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SECTION: 132 
JOINT COMMITTEE REPORT GOT IT WRONG, AS CONGRESS FAILED TO AUTHORIZE 
LUMP SUM REIMBURSEMENT OF RETROACTIVELY INCREASED TRANSIT BENEFIT 

Citation: Program Manager Technical Advice 2016-01, 2/24/16 

Congress has reinstated the higher level of exclusion for employer provided transit benefits under IRC §132(f) 
the last three times the provision has expired, but did so only at or after the end of the year following the expiration 
of the provision.   

Employers who had structured their programs to limit their assistance to the amount that was provided for in the 
Code during the year in question, but which retroactively was raised by Congress, may wonder if they could 
make a payment to reimburse those employees who had paid additional costs out of pocket during those years 
and exclude them from income.  If the employers have read the explanations of these laws provided by the Joint 
Committee on Taxation which indicates that Congress intended to allow such reimbursements when it passed 
these bills, then the question becomes of even more interest. 

Some employers, in fact, made such inquiries to the IRS and in Program Manager Technical Advice 2016-01 
the IRS responded that, no, any such reimbursements paid may not be retroactively excluded from income. 

Generally IRC §132(f) discusses the provision of transit passes for employees.  However cash reimbursement 
for transit passes (as opposed to distribution of the passes) is restricted under IRC §132(f)(3) which provides 
that an exclusion for cash reimbursement of transit passes is available only “to a cash reimbursement for any 
transit pass only if a voucher or similar item which may be exchanged only for a transit pass is not readily 
available for direct distribution by the employer to the employee.” 

As the ruling notes, such vouchers are considered readily available under the following standard: 

A voucher or similar item is readily available for direct distribution by an employer to employees if and 
only if the employer can obtain it from a voucher provider that does not impose fare media charges 
greater than 1 percent of the average annual value of the voucher for a transit system, and does not 
impose other restrictions causing the voucher not to be considered readily available [Section 1.132-9(b) 
Q/A-16(b)(4)]. 

If transit passes are readily available in the employer’s area, the Code does not provide an income or 
employment tax exclusion for transit benefits paid to employees in cash. We understand that in many 
cases transit passes are readily available in the areas about which employers are asking questions. In 
such cases, any distribution of cash to employees would be wages to the employee and subject to 
federal income tax withholding and reporting, including distributions provided due to the retroactive 
increase in the maximum amount of the excludable transit benefit. 

Thus, clearly no cash “make-up” distribution would be available in this case since an original cash distribution 
would not have been excludable. 

If the benefits were not available the problem then is described below: 

If transit passes were not readily available in an area such that employers were permitted to provide 
transit benefits in the form of cash reimbursements, such benefits must be provided under a bona fide 
reimbursement arrangement for expenses actually incurred and substantiated by employees, as 
described in § 1.132-9 Q/A 16(c). 

As well, the IRS notes that even if a “late” payment could be justified, it still would be limited in the month of 
payment to the amount available for that month: 

Furthermore, as noted above, § 132(f)(2) limits the amount that can be provided by an employer to an 
employee per month on a tax-free basis. That amount is $255 for 2016. Any amount an employer 

https://www.irs.gov/pub/lanoa/PMTA-2016-01.pdf
https://www.irs.gov/pub/lanoa/PMTA-2016-01.pdf
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provides in excess of that statutory monthly limit is not excludible under § 132, even if provided due to 
the increase in the monthly excludable amount for 2012, 2014 or 2015. Such excess amounts in 2016 
would be wages to the employee and subject to employment tax withholding and reporting. 

There is one complicating factor that the employers point to—the Joint Committee on Taxation reports explaining 
these bills have indicated that Congress intended to allow retroactive cash payments.  The ruling quotes from 
the Joint Committee on Taxation’s General Explanation of Tax Legislation Enacted in the 112th Congress which 
dealt with the first such extension which stated: 

In order for the extension to be effective retroactive to January 1, 2012, expenses incurred during 2012 
by an employee for employer-provided vanpool and transit benefits may be reimbursed (under a bona 
fide reimbursement arrangement) by employers on a tax-free basis to the extent they exceed $125 per 
month and are less than $240 per month. Congress intends that the rule that an employer 
reimbursement is excludible only if vouchers are not available to provide the benefit shall continue to 
apply, except in the case of reimbursements for vanpool or transit benefits between $125 and $240 for 
months during 2012. Further, Congress intends that reimbursements for expenses incurred for months 
during 2012 may be made in addition to the provision of benefits or reimbursements of up to $245 per 
month for expenses incurred during 2013. (JCS-2-13) 

Similar language can be found in reports related to the other two extensions.   

That language is clear, so shouldn’t employers be able to pay tax free reimbursements?   

No, the IRS states.  The problem is that while the committee reports may clearly state that a retroactive payment 
is intended those reports don’t override the law that Congress actually enacted.  That law makes no provision 
for a payment in cash or reimbursements outside the very limited situations allowed for in IRC §132(f)(3)(C). 

If the law itself is unambiguous, then it doesn’t matter what the legislative history says, as in the end it is the law 
which was directly voted upon by Congress.  Only if the law is ambiguous is it permissible to turn to sources 
other than the law to derive how Congress intended the provision to be read.  

But, as the IRS notes: 

In this case, the statutory text is clear. Congress changed the amount of the monthly statutory limit but 
did not change any other requirements of § 132. There is no need to look to the legislative history. In 
addition, neither the Joint Committee on Taxation’s General Explanation of Tax Legislation, nor the Joint 
Committee on Taxation’s Technical Explanation of the Protecting Americans from Tax Hikes Act of 2105, 
while they may be of value, are considered to be legislative history. 

Note that this doesn’t affect employers who provided transit passes with a cost in excess of the originally allowed 
exclusion, including the excess in the employee’s compensation originally.  Those employers are allowed (and 
in fact generally have to) go back and treat those excess amounts up to the revised limits as nontaxable, revising 
the employee’s FICA and Medicare withholdings. 

Similarly, an employer that had qualified reimbursements under §132(f)(3), but who reimbursed the higher 
amount originally (including it in the employee’s income at the time and subjecting it to FICA and Medicare 
withholding) also would not be impacted.  Rather it’s those that provided vouchers limited to the lower amount 
or capped reimbursements at the lower amounts that the IRS has announced it believes are “out of luck” in terms 
of allowing employees to take advantage of the retroactive fixes. 
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SECTION: 642 
TRUST ALLOWED CHARITABLE DEDUCTION FOR IRA DISTRIBUTION IMMEDIATELY PAID 
TO CHARITY 

Citation: Private Letter Ruling 201611002, 3/11/16 

Charitable contribution deductions for trusts and estates are subject to unique rules that are discussed in Private 
Letter Ruling 201611002.  The conclusions of this ruling aren’t at all surprising, but it does provide a good review 
of the topic, including the differences between “accounting” and “tax” definitions for trusts. 

The trust was the beneficiary of an IRA of a decedent who established the trust.  The trust provided that the IRA 
is to be distributed to a charitable organization.  That raises a tax concern since the trust is a taxable entity and 
the IRA, rather than being left directly to the tax exempt charity, had been left to the trust which was to distribute 
the IRA to that organization. 

The trust, as successor beneficiary of the IRA, is not allowed to simply transfer the IRA itself to the charity without 
triggering a taxable distribution to the trust—interests in an IRA cannot be assigned in a tax free manner. As 
well, the IRA represents income in respect of a decedent under IRC §691(a), so a distribution will generate 
taxable income. 

However, a trust can claim a charitable contribution deduction if certain requirements are met, requirements 
found in IRC §642(c)(1) which provides: 

(1) General rule 

In the case of an estate or trust (other then [1] a trust meeting the specifications of subpart B), there 
shall be allowed as a deduction in computing its taxable income (in lieu of the deduction allowed by 
section 170(a), relating to deduction for charitable, etc., contributions and gifts) any amount of the gross 
income, without limitation, which pursuant to the terms of the governing instrument is, during the taxable 
year, paid for a purpose specified in section 170(c) (determined without regard to section 170(c)(2)(A)). 
If a charitable contribution is paid after the close of such taxable year and on or before the last day of 
the year following the close of such taxable year, then the trustee or administrator may elect to treat 
such contribution as paid during such taxable year. The election shall be made at such time and in such 
manner as the Secretary prescribes by regulations. 

Or, to put it more simply, the contribution must be authorized by the trust governing documents and must be 
paid out of an amount of “gross income” in order to be deductible. 

It is clear the trust allows (and in fact directs) the trustee to pay the amount to the charity.  The real question is 
whether the payment comes out of gross income. 

Under the Uniform Principal and Income Act (2008) (UPIA) Section 409(c), a payment from an IRA held by a 
trust or estate is allocated: 

 10% to income and 90% to principal to the extent it represents a minimum required payment from the 
account and 

 100% to principal to the extent it is in excess of the minimum or if there is no current minimum required 
distribution 

Does this mean the trust is “out of luck” since, at best, 10% of the distribution if it takes only the minimum 
distribution each year and sends that to the charity.  So in that case it would only be able to deduct 10% of the 
amount it sent to the charity.  And if it takes the funds out faster than that, it would have no deduction on the 
excess.  Is that how this works? 

The ruling points out the answer is no.  While it is true that only, at most, 10% of the distribution represents 
income under the UPIA (and thus most states’ own principal and income act), the limit is not on that income 

https://www.irs.gov/pub/irs-wd/201611002.pdf
https://www.irs.gov/pub/irs-wd/201611002.pdf
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(most often referred to in tax law as “accounting income”) but rather on “gross income” which is a term defined 
in the Internal Revenue Code (see IRC §61 which is conveniently titled “Gross income defined”). 

The law requires the payment come out of gross income which IRD is part of (IRC §691(a) in fact specifically 
refers to the inclusion of such items in gross income).  Thus under IRC §691 the trust is allowed a deduction for 
the amounts paid—and, unlike an individual, there is no percentage of income limitation on the deduction. 

SECTION: 2036 
DECEDENT HAD IMPLIED RETAINED ESTATE FOR PARTNERSHIP ESTABLISHED SOLELY 
FOR TAX REASONS, SO ENTIRE VALUE INCLUDED IN HER TAXABLE ESTATE 

Citation: Estate of Holl iday v. Commissioner, TC Memo 2016, 3/17/16  

The most successful method the IRS has developed to attack claimed discounts in family limited partnerships 
continues to be to claim the transactions, as actually undertaken by the decedent and the family members, ran 
afoul of the provisions of IRC §2036(a).  In the case of Estate of Holliday v. Commissioner, TC Memo 2016-51 
the IRS again succeeded in bring the assets back into the decedent’s estate using this same provision of the 
law. 

IRC §2036(a) reads: 

(a) General rule 

The value of the gross estate shall include the value of all property to the extent of any interest therein 
of which the decedent has at any time made a transfer (except in case of a bona fide sale for an adequate 
and full consideration in money or money’s worth), by trust or otherwise, under which he has retained 
for his life or for any period not ascertainable without reference to his death or for any period which does 
not in fact end before his death— 

(1) the possession or enjoyment of, or the right to the income from, the property, or 

(2) the right, either alone or in conjunction with any person, to designate the persons who shall 
possess or enjoy the property or the income therefrom. 

The courts have interpreted this section to require two things to be true for the value of the property to come 
back into the decedent’s estate: 

 The transfer must not have been a “bona fide sale” with an emphasis on the actual existence of 
significant non-tax reasons for establishing the partnership to show it was “bona fide” and 

 The decedent must have retained the right to the income of the property, most often via an implied life 
estate. 

In this case the decedent had funded the partnership with marketable securities of just under $6 million.  She 
sold her interest in the general partnership (which held a 0.1% interest in the entity) to her two sons for just under 
$6,000 and then later gifted portions of the limited partnership interests she retained to an irrevocable trust. 

Just over two years later the decedent died.  In those two years the partnership had made a single pro-rata 
distribution of $35,000, not exactly a huge number for a partnership with a portfolio of $6,000,000.  This was 
despite a clause in the partnership agreement which provided: 

To the extent that the General Partner determines that the Partnership has sufficient funds in excess of 
its current operating needs to make distributions to the Partners, periodic distributions of Distributable 
Cash shall be made to the Partners on a regular basis according to their respective Partnership Interests. 

http://www.ustaxcourt.gov/USTCInOP/OpinionViewer.aspx?ID=10731
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At trial one of the brothers (the holders of the general partnership LLC that was to make the determination of 
operating cash need) was asked about this issue. 

When asked at trial what he believed the term “operating needs” meant, Mr. Holliday testified: “[I]t 
seemed to me when I reviewed this document, when it was signed, that it was created, that this seemed 
to come from some sort of boilerplate for Tennessee limited partnerships, this sort of gave you broad 
powers to do anything you needed to do, including make distributions. But that wasn’t necessary. No 
one needed a distribution.” 

The IRS argued that the partnership was formed solely for tax purposes and that the decedent and her sons had 
an implied agreement that she would retain the use of the income of the assets in the partnership to the extent 
she needed the funds. 

The estate argued that there were three separate legitimate non-tax reasons for establishing the partnership, 
creating a bona fide transaction.   

The estate’s first claim was one that is often recited by such documents—establishing the partnership would 
insulate the decedent from legal liability should a personal injury attorney come after her.  Of course at the time 
the partnership was set up the decedent was living in a nursing home and had, in fact, never been sued.  The 
Court agreed that it seemed highly unlikely that there was any real risk the elderly lady would somehow be put 
in a position to be subject to risk of large legal liability claims.   

And, in any event, she continued to hold substantial assets outside the partnership—so there was still plenty 
available for the theoretically nasty personal injury attorney to come after.  Thus the Court found that this was 
not an actual legitimate non-tax reason why this entity was formed. 

The estate also raised the often recited claim that the structure was created to preserve the assets for the 
decedent’s heirs and to make management of the assets easier.  The Court noted that before the partnership 
was created the assets were already being held in a trust which would provide for centralized management,   As 
well, one brother testified that his mother was “’fine’ with whatever he, his brother and the attorney decided upon” 
for the structure—indicating that the decedent clearly wasn’t involving in selecting the structure based on her 
desire to insure the assets remained held as a whole by the family. 

Finally the estate claimed the structure was chosen to prevent the undue influence of caregivers that could have 
caused a loss of assets.  One of the sons testified at trial that the decedent’s cousin-in-law had been subject to 
such undue influence by a caregiver who had, per the brother’s testimony, unfairly exploited the cousin-in-law 
for financial gain due to her dependence on the caregiver.  As well, after the sons’ grandfather had passed away 
they discovered a caregiver had stolen heirloom silverware.  And one of the decedent’s own caregivers had 
failed to show up for work but continued to bill for work done. 

However the Court noted that the decedent’s situation was nothing like her cousin-in-law, a lady who had no 
immediate family nearby, unlike the decedent who had both sons nearby and was visited weekly by them.  The 
Court noted that putting assets into the partnership would not protect them from theft.  Finally, the Court noted 
that the sons admitted they had never actually discussed the potential protection from undue influence with their 
mother when she was deciding to form the partnership. 

The Court noted additional factors suggested this wasn’t a bona fide transaction.  There was no meaningful 
bargaining in setting up the partnership among the parties, with the decedent assenting to whatever her sons 
and the attorney came up with.   

As well, the Court noted the partnership agreement was effectively ignored: 

Oak Capital also failed to maintain books and records other than brokerage statements and ledgers 
maintained by Mr. Holliday. The partners did not hold formal meetings, and no minutes were kept. See 
Estate of Jorgensen v. Commissioner, T.C. Memo. 2009-66. As discussed above, despite the provisions 
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of section 5 of Oak Capital’s limited partnership agreement, Oak Capital made only one distribution 
before decedent’s death. This was not the only portion of Oak Capital’s limited partnership agreement 
that was ignored. Section 9 of Oak Capital’s limited partnership agreement provides that “[e]xcept as 
otherwise provided in this Agreement or a separate written document executed by all of the Partners, 
the General Partner, or any one (1) of them shall receive reasonable compensation for managing the 
affairs of the Partnership.” A separate written document was not introduced as evidence or discussed 
at trial, and no payments were ever made to OVL Capital. 

Thus without a bona fide sale the remaining issue was whether there had existed an implied life estate allowing 
the decedent enjoyment of the income of the assets for her life. 

In this case the IRS asserted the distributions clause, cited above, and the partnership’s own actions showed 
that she retained the right to income for her life.  The Court agreed, noting: 

Section 5 of Oak Capital’s limited partnership agreement unconditionally provides that decedent was 
entitled to receive distributions from Oak Capital in certain circumstances. Further, Mr. Holliday’s 
testimony makes it clear that had decedent required a distribution, one would have been made. On the 
basis of the facts and circumstances surrounding the transfer of assets to Oak Capital, we believe that 
there was an implied agreement that decedent retained the right to “the possession or enjoyment of, or 
the right to the income from, the property” she transferred to Oak Capital. See sec. 2036(a)(1). 
Accordingly, the second condition necessary for section 2036(a) to apply has been met. 

Advisers must counsel clients who are looking at using a family limited partnership as part of an estate plan of 
the issues that must be dealt with to insure that the entity will be recognized by the courts.  As was noted above, 
one key issue is that the entity must actually be respected by the family if there is any chance it will be respected 
by the Courts.  As well, non-tax reasons for establishing the partnership must be actual issues that address real 
concerns of the person transferring the assets to the partnership, not merely a boilerplate recitation of possible 
reasons. 

SECTION: 6221 
BLUE BOOK INDICATES CONGRESS HAS LEFT IT UP TO THE IRS WHETHER 
DISREGARDED ENTITY PARTNERS WILL BLOCK ANY ELECTION OUT OF NEW 
PARTNERSHIP AUDIT REGIME 

Citation: General Explanation of Legislation Enacted in 2015, Joint Committee on Taxation, 
3/14/16 

The Joint Committee on Taxation published its Blue Book (General Explanation of Legislation Enacted in 2015) 
for tax laws passed in 2015, and it gives some insight into the limited extent of statutorily mandated “acceptable” 
partners that Congress decided should enable a partnership to elect out of the new partnership audit regime 
when it comes into full effect for tax years beginning on or after January 1, 2018. 

The regime, passed as part of the Bipartisan Budget Act of 2015 in November of 2015, removes the current 
TEFRA audit regime and replaces it with a new, even more centralized partnership audit program.  In new 
IRC §6221(b) provides for an election out that reads, in part: 

(1) In general. -- This subchapter shall not apply with respect to any partnership for any taxable year if 
– 

(A) the partnership elects the application of this subsection for such taxable year, 

(B) for such taxable year the partnership is required to furnish 100 or fewer statements under 
section 6031(b) with respect to its partners, 

https://www.jct.gov/publications.html?func=startdown&id=4874
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(C) each of the partners of such partnership is an individual, a C corporation, any foreign entity 
that would be treated as a C corporation were it domestic, an S corporation, or an estate of a 
deceased partner... 

The “allowed partner list” at IRC §6221(b)(1)(C) above can be expanded by the IRS in regulations 
[IRC §6221(b)(2)(C). 

The JCT Blue Book, in its examples, suggests that the “allowed list” as enacted by Congress may be much more 
restrictive than some believed.  As was noted in a Tax Analysts article in Tax Notes Today published on 
March 17, 2016 (JCT's Surprising Interpretation of the Partnership Audit Opt-Out, 2016 TNT 52-1, Tax Notes 
Today, March 17, 2016) the examples suggest that many types of “disregarded entities” were not intended by 
Congress to be disregarded for this purpose unless the IRS decides, by regulation, to allow them to be 
disregarded. 

For instance, a single member LLC (SMLLC), 100% owned by a C corporation, is discussed in the first example 
the Committee offers when discussing the provision allowing the IRS to expand the allowed group: 

For example, assume that a partner of a partnership is a disregarded entity such as a State-law limited 
liability company (“LLC”) with only one member, a domestic corporation. Such guidance may provide 
that the partnership can make the election if the partnership includes (in the manner prescribed by the 
Secretary) a disclosure of the name and taxpayer identification number of each of the disregarded entity 
and the corporation that is its sole member, and each of them is taken into account as if each were a 
statement recipient in determining whether the 100-or-fewer-statements criterion is met. 

Thus, the example indicates that, absent IRS action, that SMLLC would block the partnership’s option to elect 
out of the new regimes.  As well, even if the IRS allowed the entity, it would count as 2 partners toward the 100 
K-1 limit (the example clearly requires counting both the SMLLC and the corporation separately in determining 
if the 100 K-1 limit has been met). 

The report goes on to provide a similar problem for grantor trusts in a separate example: 

As another example, such guidance may provide that a partnership with a trust as a partner can make 
the election if the partnership includes (in the manner prescribed by the Secretary) a disclosure of the 
name and taxpayer identification number of the trustee, each person who is or is deemed to be an owner 
of the trust, and any other person that the Secretary determines to be necessary and appropriate, and 
each one of such persons is taken into account as if each were a statement recipient in determining 
whether the 100-or-fewer-statements criterion is met. Similar guidance may be provided with respect to 
a partnership with a partner that is a grantor trust, a former grantor trust that continues in existence for 
the two-year period following the death of the deemed owner, or a trust receiving property from a 
decedent’s estate for a two-year period. 

Thus, a revocable living trust that qualifies as a 100% grantor trust would also appear to fail to be an “allowable” 
partner unless the IRS regulations specifically allow such trusts to be counted. 

The Tax Notes article points out that while many observers had concluded that such disregarded entities should 
not cause problems for making the election since the law or regulations generally provide that either the interest 
shall be treated as owned by the party holding a 100% interest in the ignored entity, the IRS had previously 
indicated that a single member LLC disregarded entity was a partner that blocked the application of the small 
partnership exception to the TEFRA partnership rules the new law replaces. 
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In Revenue Ruling 2004-88 the IRS held that despite the general rule under Reg. §301.7701-3(a) that such an 
entity is disregarded as an entity separate from its owner for federal tax purposes, the regulation does not apply 
for this test: 

Under the facts of this ruling, although LLC is a disregarded entity for federal tax purposes, LLC is a 
partner of P under the law of the state in which P is organized. Similarly, although A, LLC's owner, is a 
partner of P for purposes of the TEFRA partnership provisions under section 6231(a)(2)(B) because A's 
income tax liability is determined by taking into account indirectly the partnership items of P, A is not a 
partner of P under state law. Because A holds an interest in P through LLC, A is an indirect partner and 
LLC, the disregarded entity, is a pass-thru partner under the TEFRA partnership provisions. 
Consequently, the small partnership exception does not apply to P because P has a partner that is a 
pass-thru partner. 

The IRS is in the process of developing regulations in this area, including what, if any, expansion of the “opt-out” 
group should be allowed.  Advisers may discover that, unless the IRS grants the relief discussed in the examples, 
that a lot more partnerships will automatically fall under the new regime than they might have expected.  Thus 
advisers need to keep a close eye on the regulations the IRS eventually issues in this area. 

SECTION: 6707A 
TAXPAYER PENALIZED $40,000 FOR FAILURE TO DISCLOSE PARTICIPATION IN 
TRANSACTION DESPITE FACT THE ISSUE OF LEGITIMACY OF DEDUCTION STILL TO BE 
DECIDED 

Citation: Vee’s Marketing, Inc. v. United States, CA7, Case No. 15 -2441, 3/14/16 

Taxpayers who participate in a listed transaction or one similar to a described listed transaction and fail to 
disclose such participation face a penalty under IRC §6707A regardless of whether or not the transaction ends 
up resulting in a true understatement of tax.  And “similar” is interpreted broadly, as the taxpayer in the case of 
Vee’s Marketing, Inc. v. United States, CA7, Case No. 15-2441 discovered. 

The penalty under §6707A for failure to disclose such a transaction is 75% of the claimed reduction in tax shown 
on the return (regardless of whether or not that deduction is ultimately found justified or not).  A minimum penalty 
of $5,000 for a natural person or $10,000 for any other taxpayer is triggered regardless of the level of savings, 
with the penalty similarly capped at $100,000 for a natural person and $200,000 for other taxpayers regardless 
of the claimed level of tax reduction.  The minimums and maximums are set at a lower figure for transactions 
that are “reportable transactions” rather than listed transactions (reportable transactions are defined by statute, 
not by direct IRS identification). 

The disclosure must be made on each return affected by the transaction and is made on Form 8886, Reportable 
Transaction Disclosure Statement. 

The IRS identifies what it considers potentially abusive transactions as “listed transactions” subject to the 
enhanced penalty and required disclosures.  In the case in question the listed transaction in question as 
described in Notice 95-34. 

The transactions in questions claim to establish welfare benefit plans under the “10 or more employers” provision 
of IRC §419A(f)(6) to allow deductions of amount funded to such plans by the sponsoring employer.  As the IRS 
continues in the Notice: 

In recent years a number of promoters have offered trust arrangements that they claim satisfy the 
requirements for the 10-or-more-employer plan exemption and that are used to provide benefits such 
as life insurance, disability, and severance pay benefits. Promoters of these arrangements claim that all 
employer contributions are tax-deductible when paid, relying on the 10-or-more-employer exemption 

https://www.irs.gov/irb/2004-32_IRB/ar15.html
http://media.ca7.uscourts.gov/cgi-bin/rssExec.pl?Submit=Display&Path=Y2016/D03-14/C:15-2441:J:Posner:aut:T:fnOp:N:1719803:S:0
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from the section 419 limits and on the fact that they have enrolled at least 10 employers in their multiple 
employer trusts. 

These arrangements typically are invested in variable life or universal life insurance contracts on the 
lives of the covered employees, but require large employer contributions relative to the cost of the 
amount of term insurance that would be required to provide the death benefits under the arrangement. 
The trust owns the insurance contracts. The trust administrator may obtain the cash to pay benefits, 
other than death benefits, by such means as cashing in or withdrawing the cash value of the insurance 
policies. Although, in some plans, benefits may appear to be contingent on the occurrence of 
unanticipated future events, in reality, most participants and their beneficiaries will receive their benefits. 

The IRS believes that such arrangements are structured to assure that effectively separate accounts are 
maintained (most often for the owners) and used to not provide allowed benefits, but rather used to overfund 
insurance policies that are used to provide tax deferred benefits to the owner(s). 

In this case Vee’s had entered into an arrangement that established a welfare benefit plan.  In this case, as the 
Court described the program Vee participated in: 

When later Vee strategically terminated his participation in the plan, the plan used $147,000 from the 
reserve account to buy a paid-up life insurance policy for Vee with a face value of $400,000. That was 
the amount payable upon Vee’s death to his beneficiaries, but it wasn’t all that the reserve account could 
be used for. CJA told its customers that the paid-up policy could be sold, and it even helped find buyers. 
As explained in Ohio National Life Assurance Corp. v. Davis, 803 F.3d 904, 908 (7th Cir. 2015), it is 
lawful in many states (including Vee’s state, Wisconsin, although generally not until five years after the 
issuance of the policy, see Wis. Stat. § 632.69(12)) to purchase the beneficial interest in an existing 
policy on the life of the insured. Vee thus could if he wanted sell the beneficial interest in his post-
retirement life insurance policy. He would be taxed on his income from the sale but he would not have 
been taxed on the income that had gone into his accumulation reserve and thus financed his acquisition 
of the life insurance policy that he then sold. 

Vee was obtaining a tax deduction not only for payments that he made for the purchase of term life 
insurance but also for payments that he could use to fund benefits that do not qualify as health or welfare 
benefits, even though the plan is a health and welfare benefit plan. As explained in Prosser v. 
Commissioner, 777 F.3d 582, 585 (2d Cir. 2015), quoting Curcio v. Commissioner, 689 F.3d 217, 226 
(2d Cir. 2012), such contributions are “a mechanism by which [owners of participating businesses—Vee 
is such an owner] could divert company profits, tax-free, to themselves, under the guise of cash-laden 
insurance policies that were purportedly for the benefit of the businesses, but were actually for 
petitioners’ personal gain.” If Vee keeps rather than sells his life insurance, upon his death the benefits 
will accrue to the beneficiaries designated in the insurance policy. Any benefit plan that allows Vee to 
convert tax-free contributions to guaranteed payments for either himself (the owner -- an “employee” 
only in name) or his beneficiaries is a listed transaction within the meaning of Notice 95-34. 

The plan was structured to be funded with contributions in excess of what was needed to purchase a one year 
insurance policy to fund the benefit officially offered by the plan (a benefit if a covered employee died).  As the 
Court notes: 

The Internal Revenue Service contends that Vee's plan is a "listed transaction" (the term does not 
appear in Notice 95-34, but a subsequent Notice, 2000-15, states that the transaction described in 
Notice 95-34 is indeed a listed transaction), so classified because it involves plan contributions that 
exceed the cost of the term life insurance (one-year insurance that yields proceeds only if the employee 
dies during that year, and that has no cash value), which is all that the contributions buy. The excess of 
contributions over expense leaves the plan administrator with a surplus with which to provide other 
benefits to the plan's beneficiaries. 
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In fact, the Court notes: 

And like the transaction described in Notice 95-34, Vee’s plan is experience rated, meaning as we said 
that the employer’s contributions are allocated to his own employees. This feature too is inconsistent 
with the premise of a 10 or more employers benefit plan that contributions and risks are to be pooled. 
In effect though not in name Vee’s plan is what is called a “universal life insurance contract.” 

Thus the Court sustained the lower court’s holding that Vee had been properly assessed four $10,000 penalties 
under §6707A (one for each year it failed to attach the Form 8886 to it’s return).  Note that this is true even 
though the actual validity of the deductions claimed under the plan is still being disputed by the taxpayer in a 
separate action in the United States Tax Court. 

All too often clients are marketed various tax avoidance strategies and schemes that look too good to be true 
and seem to be much like programs the IRS has previously identified as being listed transactions.  Too often 
those marketing such programs suavely assure the taxpayer that his/her adviser’s concerns over it being a 
program that the IRS has attacked are misplaced, as this program is “different” due to some particular detail. 

What advisers must tell clients is even if it is correct that the program is not exactly what was described by the 
IRS, if it “smells” like that program a failure to disclose could prove extremely costly—in this case to the extent 
of $40,000.   

As well advisers are well to be highly skeptical of the underlying program’s ability to survive IRS challenge.  
Advisers must determine that the justification for program meets the minimum requirements (substantial authority 
for undisclosed positions, reasonable basis for fully disclosed positions) in order to determine if the taxpayer 
would face other penalties as well as whether the adviser him/herself may end up in violation of IRC §6694 (the 
paid preparer penalties) and the AICPA Statements on Standards for Tax Services No. 1. 
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