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SECTION: SCAMS 
IRS SHUTS DOWN ONLINE IP PIN RECOVERY AFTER FINDING 800 FRAUDULENT RETURN 
FILINGS ATTEMPTED WITH REISSUED PINS 

Citation: "IRS Statement on IP PIN", 3/7/16 

The problem of security and tax refund fraud unfortunately continues to create new developments, and this time 
the issue involves the IRS’s online IP PIN recovery system.  The IRS has announced it is shuttering the online 
IP PIN recovery system in an announcement posted on its website (“IRS Statement on IP PIN”). 

On March 1, 2016, Brian Krebs (an IT security journalist whose writing we are referring to all too often in tax 
matters recently) posted a story describing a CPA who had her own IP PIN hijacked by unauthorized parties 
(“Thieves Nab IRS PINs to Hijack Tax Refunds”).  The story went on to discuss the flaws inherent in the IRS’s 
online IP PIN recovery process, a criticism Brian had leveled at the system back when the online transcript 
breaches took place last year, noting the IP PIN system used the same type of “identity confirmation” as that 
system. 

Tax Analysts’ Tax Notes also published a similar story on the weakness of this program on February 26 (“IRS 
ID Theft PINs Too Easy to Obtain Online, Observers Warn”, Tax Notes Today, 2016 TNT 38-5, February 28, 
2016), citing practitioner and TIGTA concerns about the ease of getting new numbers issued.  In that story the 
IRS defended the use of the same system of “protection” to allow the reissuance of IP PIN by noting: 

The IRS challenged that comparison in a separate statement, telling Tax Analysts on February 25, 
“There is a fundamental difference between the Get Transcript and the IP PIN applications,” because 
the latter does not disclose any personally identifiable information. 

As Brian Krebs notes in his article discussing the suspension “...[T]his may be of small solace to taxpayers who 
had their tax and income data stolen directly from the IRS in the first place.” (“IRS Suspends Insecure ‘Get IP 
PIN’ Feature”)   

Frankly, it’s also not comfort either to the much larger number of taxpayers who had their information 
compromised elsewhere and then had became victims of refund related identity theft. 

The announcement states that the IRS has detected 800 attempts to file a return using a fraudulently obtained 
replacement IP PIN, prompting the shut-down of the online recovery program.  It notes that about 5% of the 2.7 
million who have been issued IP PIN ended up going online to recover their PINs. 

The IRS notes that the online system was only way to obtain or recover an IP PIN, providing: 

This includes IP PIN holders who lost their IP PIN letter and needed to retrieve the number, taxpayers 
participating in our three pilot locations and taxpayers we invite to use IP PIN because they have non-
tax identity theft issues. 

The IRS announcement provides the following information regarding alternatives for taxpayers to using the IP 
PIN online tool, based on the category the taxpayer is in: 

 Lost or misplaced IP PIN letters. Taxpayers who are IP PIN holders but who lost their CP01A letters 
containing the IP PIN will need to call the IRS. If they can verify their identity, they will be mailed their 
IP PIN. If they have moved since Jan. 1, 2016, they must file a paper tax return, which will receive 
additional scrutiny and take longer to process because we don’t normally accept these returns without 
an IP PIN.    

 Florida, Georgia and District of Columbia participants. Taxpayers who live in Florida, Georgia or 
the District of Columbia and who already have retrieved an IP PIN should include it on their tax 
returns. Taxpayers in those locations who have not retrieved an IP PIN will be unable to access the 
tool at this time but may file their tax return as normal. 

https://www.irs.gov/uac/Newsroom/IRS-Statement-on-IP-PIN
http://krebsonsecurity.com/2016/03/thieves-nab-irs-pins-to-hijack-tax-refunds/
http://krebsonsecurity.com/2016/03/irs-suspends-insecure-get-ip-pin-feature/
http://krebsonsecurity.com/2016/03/irs-suspends-insecure-get-ip-pin-feature/
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 Other taxpayers. Taxpayers who filed a Form 14039 citing non-tax identity theft issues (Box 2) and 
who already have retrieved an IP PIN should include it on their tax returns. 

The author has defended the IRS for previous issues, noting that the system they had been using arguably 
appeared to offer protection that only became a problem as those looking to take over accounts began 
assembling data from various sources on potential victims.   

But in this case the IRS (through the transcript program) was on notice that sort of protection was no longer 
“good enough” and while the IP PIN did not have “personally identifiable information exposed” that was a far too 
myopic view of the problem that many commentators had pointed out to the agency—a myopic view the agency 
confirmed in writing in the February 25 comment given to Tax Analysts. 

But it is best for CPAs not to get too smug about the lack of foresight of the IRS.  The IRS succumb to the 
problem that users want their access to be “easy” and the lack of an online recovery system will prompt 
complaints.  CPAs need to ask themselves whether their organization, if it offers an online access system for 
clients (as many do today), has managed to concentrate on making the system “easy to use” in a way, that like 
the IRS IP PIN recovery system, also makes it easy for a third party to gain access to that information. 

SECTION: SCAMS 
SPOOFING EMAILS BEING SENT TO OBTAIN CONFIDENTIAL EMPLOYEE INFORMATION 
FROM EMPLOYERS AND SEAGATE FALLS VICTIM TO SCAM 

Citation: “IRS Alerts Payroll and HR Professionals to Phishing Scheme Involving W-2s", IRS 
Website, 3/1/16 

One of the many ways scammers attempt to either obtain information from individuals in organizations or get 
them to take actions that they shouldn’t take is to send an email to the individual purporting to be from a high 
placed individual in the organization that requests or demands immediate action.  The IRS has issued a notice 
that such a spoofing email scam is now aimed at getting payroll information from organizations (“IRS Alerts 
Payroll and HR Professionals to Phishing Scheme Involving W-2s”). 

Too many individuals are woefully unaware of how easy it is to “fake” a from address in an email.  Frankly it’s a 
trivial exercise, but the fact that users tend to accept the from address at face value allows a nefarious party to 
send an email purporting to be from the President, CEO, etc. of the company asking for information to be sent 
or some action to be taken. 

In this case a person with access to the company’s payroll information on employees (such as a controller, HR 
manager, etc.) receives an email (apparently from the owner, CEO, etc.) requesting that personal information 
on employees be sent to that person immediately as a reply to the email.  The reply-to address of the email is, 
as you likely have guessed, not the address of the owner, CEO, etc. but rather an address controlled by the 
scammers.   

The information received can then be used for all variations of identity theft perpetrated against the employee(s).  
That information also will likely be added to a database of information obtained about the employee(s), as well 
as information about employees at the organization which can then be used to leverage obtaining even more 
information from the organization via other email or social engineering scams where the third party appears to 
have information only a “legitimate” source could have about the company. 

The IRS warns that it has become aware of a number of such emails.  The notice contains the following examples 
of some of the details that have been in such emails: 

 Kindly send me the individual 2015 W-2 (PDF) and earnings summary of all W-2 of our company staff 
for a quick review. 

https://www.irs.gov/uac/Newsroom/IRS-Alerts-Payroll-and-HR-Professionals-to-Phishing-Scheme-Involving-W2s
https://www.irs.gov/uac/Newsroom/IRS-Alerts-Payroll-and-HR-Professionals-to-Phishing-Scheme-Involving-W2s
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 Can you send me the updated list of employees with full details (Name, Social Security Number, Date 
of Birth, Home Address, Salary). 

 I want you to send me the list of W-2 copy of employees wage and tax statement for 2015, I need 
them in PDF file type, you can send it as an attachment. Kindly prepare the lists and email them to me 
asap. 

Since organizations routinely publish information online about their top management and, even if they don’t, the 
officers or employees post information about their association with the organization via social media sites like 
LinkedIn and FaceBook, pulling off this scam doesn’t take great sophistication. 

This is not likely to be the only such spoofing scam you may run into.  CPAs in public practice should make 
clients aware that there is a risk that someone may try such a “spoofing” scam claiming to come from the CPA’s 
offices.  Again, the link between the CPA firm and the client can often be derived from publicly available 
information (think about a Form 990 disclosure that shows the preparer of the 990, along with a list of officers) 
or from information obtained from obtaining such information from other sources.  That can include a situation 
where a CPA firm staff member’s contact list is compromised or even the simple situation of being able to look 
at social networks and contacts from social media sites. 

Quoting from the well-known line from the Spiderman series “with great power comes great responsibility.”  And, 
unfortunately, while the use of email provides great power, those using it have to recognize that they have a 
great responsibility to understand the risks of using that communication medium—and this cannot be treated as 
“something my IT guy will take care of” because at least some of these scams will get around even the most 
thorough countermeasures that can be designed into an IT system. 

In fact, it turns out one of the victims of this scam was Seagate Technology, the large hard drive maker per a 
story published by Brian Krebs on March 6 (Seagate Phish Exposes All Employee W-2’s).  On March 1, 2016 
(the same day the IRS news release on the scam was released) an employee received an email he/she believed 
was a legitimate request from someone in the company.  In response the employee sent off W-2 information for 
2015, apparently for all employees of this very large company. 

It is likely safe to assume that the IT staff at Seagate is larger than that at most CPA firms and available around 
the clock.  Presumably that staff has put in place various filters and screens to attempt to block various malware 
and scams to prevent them from being able to enter the organization’s network—but, clearly, it didn’t stop this 
particular attack.   

So, again I must remind CPAs that all staff that use email in their job (which means basically everyone) must be 
educated with regard to the various scams in place—and to understand that despite the best efforts of whomever 
is maintaining the firm’s network security at least some of these scams are likely to get through.  Thus, anyone 
who uses email has to take on the ultimate responsibility for assuring that they are not tricked into sending out 
highly confidential information. 

SECTION: 51 
PROCEDURES FOR OBTAINING WORK OPPORTUNITY CREDIT CERTIFICATIONS FOR 
2015 AND EARLY 2016 HIRES OUTLINED BY IRS 

Citation: Notice 2016-22, 3/7/16 

“It’s like déjà vu all over again.”  

The above quote, attributed to Yogi Berra, is appropriate to the IRS returning again to dealing with the mess left 
by Congress’s late in 2015 decision to retroactively extend the Work Opportunity Credit. The IRS has issued 
another notice to “clean up” problems created by Congress’s delay in extending expired code provisions, waiting 
until late December to pass the Protecting Americans from Tax Hikes Act of 2015 (PATH), just as the Congress 
did one year earlier.   

http://krebsonsecurity.com/2016/03/seagate-phish-exposes-all-employee-w-2s/


 

 5 
The Tax CurriculumSM  Nichols Patrick CPE, Inc. 

In Notice 2016-22 the IRS provided procedures to be used for employers that hired individuals that retroactively 
qualify as “targeted” individuals during the period where the work opportunity credit under IRC §51 had expired.   

PATH retroactively extended that credit through the end of 2015.  Thus, targeted individuals hired at any time 
during 2015 could have qualified an employer for the credit. 

However, under §51(d)(13)(A) (also retroactively extended) an individual will not be treated as a member of such 
a group for the credit unless: 

 On or before the day the individual begins work, the employer obtains certification from the 
“designated local agency” (DLA) that the individual is a member of a targeted group; or  

 The employer completes a pre-screening notice (Form 8850) on or before the day the individual is 
offered employment and submits such notice to the DLA to request certification not later than 28 days 
after the individual begins work.  

DLAs are generally state employment security agency.  Such agencies, following the expiration of the statute, 
were not issuing such certifications, nor were they accepting Forms 8850 for what was a no longer in existence 
credit. 

As well, Congress added a brand new category of qualified individuals for 2016 (though not retroactively for 
2015) that qualify for the credit, the long-term unemployed.  This new provision will require modification to the 
forms used to request this certification (IRS Form 8850 and Department of Labor Forms ETA 9061 and 9062).  
The notice provides for this class of individual the agency expects the following items to be part of this 
modification: 

The Treasury Department and the IRS anticipate that the modified forms will include a requirement that 
the individual signing the form attest that he or she meets the requirements to be a qualified long-term 
unemployment recipient and a requirement that the individual attest to the period(s) during which the 
individual was unemployed and the period the individual received unemployment compensation. 

Since Congress still does not have the power to order time to move backwards (despite what they appear to 
believe) and did not issue a fix on its own (also not terribly surprising), the IRS has issued a fix that is similar to 
the one the agency issued the last time Congress extended the provision long after it had left the law. 

The notice provides that an employer will be deemed to have satisfied the certification requirements of IRC 
§51(d)(13)(A)(ii) if 

 The employer hired a member of a targeted group on or after January 1, 2015 and on or after before 
May 31, 2016 and 

 The employer submits the completed Form 8850 to the appropriate DLA to request certification no 
later than June 29, 2016. 

For long term unemployed the same extension will apply, though obviously the person must be hired on or after 
January 1, 2016 (that is, hired in 2016) since the class didn’t qualify for the credit in 2015. 

An employer still may not claim the credit until the employer actually receives the certification from the DLA.  
Employers that have not yet filed their returns would, therefore, generally file for an extension of time to file the 
return to await the certification.  Those who have already filed, or whose extension time period comes to an end, 
will need to file amended returns to claim the credit once certification is received. 

The next time the credit is scheduled to expire is December 31, 2019, so we will have some reprieve from 
revisiting this issue until we see what Congress does then—most likely in December of 2020 if the institution 
holds true to form. 

https://www.irs.gov/pub/irs-drop/n-16-22.pdf
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SECTION: 1001 
COURT FINDS MODIFICATION TO SUBLICENSE MAY BE A SALE, DOES NOT AGREE WITH 
IRS THAT TAXPAYER IS BLOCKED FROM ARGUING THE POINT 

Citation: Mylan, Inc. and Subsidiaries v. Commissioner, TC Memo 2016 -45, 3/10/16 

One day after the Tax Court invoked the Danielson case to reject a taxpayer’s attempt to argue substance over 
form to restructure an agreement for tax purposes in Makric Enterprises, Inc. v. Commissioner, TC Memo 2016-
44, the Court turned down the IRS’s attempt to argue the same case should block a taxpayer from arguing a 
transaction represented a sale of its interests in rights to a chemical compound. 

In the case of Mylan, Inc. and Subsidiaries v. Commissioner, TC Memo 2016-45 the IRS was arguing for 
summary judgement, based on the Danielson decision, that the taxpayer had to treat its transaction as a license 
agreement generating ordinary income and not a sale of its rights generating capital gains. 

As we discussed in analyzing the Makric case, the Danielson rule refers to a Third Circuit case (Commissioner 
v. Danielson, 378 F.2d 771, 775 (3d Cir. 1967), vacating and remanding 44 T.C. 549 (1965)) that strictly limited 
the situations in which the taxpayer, as opposed to the IRS, could challenge the tax treatment of a transaction 
the taxpayer had entered into with a “substance over form” argument. 

As the Tax Court summarized that holding in its opinion in the current case: 

On appeal, the Court of Appeals rejected the Tax Court’s reasoning and adopted the following rule of 
law: “[A] party can challenge the tax consequences of his agreement as construed by the Commissioner 
only by adducing proof which in an action between the parties to the agreement would be admissible to 
alter that construction or to show its unenforceability because of mistake, undue influence, fraud, duress, 
etc.” Commissioner v. Danielson, 378 F.2d at 775. The Court of Appeals reasoned that the trial courts 
are required to examine the substance of a transaction in cases where the Commissioner attacks the 
formal agreement. Id. at 774-775 (citing Commissioner v. Court Holding Co., 324 U.S. 331, and Gregory 
v. Helvering, 293 U.S. 465). At the same time, because taxpayers can control what arrangements to 
make in the first place, there is no disparity in allowing only the Commissioner to challenge the contract 
while requiring taxpayers to be bound by the terms of their agreements. Id. at 775. Among the reasons 
cited in support of the new rule, the Court of Appeals stated that taxpayers’ attacks on their own 
agreements “would nullify the reasonably predictable tax consequences of the agreement to the other 
party” and the Commissioner would be forced to litigate against both parties to the agreement to collect 
taxes properly due. Id. 

Thus, if the terms of an agreement are unambiguous with regard to an item, the tax consequences of that portion 
of the agreement generally cannot be challenged by the taxpayer unless the taxpayer can show that court would 
allow the taxpayer to alter the contract in a court action. 

In the case before the court the taxpayers had modified an earlier sub-licensing agreement with regard to its 
right to a drug that it had obtained various exclusive rights to the produce, market, etc. the product in the United 
States and Canada.  The company had retained significant rights and responsibilities in that arrangement, and 
the sublicensee had the right to terminate the agreement under certain conditions, including a right to terminate 
the agreement “at any time if it reasonably believed that safety or efficacy issues were likely to negatively affect 
regulatory approvals or commercial use of the nebivolol-containing products.” 

Two year later (2008) the agreement was modified.  Mylan was seeking to obtain cash and improve its credit 
standing in order to pursue acquisitions.  Mylan gave up most of its rights at this point, though it still was the 
exclusive importer of this drug from the foreign developer and manufacturer of the drug and received a 1% fee 
on the imports.  The Company was still obligated to make certain payments to the foreign entity, but the 
sublicensee agreed to pay Mylan as those amounts were due.  But otherwise the company was generally no 
longer involved with this drug. 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=10721
https://scholar.google.com/scholar_case?q=commissioner+danielson&hl=en&as_sdt=803&as_ylo=1967&as_yhi=1967&case=14239222480816784790&scilh=0
https://scholar.google.com/scholar_case?q=commissioner+danielson&hl=en&as_sdt=803&as_ylo=1967&as_yhi=1967&case=14239222480816784790&scilh=0
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The sublicensee entered into negotiations with the foreign company, negotiations that Mylan was under an 
obligation to assist with, and four years later (2012) the sublicensee purchased from the foreign entity all patents 
it held, resulting in the termination of foreign entity’s agreement with Mylan. 

Mylan argued that the 2008 modification payment represented a sale of its interests in the rights and thus should 
be treated as a taxable disposition of those rights, with the net gain taxable as a capital gain.  However the, IRS 
pointed out, the 2008 modification was not structured as a disposition or assignment of Mylan’s rights, nor did 
either of the parties to the agreement seek the foreign company’s approval of a transfer.  Therefore, the IRS 
argued, this was merely an acceleration of payments due under the original licensing agreement, an agreement 
all parties treated as a simple license agreement generating ordinary income. 

However, the taxpayers argued that this contract was not unambiguous, and thus they were not looking to modify 
the terms of the agreement after the fact.  As the opinion pointed out: 

First, petitioners point out in their briefs and affidavits filed in support thereof that in 
the pharmaceutical industry terms such as “exclusive license” or “exclusive 
sublicense” often indicate a disposition of intellectual property when coupled with  a 
transfer of substantially all rights in such property. See, e.g., E.I. du Pont de 
Nemours, 432 F.2d 1052; Merck, 261 F.2d 162. We also observe that the 2008 
amendment indeed transferred additional rights to nebivolol to Forest, to the 
exclusion of Mylan. This makes the 2006 agreement, as amended, ambiguous on 
its face because the plain language of the contract is susceptible to more than one 
interpretation. See Greenfield, 780 N.E. 2d at 170. 

When the terms of a contract are ambiguous, we look to extrinsic evidence to 
ascertain the intent of the parties. See id. Here, we interpret the facts in the light 
favorable to petitioners as the party opposing the motion for summary judgment. 
See Craig v. Commissioner, 119 T.C. at 260. Petitioners state that by the time of 
the 2008 amendment, Mylan had significant business reasons to sell its rights in 
nebivolol. Specifically, Mylan needed cash after acquiring another company and 
wanted to limit its risk with respect to the future success of nebivolol. Both Mylan 
and Forest indicated in their press releases and the filings with the SEC that 
Mylan’s commercial rights with respect to nebivolol were terminated by the 2008 
amendment. 

Petitioner also asserts that any remaining rights Mylan may have had under the 
2006 agreement, as amended, were of no substantial value to Mylan, thus 
satisfying the test for a disposition outlined by the Court of Appeals in E.I. du Pont 
de Nemours. 

The court thus finds this is a question not of a request to modify the terms after the fact by a taxpayer arguing 
substance over form, but rather a question of interpreting the nature of the actual contract itself. 

Thus the Court denied the IRS’s attempt to shut down the case before making an inquiry into those facts, 
deciding that the taxpayer has the right to demonstrate that this contract modification is properly interpreted as 
a sale of its interests. 

A key difference between this case and the Makric case is that the parties here aren’t challenging the contract 
itself.  In Makric clearly the contract as written failed to conform to what the seller wanted as the tax structure, 
but the seller simply failed to note this fact before entering into the agreement.   

Here Mylan is arguing that the contract as written is properly interpreted for tax purposes as a sale.  Ultimately 
Mylan may or may not be able to convince the Court this is case—but as they are not arguing to ignore the 
language, but rather how it should be interpreted, the IRS cannot simply carry the day by pointing to Danielson. 
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SECTION: 1001 
AGREEMENT HOLDING SUBSIDARY RATHER THAN PARENT STOCK SOLD HELD BINDING 
BY TAX COURT, A VERY COSTLY RESULT FOR THE SELLERS 

Citation: Makric Enterprises, Inc. v. Commissioner, TC Memo 2016 -44, 3/9/16 

Details matter in tax law, especially when the taxpayer was involved in setting up the details.  In the case of 
Makric Enterprises, Inc. v. Commissioner, TC Memo 2016-44 a failure to make sure that the right corporation 
was sold as part of the agreement proved very expensive to the taxpayers—in the amount of $2,839,780. 

There were two corporations involved in this matter—one of which was a holding company (Makric Enterprises, 
Inc.) whose only asset was the stock of a wholly owned subsidiary (Alpha Circuits, Inc.).  A third party became 
interested in buying the business conducted by Alpha. 

Originally the taxpayers planned to dissolve the parent (Makric), distributing Alpha’s stock to Makric’s three 
shareholders.  Then the three shareholders would sell their stock in Alpha to the acquiring corporation. 

The individual shareholders were interested in having their gain on the disposition of Alpha taxed as a capital 
gain with tax paid only at the individual level. The shareholders believed that this structure would attain their 
goal.  The buyer was willing to go along with their plan and thus agreed to buy the stock, rather than the assets, 
of Alpha.  

Negotiations ensued and preliminary documents were drafted that stated the buyer would buy Alpha stock.  In 
addition these documents reflected the three shareholders of the parent as the sellers of the stock. 

However the corporation’s outside accountant, looking at the transaction, concluded that they might not get the 
desired result, concluding it was unclear if the shareholders would inherit the holding period of the dissolved 
parent when they received the stock, or whether a new holding period would start.  If they didn’t inherit the 
holding period, the gain would a large short term capital gain. 

So at this point the shareholders decided that the deal should be restructured so that the buyer would purchase 
the parent company (Makric) stock rather than that of the subsidiary.  The seller’s negotiator informed the buyer 
that they no longer intended to dissolve Makric and to restructure the sale as a purchase of Makric by the buyer. 

At this point there was an exchange of emails where the buyer indicated its confusion about was happening, 
with their attorney who was drafting the sales agreement asking if the shareholders would be the seller of Alpha 
or if, rather, Makric would continue as the owner of Alpha—and, in his email, he went to ask if Makric would be 
the seller of Alpha. 

The seller’s representative responded to that email by stating: 

MakRic [sic] didn’t get dissolved. The purchase will be MakRic [sic] which owns 100% of Alpha’s shares. 

He went on to explain that the buyer would buy Makric shares.  However he never received confirmation that 
the seller’s representative received this email. 

The seller’s representative redrafted the agreement shortly after the exchange, now showing Makric as the seller 
of the stock of Alpha—a “third structure” as the Court referred to it, that was neither the original structure nor the 
one that the shareholders had requested be used after they became concerned about the holding period. 

That structure would clearly not accomplish the goal of a single gain that would be taxed at individual capital 
gain rates, rather creating a gain in the C corporation parent.  As C corporations do not have special, lower 
capital gain rates, that would subject the gain to tax at a much higher rate and leave the sellers with a corporation 
holding cash which would create another tax at the shareholder level when they took the cash from Makric. 

The agreement went through eleven more drafts, but each one retained Makric as the seller.  The seller’s 
representative reviewed the agreement before it was finally signed, but apparently failed to realize it showed 

http://www.ustaxcourt.gov/USTCInOP/OpinionViewer.aspx?ID=10684
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Makric as the seller of the stock, either during the exchange of revised drafts, or in the final review of the 
agreement. 

The accountant who had raised the initial concerns about the structure prepare the short period return for Makric.  
He did not consult the actual agreement, but rather worked from his understanding of the how the agreement 
was to be structured from conversations with Makric’s CFO.  The sale of Alpha was not shown on the 
corporation’s return. 

Rather this accountant showed a sale of Makric stock on the individual returns of the shareholders, with resulting 
long term capital gains.  Only when the IRS examined Makric’s short period return and the returns of the 
shareholders did the accountant become aware that he may not have reported the transaction in accordance 
with the agreement—and that doing so would be a tax disaster. 

In attempt to preserve the result the sellers thought they would receive (though they had failed to sign an 
agreement that actually would accomplish that fact), the sellers sought refuge in three separate legal concepts: 

 Texas state-law principles for interpreting contracts; 

 Texas state-law remedy of reformation of contracts on the grounds of mutual mistake; and 

 Federal tax law principles of substance over form and the Danielson rule 

The first concept (interpreting the contracts) looked to see whether the contract could be read as a sale of the 
parent rather than the subsidiary.  Generally this would require a determination that the contract had ambiguity 
under Texas law, and that due to the ambiguity extrinsic evidence of the party’s intent could be considered.  Note 
that if the contract language itself was unambiguous, then Texas law would not allow considering of that evidence 
that was not part of that language. 

The second concept allows for a contract to reformed under Texas state law if there was a mutual mistake—that 
is, the written contract does not reflect the common intention of both parties to the contract. 

Both of these are tied to the third concept—the idea of substance over form, as applied by a party to the contract 
under the Danielson rule.   

Advisers are aware of the IRS asserting substance over form when challenging a taxpayer’s treatment of a 
transaction, as well as the fact that the courts are willing to change the treatment in such circumstances.  But it 
is important to remember the IRS was not a party to the original agreements.  As the IRS had no input on the 
agreement, the Courts are willing to hear its argument that the substance of the transction does not agree with 
its form. 

However the same ability to apply substance over form is not granted easily to a party that was part of 
determining that form.  Generally the taxpayer, who was involved in the drafting of the agreement, cannot raise 
a substance over form argument with regard to the transaction unless the taxpayer can show that the contract 
would either be interpreted under state law in the manner the taxpayer is now arguing or that there would be a 
valid action to reform the contract in line with the taxpayer’s position (thus bringing in the first two concepts).  

This is referred to as the Danielson rule based on the Third Circuit’s holding in the case of Commissioner v. 
Danielson, 378 F.2d 771, 775 (3d Cir. 1967), vacating and remanding 44 T.C. 549 (1965). 

So now the Court considered if the taxpayers can clear the bar imposed by the Danielson standard—and finds 
they cannot. 

The taxpayer argues that the agreement was ambiguous because both the shareholders and the parent 
corporation are shown as parties to the agreement.  However the Tax Court notes that while the shareholders 
were parties to the agreement, they were not required to deliver stock under the explicit terms of the agreement.  
Rather the Court notes they were made parties to the agreement to provide potential liability to them should the 
representations made as part of the sale turn out to be false. 
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As well, the buyer clearly at all points believed it was buying Alpha, not the holding company. 

The court also rejected the mutual mistake issue.  While there was an email that indicated the change, the court 
notes that this was months before the actual sale and notes: 

We consider first the email sent from Kisner (Makric’s representative) to Ronn (the buyer’s 
representative) on February 28, 2008. Kisner’s email shows that he intended, at one time, to structure 
the transaction as the sale of Makric. And, as we have found, a representative from TS3 (the buyer), at 
some time before the February 28, 2008 email, had assented to that structure. See supra note 8. 
However, Kisner sent the email to Ronn seven months before the parties executed the stock purchase 
agreement. Over the course of those seven months, Kisner (with Miller, Makric’s lawyer) reviewed 
several drafts of the stock purchase agreement, all of which contradict the premise that the parties 
intended to exchange Makric stock, rather than Alpha stock. Critically, the stock purchase agreement 
itself and several of its drafts describe a sale structure by which TS3 would acquire Alpha, not Makric. 

The Court noted other items that indicate the “real” sale was from the parent, and that the single email (which 
may or may not have been received by the other party) can’t overcome all of these other incidents that held out 
Makric as the seller and Alpha being what was sold: 

Additional documents, including those signed prior to the closing and at the closing itself, are consistent 
with the premise that TS3 intended to acquire, and Makric intended to sell, Alpha. For example, in 2007, 
Makric's shareholders (in their capacities as Alpha's directors) signed a consent authorizing that Alpha 
be listed for sale. See supra p. 7. The record contains no comparable document listing Makric for sale. 
Makric's shareholders (in their capacities both as directors and shareholders of Makric) also signed a 
"Joint Written Consent of the Shareholders and Directors in Lieu of a Special Meeting", which 
unambiguously authorized the sale of Alpha by Makric. See supra pp. 20-21. At the closing, Kisner, in 
his capacity as CEO of Makric, signed a "Written Consent of Sole Shareholder of Alpha Circuits 
Incorporated", which also unambiguously authorized the sale of Alpha by Makric. See supra p. 21. We 
consider these documents more probative of the parties' intent at the time they executed the stock 
purchase agreement than Kisner's single email, which he sent several months before the transaction 
occurred. 

… Brunson, TS3’s chairman, stated in his affidavit (see supra pp. 30-31) that TS3 might have been 
willing to purchase Makric had TS3 undertaken the requisite steps, including an appropriate due-
diligence inquiry, for such a purchase; however, the affidavit also implies that the parties did not take 
such steps. 

What about the fact that the agreement as signed was a tax disaster?  The Court found that while its tax-
inefficiency may give evidence that the seller didn’t really mean to go this route, it does not show that the buyer 
had made a mistake—rather, the buyer believed their agreement, as looked at by the sellers, met their tax 
objectives. And, the Court notes, if the the buyer was mistaken about the tax consequences to the buyer that is 
not a mistake that reformation can remedy. 

Put simply, the agreement clearly holds that the parent was selling stock of its subsidiary—and the shareholders, 
who voluntarily signed the agreement and failed to raise objections even though 11 drafts with that structure 
were reviewed after they argued they had “intended” to change the structure. 

Presumably the seller, who asked for a change to a sale of parent, would not have signed the agreement if they 
had realized the agreement didn’t provide for that.  But that leaves open the apparently conclusion that various 
parties involved on the seller’s side (including the shareholders themselves) did not appear to ever actually 
check to see if this change had actually been made. 

And, unfortunately, this sort of side effect can easily happen when a team of individuals assembles to deal with 
a situation.  Essentially it’s easy for all parties to assume that “someone else” took care of this—such as the 
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accountant accepting the statement of CFO that the deal was structured as a sale of the parent.  And, 
presumably, the CFO believed that because he was told that by someone else involved in the sale.  In the end 
it appears no one actually checked to see that the crucial change requested by the accountant had actually been 
made. 

SECTION: 6221 
IRS ASKS FOR COMMENT ON HOW TO DEAL WITH THE REVISED PARTNERSHIP AUDIT 
RULES 

Citation: Notice 2016-23, 3/4/16 

In Notice 2016-23 the IRS has asked for comments on the new partnership audit regime imposed by the 
Bipartisan Budget Act of 2015.  The new regime replaces the TEFRA partnership audit regime with one that not 
only unifies the examination of the income, expense and credit items of the partnership at the partnership level 
(rather than requiring an examination of each partner) as was true of the TEFRA regime, but also defaults to 
computing and collecting a tax assessment at the partnership (rather than individual partner) level as part of the 
exam. 

The system is mandated for tax years beginning on or after January 1, 2018, but taxpayers may elect to use the 
system for tax years beginning November 2, 2017. 

Like the older TEFRA system, the new program allows an exemption for qualifying small partnerships that have 
no “disqualifying entity type” partners.  But unlike the old system, this time the qualifying partnerships must “opt-
out” of the system. 

The law contains a list of allowed partners for a small partnership, but this list did not contain some types of 
entities that often are partners in small partnerships (such as credit shelter trusts, retirement plans, other 
partnerships, etc.).  Congress did, however, give the IRS the right to expand that list and in the request for 
comments the IRS is indicating they are considering doing just that.   

The IRS request for guidance here states the agency is specifically looking for comments on: 

The election out of the new centralized partnership audit regime under section 6221(b) for partnerships 
that are required to furnish 100 or fewer Schedules K-1, including whether any type of partner, other 
than those types of partners specifically identified in section 6221(b)(1)(C), should be treated under rules 
similar to the special rules applicable to S corporations. 

The IRS’s request also indicates that the agency is considering issues that may arise from the types of income 
and expense adjusted and how that would enter into a tax computation for the partnership.  Guidance is 
requested on: 

The determination of the imputed underpayment under section 6225, including: 

a. How the netting calculation under section 6225(b)(1) should work; and 

b. How character changes, restrictions, and limitations under the Code are taken into account. 

The guidance also asks for specific comments on how to deal with the following mechanical problems that will 
arise when computing the tax to be paid at the partnership level at the end of the exam (the “imputed 
underpayment”): 

(4) Modification of the imputed underpayment under section 6225(c), including: 

a. The mechanics and timing for requesting modification and documentation to be provided to 
support the request for modification; 

b. Implementation of the modification, with respect to publicly-traded partnerships, for certain 
specified passive losses under section 469; 

https://www.irs.gov/pub/irs-drop/n-16-23.pdf


 

 12 
The Tax CurriculumSM  Nichols Patrick CPE, Inc. 

c. The effect of unrelated business taxable income of a tax-exempt entity on the modification 
procedure relating to tax-exempt partners; and 

d. Any other issues and factors that should be considered when formulating the modification 
procedures. 

 (5) How an adjustment made by the IRS under section 6225 that does not result in an imputed 
underpayment should be taken into account by the partnership. 

A partnership has the option to push an adjustment down to the individual partners instead of paying the 
adjustment at the partnership level, after calculating the appropriate adjustment to each partner.  The partners 
will report this adjustment in the year in which the exam concludes, not the year that was actually under exam. 

The IRS is looking for guidance on the following issues for the partnership’s election to push the adjustment 
down to the partners: 

The election to use the alternative to payment of the imputed underpayment by the partnership under 
section 6226, including: 

a. How to make the election, the time for providing information to the IRS, the information that 
should be required to be included with the election, and the form and content of the statement 
of adjustments to be provided to the partners and the IRS; 

b. When the statements should be filed with the IRS and furnished to partners; 

c. How the adjustments in the final notice of partnership adjustment should be reflected if the 
adjustments are changed as a result of a court proceeding; 

d. Generally, how tax attributes should be taken into account for intervening years between the 
reviewed year and the adjustment years; 

e. How adjustments are taken into account by partners under the alternative to payment of the 
imputed underpayment by the partnership under section 6226; and 

f. The consequences that result when a partner fails to account for adjustments as required 
under section 6226(b), including how tax attributable to those adjustments is assessed and 
collected. 

The IRS also asks for guidance on how revisions to prior year returns, generating an administrative adjustment 
request under new §6227, will be made and how they should be handled by the IRS. 

The IRS also is asking for guidance on an issue that is not addressed at all in the new law, but which will need 
to be resolved—how do adjustments under this regime affect the basis of partners in their interests in the 
partnership and the basis of assets in the hands of the partnership.  Similarly, the IRS is asking how to handle 
the situation where the partnership has filed for bankruptcy or simply ceases to exist. 

The IRS indicates that, due to the election option for returns (including some being filed for short 2015 tax years 
that began after November 2, 2015), the deadline for comments is April 15, 2016.  The address to send 
comments to or to hand deliver comments to can be found in the notice.  As well, comments may be emailed to 
Notice.Comments@irscounsel.treas.gov (with the request that the subject line contain “Notice 2016-23”). 

In the March 7, 2016 edition of Tax Notes Today, Drita Tonuzi, IRS associate chief counsel (procedure and 
administration) was quoted as stating at the Federal Bar Association Meeting in Washington, DC that the IRS 
did not ask for comments on the early election option because specific guidance on that election will be released 
“soon” (presumably before the April 15 comment deadline). 
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