appear to be any inconsistency between the tests it had applied in Weiszman 
and that would apply under Mayo.  As a practical matter, this author believes that, if anything, Mayo’s test is 
much easier for the IRS to meet than the ones applied in 1969. 

But what about the Tax Court’s 2015 decision in Altera Corp. & Subs. v. Commissioner, 145 TC No. 3 where a 
regulation had been found invalid because the IRS had failed to properly consider comments it received prior to 
issuing a final regulation? 

The Court noted: 

Altera is distinguishable. Altera held that the validity of the regulation in the particular circumstances of 
that case hinged on an “empirical determination” and “in no way depends on * * * [Treasury’s] 
interpretation of section 482 or any other statute.” Altera Corp. & Subs. v. Commissioner, 145 T.C. at 
__ (slip op. at 46). By contrast, the education-expenses regulation is an interpretation of sections 162 
and 262. See Taubman v. Commissioner, 60 T.C. at 817. 

SECTION: 402A 
IRS ADOPTS FINAL REGULATIONS REMOVING REQUIREMENT TO TREAT DIRECT 
ROLLOVER FROM DESIGNATED ROTH ACCOUNT AS A SEPARATE DISTRIBUTION 

Citation: TD 9769, modifying Reg. §1.402A-1 A-5(a), 5/17/16 

The IRS finalized regulations [TD 9769 modifying Reg. §1.402A-1 A-5(a)] that were issued in proposed form in 
2014 that eliminates the requirement that each disbursement form a designated Roth account that is directly 
rolled over to a retirement plan be treated as a separate distribution from any amount paid directly to the 
employee.  Prior to the change if an employee had a direct rollover and an amount directly paid to the employee, 
each one would receive a separate allocation of pretax and after-tax amounts to each distribution. 

As the preamble notes: 

As a result of this change, if disbursements are made from a taxpayer’s designated Roth account to the 
taxpayer and also to the taxpayer’s Roth IRA or designated Roth account in a direct rollover, then pretax 
amounts will be allocated first to the direct rollover, rather than being allocated pro rata to each 
destination. Also, a taxpayer will be able to direct the allocation of pretax and after-tax amounts that are 
included in disbursements from a designated Roth account that are directly rolled over to multiple 

https://s3.amazonaws.com/public-inspection.federalregister.gov/2016-11647.pdf
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destinations, applying the same allocation rules to distributions from designated Roth accounts that 
apply to distributions from other types of accounts. 

The proposed regulations were issued in 2014 providing for this change.  The IRS received no comments on the 
regulation, but did change the language somewhat to clarify the options for distributions prior to January 1, 2016 
(the effective date of the new regulations) but made after September 18, 2014 (when the proposed regulations 
and Notice 2014-54 describing the new options for allocations for plan distributions including rollovers were 
issued). 

SECTION: 894 
CAPITAL GAIN TAXABLE TO US CITIZEN DESPITE CLAUSE IN TREATY THAT APPEARED 
TO EXEMPT ITEM FROM US TAX DUE TO BEING A RESIDENT OF ISRAEL 

Citation: Cole v. Commissioner, TC Summary Opinion 2016 -22, 5/16/16 

Treaties between the United States and other countries provide for special rules that will potentially override the 
standard tax treatment found in the Internal Revenue Code.  The taxpayer in the case of Cole v. Commissioner, 
TC Summary Opinion 2016-22 believed he had found a provision that would remove from tax the gain on sale 
of stock he had disposed of following becoming a permanent resident of Israel. 

Mr. Cole in the year in question was both a United States citizen and a permanent resident of Israel.  He had 
purchased shares of Neogen Corporation prior to moving to Israel.  After moving to Israel he sold those shares 
for a net gain of $114,947. 

Under normal United States tax law, a United States citizen (which Mr. Cole remained) is taxable on all of his/her 
worldwide income.  But Mr. Cole believed that a treaty exemption would eliminate that tax for him. 

As a new resident of Israel, Mr. Cole qualified for a ten year “tax holiday” that exempted from tax non-Israeli 
source capital gains.  He also noted that the Convention between the Government of the United States of 
America and the Government of Israel with Respect to Taxes on Income, U.S.-Israel, Nov. 20, 1975, Article 15 
provides “[a] resident of one of the Contracting States shall be exempt from tax by the other Contracting State 
on gains from the sale, exchange, or other disposition of capital assets…” with a set of exceptions to this rule 
that do not apply in this situation.   

So at first glance it appears that Mr. Cole had escaped taxation on the gain in the country in which he resided 
due to the Israeli tax holiday provision and in the United States due to the Convention rule that blocks taxation 
by the nonresident country. 

The Tax Court pointed out that the Convention contains provisions other than just those found in Article 15.  And 
it found that a provision in Article 6, paragraph 3 is one that Mr. Cole should have referenced. 

That provision provides: 

Notwithstanding any provisions of this Convention except paragraph (4), a Contracting State may tax its 
residents (as determined under Article 3 (Fiscal Residence) and its citizens as if this Convention had 
not come into effect. 

This provision, known as a “Savings Clause” is found in many of the treaties.  It has the effect of limiting the 
benefits of the treaty in various cases including, in this case, to a United States citizen that sought to benefit 
from Article 15.   

The Court noted that it has decided before that such savings clauses trump the specific clauses in the document 
(note that it begins with “Notwithstanding any provisions of this Convention…” which clearly indicates it takes 
precedence).  The Court noted that Article 6 contains (in paragraph 4) a list of provisions that override the savings 
clause—and that the capital gain rule found in Article 15 is not one of them. 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=10795
https://www.irs.gov/pub/irs-trty/israel.pdf
https://www.irs.gov/pub/irs-trty/israel.pdf
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The opinion notes: 

The saving clause does not nullify the Convention; it nullifies the benefits provided by certain provisions 
to current citizens and certain former residents and citizens. Convention, para. 4603.13, at 107,017, 
para. 4604, at 107,053; see also Filler v. Commissioner, 74 T.C. at 410. The Convention provides that 
certain of its articles take precedence over the saving clause—but article 15 is not among them. 
Convention, para. 4603.13, at 107,017. In addition, the saving clause applies only to current citizens 
and certain former residents and citizens of a contracting state who currently reside in the other 
contracting state. Id.; para. 4604, at 107,053; see also Filler v. Commissioner, 74 T.C. at 410. As this 
Court has previously held, the saving clause operates to deny certain treaty benefits to U.S. citizens and 
it is valid. Abrahamsen v. Commissioner, 142 T.C. at 410-411; Duncan v. Commissioner, 86 T.C. at 
974-975; Filler v. Commissioner, 74 T.C. at 410. 

What happened here has happened to many inexperienced tax practitioners when doing research—performing 
your research under the influence of “confirmation bias” where the researcher knows the answer he/she wants 
(no taxation) and fails to look for any contrary guidance once he/she has found guidance that supports the 
desired position. 

The existence of “overriding provisions” that may be far from a provision that is overruled in a specific case is 
not limited to tax treaties—we see it in the Internal Revenue Code as well.  This is one specific area where a 
researcher will find the use of treatises and tax guides helpful—while they are not authoritative in and of 
themselves, they can help direct the researcher to materials that could be easily missed when looking solely at 
a specific authoritative citation. 

SECTION: 6402 
TAXPAYER MAY NOT DISPUTE VALIDITY OF GSA DEBT EVEN THOUGH IRS APPLIED 
REFUND TO THAT DEBT 

Citation: Terry v. Commissioner, TC Memo 2016-88, 5/3/16 

In the case of Terry v. Commissioner, TC Memo 2016-88, the taxpayer was disputing paying $550 in taxes that 
represented the increase in taxes shown as due on the amended return he had filed.   

That might seem usual, since Mr. Terry had admitted he had understated his 2011 taxes by $550.  However, 
Mr., Terry pointed out that his original return had shown a refund due of $1,745 and, in fact, the IRS had not yet 
sent those funds to him or applied them against taxes for another year. 

Rather the IRS had retained the funds and advanced them to the General Services Administration as that agency 
claimed Mr. Terry owed the GSA restitution for overpayments on government contracts. 

IRC §6402(d) provides: 

(d) Collection of debts owed to Federal agencies 

(1) In general Upon receiving notice from any Federal agency that a named person owes a past-due 
legally enforceable debt (other than past-due support subject to the provisions of subsection (c)) to such 
agency, the Secretary shall— 

(A) reduce the amount of any overpayment payable to such person by the amount of such debt; 

(B) pay the amount by which such overpayment is reduced under subparagraph (A) to such 
agency; and 

(C) notify the person making such overpayment that such overpayment has been reduced by 
an amount necessary to satisfy such debt. 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=10786
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Mr. Terry argued that the GSA was mistaken and, in fact, there was no such debt that he owed.  Thus, in his 
view, he owed the IRS nothing at this point.  The taxpayer filed with the Tax Court after the IRS, in a Collection 
Due Process hearing, to uphold a notice of intent to levy to collect the $550. 

The Tax Court disagreed with Mr. Terry’s argument that the IRS should not seek to collect the $550 since he 
had fully paid the agency or that he should be able to argue the validity of the GSA debt before the IRS.  In fact, 
the Court noted, neither the Tax Court nor the IRS has any right to look into the details of the debt from the other 
agency once the basic requirements of §6402(d) were met by the other agency. 

The Court notes: 

The duty imposed upon the Commissioner by this statute is mandatory and overrides any request by 
the taxpayer that the over- [*8] payment be credited or refunded. See Jordan v. Commissioner, T.C. 
Memo. 2006-95, 91 T.C.M. (CCH) 1129, 1132, aff’d, 226 F. App’x 15 [99 AFTR 2d 2007-3389] (1st Cir. 
2007). Because the Secretary “is legally required” to make this offset, he cannot review the validity of 
an agency debt of which he has been properly notified. Wooten v. Commissioner, T.C. Memo. 2003-
113, 85 T.C.M. (CCH) 1193, 1196. Section 6402(g) further provides that “[n]o court of the United States 
shall have jurisdiction *** to restrain or review a reduction authorized” by section 6402(d). To the extent 
petitioner has any claim for recovery, therefore, he must make that claim to the GSA. See sec. 6402(g) 
(noting that the bar against judicial review “does not preclude any *** action against the Federal agency 
*** to which the amount of such reduction was paid”); Wooten, 85 T.C.M. (CCH) at 1196. 

Thus, the taxpayer would need to seek relief from the GSA (or by filing suit against the agency) for the $550—
but he is required to currently pay the amount to the IRS. 

In their discussion of the case, Thompson Reuter’s RIA Checkpoint service noted that the IRS has taken the 
position that the agency generally cannot seek to recover an overpayment from the other agency later if it is 
determined that overpayment is in error outside of a clear administrative error (SCA 200051042) and there’s no 
indication here that the IRS attempted such a recovery. 

 

SECTION: 7122 
OFFERS IN COMPROMISE AVAILABLE FOR STATE LEGAL MARIJUANA SELLERS, BUT 
§280E EXPENSES NOT COUNTED IN COMPUTING AVAILABLE INCOME 

Citation: Small Business Self Employed Division Memorandum SBSE -05-0416-0016, 4/28/16 

The IRS in a memorandum issued by the Small Business Self Employed Division (SBSE-
05-0416-0016) has outlined how the agency will approach requests for offers in compromise 
for businesses that cultivate and sell marijuana in states where state law makes such 
activities lawful. 

The memorandum will supplement procedures found in the Internal Revenue Manual at IRM 
5.8.5 (Offers in Compromise—Financial Analysis) and 5.8.7 (Offers in Compromise, Return, 
Terminate, Withdraw, and Reject Processing). 

Although state laws may make the cultivation and sale of marijuana legal, federal law still 
classifies such activities as illegal.  Generally the IRS has rejected offers in compromise for 
taxes that arise from illegal activities as being against public policy (see IRM 5.8.7.7.2).   

https://www.irs.gov/pub/irs-wd/0051042.pdf
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The good news for those who have liabilities that are traced back to the cultivation and sale 
of marijuana is that the memorandum states that such offers are not to be automatically 
rejected on public policy grounds.  The memorandum notes that: 

These provisions are specific to the marijuana industry, where state statutes allow 
the activity, and are not intended as guidance for other instances involving taxpayers 
who are in violation of federal law. 

So, for instance, if the taxpayer had been growing and selling marijuana in a state where the 
activity was not legal, or was not in compliance with the state rules where it was legal, these 
rules would not apply. 

However with the good news comes bad news—the computation of income available to pay 
taxes will be based on federal tax law rules, in particular including the rules at IRC §280E. 

IRC §280E denies a deduction for any expenses aside from cost of goods sold that are 
related to the business of trafficking in federally controlled substances—of which marijuana 
is one such substance.  So, for instance, the cost of paying employees, rent, and the like 
would not be considered in the computation of the value of future income used to compute 
the minimum necessary offer. 

As a practical matter, this likely will mean that an OIC will only be an option for a taxpayer 
that has abandoned the business, and so no longer will have any expenses that would be 
subject to the IRC §280E rules. 
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