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SECTION: 743 
INTERACTION OF LOSS DISALLOWANCE RULES OF §707 AND SUBSTANTIAL BUILT IN 
LOSS RULES OF §743(D) DISCUSSED IN THREE IRS PRIVATE LETTER RULINGS 

Citation: PLRS 201613001, 201613002, and 201613003, 3/28/16  

In a series of private letter rulings (PLRs 201613001, 201613002 and 201613003) the IRS issued a ruling on 
how to handle a situation where both the related party loss rules of IRC §707(b)(1)(a) and the substantial built-
in loss rules of §743(d) applied to a transaction. 

The cases involved the sale of a partnership interest to a grantor trust by a partnership in a transaction that 
triggered a disallowed loss to the seller under the related party rules of IRC §707(b)(1)(a).   

Treas. Reg. § 1.707-1(b)(1)(ii) provides that if the taxpayer later sells the property at a gain, the same rules 
would apply as do under §267 (the general related party provision) when a loss is denied to seller.  Under IRC 
§267(d) provides that “then such gain shall be recognized only to the extent that it exceeds so much of such loss 
as is properly allocable to the property sold or otherwise disposed of by the taxpayer.”   

Note that the basis of the property isn’t actually increased in the hands of the acquirer—rather the acquirer simply 
doesn’t recognize gain on the sale of the property unless it exceeds the previously disallowed amount.  Despite 
the fact some of us may think of this as a “dual basis” asset (one basis for loss, another for gain), the reality is 
that there is still just one basis—the amount the buyer paid. 

Normally the “dual basis” thinking works fine and it’s why we often simplify the situation with that sort of “rule” 
when dealing with these situations.  However the asset acquired in this situation was a partnership interest.  
While the acquired partnership did not have in place an election under IRC §754 to adjust the basis of assets in 
such a situation, nor did it make such an election in this tax year, the partnership had a “substantial built-in loss” 
as defined in IRC §743(d). 

A substantial built in loss exists when the “partnership’s adjusted basis in the partnership property exceeds by 
more than $250,000 the fair market value of such property.” [IRC §743(d)(1)]  In such a situation, despite the 
lack of an election under §754 that is normally required to trigger an adjustment of the basis of partnership assets 
with regard to the acquirer under §743, IRC §743(b) provides that the adjustment is still required to be made. 

Since actual basis of the buyer is what was paid, with no effect given to the disallowed loss, the partnership is 
required to compute the downward adjustment for the assets it holds.  If the partnership later sells one of those 
assets at a gain, the partnership will compute and pass out to the buying partner an adjustment based on the 
basis difference for that partner’s portion of the asset.  Normally that partner would end up reporting a larger 
gain based on that adjustment. 

The concern that brought forth the letter ruling request was whether, since the partnership interest itself (the 
asset subject to the loss disallowance) wasn’t being sold, would the buyers end up having to recognize that 
“extra” gain on their returns?  That is, will the buyers have to defer getting the use of that “buffer” until they 
actually dispose of the partnership interest itself? 

The IRS, granting the ruling requested, determined the answer is no.  Rather the partner is allowed to reduce 
that “extra” basis adjustment on the sale of an asset by the partnership by the portion of the adjustment under 
§743 that was allocable to that particular asset.  Only once the gain exceeds that allocable amount would the 
buyer end up recognizing the gain. 

https://www.irs.gov/pub/irs-wd/201613001.pdf
https://www.irs.gov/pub/irs-wd/201613002.pdf
https://www.irs.gov/pub/irs-wd/201613003.pdf
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SECTION: 1402 
INCOME FROM SALE OF SCRAP METAL DID NOT REPRESENT SELF-EMPLOYMENT 
INCOME TO TAXPAYER 

Citation: Ryther v. Commissioner, TC Memo 2016-56, 3/28/16 

Thomas Ryther’s wholly owned corporation, Knight Steel, failed in 2004.  Knight Steel had been in the business 
of fabricating steel frames and in the process of doing so generated scrap steel which it simply piled up.  When 
Knight Steel passed through Chapter 7 on its way to the grave, the bankruptcy trustee abandoned that scrap 
steel because it appeared to be worthless. 

Tom, however, who was financially challenged at this point, decided that since he had a large pile of scrap steel 
and needed money he’d look at whether he could get something for it.  And Tom discovered that, far from being 
worthless, there was a ready market for the scrap steel.  From 2004 to 2010 Tom sold various amounts of the 
steel to provide himself with cash. 

Tom reported the amounts as ordinary income, but the IRS asserted that Tom should also pay self-employment 
tax on the amounts in question.  The Tax Court, in the case of Ryther v. Commissioner, TC Memo 2016-56, took 
up the question of whether Tom owed self-employment tax on this income. 

In this case the Court noted that self-employment income would normally be owed on net income “from any 
trade or business carried on by” Tom, with “trade or business” having the same meaning as it does under IRC 
Section 162. 

The Court points out the Supreme Court “defined a trade or business as an activity engaged in for income or 
profit and performed with continuity and regularity. Commissioner v. Groetzinger, 480 U.S. 23, 35 (1987).” 

The Court noted this question is a difficult one to apply in factual cases like this one, but noted there is an 
exclusion from inclusion of income from the sale of property in self-employment income at IRC §1402(a)(3)(C) 
which provides: 

(3) there shall be excluded any gain or loss— 

… 

 (C) from the sale, exchange, involuntary conversion, or other disposition of property if such 
property is neither— 

(i) stock in trade or other property of a kind which would properly be includible in 
inventory if on hand at the close of the taxable year, nor 

(ii) property held primarily for sale to customers in the ordinary course of the trade or 
business; 

The Court found that this test would be the key here—if the property was included as either types of property 
listed in IRC §1402(a)(3)(C)(i) or (ii) listed above then the income would be properly taxable as self-employment 
income while, if it did not fit those categories it would not be self-employment income. 

The Court began by noting that the fact that Knight Steel carried on a trade or business of fabrication with these 
materials was not relevant, since Tom was not Knight Steel (which was now defunct in any event).  Rather the 
question was whether the material represented such “tainted” items in the hands of Tom—was it either inventory 
or property held for sale to customers in the regular course of business? 

But what does that mean?  The Court notes that the same terms are used in the definition of capital assets under 
Section 1221.  While in this case that was not the issue, the Court found the analysis used in cases where a 
determination was being made whether property was “inventory” or “held for sale in the regular course of 
business” in cases where the parties were arguing over capital gain treatment gave a useful test in this case. 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=10738
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Using the case of Williford v. Commissioner, TC Memo 1992-450 as a guide, the Tax Court determined that an 
eight factor test should be applied to see if this scrap metal would fall into the “inventory” or “held for sale to 
customers” category. 

 Frequency and regularity of sales; 

 Substantiality of sales; 

 Length of time the property was held; 

 Segregation of property from business property; 

 Purpose of acquisition; 

 Sales and advertising effort; 

 Time and effort spent on sales; and 

 How the proceeds of the sales were used. 

As well, citing the case of Paullus v. Commissioner, T.C. Memo. 1996-419, the Court noted that Tom must also 
look at the trade or business issue, so additionally the Court decided it must look at: 

 Is the taxpayer engaged in a trade or business? 

 Is he holding the property primarily for sale in that business? 

 Were the sales "ordinary" in the course of that business? 

The court notes that Tom only sold scrap on average once or twice a month, thus not as frequently as one would 
expect someone holding inventory.  The Court noted that buyers were easy to find, as there was a ready market 
for the property, so Tom’s infrequent sales seem more driven by the fact he wasn’t in the business. 

Although he had sales that substantial to him over time, the Court found that due to fact his sales were sporadic 
and generated substantial profits when he made the sale, the factor was neutral. 

Tom held the property for a long time despite the ready market to sell it, suggesting it wasn’t inventory he was 
holding for sale to customers.   

While Tom did spend substantial time investigating scrap metal wholesalers and contacting them to sell his 
scrap, buyers didn’t come to browse his scrap as customers would—thus the court also found this factor neutral. 

As well, the sales proceeds weren’t used to acquire more scrap.  Had Tom been in the business of selling scrap 
most likely he would have used a portion of the sales proceeds to obtain more scrap to sell. 

The Court therefore concludes: 

We find that Ryther's scrap wasn't property primarily held for sale to customers in the ordinary course 
of a trade or business because the sales weren't part of a trade or business. “Carrying on a business * 
* * implies an occupational undertaking to which one habitually devotes time, attention, or effort with 
substantial regularity. Merely disposing of * * * assets at intermittent intervals, without more, is not 
engaging in business. . . .” Austin, 263 F.2d at 464. We therefore also find that the income that Ryther 
realized from selling the scrap isn’t net earnings from self-employment under section 1402(a)(3)(C). As 
this is the only income in question, we conclude that Ryther isn't liable for self-employment tax. 

Some readers might be wondering about a more basic problem—didn’t Tom really have income back when he 
obtained the scrap, given that (despite the view of the bankruptcy trustee) the scrap had real value? 

The Court addressed this in a footnote, effectively concluding that neither party in the case had asked that 
question: 

One might wonder why Ryther didn't have to include the value of the scrap in his taxable income for the 
year he took possession of it. Maybe the right treatment of the scrap was as treasure trove to Ryther on 
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the day it was “reduced to undisputed possession.” See Rev. Rul. 61, 1953-1 C.B. 17. The amount of 
the income on that day would be measured by some calculation of “its value in United States currency.” 
Id. After that, Ryther would've had a basis in the scrap equal to the amount of the income. His future 
scrap sales would then have amounted to a recovery of basis (plus perhaps a little gain if the price of 
scrap had increased since the date he found it) instead of ordinary income. Neither party raised the 
issue, however, and we don’t need to consider it further. 

SECTION: 2055 
ESTATE TAX DEDUCTION FOR CHARITABLE CONTRIBUTION REDUCED BELOW DATE OF 
DEATH VALUE BY SUBSEQUENT ACTIONS OF FAMILY 

Citation: Estate of Dieringer v. Commissioner, 146 TC No. 8, 3/30/16  

Victoria Dieringer’s estate plan left her estate, consisting largely of a majority interest of stock in a closely held 
realty management company, to a trust and a few charitable organizations.  The trust provided that it would 
distribute the assets it received (which included all of the stock) to a qualified §501(c)(3) private foundation.   

However the IRS objected to the amount claimed as the deduction for the transfer to the private foundation on 
the estate tax return, arguing that the deduction should be for far less than the value of the stock on the date of 
Victoria’s death in the case of Estate of Dieringer v. Commissioner, 146 TC No. 8. 

Generally, the mere fact that the value of the stock might have decreased from the instant of Victoria’s passing 
until it was actually transferred into the hands of the charity would not matter.  As the Tax Court notes: 

Normally, absent a section 2032 election (ed note: the alternative valuation date election), the date-of-
death value determines the amount of the charitable contribution deduction, which is based on the value 
of property transferred to the charitable organization. See generally sec. 2055(d) (the amount of the 
charitable contribution deduction “shall not exceed the value of the transferred property required to be 
included in the gross estate”); sec. 2055(g)(1). 

After all, it takes some time for the executor or similar party to actually administer the property in the decedent’s 
taxable estate and eventually transfer the property to the proper parties.  

But the IRS argued that in this case that should not be true, as a number of events took place with regard to the 
corporation and its stock following her death that the IRS argued effectively the sons had thwarted their mother’s 
intent to transfer a majority interest to the Foundation—and the Tax Court ultimately agreed despite finding that 
valid business business purposes existed for the overall actions taken. 

Following Victoria’s death, the corporation made an S election (for business tax planning purposes).  At the 
same time the corporation entered into an agreement to redeem the trust’s stock, eventually redeeming all of its 
voting shares and a portion of its nonvoting shares and also entered into a stock subscription agreement where 
the sons purchased additional stock. 

The estate claimed that these actions had been taken for valid business reasons, and the Court agrees.  As the 
Court notes: 

The subsequent events do appear to have been done for valid business purposes. Mr. Keepes, a 
director of DPI and advisory trustee for the foundation, suggested that DPI elect S corporation status in 
order to avoid the section 1374 built-in gains tax on corporate assets. Additionally, after consulting an 
outside attorney, DPI believed that a redemption would allow it to freeze the value of its shares into a 
promissory note, which would mitigate the risk of a continual decline in stock value during the year's 
poor economic climate. A redemption also made the foundation a preferred creditor to DPI so that, for 
purposes of cashflow, it had a priority position over DPI's shareholders. Eugene, Patrick, and Timothy 
purchased additional shares in DPI in order to infuse the corporation with cash to pay off the promissory 
notes that DPI gave the trust as a result of the redemption. 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=10734
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However, the court had problems with the actual agreements that implemented the redemption, specifically 
taking issue with the values used for the redemption of the stock. 

The estate argued that, in fact, due to the troubled nature of the real estate market in 2009, there had been a 
substantial decline in value of the stock from the date Victoria died in April until the redemption agreement was 
entered into in December.  As Eugene (the trustee of both the decedent’s trust and the foundation) noted: 

Eugene testified that the drop in the value of the DPI shares was the result of a poor business climate. 
Eugene described DPI's experience as “not a fun time to go through” because the real estate market 
values were declining. Specifically, Eugene explained that DPI's commercial tenants were requesting 
rent relief and that vacancies in DPI's residential portfolio were increasing “because of people moving 
[in] with families or friends consolidating.” 

However, the Court found that this did not explain the full differences.  Specifically, the Court noted that while 
the original valuation of the shares prepared for the estate tax return did not include a discount for lack of control 
or lack of marketability given that the interest being transferred was a majority interest.  However, the valuation 
used for the redemption agreement included both a 15% discount for lack of control and a 35% discount for lack 
of marketability. 

As the Court notes: 

Even though there were valid business reasons for the redemption and subscription transactions, the 
record does not support a substantial decline in DPI's per share value. Eugene testified that the 
precipitous drop in the value of the DPI shares was the result of a poor business climate. The evidence 
does not support a significant decline in the economy that resulted in a large decrease in value in only 
seven months. The adjusted net asset value of DPI was only $1,618,459 higher in the April appraisal. 
The reported decline in per share value was primarily due to the specific instruction to value decedent's 
majority interest as a minority interest with a 50% discount. 

The fact that 2009 was a bad time isn’t the issue—rather the issue was whether things really became that much 
worse from April of 2009 (when things were already fairly bad in the real estate market readers may recall) and 
November of that year. 

Ultimately the Court found: 

We do not believe that Congress intended to allow as great a charitable contribution deduction where 
persons divert a decedent’s charitable contribution, ultimately reducing the value of property transferred 
to a charitable organization. This conclusion comports with the principle that if a trustee “is empowered 
to divert the property * * * to a use or purpose which would have rendered it, to the extent that it is subject 
to such power, not deductible had it been directly so bequeathed * * * the deduction will be limited to 
that portion, if any, of the property, or fund which is exempt from an exercise of the power.” Sec. 20.2055-
2(b)(1), Estate Tax Regs. Eugene and his brothers thwarted decedent’s testamentary plan by altering 
the date-of-death value of decedent’s intended donation through the redemption of a majority interest 
as a minority interest.  

The trust did not transfer decedent’s bequeathed shares nor the value of the bequeathed shares to the 
foundation. Accordingly, we hold that the estate is not entitled to the full amount of its claimed charitable 
contribution deduction. Respondent’s determination is sustained. 

The case mainly serves as a cautionary tale about taking too much comfort in having a “valid non-tax purpose” 
for a transaction.  The brothers had valid reasons for doing what they did—but they were tripped up when they 
sought a valuation to justify a price for the redemption that was significantly less than the value that had been 
determined just a few months earlier.   
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The Court was clearly troubled by the introduction of significant discounts in the second valuation even though 
it was arguably the same asset being valued as had been valued earlier—and the Court didn’t buy any 
explanation for the change in methodology. 

SECTION: 4975 
TAXPAYER NOT ALLOWED TO USE STEP TRANSACTION DOCTRINE TO ESCAPE 
CONSEQUENCES OF PROHIBITED TRANSACTION WITH HIS IRA 

Citation: Thiessen v. Commissioner, 146 TC No. 7, 3/29/16  

Of the three issues raised in the case of Thiessen v. Commissioner, 146 TC No. 7, the first will likely evoke a 
sense of déjà vu in some readers.  And you will be right—the facts for the first issue (did the beneficiaries of two 
IRAs participate in prohibited transactions causing the entire IRA balances to be immediately taxable) are very 
similar to those the Tax Court had previously ruled upon in the case of Peek v. Commissioner, 140 TC 216 back 
in 2013. 

However the taxpayer would introduce two defenses to the imposition of tax in this situation the court would 
view—but the Court would not use the step transaction doctrine to view the transaction in the taxpayer’s favor 
in these areas. 

The case involved a taxpayer used a rollover of retirement funds from his former employer to establish an IRA.  
Then he and his wife used the funds in their IRA to establish a new corporation (Elsara Enterprises, Inc.).  The 
new corporation used the cash to purchase an unincorporated business (Acona Job Shop). 

As part of the purchase, Mr. and Mrs. Thiessen personally guaranteed the promissory note that was issued by 
Elsara to the seller as part of the purchase.  That guarantee the IRS argued was a prohibited transaction, being 
effectively identical to the structure the Court had found to be a prohibited transaction in the Peek case. 

Part of the reason for the identical facts may arise from the fact that two of the advisers in this case were also 
advisers involved in the Peek case.  The business broker that arranged the purchase of Acona and suggested 
using the available funds from a rollover from Mr. Thiessen former employer’s plan was the same one who 
arranged a similar purchase in Peek.  When Mr. Thiessen discussed using this structure with a friend who had 
used this same structure to acquire a business, the friend referred him to the same CPA who had assisted in 
implementing the Peek structure as well. 

Not surprisingly on this issue the Tax Court arrived at the same result as in Peek—the treatment of the entire 
balance of the IRA as distributed on the first day of the tax year in which the guarantee took place. 

The “full distribution” rule for IRAs that participate in a prohibited transaction is found in IRC §408(e)(2) which 
provides: 

(2) Loss of exemption of account where employee engages in prohibited transaction 

(A) In general 

If, during any taxable year of the individual for whose benefit any individual retirement account 
is established, that individual or his beneficiary engages in any transaction prohibited by section 
4975 with respect to such account, such account ceases to be an individual retirement account 
as of the first day of such taxable year. For purposes of this paragraph— 

(i) the individual for whose benefit any account was established is treated as the creator 
of such account, and 

(ii) the separate account for any individual within an individual retirement account 
maintained by an employer or association of employees is treated as a separate 
individual retirement account. 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=10693
http://www.ustaxcourt.gov/USTCInOP/OpinionViewer.aspx?ID=16
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(B) Account treated as distributing all its assets 

In any case in which any account ceases to be an individual retirement account by reason of 
subparagraph (A) as of the first day of any taxable year, paragraph (1) of subsection (d) applies 
as if there were a distribution on such first day in an amount equal to the fair market value (on 
such first day) of all assets in the account (on such first day).  

IRC §4975, cited above, defines various prohibited transactions.  In this case the IRS alleged that the guarantee 
violated the prohibited transaction defined at IRC §4975(c)(1)(B) as the “lending of money or other extension of 
credit between a plan and a disqualified person…”  A disqualified person includes a person (such as Mr. 
Thiessen in the case of this self-directed IRA) who “exercises any discretionary authority or discretionary control 
respecting management of such plan or exercises any authority or control respecting management or disposition 
of its assets.” [IRC §4975(e)(3)(A)] 

The Court noted what it had held in the Peek case: 

Our agreement with respondent’s primary argument is compelled by the Court’s Opinion in Peek v. 
Commissioner, 140 T.C. 216. There, Mr. Blees promoted the IRA funding structure to two unrelated 
taxpayers who, pursuant to that promotion, rolled over funds in their retirement plans to self-directed 
IRAs and caused the IRAs to establish and to wholly own a newly formed corporation. See id. at 218-
220. The taxpayers then caused the corporation to purchase (through AJH) the assets of a business by, 
among other things, receiving from the seller a loan that the taxpayers personally guaranteed. See id. 
at 217, 220-221. The Court held that the taxpayers were “disqualified persons” within the meaning of 
section 4975(e)(3) and held that the taxpayers’ guaranties of the loan were prohibited transactions in 
that the guaranties constituted indirect extensions of credit between the taxpayers and the IRAs. See 
id. at 224-225; see also Janpol v. Commissioner, 101 T.C. 518, 527 (1993) (“An individual who 
guarantees repayment of a loan extended by a third party to a debtor is, although indirectly, extending 
credit to the debtor.”). The Court held that the taxpayers’ participation in the prohibited transactions 
caused the IRAs to cease qualifying as IRAs within the meaning of section 408(a) in the year in which 
the guaranties were made. Peek v. Commissioner, 140 T.C. at 227. 

The Court was not moved by the taxpayers’ pleas that the Court should disregard the Peek decision or 
distinguish this case.  The Court rejected the taxpayers claim that only the Department of Labor could determine 
if a transaction was a prohibited transaction, noting that the ultimate resolution of the meaning of the law resides 
with the Court and not the executive branch agency.  The Court also noted that its interpretation of this provision 
was wholly consistent with the Department of Labor’s view as stated in DOL Advisory Op. 90-23A.  The Court 
also refused to find that the ruling in Peek relied on the fact that the corporation there wasn’t an operating 
corporation, noting the opinion never discussed that issue and that it was not relevant.   

As well, the fact that there wasn’t case law specifically interpreting this provision prior to when they entered the 
transaction wasn’t relevant—the law exists as of the day Congress enacts it, and its effectively is not held in a 
pending status until the first case is decided. 

All well and good—but you may note this is a published Tax Court case which indicates it deals with a matter 
not previously decided by the Court.  And, as you will need, Peek was a published decision issued in 2013 that 
dealt with the above issues.   

In this case the taxpayers put forward two additional defenses that were not brought forth (and in one case not 
potentially applicable in any event) in Peek—did the taxpayers qualify for relief under the exemption found at 
IRC §4975(d)(23) who provides that a transaction is not a prohibited transaction, even though otherwise meeting 
the definition, if it is a transaction “in connection with the acquisition, holding, or disposition of any security or 
commodity, if the transaction is corrected before the end of the correction period.” 
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The taxpayers argue their guarantee is such a transaction which they should have the right to correct, since it 
was in connection with the acquisition of a security (Elsara stock in this case).  The Court held that while that 
provision can allow for correction of a prohibited transaction, in this case the guarantee was in connection with 
Elsara’s acquisition of assets, not in connection with the taxpayers’ acquisition of Elsara stock—they acquired 
that upon formation of the corporation and that was not the problem transaction in this case. 

The taxpayers’ final argument was that the IRS had simply raised the issue after the statute of limitations had 
expired thus, even if the IRS was right, they could not collect tax from the year in which the transaction had taken 
place.  And the IRS had clearly not issued the assessment within three years after the return was filed as required 
by IRC §6501(a). 

The IRS argued that, while this was the case, this situation was governed by the substantial understatement of 
income rule found at IRC §6501(e)(1)(A) that provides: 

If the taxpayer omits from gross income an amount properly includible therein and— 

(i) such amount is in excess of 25 percent of the amount of gross income stated in the return... 

the tax may be assessed, or a proceeding in court for collection of such tax may be begun 
without assessment, at any time within 6 years after the return was filed. 

The taxpayers pointed that they had noted the amount of the rollover from Mr. Thiessen’s retirement plan on 
their Form 1040, so the income was not “omitted” from the return—the IRS had been put on notice that an event 
had occurred with regard to the IRA. 

However, the Court points out it was not the rollover that was at issue here—the IRS never claimed the rollover 
from the employer plan to the IRA was flawed or that the IRA that was initially established was not an IRA.  
Rather, as the Court continues: 

As discussed above, the prohibited transactions are petitioners’ guaranteeing of the loan, and the 
unreported income arises from the resulting taxable deemed distribution to petitioners of the assets in 
petitioners’ IRAs (and not from petitioners’ rollover of the retirement funds into petitioners’ IRAs). Indeed, 
the deficiency notice states specifically that the unreported income stems from IRA distributions and 
makes no mention of the rollovers or the taxability thereof. 

An important point to note on both of the “extra” defenses advanced beyond those offered in Peek is that the 
Court refused to “collapse” the entire transaction into a single transaction in applying either the “security” or 
“reporting of income” tests.  While the IRS can (and often does) make use of the step transaction doctrine in 
attacking an arrangement of the taxpayer, the taxpayer is far less likely to be allowed to view the transaction 
he/she structured as if it were different if that revised view gives a more favorable tax result than if each step in 
the transaction was treated as distinct. 

SECTION: 4980D 
IN INFORMATION LETTER IRS CONFIRMS THAT A PLAN COVERING A SINGLE EMPLOYEE 
MAY REIMBURSE PRIVATE INSURANCE PREMIUMS WITHOUT VIOLATING ACA 

Citation: Information Letter 2016-005, 3/26/16 

In Information Letter 2016-006 the IRS reaffirmed that an employer does not run afoul of the penalties imposed 
on employer plans that reimburse private insurance coverage if such a plan covers only a single employee.  

The letter was written in response to an inquiry by Representative Tom Price on behalf of a constituent asking 
whether he could continue to reimburse the medical insurance premiums of his only employee without running 
afoul of the Affordable Care Act (ACA).  More specifically the issue is avoiding the $100 per day penalty under 
IRC §4980D for having a plan that was in violation of market reform rules for employer sponsored group plans. 

https://www.irs.gov/pub/irs-wd/16-0005.pdf
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In Notice 2013-54 the IRS had held that generally an employer that reimburses employees for plans purchased 
outside of the group health insurance market (that is, individual health insurance plans) would be in violation on 
the ban on the  annual and lifetime limitation on benefits under a plan, since the payment of premiums (which 
would be limited) could only be considered part of a plan if the insurance plan whose premiums were being paid 
was offered on the group plan market. 

However, as the Notice pointed out,  some plans are exempted.  More specifically, as this letter points out, “[t]he 
ACA market reform rules do not apply to a group health plan if the plan has less than 2 participants who are 
active employees. See Internal Revenue Code section 9831(a)(2). Thus, if * * * provides health coverage to a 
single employee by reimbursing that employee's individual health policy premiums, the arrangement is not 
subject to the ACA.” 

The following summarizes the issues involved with such an employer program reimbursing private insurance 
premiums (assuming the program requires strict substantiation of the payment in accordance with Revenue 
Ruling 61-146): 

Number of employees covered 
at the beginning of the year Single current employee 

More than one current 
employee 

Payment included in wages of 
employee 

No No 

Payment treated as wages for 
FICA, Medicare and FUTA 
purposes 

No No 

Employer subject to $100 a day 
excise tax on an ACA 
noncompliant plan 

No Yes 

 

Advisers should note that establishing such a plan is not without some risks.  The most significant is to make 
sure the sponsor understands the strict “one employee” limit on the program.  If the employer adds another 
employee this arrangement will no longer work to avoid imposition of the $100 per day penalty, thus the employer 
would be forced to discontinue such reimbursement or revert to the use of insurance found on the group market, 
normally by obtaining such insurance itself. 

As well, it may well be risky to attempt a “carve out” plan that provides this benefit for one employee while 
continuing to provide standard group coverage to other employees.  The risk in that situation is that the IRS 
would consider the employer to not have two plans, but rather a single plan with two options (one giving coverage 
of group premiums while the other covers non-group premiums) that would again open up the $100 per day 
penalty. 

But this exemption does provide relief for situations (such as one person service corporations) where there 
simply never will be a second employee.  In such cases the employee can obtain an individual policy with the 
employer paying for the premium. 

 

https://www.irs.gov/pub/irs-drop/rr-61-146.pdf
https://www.irs.gov/pub/irs-drop/rr-61-146.pdf
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