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SECTION: SECURITY 
IRS HAS FOUND CASES WHERE PREPARER'S IT SYSTEMS TAKEN OVER AND USED TO 
FILE FRAUDULENT RETURNS 

Citation: e-News for Tax Professionals, Issue 2016-15, 4/15/16 

Another security issue has arisen in the tax arena, this time targeted not at the IRS, but rather at tax preparers.  
In Issue 2016-15 of e-News for Tax Professionals newsletter published by the IRS the agency warned of 
criminals targeting tax professionals to take control of their systems to file fraudulent returns using the client’s 
information and redirect the fraudulent refunds to accounts the criminals control. 

The text of the article is provided below: 

In advance of the tax deadline, the Internal Revenue Service today warned tax professionals of a new 
emerging scam in which cybercriminals obtain remote control of preparers’ computer systems, complete 
and file client tax returns and redirect refunds to thieves’ accounts.  

Although the IRS knows of a handful of cases to date, this scam has potential to impact the filing of 
fraudulent returns in advance of the April tax deadline and is yet another example of tax professionals 
being targeted by identity theft criminals.   

The IRS urges all tax preparers to take the following steps: 

 Run a security “deep scan” to search for viruses and malware 

 Strengthen passwords for both computer access and software access; make sure your 
password is a minimum of 8 digits (more is better) with a mix of numbers, letters and special 
characters 

 Be alert for phishing scams: Do not click on links or open attachments from unknown senders 

 Educate all staff members about the dangers of phishing scams in the form of emails, texts 
and calls 

Review any software that your employees use to remotely access your network and/or your IT support 
vendor uses to remotely troubleshoot technical problems and support your systems. Remote access 
software is a potential target for bad actors to gain entry and take control of a machine. Tax professionals 
should review Publication 4557, Safeguarding Taxpayer Data, A Guide for Your Business, which 
provides a checklist to help safeguard taxpayer information and enhance office security. 

The IRS’s suggested steps are the minimum that CPA firms and CPAs need to take in today’s environment, not 
only to protect against this threat but also against other attempts to either threaten the CPA’s IT systems or 
surreptitiously obtain information on the firm’s clients. 

The deep security scan, while it sounds like the most promising step, is probably the least likely to uncover the 
problem.  However, it is true that most malware scanning software has an option to run a more thorough scan 
and doing so on regular basis is likely prudent.  However, note that most malware will quickly attempt to disable 
the security software or otherwise hide from it—and the malware is generally tested against the major programs.  
While the vendors quite often do later update the software to harden the program against the attack, that 
hardening may not make any difference if the malware has prevented your security software from obtaining 
updates. 

Setting strong passwords for both accessing the computer system and software (like tax preparation systems) 
is an important step.  It won’t necessarily stop all attacks, since most are going to be “let in” by the user who has 
already logged in, but it will make it easier to prevent situations where third parties (such as janitorial vendors) 
are able to access machines or programs and install the control programs.  Similarly, good passwords on 

https://www.irs.gov/uac/Join-e-News-for-Tax-Professionals
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software provides a partial roadblock, since someone getting access to the machine can’t immediately start 
using the software. 

Certainly no computer should simply power up to the desktop without requiring the user to log in and the 
passwords used to log in should not be obvious (password is clearly a bad one), nor should be they be written 
down on a note next to the machine. 

Remote access software is also a potential gotcha for a couple of reasons.  First, as the IRS notes, such software 
(including software used by IT and other support vendors) has been used to gain access to systems.  Second, 
by definition it has to be open to the outside world.  Thus the method of authentication must be rock solid—and 
“security by obscurity” (such as using a nonstandard port) is not anywhere near sufficient.  

Preferably access is protected either by the use of a key installed on machines authorized to “tunnel in” (so that 
only those are allowed entry) or the system is secured by a strong password and two-factor authentication 
systems (where a code is generated by a program running on the outside user’s smartphone or a code is sent 
by text to that person that must be entered to log into the system). 

But the real protection comes from the last two suggestions—all users must be trained on the risks of phishing 
scams that attempt to get users to click on attachments or visit web sites.  The one point I disagree with the 
IRS’s advice on regards the IRS’s limiting the advice to only mail from “unknown senders.”  Unfortunately, 
phishing emails often will be created when a criminal gets a copy of a client’s contact list, so the payload may 
be found in an email coming from (but not actually sent by) a known sender. 

The most important suggestion is the latter—there must be training given to all members of the firm regarding 
the dangers of these scams, and that they won’t only come via email or websites.  Phone calls, faxes, texts, etc. 
can be used as part of a program to obtain information that can eventually be used to take over a computer 
system. 

 

SECTION: 53 
CREDIT CARRYOVER OF DECEASED SPOUSE CANNOT BE USED BY SURVIVOR IN 
LATER TAX YEARS 

Citation: Vichich v. Commissioner, 146 TC No. 12, 4/21/16  

Should a surviving spouse be able to make use of an unused credit carryforward of her former spouse?  That 
question was posed in the case of Vichich v. Commissioner, 146 TC No. 12—and, as the Court noted, this wasn’t 
a question the Court had considered before. 

The credit in this was the minimum tax credit under §53.  The minimum tax credit generally relates to a minimum 
tax paid in a prior year that is related to differences between the regular tax and the alternative minimum tax 
(AMT) that will reverse in later.  In this case William Vichich has exercised incentive stock options (ISOs) granted 
to him by his employer in 1998. 

For regular tax purposes the difference between the fair value of the ISO shares received by the exercise of the 
options and the price paid under the option is not treated as income.  If the taxpayer holds the shares until the 
later of two years after the grant of the option by the taxpayer’s employer or the taxpayer’s exercise of the option, 
a later sale will treat any excess of the sales price over the exercise price paid as long term capital gains. 

However, under the alternative minimum tax that special exclusion on exercise does not apply.  Rather such 
options are treated in the same manner as nonqualified options are normally treated—the excess of the value 
on the date of exercise over the exercise price is treated as income in computing alternative minimum taxable 
income.  However, when the shares are later sold, the taxpayer will be able to use the higher fair value basis in 
computing the recognized gain or loss in computing alternative minimum taxable income—so the difference does 
reverse. 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=10672
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William and his then spouse (who was not Nadine, the taxpayer in this case) paid alternative minimum tax in the 
year in question which gave rise to a minimum tax credit.  However, like many taxpayers in the late 1990s, 
William discovered that he was never able to actually use that credit.  William divorced Marla Vichich in January 
2002 and then married Nadine later that year.  On their joint 2002 return they reported a minimum tax credit of 
zero and a carryforward of $304,442.   

William died in 2004, still married to Nadine.  However, following the 2002 return no minimum tax credit form 
was attached to their return, nor did Nadine attach such a form to her returns from 2005-2008.  But she later 
amended her 2007 and 2008 returns to claim the credit, as well as claiming it on her 2009 return.  You may 
recall that during that period Congress had changed the law to allow for the refund of “old” minimum tax credit 
carryovers, which resulted in six figure refunds being claimed for 2008 and 2009 by Nadine. 

While the IRS paid her 2007 refund claim, they denied her claim for 2008 and then later issued a notice of 
deficiency on the 2009 return after initially paying out the refund.  The IRS claim was that she had not established 
her right to any carryover of the minimum tax credit from her former husband. 

The opinion starts out by noting that neither party questioned whether, in fact, the entire minimum tax credit had 
passed to William upon his divorce in 2002.  While the Court did not look into that fact, its mention of this issue 
is a caution that some or all of the credit might be reduced at that event depending on whether a portion of that 
credit is properly allocable to the former spouse, something that seems likely to be true in a community property 
jurisdiction.  However, this particular case involved Ohio, not a community property jurisdiction, so it seems 
reasonable to accept that William received all of the carryover following the divorce. 

As the Court points out, generally deduction carryovers that are allocable to the deceased spouse “die” to the 
extent they cannot be used on the final joint return. 

In Rose v. Commissioner, T.C. Memo. 1973-207, the Court held that a taxpayer may carry forward one-
half of the net operating losses reported on joint returns during her marriage and offset them against 
separate income earned after her husband’s death. The determining factor in Rose was the extent to 
which the taxpayer participated in the risk when the loss occurred; the taxpayer was essentially an equal 
partner with her husband and was therefore entitled to half of the net operating losses, whereas the 
losses attributable to her husband’s participation in the business were not available for her to use in 
subsequent years. Id. The analysis in Rose, accords with the treatment of net operating losses under 
Rev. Rul. 74-175, 1974-1 C.B. 52, which limits the deductibility of capital and net operating losses 
sustained by a decedent during his last taxable year to the final return (whether separate or joint) filed 
on his behalf; the estate is not eligible to deduct such losses. Similarly, under section 1.170A-
10(d)(4)(iii), Income Tax Regs., a taxpayer may not deduct the excess charitable contributions of his or 
her deceased spouse. 

Nadine points out, though, that this was not a deduction, but rather a credit—and one specifically enacted (and 
then made refundable by Congress) to deal with a basic inequity in the tax law. 

The Court, though, did not conclude that this would lead to a different treatment. 

While we recognize that the purposes of the AMT credit and the NOL carryover are not identical, we 
nonetheless find informative the authorities limiting the transfer of NOL carryovers between spouses. 
Petitioner offers us no reason not to extend those authorities to this case. She grounds her claim to the 
credit in issue entirely in the remedial purposes she alleges underlie section 53(e) and (f). Those 
subsections, however, have no bearing on her ability to take into account, for purposes of section 
53(b)(1), the adjusted net minimum tax imposed on her husband before their marriage. Therefore, 
because petitioner could not deduct for a postmarital year an NOL incurred by her husband even during 
their marriage, much less before it, we conclude, on the basis of the record and the arguments before 
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us, that, she was not entitled to take into account under section 53(b)(1) her husband’s premarital 
adjusted net minimum tax liability in computing her own minimum tax credit for tax year 2009. 

One other item is useful to note—when Nadine filed her original claim for refund she included a Form 8275, 
Disclosure Statement, with the amended return.  Although the IRS initially argued she should be subject to an 
accuracy related penalty on the tax due, they IRS conceded that issue before trial.  Most likely the IRS recognized 
that, since Nadine had fully disclosed her position on the initial amended return that the IRS paid a refund for, 
the taxpayer was likely going to carry a “reasonable cause” defense for her positions taken in the following two 
years.   

SECTION: 162 
IRS REFUSES TO BLESS POSITION THAT CONTRIBUTIONS TO CHARITY MADE 
CONTINGENT ON EMPLOYEE CONTRIBUTIONS TO PAC CREATED A DEDUCTION 

Citation: PLR 201616002, 4/15/16 

Politics is in the air in the election year of 2016, and the IRS was asked to rule on an attempt by an employer to 
“incentivize” employees to contribute to a political action committee established by the employer and funded by 
employees of the organization and its subsidiaries.  In LTR 201616002 the IRS ruled that this structure did not 
give rise to a deductible payment by the employer. 

The memorandum describes the PAC and its reason for being as follows: 

Taxpayer, a corporation, is prohibited by the Federal Election Campaign Act (FECA) from contributing 
to federal election campaigns. 52 U.S.C. § 30118(a); 11 CFR § 114.2(b). Consistent with the FECA, 
Taxpayer established PAC, which is funded by employees of Taxpayer and its subsidiaries. PAC is a 
political organization exempt from taxation under section 527 of the Code. PAC's purpose, as stated in 
its charter, is to “disburse funds to candidates” for public office. The candidates are chosen by PAC’s * 
* *. 

The employer wanted to incentivize its employees to contribute to the PAC, and so came up with the following 
system: 

To incentivize employee contributions of at least Amount1 but not more than Amount2 to PAC, Taxpayer 
matches each of these contributions with a contribution in the name of the employee to one or more 
charities selected by the employee. 

The employer’s argument was that this would be a deductible ordinary and necessary business expense under 
IRC §162 and, since it was paid to the charity and not a political organization, it would not run afoul of the 
prohibition on the deduction of contributions for political purposes under IRC §162(e)(1)(B) which provides: 

(e) Denial of deduction for certain lobbying and political expenditures 

(1) In general  

No deduction shall be allowed under subsection (a) for any amount paid or incurred in 
connection with— 

…  

(B) participation in, or intervention in, any political campaign on behalf of (or in 
opposition to) any candidate for public office, 

The employer therefore asked the IRS to approve this structure, asking for a private letter ruling. 

However the IRS did not accede to that request.  Rather the agency took the position that these payments to 
charity were “in connection with” the proscribed political conduct described in IRC §162(e)(1)(B). 

https://www.irs.gov/pub/irs-wd/201616002.pdf
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The ruling concludes: 

Here, the contributions to PAC and Taxpayer's matching contributions are inextricably linked. The 
contributions to PAC are a prerequisite for Taxpayer's matching contributions. Moreover, Taxpayer's 
matching contributions are intended to incentivize contributions of Amount1 or more to PAC. Applying 
section 162(e)(1)(B), the regulations, and case law, we conclude that Taxpayer's matching contributions 
are “in connection with” a political campaign on behalf of a candidate for public office, and are not 
deductible under section 162. 

SECTION: 183 
COMMENTING THAT HOBBY LOSS REGULATION IS GOOFY, SEVENTH CIRCUIT 
REVERSES TAX COURT AND FINDS HORSE RACING OPERATION RUN WITH A PROFIT 
MOTIVE 

Citation: Roberts v. Commissioner, CA7,  Case No. 15-3396, 4/15/16 

The Seventh Circuit Court of Appeals, reversing the Tax Court, held in the case of Roberts v. Commissioner, 
CA7, Case No. 15-3396, found that Merrill Roberts had operated his race horse operation with a profit motive 
for all years and not just beginning in a specific later year.  But in doing so Judge Posner could not resist in 
pointing out his view on the unworkable nature of the regulations that are provided to guide making the decision. 

Mr. Roberts, a successful businessman, had acquired race horses in 1999 but not until 2005 did he decide to 
build a larger training facility and “ramp up” the business, a business that generated losses.  In the original case 
the Tax Court found that there was not a business until 2007, so that his losses in 2005 and 2006 were subject 
to the hobby loss rule. 

The appellate panel found that holding at odds with the facts of the case. The opinion notes: 

The Tax Court’s ruling that Roberts’ horse-racing enterprise was a hobby in 2005 and 2006 but became 
a business in 2007 and remained so in 2008, and apparently has been one in every year since given 
the IRS’s failure to challenge his horse-racing deductions for any year since 2008, is untenable; it 
amounts to saying that a business’s start-up costs are not deductible business expenses — that every 
business starts as a hobby and becomes a business only when it achieves a certain level of profitability. 
Yet Roberts’ 2007 “business” (conceded to be such by the Tax Court) did not begin that year, but rather 
evolved from his decision in 2005 to build a larger training facility and his attempt to do so on his existing 
property (which however the City of Indianapolis prevented); the large land purchase that he had made 
in 2006; and the improvements (enabled by the purchase) in his horse-training facility that he had made 
that year. The Tax Court’s finding that his land purchase and improvements were irrelevant to the issue 
of profit motive until he began using the new facilities is unsupported and an offense to common sense. 
He intended the land and improvements for his horse-racing business, and intent to make a profit is 
what makes an activity a business. The fact that he became involved in horse racing because he was 
greatly reducing his involvement in his original business (thus signaling a career change), and the further 
fact that he assisted in lobbying designed to increase the profitability of horse racing, also contradict the 
hobby hypothesis. 

But the opinion goes on to criticize the “9 factor” test used in the regulations under Section 183 to make this 
determination, specifically holding “[w]e mustn't be too hard on the Tax Court. It felt itself imprisoned by a goofy 
regulation (26 C.F.R. § 1.183-2, Treas. Reg. § 1.183-2: Activity Not Engaged in for Profit Defined; see, e.g., 
Faulconer v. Commissioner, 748 F.2d 890 (4th Cir. 1984))…” 

The Court then goes on to specifically criticize this test: 

Notice in the introductory paragraph (the one labeled “Relevant factors”) that “No one factor is 
determinative” and that not “only the factors described in this paragraph are to be taken into account in 

http://media.ca7.uscourts.gov/cgi-bin/rssExec.pl?Submit=Display&Path=Y2016/D04-15/C:15-3396:J:Posner:aut:T:fnOp:N:1738162:S:0
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making the determination” (emphasis added) whether the taxpayer’s activity is a business or a hobby. 
In other words, the test is open-ended — which means that the Tax Court was not actually required to 
apply all of those factors to Roberts’ horse-racing enterprise. It could have devised its own test, with its 
own factors, as long as it explained why the factors that “should normally be taken into account” were 
insufficient. 

This author notes that the “nine factor” test decisions are often very difficult to reconcile with each other and that, 
in fact, Judge Posner’s final observation on the point is really what is a more practical way to view this issue: 

Considering that most commercial enterprises are not hobbies, the Tax Court would be better off if rather 
than wading through the nine factors it said simply that a business that is in an industry known to attract 
hobbyists (and horse racing is that business par excellence), and that loses large sums of money year 
after year that the owner of the business deducts from a very large income that he derives from other 
(and genuine) businesses or from trusts or other conventional sources of income, is presumptively a 
hobby, though before deciding for sure the court must listen to the owner's protestations of business 
motive. For an analysis along these lines see our decision in Estate of Stuller v. United States, 811 F.3d 
890, 896-98 (7th Cir. 2016). 

 

SECTION: 752 
AFTER INITIALLY INDICATING BAD BOY PROVISION WOULD CONVERT DEBT TO 
RECOURSE, IRS CHANGES ITS MIND IN SECOND MEMORANDUM 

Citation: Chief Counsel Memorandum AM-2016-001, 4/15/16, Chief Counsel Advice 201606027, 
2/5/16 

The IRS, deciding that discretion is the better part of valor, has backed off a position staked out related to “Bad 
Boy” provisions in non-recourse loan documents in a Chief Counsel Advice, effectively reversing its position in 
Generic Legal Advice AM 2016-001.  Now the IRS believes that, generally, such provisions will not convert the 
debt from nonrecourse to recourse debt, a result that would torpedo the expected tax effects of many real estate 
partnerships. 

Original IRS Memorandum 

In the memorandum that triggered an ensuing panic in the real estate community, the IRS took a look at a 
number of issues related to liabilities and at-risk rules related to partnership interest in the Chief Counsel Advice 
201606027.  The advice relates to a partnership that acquired existing hotels and renovated them, but did not 
operate the hotels.   

One of the partners executed a guarantee on the otherwise nonrecourse debt that could be triggered if certain 
conditions were met.  The conditions included “the partnership admitting in writing that it is insolvent or unable 
to pay its debts when due, or its voluntary bankruptcy or acquiescence in an involuntary bankruptcy.” 

The partnership agreement also provided that, should the partner who signed the guarantee actually make a 
payment under the guarantee, that partner could make a call for non-guaranteeing partners to make capital 
contributions.  If a partner failed to make that payment, either the partners’ fractional interest in the partnership 
would be adjusted downward, the amount would be treated as a loan to those partners or enter into a subsequent 
allocation agreement under which the risk of guarantee would be shared among the partners. 

As likely is clear to many readers, a number of questions come to mind regarding this partnership.  The 
memorandum looks at the following four questions: 

 Is the operation of the partnership’s acquisition and renovation of the hotels an “activity of holding real 
property” under §465(b)(6)(A) that would allow it to have “qualified nonrecourse debt” that would not 

https://www.irs.gov/pub/lanoa/am2016-001.pdf
https://www.irs.gov/pub/irs-wd/201606027.pdf
https://www.irs.gov/pub/irs-wd/201606027.pdf
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be subject to the at-risk rules that would otherwise limit partners’ ability to claim losses on basis arising 
from that debt? 

 Does the guarantee by the one partner transform the debt in question from non-recourse debt to 
recourse debt under §752? 

 If the debt would be converted to recourse debt, does the right of the guarantor to issue a call for 
contributions under the terms provided give all of the partners economic risk of loss for purpose of 
allocating the debt under the recourse debt allocation rules? 

The memo concludes that the activity in question does qualify as an “activity of holding real property” that would 
allow certain nonrecourse debts to be treated as qualified nonrecourse debts that sidestep the at risk rules that 
would normally be triggered by a nonrecourse debt.  Although the memorandum does not actually provide a 
detailed analysis of the why it comes to this conclusion, it certainly seems to make sense given the fact that the 
partnership does not actually operate the hotels. 

However all that finding does is potentially allow partners to treat their allocation of qualified nonrecourse debt 
as not limited by the at-risk rules of §465.  But the other issues raise the question of whether, given the guarantee 
arrangement, the debt in question actually is nonrecourse debt. 

What about the guarantee of the nonrecourse debt by the LLC member?  Generally if any partner has “economic 
risk of loss” with regard to a debt then the debt is considered a recourse rather than nonrecourse debt.   

The memorandum describes the application of the regulations regarding the existence of an “economic risk of 
loss” as follows:  

Section 1.752-2(b)(1) provides generally that, except as otherwise provided, a partner bears the 
economic risk of loss for a partnership liability to the extent that, if the partnership constructively 
liquidated, the partner or related person would be obligated to make a payment to any person (or a 
contribution to the partnership) because that liability becomes due and payable and the partner or 
related person would not be entitled to reimbursement from another partner or person that is a related 
person to another partner. 

The memorandum goes on to describe how it is determined if a partner has such an obligation to make a 
payment: 

Section 1.752-2(b)(3) provides that the determination of the extent to which a partner or related person 
has an obligation to make a payment under § 1.752-2(b)(1) is based on the facts and circumstances at 
the time of the determination. All statutory and contractual obligations relating to the partnership liability 
are taken into account for these purposes, including (i) contractual obligations outside the partnership 
agreement such as guarantees, indemnifications, reimbursement agreements, and other obligations 
running directly to creditors or other partners, or to the partnership; (ii) obligations to the partnership that 
are imposed by the partnership agreement, including the obligation to make a capital contribution and 
to restore a deficit capital account upon liquidation of the partnership, and (iii) payment obligations 
(whether in the form of direct remittances to another partner or a contribution to the partnership) imposed 
by state law, including the governing state partnership statute. To the extent that the obligation of a 
partner to make a payment with respect to a partnership liability is not recognized under § 1.752-2(b)(3), 
§ 1.752-2(b) is applied as if the obligation does not exist. 

However, the memorandum notes that under Reg. §1.752-2(b)(4) a contingent liability to make payments is not 
considered if it either: 

 Is subject to contingencies that make it unlikely that the obligations will ever actually be discharged or 

 A payment obligation would not arise until the occurrence of a future event that is not determinable 
with reasonable certainty. 
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In the latter case, the obligation is not considered until such time as the event actually takes place. 

The memorandum concludes that a bona fide guarantee given to a lender that is enforceable under local law 
generally will create an obligation that give rise to economic risk of loss.  As the memorandum notes: 

As a threshold matter, a bona fide guarantee that is enforceable by the lender under local law generally 
will be sufficient to cause the guaranteeing partner to be treated as bearing the economic risk of loss for 
the guaranteed partnership liability for purposes of § 1.752-2(a). For purposes of § 1.752-2, we believe 
it is reasonable to assume that a third-party lender will take all permissible affirmative steps to enforce 
its rights under a guarantee if the primary obligor defaults or threatens to default on its obligations. 

The memorandum goes on to conclude that when an LLC member guarantees the debt of the LLC, he/she 
becomes “like” a general partner in a limited partnership.  Unlike a limited partner who guarantees debt, this 
member has no recourse against a real general partner, but rather has to look to the assets of the LLC itself for 
any recovery of payments on the guarantee. 

The memorandum therefore continues: 

Therefore, in the case of an LLC treated as a partnership or disregarded entity for federal tax purposes, 
we conclude that an LLC member is at risk with respect to LLC debt guaranteed by such member, but 
only to the extent that 

(1) the guaranteeing member has no right of contribution or reimbursement from other 
guarantors, 

(2) the guaranteeing member is not otherwise protected against loss within the meaning of § 
465(b)(4) with respect to the guaranteed amounts, and 

(3) the guarantee is bona fide and enforceable by creditors of the LLC under local law. 

But this guarantee serves to remove the debt from treatment as qualified nonrecourse debt for the other LLC 
members.  As the memorandum continues: 

Under § 465(b)(6)(B)(iii), a liability is qualified nonrecourse financing only if no person is personally liable 
for repayment.  When a member of an LLC treated as a partnership for federal tax purposes guarantees 
LLC qualified nonrecourse financing, the member becomes personally liable for that debt because the 
lender may seek to recover the amount of the debt from the personal assets of the guarantor. Because 
the guarantor is personally liable for the debt, the debt is no longer qualified nonrecourse financing as 
defined in § 465(b)(6)(B) and § 1.465-27(b)(1). 

Further, because the creditor may proceed against the property of the LLC securing the debt, or against 
any other property of the guarantor member, the debt also fails to satisfy the requirement in § 1.465-
27(b)(2)(i) that qualified nonrecourse financing must be secured only by real property used in the activity 
of holding real property. 

The memorandum notes that if a guarantee was issued on a debt that was previously a qualified nonrecourse 
debt, the at-risk amounts for each of the members not part of the guarantee would be reduced, creating 
potentially a trigger of income recognition by the member.   

As well, the transaction would also raise issues with regard to basis, as the debt would effectively be reallocated 
to the member who provided the guarantee. 

While the memorandum doesn’t mention the alternative position, real estate advisers have generally viewed the 
sorts of triggers found in this agreement to be of the type described in Reg. §1.752-2(b)(4) where the guarantee 
“is disregarded if, taking into account all the facts and circumstances, the obligation is subject to contingencies 
that make it unlikely that the obligation will ever be discharged. If a payment obligation would arise at a future 
time after the occurrence of an event that is not determinable with reasonable certainty, the obligation is ignored 
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until the event occurs.”  If that were the case, the debt would remain a nonrecourse debt, not be converted to 
recourse. 

How about the capital call option should the guarantee be called upon?  Does that “save” the day by allowing a 
portion of the now recourse debt to be allocated to the other members? 

This time the memorandum notes that this has to be considered based on the facts and circumstances, including 
economic realities.  As the memorandum notes: 

We believe that Pritchett and Melvin stand for the proposition that the relevant inquiries when dealing 
with guarantees of partnership debt, for purposes of § 465, are whether the guarantee causes the 
guaranteeing partner to become the “payor of last resort in a worst case scenario” for the partnership 
debt, given the “economic realities” of the particular situation, and whether the guarantor possesses any 
“mandatory” rights to contribution, reimbursement, or subordination with respect to any other parties, as 
a result or consequence of paying on the guarantee, that would cause these other parties to be 
considered the “payors of last resort in a worst case scenario” with respect to that debt. 

And, in this particular case, the memorandum concludes that in this case that test is not met.  As the 
memorandum notes: 

We do not believe section 7.5(e) of the Operating Agreement imposes a mandatory payment obligation 
on A and B to make additional contributions to X if C is called upon to pay on C’s personal guarantees. 
Rather, section 7.5(e) permits C to call for additional capital from A and B, but if A and/or B chooses not 
to contribute additional capital, C’s remedies are limited to the remedies identified in paragraphs (i) and 
(ii) of that section. As a result, we do not believe the Operating Agreement gives C the right to bring an 
action against A and B to require them to contribute additional capital to X if they choose not to.  Further, 
because we believe C’s remedies are limited to paragraphs (i) and (ii) of section 7.5(e) if C calls for 
additional capital contributions from A and B if C is required to pay on C’s personal guarantee, we believe 
section 7.7 of the Operating Agreement is not applicable. In addition, because a separate contribution 
agreement was not entered into by the parties, section 7.9 is also inapplicable. 

Accordingly, because neither remedy available to C under section 7.5(e) requires A or B to make 
additional contributions to X if C is called upon to pay on C’s personal guarantees, we conclude that A 
and B do not bear the ultimate economic risk of loss for the guaranteed debt of X for purposes of § 752. 

What this case illustrates is the complexities that arise when dealing with LLC, debts and guarantees—risks that 
can be accidentally triggered when a client goes to renegotiate a debt or enter into a refinancing arrangement.  
The potential to trigger an income event is very real—and it likely won’t be obvious to the client that this could 
be a result of their entering into a new or revised debt agreement, or just a separate guarantee that is given. 

Initial Fallout from the Memorandum 

An article appearing in Tax Notes on February 17, 20161 notes that the guarantee provisions given to the lender, 
referred to as “Bad Boy” provisions, have been used regularly by lenders providing financing to real estate 
partnerships.  While the document is merely an IRS memorandum (and thus had only the standing that a legal 
memorandum by an experienced tax attorney would generally have), if the analysis is correct it is possible that 
a lot of debt has been “misallocated” in real estate structures. 

However, on February 23, Ossie Borosh, attorney-adviser, Treasury Office of Tax Legislative Counsel was 
quoted by Tax Notes2 as indicating that the real problem the IRS attorney had in this case was with just one of 

                                                      
1 “'Bad Boy' Guarantee Memo May Upend Real Estate Loan Allocations”, Tax Notes, February 17, 2016, 
2016 TNT 31-2 
2 “Seventh Carveout in ‘Bad Boy’ Guarantee Memo Stood Out”, Tax Notes, February 24, 2016, 2016 TNT 
36-3 
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the conditions (“"any co-borrower makes an assignment for the benefit of creditors, or admits in writing or in any 
legal proceeding that it is insolvent or unable to pay its debts as they come due”) and that “I don’t know that this 
was intended to change anything about how in general these sorts of carveouts are viewed.” 

IRS Issues Memorandum Specifically “Blessing” Most Bad Boy Provisions 

Of course, while assurances by an IRS official that we “really aren’t going after bad boy provisions in general” 
are welcome, it’s even less “official” than the CCA that was published—and there’s the troubling concern that 
the IRS might eventually decide that maybe that memo was correct. 

So the IRS decided at the end of March to issue a memorandum effectively arriving at a conclusion contrary to 
that given in CCA 201606027.  In AM 2016-001 the IRS decided that generally such provisions will not result in 
conversion of the debt to recourse. 

This memorandum specifically mentions the following provisions as ones considered “normal” in nonrecourse 
real estate financing: 

Sometimes guarantees of partnership nonrecourse obligations are conditioned upon the occurrence of 
one or more of the following "nonrecourse carve-out" events: 

(1) the borrower fails to obtain the lender's consent before obtaining subordinate financing or 
transfer of the secured property; 

(2) the borrower files a voluntary bankruptcy petition; 

(3) any person in control of the borrower files an involuntary bankruptcy petition against the 
borrower; 

(4) any person in control of the borrower solicits other creditors of the borrower to file an 
involuntary bankruptcy petition against the borrower; 

(5) the borrower consents to or otherwise acquiesces or joins in an involuntary bankruptcy or 
insolvency proceeding; 

(6) any person in control of the borrower consents to the appointment of a receiver or custodian 
of assets; or 

(7) the borrower makes an assignment for the benefit of creditors, or admits in writing or in any 
legal proceeding that it is insolvent or unable to pay its debts as they come due. 

The memorandum notes the reason such provisions are found in such notes: 

We understand that including some form of one or more of these “nonrecourse carve-out” provisions in 
loan agreements is a fairly common practice throughout the commercial real estate finance industry and 
has been for many years. By including these provisions, the lender seeks to protect itself from the risk 
that the borrower or a guarantor in charge of the borrower will undertake "bad acts" that will diminish or 
impair the value of the property securing the loan, that might disrupt the cash flow from the property, or 
that could delay, complicate or prevent the lender’s repossession of the property in the event of a default. 
An important aspect of these nonrecourse carve-outs is that the bad acts that they seek to prevent are 
within the control of the borrower or guarantor -- the borrower or a guarantor in control of the borrower 
can prevent them from occurring by, for example, obtaining the lender’s consent before seeking 
subordinate financing, or not acquiescing in an involuntary petition for bankruptcy. Because it is in the 
economic self-interest of borrowers and guarantors to avoid committing those bad acts and subjecting 
themselves to liability, they are very unlikely to voluntarily commit such acts. 
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Thus, such terms generally do not convert the debt to recourse in the view of the memo since they are highly 
unlikely to be triggered since the party that would have to act to trigger them would be acting against their own 
interests. 

But what about the specific provision that Ms. Borosh had mentioned was the specific concern in the original 
memorandum?  This memorandum goes through an analysis to now decide that this most likely is not an issue. 

The memorandum explains the original concern as follows: 

One of the common, “nonrecourse carve-out” events, however, deserves further discussion because it 
could be interpreted to give the lender, at least in some unusual circumstances, the ability to cause the 
borrower or guarantor to commit one of the bad acts, i.e., to admit in writing or in any legal proceeding 
that the borrower is insolvent or unable to pay its debts as they come due. For example, upon a default 
by the borrower, a lender could bring suit for a deficiency and in the course of that litigation, or in a 
subsequent collection action, seek to force a written admission of insolvency in the course of discovery. 
Similarly, if the loan agreement required the borrower to provide the lender with periodic written financial 
reports, and those reports revealed that the borrower was insolvent, the lender might argue that those 
reports constituted a written admission of insolvency. 

However, the memorandum then goes on to note that lenders who have attempted to pursue such a position in 
court have generally been unsuccessful in prevailing using this logic, specifically citing the decision in D.B. Zwirn 
Special Opportunities Fund, L.P. v. SCC Acquisitions, Inc., 902 N.Y.S.2d 93 (App.Div. 2010).  The memorandum 
concludes that the logic found in that opinion should apply generally. 

Thus the memorandum concludes: 

Consequently, because it is not in the economic interest of the borrower or the guarantor to commit the 
bad acts described in the typical “nonrecourse carve-out” provisions, it is unlikely that the contingency 
(the bad act) will occur and the contingent payment obligation should be disregarded under § 1.752-
2(b)(4). Therefore, unless the facts and circumstances indicate otherwise, a typical “nonrecourse carve-
out” provision that allows the borrower or the guarantor to avoid committing the enumerated bad act will 
not cause an otherwise nonrecourse liability to be treated as recourse for purposes of section 752 and 
§ 1.752-2(a) until such time as the contingency actually occurs. 

Such debt would be allocated using the rules for allocating nonrecourse, not recourse, debt for purposes of 
treating it as part of basis for the partners.  Assuming the debt met the other requirements to be treated as 
qualified nonrecourse debt under the at risk provisions of IRC §465(b)(6) such debt would both provide basis for 
the deduction of losses from the real estate and the loss deductions would not be blocked by the at risk rules. 

SECTION: 4944 
ADDITIONAL EXAMPLES ADDED TO REGULATION TO CLARIFY PROGRAM-RELATED 
INVESTMENT RULES FOR PRIVATE FOUNDATIONS 

Citation: TD 9762, Reg. §53.4944-3, 4/21/16 

Clarifying examples meant to provide guidance to private foundations with regard to program-related 
investments have been issued by the IRS in TD 9762, adding the examples at the end of Reg. §53.4933-3(b).  
The examples generally are the same as those found in the proposed regulations with one example clarified 
based on comments received. 

The preamble notes the basic issued faced by private foundations and the provisions on program-related 
investments: 

Section 4944(a) imposes an excise tax on a private foundation that makes an investment that 
jeopardizes the carrying out of its exempt purposes (a “jeopardizing investment”). Section 4944(c) 
provides that investments that are program-related investments (“PRIs”) are not jeopardizing 

https://s3.amazonaws.com/public-inspection.federalregister.gov/2016-09396.pdf
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investments. Section 4944(c) defines a PRI as an investment: (1) the primary purpose of which is to 
accomplish one or more of the purposes described in section 170(c)(2)(B); and (2) no significant purpose 
of which is the production of income or the appreciation of property. The regulations under section 
4944(c) provide that an investment is made primarily to accomplish one or more of the purposes 
described in section 170(c)(2)(B) (referred to in this preamble as “exempt purposes”) if it significantly 
furthers the accomplishment of the private foundation’s exempt activities and would not have been made 
but for the relationship between the investment and the accomplishment of those exempt activities. 

To help in interpreting those rules, the IRS issued proposed regulations containing additional examples.  In the 
preamble to the proposed regulations the IRS provided a set of guiding principles to explain the regulations: 

The preamble to the NPRM noted that the additional PRI examples in the proposed regulations 
illustrated that: (1) An activity conducted in a foreign country furthers an exempt purpose if the same 
activity would further an exempt purpose if conducted in the United States; (2) the exempt purposes 
served by a PRI are not limited to situations involving economically disadvantaged individuals and 
deteriorated urban areas; (3) the recipients of PRIs need not be within a charitable class if they are the 
instruments for furthering a exempt purpose; (4) a potentially high rate of return does not automatically 
prevent an investment from qualifying as a PRI; (5) PRIs can be achieved through a variety of 
investments, including loans to individuals, tax-exempt organizations and for-profit organizations, and 
equity investments in for-profit organizations; (6) a credit enhancement arrangement may qualify as a 
PRI; and (7) a private foundation’s acceptance of an equity position in conjunction with making a loan 
does not necessarily prevent the investment from qualifying as a PRI. 

Although one commentator requested that the IRS move these principles into the regulation itself, the IRS 
declined to do so arguing that the examples themselves provide sufficient illustration of these principles. 

The IRS did modify one example found in the proposed regulations, explaining that change as follows: 

One commenter suggested amending Example 11, which involved a private foundation’s investment in 
a subsidiary of a drug company for the development of a vaccine to prevent a disease that predominantly 
affects poor individuals in developing countries. Under the investment agreement described in the 
Example, the subsidiary is required to distribute the vaccine to the poor individuals in developing 
countries at a price that is affordable to the affected population and to promptly publish its research 
results. The commenter recommended that the example be modified to make it clear that the subsidiary 
can also sell the vaccine to those who can afford it at fair market value prices. The final regulations 
amend Example 11 to adopt this clarification, which is appropriate given that the Example also specifies 
that Y’s primary purpose in making the investment is to fund scientific research in the public interest and 
no significant purpose of the investment involves the production of income or the appreciation of 
property. 

The commenter also recommended removing the publication requirement described in Example 11, 
contending that the provision of the vaccine to the poor at affordable prices without more furthers the 
accomplishment of exempt purposes. Example 11 illustrated a known fact pattern that was presented 
in a private letter ruling issued by the IRS. Although it is not possible for the regulations to provide 
examples illustrating every conceivable fact pattern, the Treasury Department and the IRS note that 
other fact patterns that do not contain all of the same elements as those illustrated by Example 11 may 
nonetheless further an exempt purpose if the requirements of the regulations are otherwise satisfied.  
Accordingly, the final regulations do not adopt this comment. 

The new examples now incorporated into the regulations are provided below: 

Example 11.  X is a business enterprise that researches and develops new drugs.  X’s research 
demonstrates that a vaccine can be developed within ten years to prevent a disease that predominantly 
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affects poor individuals in developing countries.  However, neither X nor other commercial enterprises 
like X will devote their resources to develop the vaccine because the potential return on investment is 
significantly less than required by X or other commercial enterprises to undertake a project to develop 
new drugs. Y, a private foundation, enters into an investment agreement with X in order to induce X to 
develop the vaccine. Pursuant to the investment agreement, Y purchases shares of the common stock 
of S, a subsidiary corporation that X establishes to research and develop the vaccine. The agreement 
requires S to distribute the vaccine to poor individuals in developing countries at a price that is affordable 
to the affected population, although, the agreement does not preclude S from selling the vaccine to other 
individuals at a market rate.  The agreement also requires S to publish the research results, disclosing 
substantially all information about the results that would be useful to the interested public. S agrees that 
the publication of its research results will be made as promptly after the completion of the research as 
is reasonably possible without jeopardizing S’s right to secure patents necessary to protect its ownership 
or control of the results of the research. The expected rate of return on Y’s investment in S is less than 
the expected market rate of return for an investment of similar risk. Y’s primary purpose in making the 
investment is to fund scientific research in the public interest. No significant purpose of the investment 
involves the production of income or the appreciation of property. The investment significantly furthers 
the accomplishment of Y’s exempt activities and would not have been made but for such relationship 
between the investment and Y’s exempt activities. Accordingly, Y’s purchase of the common stock of S 
is a program-related investment. 

Example 12. Q, a developing country, produces a substantial amount of recyclable solid waste materials 
that are currently disposed of in landfills and by incineration, contributing significantly to environmental 
deterioration in Q. X is a new business enterprise located in Q.  X’s only activity will be collecting 
recyclable solid waste materials in Q and delivering those materials to recycling centers that are 
inaccessible to a majority of the population. If successful, the recycling collection business would prevent 
pollution in Q caused by the usual disposition of solid waste materials. X has obtained funding from only 
a few commercial investors who are concerned about the environmental impact of solid waste disposal.  
Although X made substantial efforts to procure additional funding, X has not been able to obtain 
sufficient funding because the expected rate of return is significantly less than the acceptable rate of 
return on an investment of this type.  Because X has been unable to attract additional investors on the 
same terms as the initial investors, Y, a private foundation, enters into an investment agreement with X 
to purchase shares of X’s common stock on the same terms as X’s initial investors. Although there is a 
high risk associated with the investment in X, there is also the potential for a high rate of return if X is 
successful in the recycling business in Q. Y’s primary purpose in making the investment is to combat 
environmental deterioration. No significant purpose of the investment involves the production of income 
or the appreciation of property. The investment significantly furthers the accomplishment of Y’s exempt 
activities and would not have been made but for such relationship between the investment and Y’s 
exempt activities. Accordingly, Y’s purchase of the X common stock is a program-related investment. 

Example 13. Assume the facts as stated in Example 12, except that X offers Y shares of X’s common 
stock in order to induce Y to make a below- market rate loan to X. X previously made the same offer to 
a number of commercial investors. These investors were unwilling to provide loans to X on such terms 
because the expected return on the combined package of stock and debt was below the expected 
market return for such a package based on the level of risk involved, and they were also unwilling to 
provide loans on other terms X considers economically feasible.  Y accepts the stock and makes the 
loan on the same terms that X offered to the commercial investors. Y’s primary purpose in making the 
investment is to combat environmental deterioration. No significant purpose of the investment involves 
the production of income or the appreciation of property.  The investment significantly furthers the 
accomplishment of Y’s exempt activities and would not have been made but for such relationship 
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between the investment and Y’s exempt activities. Accordingly, the loan accompanied by the 
acceptance of common stock is a program-related investment. 

Example 14.  X is a business enterprise located in V, a rural area in State Z. X employs a large number 
of poor individuals in V. A natural disaster occurs in V, causing significant damage to the area. The 
business operations of X are harmed because of damage to X’s equipment and buildings. X has 
insufficient funds to continue its business operations and conventional sources of funds are unwilling or 
unable to provide loans to X on terms it considers economically feasible. In order to enable X to continue 
its business operations, Y, a private foundation, makes a loan to X bearing interest below the market 
rate for commercial loans of comparable risk. Y’s primary purpose in making the loan is to provide relief 
to the poor and distressed. No significant purpose of the loan involves the production of income or the 
appreciation of property. The loan significantly furthers the accomplishment of Y’s exempt activities and 
would not have been made but for such relationship between the loan and Y’s exempt activities.  
Accordingly, the loan is a program-related investment. 

Example 15. Y, a private foundation, makes loans bearing interest below the market rate for commercial 
loans of comparable risk to poor individuals who live in W, a developing country, to enable them to start 
small businesses such as a roadside fruit stand. Conventional sources of funds were unwilling or unable 
to provide such loans on terms they consider economically feasible. Y’s primary purpose in making the 
loans is to provide relief to the poor and distressed. No significant purpose of the loans involves the 
production of income or the appreciation of property.  The loans significantly further the accomplishment 
of Y’s exempt activities and would not have been made but for such relationship between the loans and 
Y’s exempt activities. Accordingly, the loans to the poor individuals who live in W are program-related 
investments. 

Example 16. X is a limited liability company treated as a partnership for federal income tax purposes. X 
purchases coffee from poor farmers residing in a developing country, either directly or through farmer-
owned cooperatives. To fund the provision of efficient water management, crop cultivation, pest 
management, and farm management training to the poor farmers by X, Y, a private foundation, makes 
a loan to X bearing interest below the market rate for commercial loans of comparable risk. The loan 
agreement requires X to use the proceeds from the loan to provide the training to the poor farmers. X 
would not provide such training to the poor farmers absent the loan. Y’s primary purpose in making the 
loan is to educate poor farmers about advanced agricultural methods. No significant purpose of the loan 
involves the production of income or the appreciation of property.  The loan significantly furthers the 
accomplishment of Y’s exempt activities and would not have been made but for such relationship 
between the loan and Y’s exempt activities. Accordingly, the loan is a program- related investment. 

Example 17. X is a social welfare organization that is recognized as an organization described in section 
501(c)(4). X was formed to develop and encourage interest in painting, sculpture, and other art forms 
by, among other things, conducting weekly community art exhibits. X needs to purchase a large 
exhibition space to accommodate the demand for exhibition space within the community. Conventional 
sources of funds are unwilling or unable to provide funds to X on terms it considers economically 
feasible. Y, a private foundation, makes a loan to X at an interest rate below the market rate for 
commercial loans of comparable risk to fund the purchase of the new space. Y’s primary purpose in 
making the loan is to promote the arts. No significant purpose of the loan involves the production of 
income or the appreciation of property. The loan significantly furthers the accomplishment of Y’s exempt 
activities and would not have been made but for such relationship between the loan and Y’s exempt 
activities.  Accordingly, the loan is a program-related investment. 

Example 18. X is a non-profit corporation that provides child care services in a low-income 
neighborhood, enabling many residents of the neighborhood to be gainfully employed. X meets the 
requirements of section 501(k) and is recognized as an organization described in section 501(c)(3). X’s 
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current child care facility has reached capacity and has a long waiting list.  X has determined that the 
demand for its services warrants the construction of a new child care facility in the same neighborhood. 
X is unable to obtain a loan from conventional sources of funds including B, a commercial bank because 
of X’s credit record. 

Pursuant to a deposit agreement, Y, a private foundation, deposits $h in B, and B lends an identical 
amount to X to construct the new child care facility. The deposit agreement requires Y to keep $h on 
deposit with B during the term of X’s loan and provides that if X defaults on the loan, B may deduct the 
amount of the default from the deposit. To facilitate B’s access to the funds in the event of default, the 
agreement requires that the funds be invested in instruments that allow B to access them readily. The 
deposit agreement also provides that Y will earn interest at a rate of t% on the deposit.  The t% rate is 
substantially less than Y could otherwise earn on this sum of money, if Y invested it elsewhere. The loan 
agreement between B and X requires X to use the proceeds from the loan to construct the new child 
care facility. Y’s primary purpose in making the deposit is to further its educational purposes by enabling 
X to provide child care services within the meaning of section 501(k). No significant purpose of the 
deposit involves the production of income or the appreciation of property. The deposit significantly 
furthers the accomplishment of Y’s exempt activities and would not have been made but for such 
relationship between the deposit and Y’s exempt activities.  Accordingly, the deposit is a program-related 
investment. 

Example 19. Assume the same facts as stated in Example 18, except that instead of making a deposit 
of $h into B, Y enters into a guarantee agreement with B. The guarantee agreement provides that if X 
defaults on the loan, Y will repay the balance due on the loan to B. B was unwilling to make the loan to 
X in the absence of Y’s guarantee.  X must use the proceeds from the loan to construct the new child 
care facility. At the same time, X and Y enter into a reimbursement agreement whereby X agrees to 
reimburse Y for any and all amounts paid to B under the guarantee agreement. The signed guarantee 
and reimbursement agreements together constitute a “guarantee and reimbursement arrangement.” Y’s 
primary purpose in entering into the guarantee and reimbursement arrangement is to further Y’s 
educational purposes. No significant purpose of the guarantee and reimbursement arrangement 
involves the production of income or the appreciation of property. The guarantee and reimbursement 
arrangement significantly furthers the accomplishment of Y’s exempt activities and would not have been 
made but for such relationship between the guarantee and reimbursement arrangement and Y’s exempt 
activities. Accordingly, the guarantee and reimbursement arrangement is a program-related investment. 

SECTION: 6015 
FAILURE TO NOTICE OBVIOUS ISSUES WITH RETURNS FATAL TO INNOCENT SPOUSE 
RELIEF 

Citation: Arobo v. Commissioner, TC Memo 2016-66, 4/14/16 

At first glance Sletta Arobo appeared to be a perfect “innocent spouse” candidate.  But, as we’ll discover in her 
case (Arobo v. Commissioner, TC Memo 2016-66) even the “perfect” candidate has certain minimum duties with 
regard to the tax return and when she ignored these duties she lost the possibility of gaining innocent spouse 
relief. 

The tax in this case arose from her husband’s business, as well as a failure to file returns for a number of years.   

As the Court explained: 

Petitioners’ Federal income tax return for each year involved was filed late. Petitioners’ income tax return 
for 2004 was filed on January 19, 2010. The IRS commenced an audit of that return in October 2010. 
Petitioners filed their 2005 income tax return on February 25, 2011, and their 2006 and 2007 income tax 
returns on March 2, 2011, while the 2004 return was under audit, through the IRS examining agent. Mr. 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=10762
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Arobo was responsible for the preparation and filing of petitioners’ income tax returns. Mrs. Arobo did 
not review the returns; rather, she “entrusted her husband and just signed them”. She testified that she 
learned that Mr. Arobo had failed to file their 2004, 2005, 2006, and 2007 tax returns only when they 
were contacted by the IRS. 

The 2004 and 2005 income tax returns each reported on the first page, on line 12, a business loss and 
negative adjusted gross income. The 2006 and 2007 income tax returns reported adjusted gross income 
of $52,163 and $32,049, respectively; no business income or loss was reported on, and no Schedule 
C, Profit or Loss From Business, was attached to, either the 2006 return or the 2007 tax return.1 Each 
year’s tax return reflected a tax overpayment. 

Although the business had generated substantial income prior to 2004, the returns were now showing a 
substantial loss for two years, followed by no reported activity for the next two years. While Ms. Arobo did not 
question this when signing the returns, the IRS agent examining the returns was not so accepting.  The agent 
noted that the Arobo’s standard of living had not changed during the time period, something that did not make 
sense if, in fact, the business had collapsed entirely during that period. 

It turns out the agent’s suspicions were confirmed and the Arobo admitted to having significantly underreported 
gross receipts for the years in question.   

But at trial the taxpayers argued that Ms. Arobo should be granted innocent spouse relief since it was Mr. Arobo’s 
income, he had prepared the returns and Ms. Arobo had always relied upon him to do so. 

However, the Court didn’t accept this view.   

First, the Court noted that the fact that the returns had only been prepared after the IRS examination commenced 
should have put Ms. Arobo on notice of the need to carefully review these returns. 

The returns for 2005, 2006, and 2007 were filed only after the 2004 return was under IRS examination. 
Under the facts and circumstances present in this case, we would expect a reasonably prudent person 
in the position of Mrs. Arobo to be diligent, vigilant, and circumspect and that he/she would carefully 
review the 2005, 2006, and 2007 tax returns for accuracy. 

Mrs. Arobo was a college-educated individual. She knew, or should have known, of her responsibility to 
file an accurate tax return, especially in view of the fact that she taught at-risk students to be responsible. 
She knew that the returns had been filed because petitioners had been contacted by the IRS. That 
knowledge should have put her on notice that petitioners’ 2005, 2006, and 2007 tax returns would likely 
be subject to scrutiny. Even a cursory review of each year’s tax return would have revealed that Mr. 
Arobo’s mortgage origination business had reported (on line 12 of the first page of each return) 
substantial losses for 2004 and 2005 and that no business income or loss was reported for 2006 and 
2007. 

Even though she did not prepare the returns, she did have intimate knowledge of the couple’s finances as the 
Court noted: 

Mrs. Arobo was responsible for paying the family’s bills. Had she reviewed the tax returns she would 
have seen that the returns reported no net business income for four years and yet the family’s standard 
of living was not diminished. See Reser v. Commissioner, 112 F.3d 1258, 1267-1268 (5th Cir. 1997) 
(“Tax returns setting forth ‘dramatic deductions’ will generally put a reasonable taxpayer on notice that 
further investigation is warranted.”), aff’g in part, rev’g in part T.C. Memo. 1995-572; Levin v. 
Commissioner, T.C. Memo. 1987-67 (spouse requesting relief had a duty to inquire about large 
deductions reported on the face of the joint tax return and could not escape her responsibilities by 
ignoring the contents of the return when signing). As there was no indication that Mr. Arobo was deceitful 
or evasive with respect to the family’s finances, Mrs. Arobo cannot escape her responsibility to be 
informed of the contents of the joint tax return. 
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Thus, the Court found she did not qualify for innocent spouse relief, as she reasonably should have known about 
the understatement in question.  She had disregarded her duty to insure a proper return had been filed and, as 
such, did not qualify for innocent spouse relief, either under §6015(b)’s general innocent spouse relief or the 
equitable relief under §6015(f).   
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