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SECTION: SCAMS 
POLICY CHANGE MEANS IRS WILL NO LONGER INITIATE AUDIT CONTACT WITH 
TAXPAYERS VIA PHONE 

Citation: IRS Announcement on Policy Change, 5/6/16  

After practitioners in Iowa complained in a meeting with Taxpayer Advocate Nina Olsen about the IRS initiating 
audits in that state via phone contact with taxpayers that was reported by Tax Notes, the IRS has decided to 
change that policy. 

Practitioners had complained that such IRS contacts via phone were confusing to clients whom they had warned 
about fraudulent calls from people claiming to be with the IRS demanding payment, citing IRS statements that 
the “IRS doesn’t call first” with regard to such collection cases. 

The IRS, it appears, didn’t see that while it might be very clear to those in the agency that collection and audit 
were totally different functions, for those not deep into the culture and structure of the agency that distinction is 
not clear—as this author can attest from my own clients’ understanding of what the IRS has said and that I’ve 
found when discussing the issues in course sessions with CPAs. 

In reality, the Internal Revenue Manual does contain language that suggests the “preferable” way to initiate an 
in-person filed audit to schedule the initial meeting.  While in many states offices had not been taking step (likely 
due to management that realized the potential for confusion with scam calls), in some locations the agency’s 
exam function appeared to be strictly following this preference. 

After a furor developed over the Iowa complaints, the IRS has now decided that, out of “an abundance of caution” 
(agency-speak for “we aren’t admitting we did anything wrong”) the policy should be changed. 

The IRS’s statement of a change in their position follows: 

Phone scams from con artists are one of the biggest challenges facing taxpayers. Generally, phone 
scam callers are focused on masquerading as an IRS collection agent and demanding immediate 
payment of money. 

While the vast majority of initial audit contacts are handled by sending a letter first, in some of our in-
person field audits, a small percentage of our overall audits, the IRS may contact the taxpayer or their 
representative by phone to schedule an appointment to begin the audit. This phone contact is followed 
up with an appointment letter confirming the appointment. This has been a longstanding policy at the 
IRS and we have no indication that criminals claiming to represent the IRS on the phone have said they 
were calling to set up an appointment for a meeting. 

However, in an abundance of caution and in light of pervasive phone scams seeking to extort money 
from taxpayers, the IRS has decided to adjust this policy for in-person field exams. The IRS will 
implement a policy to notify taxpayers in this smaller exam category first via mail that their return has 
been selected for audit and then contact them to schedule an appointment. 

The protection of taxpayers and their rights remains a top priority for the IRS. We are committed to 
working with our partners across government and the private sector to stop these scammers from 
preying on taxpayers. 

Similarly, the IRS noted in the past year they plan to start contacting taxpayers who fall behind in 941 payments 
proactively.  Not a bad idea, but the agency then notes that it will include making such contacts by phone—so, 
once again, a taxpayer could see contact initiated by a phone call. 

Of course, the IRS isn’t the only governmental body that doesn’t seem to “get” that phone calls and tax matters 
are now “tainted” and a potential problem.  Let’s not forget that our Congress has mandated that the IRS begin 
contracting with outside collection agencies to pursue delinquent tax bills.   
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While in that case it should be the IRS will not initiate contact, it likely won’t take the scammers long to start 
claiming they represent the new collection agencies and start attempting to scare marks into turning over funds.  
But that is a problem for another day. 

These sorts of things do make it difficult to warn clients in a way they can easily understand about fraudulent 
calls that attempt to scare them into giving money, thinking that otherwise they are facing a problem with the 
IRS, something most taxpayers absolutely want to avoid.  Unfortunately, until both the IRS and Congress grasp 
the difficulties in this area we are going to have problems communicating to our clients what does and does not 
represent legitimate contact by the IRS with the taxpayer. 

SECTION: 162 
DEDUCTION ALLOWED IN FULL FOR OFFICER SALARIES AND ADMINISTRATION FEE 
PAID TO RELATED ORGANIZATION 

Citation: H. W. Johnson, Inc. v. Commissioner, TC Memo 2016-95, 5/11/16 

Under IRC §162, generally deductions are allowed for “ordinary and necessary” business expenses.  However, 
the IRS is known to pay special attention to any such expenses paid to related parties, which was the IRS’s 
concern in the case of H. W. Johnson, Inc. v. Commissioner, TC Memo 2016-95.  In this case the IRS was 
questioning both compensation paid to two corporate officers and payments made for “administration fees” to 
an LLC owned by the same two officers. 

While the IRS believed the amounts were not justified in either case, the Tax Court did not agree, finding instead 
that the corporation had justified the amounts paid as reasonable ordinary and necessary expenses. 

The taxpayer is a successful concrete contractor operating in Arizona, handling curb, gutter and sidewalk 
construction.  The majority shareholder, Margaret who held 51% of the stock, had founded the company with 
her husband many years ago.  The remaining stock was held by her two sons, Bruce and Donald, who were the 
corporate officers. 

During the years in question the officers were paid the following salaries: 

Officer 2003 2004 

Bruce $2,013,250 $3,651,177 

Donald 2,011,789 3,649,739 

 

The company computed bonuses under a formula that had been adopted in 1991 and amended in 1999 that 
created a running “bonus pool.” 

The company had run into trouble obtaining the concrete it needed to operate due to shortages caused by a 
construction boom in Arizona and changes in the market for concrete supplies.  As the Court noted, this lead to 
the following: 

Faced with the possibility of disruptions in petitioner’s supply of concrete, Bruce and Donald suggested 
to Margaret that petitioner invest in a concrete supplier so as to have a reliable supply. Margaret, holding 
a controlling share in petitioner, refused to involve the company in such a venture because she judged 
it too risky. 

On March 21, 2003, Bruce and Donald, acting through D.B.J. Enterprises, LLC (DBJ),3 partnered with 
other investors, including a former executive of a local concrete supplier that had been acquired by a 
large multinational firm, to form Arizona Materials, LLC (Arizona Materials), to conduct a concrete supply 
business. DBJ owned a 52% interest in Arizona Materials. Bruce and Donald, through DBJ, invested 
substantial sums in, and guaranteed the indebtedness of, Arizona Materials. 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=10799
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The Company was able to obtain materials at preferred prices via Arizona Materials and, in recognition of the 
work being done by the sons in obtaining this benefit for the corporation, an “administration fee” of $500,000 
was paid to DBJ. 

The IRS believed that the officer’s salary was unjustifiably high, and that the corporation had not shown it had 
received any services or other items of value for the “administration fee” paid to DBJ. 

Turning first to the officer compensation issue, the Tax Court noted that the Ninth Circuit Court of Appeals, which 
would hear any appeal in this case, tested compensation for reasonableness based on the following factors: 

The Court of Appeals for the Ninth Circuit, to which an appeal in this case would normally lie, applies 
five factors to determine the reasonableness of compensation, with no factor being determinative: (1) 
the employee’s role in the company; (2) a comparison of compensation paid by similar companies for 
similar services; (3) the character and condition of the company; (4) potential conflicts of interest; and 
(5) the internal consistency of compensation arrangements. Elliotts v. Commissioner, 716 F.2d at 1245-
1247. In analyzing the fourth factor, the Court of Appeals emphasizes evaluating the reasonableness of 
compensation payments from the perspective of a hypothetical independent investor, focusing on 
whether the investor would receive a reasonable return on equity after payment of the compensation. 
Id. at 1247; see also Metro Leasing Dev. Corp. v. Commissioner, 376 F.3d 1015, 1019 (9th Cir. 2004), 
aff’g T.C. Memo. 2001-119. 

The IRS focused on the question of whether a reasonable investor would have agreed to this salary, arguing the 
return on investment would be insufficient to please a theoretical independent investor.  The Tax Court had a 
clear preference for the analysis of the taxpayer’s expert for the rate of return that would be expected in the 
industry, but even that analysis found that the company’s rate of return was below the industry average for the 
two years in question. 

Specifically, the return was 0.3% below the industry average in 2003 (return of 10.2%) and 1.9% below the 
average in 2004 (return of 9%).   

However, the Tax Court, noting the long term success of the company, did not find the IRS view persuasive.  As 
the Court held: 

Respondent cites no authority for the proposition that the required return on equity for purposes of the 
independent investor test must significantly exceed the industry average when the subject company has 
been especially successful, and we have found none in the caselaw. Instead, in applying the 
independent investor test the courts have typically found that a return on equity of at least 10% tends to 
indicate that an independent investor would be satisfied and thus payment of compensation that leaves 
that rate of return for the investor is reasonable. See, e.g., Thousand Oaks Residential Care Home I, 
Inc. v. Commissioner, T.C. Memo. 2013-10; Multi-Pak Corp. v. Commissioner, T.C. Memo. 2010-139. 
Indeed, compensation payments that resulted in a return on equity of 2.9% have been found reasonable. 
Multi-Pak Corp. v. Commissioner, T.C. Memo. 2010-139. It is compensation that results in returns on 
equity of zero or less than zero that has been found to be unreasonable. See, e.g., Mulcahy, Pauritsch, 
Salvador & Co., Ltd. v. Commissioner, 680 F.3d 867 (7th Cir. 2012), aff’g T.C. Memo. 2011-74; Multi-
Pak Corp. v. Commissioner, T.C. Memo. 2010-139. We consequently find that petitioner’s returns on 
equity of 10.2% and 9% for 2003 and 2004, respectively, tend to show that the compensation paid to 
Donald and Bruce for those years was reasonable. As petitioner’s expert points out, mere reductions in 
their collective compensation of $9,847 and $75,277 in 2003 and 2004, respectively—differences of 
approximately 1% -- would have placed petitioner’s return on equity at exactly the average for 
comparable companies in the concrete business. Consequently, this factor favors a finding that the 
compensation at issue was reasonable. 

But what about that “administration fee” to the partnership of the two officers?  The Court notes: 
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Respondent contends on several grounds that the $500,000 payment was not an ordinary and 
necessary business expense, including: (1) that there was no written agreement or evidence of any oral 
agreement obligating petitioner to compensate DBJ, and therefore the $500,000 payment was voluntary; 
(2) that DBJ performed no compensable services on behalf of petitioner; and (3) that the $500,000 
payment was made not for services that DBJ provided, but for services Bruce and Donald performed in 
their capacities as officers of petitioner. 

With regard to the lack of a written agreement between the corporation and DBJ, the Court noted: 

We are satisfied on this record that Bruce and Donald, acting through DBJ, used DBJ’s controlling 
position in Arizona Materials to cause Arizona Materials to supply concrete to petitioner during times of 
shortage at favorable prices. Third-party testimony—to the effect that petitioner was able to obtain 
concrete in 2004 at times when other concrete contractors could not—corroborates the brothers’ 
account. Moreover, Bruce and Donald, acting in their individual capacities when their more risk-averse, 
controlling-shareholder mother would not allow petitioner to do so, made arrangements to form Arizona 
Materials to ensure petitioner’s concrete supply in the face of looming shortages. They brought in other 
investors with industry contacts, including existing relationships with cement suppliers, cement being a 
critical ingredient of concrete and also exhibiting shortages. The brothers, again acting in their individual 
capacities and using DBJ as their vehicle, invested substantially in and guaranteed the indebtedness of 
Arizona Materials. Having assumed the risks associated with Arizona Materials’ formation and operation 
in their individual capacities, Bruce and Donald could reasonably expect to be compensated by petitioner 
for doing so when it substantially benefited from the fruits of their efforts.12 Petitioner also benefited 
from Bruce’s and Donald’s foresight and business acumen in finding a solution to the concrete shortage, 
even when petitioner’s controlling shareholder was unwilling to commit petitioner’s resources to do so. 

In view of the foregoing, respondent’s contention that petitioner’s payment to DBJ was voluntary, given 
the absence of a written agreement or evidence of an oral agreement to compensate DBJ, is unavailing. 
“Closely held corporations, as is well known, often act informally, ‘their decisions being made in 
conversations, and oftentimes recorded not in the minutes, but by action.’” Levenson & Klein, Inc. v. 
Commissioner, 67 T.C. 694, 714 (1977) (quoting Reub Isaacs & Co. v. Commissioner, 1 B.T.A. 45, 48 
(1924)). We are satisfied that petitioner’s board, including majority shareholder Margaret, concluded at 
the close of 2004 that the $500,000 payment to DBJ was appropriate to compensate Bruce and Donald 
for the substantial benefit they conferred on petitioner in their individual capacities. In short, the action 
in making the payment undoubtedly reflected an informal understanding among petitioner’s 
shareholders, Margaret, Bruce, and Donald, that the latter two ought to be compensated for their 
individual efforts and their assumption of the risks entailed in averting the consequences of a concrete 
shortage for petitioner during 2004. 

Readers should take care not to take too much comfort from this.  The existence of a written agreement certainly 
would have helped, including outlining what the partnership was being compensated for.  In this case it appears 
the Court found the brothers believable (a crucial component in any such case) and, in reality, the story made 
sense.  

With regard to the question of what the sons had actually done, a reader should consult the much less favorable 
result in the case of Mulcahy, Pauritsch, Salvador & Co. v. Commissioner, 680 F.3d 867 (7th Cir. 2012), aff’g 
T.C. Memo. 2011-74 and compare it with the case at hand.  In this case the Court found that there had been 
services performed, noting: 

In the same vein, we do not agree with respondent that DBJ provided no compensable services to 
petitioner. As Bruce’s and Donald’s wholly owned limited liability company, DBJ was merely the entity 
through which the brothers implemented their plan to form and finance Arizona Materials. Through DBJ, 
then, petitioner received two distinct benefits: (1) Bruce’s and Donald’s management acumen behind a 
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successful strategy to avert a potentially crippling concrete shortage,13 and (2) Bruce’s and Donald’s 
assumption in their individual capacities of the risks associated with Arizona Material’s formation and 
operation, because Bruce and Donald invested their own funds in, and guaranteed the debt of, Arizona 
Materials. Because Bruce and Donald each owned 50% of DBJ, the payment to DBJ compensated them 
for the foregoing services received by petitioner. 

Similarly, unlike Mulcahy and the case Stewart v. Commissioner, TC Memo 2002-199, the court did not find that 
they were paid for what was effectively work that they were required to as officers of the corporation, noting: 

For essentially the same reasons, we reject respondent’s argument, premised on Stewart v. 
Commissioner, T.C. Memo. 2002-199, that the $500,000 payment to DBJ was actually a payment to 
Bruce and Donald in their capacities as officers of petitioner. In Stewart, the taxpayer sought to deduct 
payments made to his wholly owned corporation on the grounds that they were for the taxpayer’s 
management services provided through the corporation to his sole proprietorship. We rejected that 
claim, finding that the taxpayer had provided the services in his individual capacity directly to the sole 
proprietorship and not as an employee of the corporation. Stewart is readily distinguishable, because 
here Bruce and Donald were clearly acting in their individual, rather than corporate officer, capacities in 
forming and financing Arizona Materials. Petitioner’s controlling shareholder had expressly rejected the 
brothers’ proposal that it acquire a concrete supplier. The brothers thereupon put their own funds and 
creditworthiness into Arizona Materials as individuals. The $500,000 payment petitioner made in 
consideration of the resulting benefits was therefore earned and received by Bruce and Donald (through 
DBJ) in their individual capacities. 

Thus the Court allowed a deduction for the $500,000 payment. 

The major lesson to be learned from this case is that these cases are very much fact dependent, and if the 
payments have a bad smell (as they did in Mulcahy and Stewart) the taxpayer will generally not see this sort of 
result.  Conversely, if taxpayers have been somewhat informal and haven’t created the document we might like, 
nevertheless if the facts are good the taxpayers can eventually prevail (albeit in this case, after incurring the 
costs of having to Tax Court to obtain that result). 

SECTION: 461 
THIRD CIRCUIT ALLOW DEDUCTION FOR ACCRUED LOYALTY REWARD DESPITE 
REQUIREMENT CUSTOMERS REDEEM REWARDS WITHIN THREE MONTHS 

Citation: Giant Eagle Inc. v. Commissioner, Case No. 14-3961, CA3, reversing TC Memo 2014-
146, 5/6/16 

The a majority of the panel from the Third Circuit Court of Appeals determined that the Tax Court had misapplied 
the all events test in the case of Giant Eagle, Inc. v. Commissioner, Case No. 14-3961, CA3, reversing  TC 
Memo 2014-146. 

Original Tax Court Decision 

The IRS and the taxpayer disagreed over whether the taxpayer could claim a deduction related to the 
unredeemed balance due on its customer rewards program. 

Customers who made qualifying purchases at the taxpayer’s grocery stores would earn “fuelperks!” that were 
redeemable as a discount against gasoline purchased at gas stations owned by the taxpayer.  The taxpayer was 
accruing the estimated redemption amount of such “fuelperks!” against its income as of the end of the year. 

Generally the proportion of rewards that will eventually be redeemed by customers can be very accurately 
predicted by the issuer.  And, generally, the entity will need to accrue that estimated redemption amount as a 
liability on the entity’s GAAP financial statements. 

http://www2.ca3.uscourts.gov/opinarch/143961p.pdf
http://ustaxcourt.gov/InOpHistoric/GiantEagleMemo.Haines.TCM.WPD.pdf
http://ustaxcourt.gov/InOpHistoric/GiantEagleMemo.Haines.TCM.WPD.pdf
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However under the tax law the potential liability has to generally satisfy the “all events” test under IRC §461 
found at Reg. § 1.461-1(a)(2)(i) requires the taxpayer to show: 

 All the events have occurred that establish the fact of the liability; 

 The amount of the liability can be determined with reasonable accuracy; and 

 Economic performance has occurred with respect to the liability. 

The IRS argued that the first of these requirements had not been met—until a customer purchases fuel, all 
events that establish the fact of the taxpayer’s liability have not yet been established. 

The Tax Court looked at two key cases from the Supreme Court.  In United States v. Gen. Dynamics Corp., 481 
U.S. 239 (1987) the Supreme Court held that an employer could not deduct amounts due under its self-insured 
medical plan until employees had actually submitted claims.  The court found that no liability existed until a claim 
was submitted, since for various reasons a person might not file a claim to which he/she is entitled. 

Alternatively, in the case of United States v. Hughes Props., Inc., 476 U.S. 593 (1986) the Court found that a 
casino could deduct the outstanding liability for a progressive slot-machine jackpot where state law forbid the 
casino from reducing the payout on such a slot machine until it was actually paid out to someone.  The fact that 
it might not be paid out for a long time, or perhaps never if the casino went out of business, did not cause the 
Court to find the fact of the liability had not been established, even though the casino could not know to whom 
the jackpot would eventually be paid. 

The Court found that this case was more in line with the General Dynamics fact pattern—until customers actually 
bought gasoline, there was no liability. 

The taxpayer then turned to a backup position they had—that their program was covered by the “trading stamps” 
regulation found at Reg. §1.451-1(a)(1).  That regulation provides: 

If an accrual method taxpayer issues trading stamps or premium coupons with sales, or an accrual 
method taxpayer is engaged in the business of selling trading stamps or premium coupons, and such 
stamps or coupons are redeemable by such taxpayer in merchandise, cash, or other property, the 
taxpayer should, in computing the income from such sales, subtract from gross receipts with respect to 
sales of such stamps or coupons (or from gross receipts with respect to sales with which trading stamps 
or coupons are issued) an amount equal to-- 

(i) The cost to the taxpayer of merchandise, cash, and other property used for redemption in 
the taxable year, 

(ii) Plus the net addition to the provision for future redemptions during the taxable year (or less 
the net subtraction from the provision for future redemptions during the taxable year). 

The taxpayer argued their program was like the trading stamps described in the regulation. 

The Tax Court did not agree.  Rather the Court found persuasive the position outlined by the IRS in Revenue 
Ruling 78-212 that a program of issuing discount coupons that were not directly redeemable in merchandise, 
cash or other property, but rather simply gave discounts, was not a program described by the above regulation.  
A customer generally needs to purchase product from the taxpayer (in this case gasoline) in order to obtain the 
benefit. 

The taxpayer argued that if a customer obtained enough “fuelperks!” that he/she could end up a free tank of gas.  
The Court held that the mere possibility that someone could obtain the free tank wasn’t enough.  As the Court 
pointed out, that still required another transaction, and obtaining a free tank depended on the price of fuel when 
redemption was sought, since each “fuelperk!” gave the customer a 10 cent per gallon reduction in price. 
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Third Circuit Reversal 

Giant Eagle appealed the Tax Court’s decision, and 2 of the three judges on the panel agreed that the Tax Court 
had come to the wrong conclusion.  The majority concluded that Giant Eagle had met all requirements to claim 
the deduction at year end, rather than needing to wait until the customers actually redeemed their rewards. 

The majority held: 

For purposes of the "all events" test's fixed liability prong, it is irrelevant that neither the total amount of 
Giant Eagle's anticipated liability nor the identity of all the customers who eventually applied discounts 
toward gasoline purchases could be conclusively identified at year's end.40 And while there remained 
an "extremely remote and speculative possibility" that the amount of Giant Eagle's claimed deductions 
would overstate the value of the rewards its customers ultimately redeemed,41 Giant Eagle significantly 
mitigated that risk by tracking its customers' monthly redemption rates and offsetting the deductions 
accordingly to account for prospective non-redeemers. Giant Eagle amply demonstrated the existence 
-- as of year's end -- of both an absolute liability and a near-certainty that the liability would soon be 
discharged by payment. The chance of non-redemption had been calculated by Giant Eagle "with 
reasonable accuracy" as conceded by the Commissioner. The "all events" test demands no more. We 
hold, therefore, that following Hughes Props. and Lukens Steel, Giant Eagle was entitled to deduct 
fuelperks!-related liabilities incurred during the tax years at issue. 

However, one member of the panel (Judge Hardiman) disagreed that Giant Eagle’s program should be treated 
similarly to the programs in the other cases the majority mentioned.  Specifically, Judge Hardiman noted that 
Giant Eagle’s program imposed a requirement that customers use their rewards within 3 months or lose them.   

As the dissent noted: 

Nonetheless, the liabilities that accrued to Giant Eagle on account of its fuelperks! program were not 
absolute. The casino in Hughes Properties, the insurance company in Massachusetts Mutual, and the 
steel company in Lukens Steel all operated under a set of rules that offered no hope of escape from 
their fixed liabilities. In each case, those liabilities had to remain on their books until discharged by 
payment. Here, in contrast, Giant Eagle made each liability temporary by providing that "fuelperks! 
discounts expire 3 months after the last day of the month in which they're earned." App. 1161. If a 
shopper failed to redeem fuelperks! within that timeframe, the discounts were lost and Giant Eagle had 
no obligation to honor a belated attempt at redemption. After acknowledging this fact, the Majority offers 
reasons why we should nonetheless conclude that Giant Eagle faced "an absolute liability." Maj. 
Typescript at 16. After careful consideration of those reasons, I remain unconvinced. 

The dissent was also critical of the majority’s reasoning in arriving at the conclusion noted above, arguing: 

In my view, this comment reveals an analytical error, i.e., a conversion of Giant Eagle's individual 
liabilities into a group liability. In order to establish that Giant Eagle faced a fixed liability, the Majority 
applies Cobaugh to conclude that the company entered into a unilateral contract at checkout with -- and 
therefore became liable to provide discounted gas to -- each shopper. Consequently, its liabilities were 
several and fixed on an individual basis. But the Majority later departs from that reality by treating the 
company's numerous individual liabilities as an amalgamation. See Maj. Typescript at 15 (citing Lukens 
Steel and Massachusetts Mutual, cases that each involved a single group liability); see also id. at 16 
("Giant Eagle amply demonstrated the existence -- as of year's end -- of . . . an absolute liability" 
(emphasis added)). This errant tack is critical because whether liability is fixed on an individual or 
collective basis is a "significant" fact with the potential to "dictate . . . different outcome[s]" in our 
cases. Mass. Mut., 782 F.3d at 1364. Accordingly, I cannot agree with the Majority's analysis, which 
perceives Giant Eagle's liability as being fixed both on an individual and collective basis. 
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As I see it, the question for our resolution is whether Giant Eagle's liability to any individual shopper with 
accrued-but-not-yet-redeemed fuelperks! was certain to continue under the rules applicable to that 
liability until it was paid. Because one of those rules allowed for the expiration of each shopper's 
fuelperks! (and Giant Eagle's corresponding liability to that shopper), the answer is plainly "no." While 
Giant Eagle became liable to a shopper at checkout, it did not become absolutely liable to that shopper 
unless and until the shopper redeemed fuelperks! prior to their expiration. For that reason, I would hold 
that, at the close of the 2006 and 2007 taxable years, Giant Eagle faced many fixed liabilities for yet-to-
be-redeemed fuelperks!, but none that were "determine[d] in fact" because each was contingent upon 
future redemption by the shopper. 

In the Third Circuit the majority’s view will prevail, but only time will tell if the other circuits (especially those that 
issued the cases relied upon on this case) will go along with the majority or minority view on whether such a limit 
on redemption is or is not fatal to a deduction. 

SECTION: 7430 
PROPER DATE TO MEASURE NET WORTH OF TRUST IN TRANSFEREE LIABILITY CASE IS 
YEAR ORIGINAL TAX ASSESSED, NOT YEAR LIABILITY ASSESSED AGAINST ALLEGED 
TRANSFEREE 

Citation: Alterman Trust v. Commissioner, 146 TC No. 14 , 5/2/16  

The trust in the case of Alterman Trust v. Commissioner, 146 TC No. 14 had prevailed in its case against the 
IRS in its previous case (TC Memo 2015-231) and now sought an award of attorney’s fees under Section 7430. 

The issue to be decided was when the trust’s net worth was to be measure to determine if the trust was simply 
“too large” to be awarded the fees under IRC Section 7430.  While Section 7430 allows for an award of costs if 
the taxpayer is the prevailing party, has exhausted administrative remedies, has not unreasonably protracted 
the proceedings and has claimed reasonable costs, Section 7430(c)(4)(A)(ii) imposes an interesting quirk in the 
definition of “prevailing party.” 

That section reads that a prevailing party means (in part): 

…which meets the requirements of the 1st sentence of section 2412(d)(1)(B) of title 28, United States 
Code (as in effect on October 22, 1986) except to the extent differing procedures are established by rule 
of court and meets the requirements of section 2412(d)(2)(B) of such title 28 (as so in effect). 

That second provision in Title 28 cited there (the net worth provision of 28 USC §2412(d)(2)(B)) generally 
imposes a net worth test of $2 million on an individual and, in normal cases, applies that test “at the time the civil 
action was filed…”  That provision in Title 28 doesn’t directly give a date on which the net worth of a trust is to 
be tested, but IRC §7430(c)(4)(D)(i) provides: 

(D) Special rules for applying net worth requirement 

In applying the requirements of section 2412(d)(2)(B) of title 28, United States Code, for purposes of 
subparagraph (A)(ii) of this paragraph— 

(i) the net worth limitation in clause (i) of such section shall apply to— 

(I) an estate but shall be determined as of the date of the decedent’s death, and 

(II) a trust but shall be determined as of the last day of the taxable year involved in the 
proceeding 

The case in question involved a transferee liability proceeding by the IRS.   

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=10782
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The liability in question that the IRS was attempting to collect via a transferee liability proceeding against the 
beneficiary arose in 2003, though the IRS first asserted the transferee liability and issued its notice of liability in 
December of 2009.   

The taxpayer argued that due to this being a transferee liability case there was no taxable year involved, so the 
general rule (as of the date the case was filed should apply) or, in the alternative, the tax year for the party 
against whom the transferee liability was asserted should be 2009.  Needless to say, as the point is being 
litigated, it was clear the net worth of the trust exceeded the $2 million limit in 2003, the tax year noted in the 
Notice of Liability. 

The Tax Court did not buy the taxpayer’s views on the measuring date, noting: 

The statute is clear, and it requires the net worth of the trust “shall be determined as of the last day of 
the taxable year involved in the proceeding”. Sec. 7430(c)(4)(D)(i)(II). The notice of liability and its 
accompanying documents all identify December 31, 2003, as the end of the taxable year involved in the 
proceeding. The notice of liability is explicit that the liability is “for the taxable year ended December 31, 
2003”. The accompanying waiver of restrictions on assessment identifies the “Tax year ended” as 
December 31, 2003. The notice of liability statement states that it is for the “Tax Liability for the taxable 
year ended December 31, 2003”. The statute requires that we look to the net worth of the trust as of the 
last day of the taxable year involved in the proceeding. And there is no support for the argument that 
there is no taxable year involved in the proceeding. 

In a footnote, the Court goes on to provide a justification for applying this rule: 

One can easily posit a rationale for this rule. Oftentimes, a trust’s assets can easily be depleted, thus 
enabling a trust to manipulate whether it meets the net worth requirements by the time a notice is issued 
at the end of a protracted proceeding. By looking retrospectively to the taxable year involved in the 
proceeding, the statute limits or eliminates gamesmanship that might be used to fit within the net worth 
requirements. 

SECTION: 7705 
CERTIFIED PROFESSIONAL EMPLOYER ORGANIZATION TEMPORARY AND PROPOSED 
REGULATIONS ISSUED BY IRS 

Citation: TD 9768, Regs. §§301.7705-1T and 301.7705-2, REG-127561-15, Proposed Regs. 
§§31.3511-1, 301.7705-1 and 301.7701-2, 5/6/16 

The IRS has issued temporary (TD 9768, Regs. §§301.7705-1T and 301.7705-2) and proposed regulations 
(REG-127561-15, Proposed Regs. §§31.3511-1, 301.7705-1 and 301.7701-2) that will govern the Certified 
Professional Employer Organization (CPEO) program that Congress enacted as IRC §7705 at the end of 2014 
as part of the ABLE Act of 2014.  The program, which was supposed to begin accepting applicants in the summer 
of 2015 will actually begin accepting applications on July 1, 2016. 

As part of the release of the regulations, the IRS also announced the agency’s intent to release a pair of Revenue 
Procedures, one outlining the application process to become a PEO and another detailing the ongoing 
requirements to maintain certification. 

The provision is meant to allow businesses to avoid the problem under current law that occurs where the 
organization uses a professional employer organization to take care of paying its employees if the PEO fails to 
make the payroll tax payments.  Under the general rule, the business remains liable for the unpaid payroll taxes 
despite the fact that the business had paid over the amount of the taxes to the PEO. 

The failure of the PEO to pay over the tax due may occur because the PEO runs into financial difficulties and 
decides to hold back on the tax payments in a last ditch attempt to stay in business.  Such a situation, while 
clearly a severe violation of the customer’s trust, is not the worst case.  In some cases, the business has become 

https://s3.amazonaws.com/public-inspection.federalregister.gov/2016-10700.pdf
https://s3.amazonaws.com/public-inspection.federalregister.gov/2016-10700.pdf
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involved with an organization that simply had no intent to ever pay over the taxes, but simply pocketed those 
funds.  

For an example, see the situation described in the case of City Wide Transit, Inc. v. Commissioner, CA2, 2013-
1 U.S.T.C. ¶50,211, reversing TC Memo 2011-279.  As the result there makes clear, the business now has to 
come up with the funds to pay the payroll taxes that it reasonably believed had been paid.  Even worse, a good 
portion of those taxes are trust fund taxes subject to the trust fund recovery penalty—and now that the 
responsible parties are aware that there are unpaid trust fund taxes, they are at risk of personal liability if they 
allow any other payments to be made to vendors or employees before the trust fund taxes are paid over to the 
government. 

Section 7705 was meant to provide a method for businesses to avoid being placed in this position by creating a 
class of PEOs to be known as Certified Professional Employer Organizations.  The organizations would need to 
meet specific standards (including having an independent CPA audit their annual financial statements and issue 
a report that the company has positive working capital), post a bond, pay an annual fee and submit an application 
to the IRS.  The status would be subject to annual renewal, and could be revoked if the organization violated 
certain rules or became financially “risky” by allowing working capital to go negative. 

The temporary regulations govern the application process for those entities that wish to become CPEOs and the 
requirements to maintain CPEO status.  The details will primarily be of interest to organizations seeking to obtain 
that status and those with clients who perform that service should certainly study this document. 

However, your audit and accounting partners may find the rules regarding the audited financial statement and 
report on working capital of interest 

The preamble to the temporary regulations note the following provisions for submission of these statements  

Pursuant to these provisions, the temporary regulations require a CPEO applicant to provide to the IRS, 
with its application, a copy of its annual audited financial statements for the most recently completed 
fiscal year as of the date it applies for certification. If a CPEO applicant applies for certification before 
the last day of the sixth month following its most recently completed fiscal year, and the audit of the 
financial statements for this fiscal year has not yet been completed at the time of application, a CPEO 
applicant must also provide to the IRS a copy of its audited financial statements for the immediately 
preceding fiscal year, if any. The temporary regulations provide that the CPEO applicant must 
subsequently provide to the IRS the financial statements for the most recently completed fiscal year by 
the last day of the sixth month after such fiscal year ends.  

In addition, for any fiscal year that ends after the CPEO applicant applies for certification and on or 
before the effective date of certification, if applicable, the CPEO applicant must provide the audited 
financial statements by the last day of the sixth month after such fiscal year ends. The obligation to 
provide the audited financial statements described in the preceding sentence continues to apply after 
the CPEO applicant is certified as a CPEO. Once certified, pursuant to section 7705(b)(1), a CPEO is 
required by the temporary regulations to provide a copy of its annual audited financial statements to the 
IRS within six months of the end of each fiscal year (beginning with the first fiscal year that ends after 
the CPEO’s effective date of certification). For these purposes, a CPEO applicant’s or CPEO’s fiscal 
year will be considered completed once the last day of that fiscal year has ended, even if the CPEO was 
not operating or certified for the full fiscal year or the fiscal year was a short year consisting of fewer 
than 12 months. 

In addition to the independent CPA’s audit report, a separate report on the status of working capital will also 
need to be provided by an independent CPA: 

Additionally, the Treasury Department and the IRS believe a CPEO with annual audited financial 
statements that reflect positive working capital (as determined in accordance with GAAP) presents a 



 

 12 
The Tax CurriculumSM  Nichols Patrick CPE, Inc. 

materially lower risk to the IRS’s collection of federal employment taxes than a CPEO without such 
financial statements. Accordingly, pursuant to section 7705(b)(1) and consistent with several state PEO 
certification and registration laws, the temporary regulations require a CPEO applicant or CPEO to 
cause to be prepared and provided to the IRS, by the same date it must provide a copy of its annual 
audited financial statements, an opinion of an independent CPA that such financial statements reflect 
positive working capital for the fiscal year, unless the exception described in the next paragraph applies. 
In addition, the temporary regulations require this opinion to set forth in detail a calculation of the CPEO 
applicant’s or CPEO’s working capital. Consistent with section 7705(c)(3)(A), this CPA opinion must 
also generally state that the financial statements are presented fairly in accordance with GAAP. 

The temporary regulations require the CPA be independent—but the IRS is asking for guidance on whether the 
AICPA standards (which will be used for now) should be the standards finally used: 

In accordance with section 7705(c)(3)(A), the temporary regulations require the opinion regarding a 
CPEO’s financial statements to be provided by a CPA who is independent of the CPEO. For this 
purpose, the temporary regulations require a CPA to be independent as prescribed by the American 
Institute of Certified Public Accountants’ Professional Standards, Code of Professional Conduct, and its 
interpretations and rulings. The Treasury Department and the IRS request comments regarding whether 
the CPA independence guidelines or requirements of other governmental agencies or departments or 
industry self-regulatory bodies, as adapted for a CPA of a CPEO, would better ensure the impartiality of 
CPAs providing opinions on CPEO’s financial statements, such as: (1) the Department of Labor’s 
guidelines on the independence of CPAs retained by employee benefit plans under 29 CFR 2509.75-9; 
(2) the Securities and Exchange Commission’s (SEC) independence guidelines for auditors reporting 
on financial statements included in SEC filings; and (3) the Government Accountability Office’s auditor 
independence requirements under Government Auditing Standards that cover federal entities and 
organizations receiving federal funds. 

Obviously, CPA firms looking to take on these engagements should consider the possible implication of meeting 
the independence provisions of those other possible sets of rules, understanding that regardless of what the IRS 
rules the CPA will need to meet the requirements of his/her state licensing board (which often reference those 
same AICPA standards) as well as those contained in these regulations. 

To complete the accounting and audit portion of this article, the regulations also generally require that the CPEO 
use the accrual basis of accounting or another method approved by the Treasury.  Given that the CPA’s audit 
report must show that the statements are prepared in accordance with U.S. GAAP this requirement seems 
somewhat superfluous.   

The portion of the proposed regulations that are not simply a duplicate of the temporary regulations deal with 
the operational issues of the CPEO, including the way in which liability can be transferred to the CPEO.  These 
regulations, to the extent they are not contained in the temporary regulations, will not be effective until published 
as final regulations.   
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