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

Citation: Notice 2016-22, 3/7/16 and Notice 2016-40, 6/17/16

“It’s like déjà vu all over again.” 

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

In  Notice 2016-22 the IRS provided procedures  to be used for  employers  that
hired  individuals  that  retroactively  qualify  as  “targeted”  individuals  during  the
period where the work opportunity credit  under IRC §51  had expired.  Later,  in
Notice 2016-40 the IRS extended the time periods provided in the original notice. 

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

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

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

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

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

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

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

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

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

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

 The employer submits the completed Form 8850 to the appropriate DLA to 
request certification no later than September 28, 2016.

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

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

Originally the relief only covered employees hired on or before May 31 and the
applications had to be submitted by June 29.  However the IRS noted:

The Treasury Department and the IRS, along with the Department of Labor,
have been made aware that due to the timeframe under which the relevant
forms  and instructions,  and  processing  instructions,  have  been  released,
employers  need  additional  time  to  comply  with  the  certification
requirements of § 51(d)(13)(A)(ii) of the Code for employees in the targeted
groups. 

Thus, on June 17, 2016 the IRS granted the additional extension of time.

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

SECTION: 170
TAXPAYERS LOSE VIRTUALLY ALL CHARITABLE CONTRIBUTIONS FOR 
FAILURE TO MEET STRICT SUBSTANTIATION RULES IN THE LAW AND 
REGULATIONS

Citation: Haag v. Commissioner, TC Summary Opinion 2016-29, 6/22/16

Another  couple  discovered  that  the  documentation  rules  for  charitable
contributions are very strict in the case of  Haag v.  Commissioner, TC Summary
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Opinion 2016-29.  This case dealt with both cash and noncash contributions, along
with other deduction items the IRS disputed.  But our key matter of interest will
be for the charitable contributions, since the strict documentation rules are very
difficult for taxpayers to comply with, but the Courts feel compelled to enforce
those rules since Congress passed them.

The issue involved both cash and noncash contributions.  The cash contributions
related to the standard situation clients often assert in making a certain amount
of weekly contributions to a church.  Though we are not told so in this case, quite
often the taxpayer will claim they put cash into an offering plate.

In this case the Court described the donations and claimed deductions as follows:

Petitioners  attended and made donations  to  separate  churches  in  2012.
Petitioners testified that they each donated approximately $20 per week at
their  respective  churches  in  2012.  Petitioners  did  not  provide  any
documentation to substantiate their cash contributions.

The  Tax  Court  notes  the  provisions  regarding  documenting  charitable
contributions, stating:

Charitable contributions are deductible only if verified in accordance with
regulations  prescribed  by  the  Secretary.  Sec.  170(a)(1);  see  Van  Dusen  v.
Commissioner, 136 T.C.  515,  530 (2011).  No deduction for a contribution of
cash, a check, or a monetary gift in any amount is allowed unless the donor
maintains  a  bank  record  or  a  written  communication  from  the  donee
showing the name of the donee organization, the date of the contribution,
and the amount of the contribution. Sec. 170(f)(17). 

Of course in this case the taxpayers did not maintain such documentation nor did
they  have  a  written  communication  from  the  charity  acknowledging  the
contributions.  As the Court notes, this is fatal to the deduction:

Petitioners claimed a deduction of $2,000 for cash donations made to their
respective  churches.  Petitioners  did  not  produce  a  written
acknowledgment  of  the  contributions  from  either  church,  nor  did  they
produce any other records to substantiate the amounts and dates of their
reported  cash  contributions.  In  the  absence  of  additional  corroborating
evidence  supporting  petitioners’  trial  testimony,  respondent’s
determination disallowing a deduction for cash contributions is sustained.

The  taxpayer’s  claimed  noncash  contributions  are  described  by  the  Court  as
follows:

During the early months of 2012 Ms. Haag moved out of the couple’s home.
She testified that  she made two sizable  donations  of  various household
items to the Salvation Army, including clothing, furniture, and kitchenware.

...Petitioners attached Form 8283, Noncash Charitable Contributions, to their
tax return and reported donations of various items to the Salvation Army
and a veterans  charity.  Petitioners  reported that  they  used “Comparative
sales” to determine the fair market value of the items they donated. On a
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supplemental  schedule Ms.  Haag assigned a value of  $2,082 to donated
clothing and $1,087 to donated furniture and kitchenware.

This also is not that unusual—taxpayers tend to make large noncash contribution
when moving, since it’s easier often to drop off unneeded items at a charity than
haul it all to the new home and unpack it.

But the applicable documentation rules for these contributions are more involved
than those that were involved for the cash church contributions.  First, there is the
issue the claimed deductions to each organization were more than $250, so the
Court pointed out these issues would apply:

In the case of a charitable contribution deduction of $250 or more, section
170(f)(8)(A)  provides  that  the  taxpayer  must  obtain  a  contemporaneous
written acknowledgment from the donee. Section 170(f)(8)(B)  provides in
relevant  part  that  the  contemporaneous  written  acknowledgment  must
include the amount of cash and a description of any property other than
cash contributed, whether the donee organization provided any goods or
services  in  consideration,  in  whole  or  in  part,  for  any  cash  or  property
contributed, and, if so, a description and good-faith estimate of the value of
any  goods  or  services  provided  by  the  donee.  See  sec.  1.170A-13(b),  (f),
Income  Tax  Regs.  Section  170(f)(8)(C)  provides  that  a  written
acknowledgment is contemporaneous when the taxpayer obtains it on or
before the earlier of (1) the date the taxpayer files a tax return for the year of
contribution;  or  (2)  the due date,  including extensions,  for  filing that  tax
return.

Those rules would have applied had the single cash contributions to the church
been $250 or more, but the $20 per week contribution would not have triggered
these  rules  (though  they  still  needed  more  than  they  had).   But  noncash
contributions have additional requirements.

As the Court notes:

In addition to the written acknowledgment requirement, section 170(f)(11)
and  related  regulations  establish  more  detailed  requirements  for
substantiation of contributions of property other than money. For noncash
contributions  of  $500  or  less,  the  taxpayer  must  substantiate  the
contribution with a receipt from the donee indicating the donee’s name,
the  date  and  location  of  the  contribution,  and  “[a]  description  of  the
property  in  detail  reasonably  sufficient  under  the  circumstances.”  Sec.
1.170A-13(b)(1),  Income  Tax  Regs.  For  noncash  contributions  in  excess  of
$500, the taxpayer normally must also maintain written records showing
the  manner  in  which  the  item  was  acquired,  the  approximate  date  of
acquisition, and the cost or adjusted basis of the property. Id. subpara. (3);
see Lattin v. Commissioner, T.C. Memo. 1995-233.

Similarly, the rules provide standards for what will be the deductible amount for a
noncash contribution:
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For noncash contributions, the value of the contribution generally is the fair
market  value  of  the  property  at  the  time  of  contribution.  Hewitt  v.
Commissioner, 109 T.C. 258, 261 (1997),  aff’d without published opinion, 166
F.3d 332 (4th Cir. 1998); sec. 1.170A-1(c)(1), Income Tax Regs. The fair market
value  of  contributed  property  is  the  price  at  which  the  property  would
change hands between a willing buyer and a willing seller, neither being
under  any  compulsion  to  buy  or  sell  and  both  having  reasonable
knowledge of relevant facts. Sec. 1.170A-1(c)(2), Income Tax Regs.

In  this  case  while  the  Court  found  that  the  taxpayers  failed  to  meet  those
documentation tests, the IRS decided it could allow $250 for such deductions.  

Petitioners failed to offer any contemporary written acknowledgments from
the donee organizations stating whether they were provided any goods or
services in  return for  the donations  as  required by  section 170(f)(8)(A)  or
receipts or written records as required by section 170(f)(11) and the related
regulations.  Accordingly,  we  sustain  respondent’s  determination  limiting
petitioners’ deduction for noncash charitable contributions to $250.

Clients  often  balk  at  meeting  these  documentation  requirements,  instead
continuing to claim they “put $20 in the offering plate each week” or responding
with an inquiry about their charitable contributions with the statement that it’s
“about what I gave last year” with no documentation.  

As should be clear, that simply isn’t going to work when the taxpayer’s position is
challenging.  While the rules may be absurdly strict, reality is that Congress wrote
them into the law and those rules are being enforced by the IRS and the Courts.

SECTION: 409A
IRS ISSUES PROPOSED REVISIONS TO REGULATIONS ON WHICH 
TAXPAYERS MAY RELY REGARDING §409A NONQUALIFIED DEFERRED 
COMPENSATION PLANS

Citation: REG-123854-12, 6/22/16

The IRS has issued proposed regulations (REG-123854-12) upon which taxpayers
may  rely  addressing  issues  related  to  nonqualified  deferrred  compensation
arrangements  subject  to  IRC §409A.   These  rules  generally  update  and clarify
provisions that are found in the existing regulations under §409A.

Specifically the preamble specifies the following 19 areas that are addressed.

(1) Clarify that the rules under section 409A apply to nonqualified deferred
compensation plans separately and in addition to the rules under section
457A.

(2)  Modify the short-term deferral  rule to permit  a delay in payments to
avoid violating Federal securities laws or other applicable law.

(3) Clarify that a stock right that does not otherwise provide for a deferral of
compensation  will  not  be  treated  as  providing  for  a  deferral  of
compensation solely because the amount payable  under the stock right
upon an involuntary separation from service for cause, or the occurrence of
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a condition within the service provider's control, is based on a measure that
is less than fair market value.

(4)  Modify  the  definition  of  the  term  “eligible  issuer  of  service  recipient
stock” to provide that it includes a corporation (or other entity) for which a
person  is  reasonably  expected  to  begin,  and  actually  begins,  providing
services within 12 months after the grant date of a stock right.

(5) Clarify that certain separation pay plans that do not provide for a deferral
of compensation may apply to a service provider who had no compensation
from the service recipient during the year preceding the year in which a
separation from service occurs.

(6)  Provide  that  a  plan  under  which  a  service  provider  has  a  right  to
payment  or  reimbursement  of  reasonable  attorneys'  fees  and  other
expenses incurred to pursue a bona fide legal  claim against  the service
recipient  with respect  to the service relationship does  not  provide  for  a
deferral of compensation.

(7) Modify the rules regarding recurring part-year compensation.

(8)  Clarify  that  a  stock  purchase  treated  as  a  deemed asset  sale  under
section  338  is  not  a  sale  or  other  disposition  of  assets  for  purposes  of
determining whether a service provider has a separation from service.

(9)  Clarify  that  a  service  provider  who  ceases  providing  services  as  an
employee and begins providing services as an independent contractor is
treated as having a separation from service if, at the time of the change in
employment  status,  the  level  of  services  reasonably  anticipated  to  be
provided after the change would result in a separation from service under
the rules applicable to employees.

(10)  Provide  a  rule  that  is  generally  applicable  to  determine  when  a
“payment” has been made for purposes of section 409A.

(11) Modify the rules applicable to amounts payable following death.

(12) Clarify that the rules for transaction-based compensation apply to stock
rights that do not provide for a deferral of compensation and statutory stock
options.

(13)  Provide  that  the  addition  of  the  death,  disability,  or  unforeseeable
emergency of a beneficiary who has become entitled to a payment due to a
service provider's death as a potentially earlier or intervening payment event
will not violate the prohibition on the acceleration of payments.

(14)  Modify  the  conflict  of  interest  exception  to  the  prohibition  on  the
acceleration of payments to permit the payment of  all  types of  deferred
compensation (and not  only  certain  types  of  foreign earned income)  to
comply with bona fide foreign ethics or conflicts of interest laws.

(15)  Clarify  the provision permitting payments upon the termination and
liquidation of a plan in connection with bankruptcy.
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(16)  Clarify  other  rules  permitting  payments  in  connection  with  the
termination and liquidation of a plan.

(17) Provide that a plan may accelerate the time of payment to comply with
Federal debt collection laws.

(18)  Clarify  and  modify  §  1.409A-4(a)(1)(ii)(B)  of  the  proposed  income
inclusion regulations regarding the treatment of deferred amounts subject
to a substantial  risk  of  forfeiture  for  purposes of  calculating the amount
includible in income under section 409A(a)(1).

(19)  Clarify  various  provisions  of  the  final  regulations  to  recognize  that  a
service provider can be an entity as well as an individual.

IRC §409A,  added to the IRC back in  2004,  provides  for  punative  taxation on
employee and service providers if they are participants in a nonqualified deferred
compensation plan (other than those specifically excluded from §409A treatment)
unless the plan complies at times during the taxable year both in terms of plan
documentation and plan operation with the requirements of §409A.  

Some specific details on certain of these provisions are found below.

The proposed regulations would create a consistent rule for what is treated as
“payment” under the provisions of §409A, clarifying the matter.  As the preamble
notes:

These proposed regulations add a generally applicable rule to determine
when a payment has been made for all provisions of the regulations under
section 409A. Under these proposed regulations, a payment is made, or the
payment  of  an  amount  occurs,  when  any  taxable  benefit  is  actually  or
constructively  received.  Consistent  with  the  final  regulations,  these
proposed regulations provide that a payment includes a transfer of cash,
any event that results in the inclusion of an amount in income under the
economic  benefit  doctrine,  a  transfer  of  property  includible  in  income
under section 83, a contribution to a trust described in section 402(b) at the
time includible in income under section 402(b), and the transfer or creation
of a beneficial interest in a section 402(b) trust at the time includible in
income under  section 402(b).  In  addition,  a  payment is  made upon the
transfer, cancellation, or reduction of an amount of deferred compensation
in exchange for benefits under a welfare plan, a non-taxable fringe benefit,
or any other nontaxable benefit.

As well, the proposed regulations would clarify whether receipt of property which
itself is subject to a substantial risk of forfeiture would constitute a payment, as
noted in the preamble:

These proposed regulations also clarify  that a transfer of property that is
substantially nonvested (as defined under § 1.83-3(b)) to satisfy an obligation
under  a  nonqualified deferred compensation  plan is  not  a  payment  for
purposes  of  section 409A unless  the  recipient  makes  an election under
section 83(b)  to include in income the fair  market value of  the property
(disregarding lapse restrictions), less any amount paid for the property. 
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The preamble notes that the proposed regulations will make some liberalizing
changes in when a payment is deemed to be a death related payment, since the
time frames generally required for a payment related to an event under §409A
may not be long enough due to the issues often found in dealing with the death
of an individual:

Also,  some  commenters  have  indicated  that  the  time  periods  for  the
payment of amounts following death often are not long enough to resolve
certain issues related to the death (for example, confirming the death and
completing  probate).  In  view  of  the  practical  issues  that  often  arise
following  a  death,  these  proposed  regulations  provide  that  an  amount
payable following the death of a service provider, or following the death of a
beneficiary  who  has  become  entitled  to  payment  due  to  the  service
provider's death, that is to be paid at any time during the period beginning
on the date of death and ending on December 31 of the first calendar year
following the calendar  year  during which the death occurs  is  treated as
timely paid if it is paid at any time during this period. A plan is not required
to specify any particular date within this period as the payment date and
may rely on this rule if the plan provides that an amount will be paid at
some time during this period, including if the plan provides that payment
will  be  made  upon  death  without  defining  the  period  for  payment
following death in any other manner, and including if the plan provides that
payment  will  be  made on a  date  within  this  period determined in  the
discretion of the beneficiary. 

These proposed regulations further provide that a plan providing for  the
payment of  an amount at any time during this specified period may be
amended to provide for the payment of that amount (or the payment of
that amount may be made without amending the plan) at any other time
during  this  period  (including  a  time  determined  in  the  discretion  of  a
beneficiary)  without  failing  to  meet  the  requirements  of  the  deferral
election provisions of § 1.409A-2 or the permissible payment provisions of §
1.409A-3, including the prohibition on the acceleration of payments under §
1.409A-3(j).  For example,  a plan that provides for a payment to be made
during the first calendar year beginning after the death of a service provider
may  be  amended  to  provide  for  the  payment  of  the  amount  (or  the
payment may be made under the plan without such amendment) at any
time during the period beginning on the date of  death and ending on
December 31 of the first calendar year following the calendar year during
which the death occurs. 

The proposed regulations also address the problem for those in education that
the IRS had originally attempted to solve via Notice 2008-62.  The problem was
that educators who have a portion of the year in which they are not performing
services (think summer vacation) traditionally had been given the option to be
paid their salary only during the portion of the year that services were actually
performed or to have that salary spread over an entire twelve months, most often
making the choice at the beginning of the school year.
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That created a deferral  that ran afoul  of  the allowed provisions in the original
§409A  regulations  which  the  IRS  addressed  in  that  notice,  allowing  such  a
program did not run afoul of §409A if the following requirements were met:

The arrangement does not defer payment of any of the recurring part-year
compensation  beyond  the  last  day  of  the  13th  month  following  the
beginning of the service period, and

The arrangement does not defer from one taxable year to the next taxable
year the payment of more than the applicable dollar amount under section
402(g)(1)(B) in effect for the calendar year in which the service period begins
($18,000 for 2016). 

The IRS had received complaints about  the fact  that the second requirement
blocked relief in some cases, leading to the IRS proposing the following revision as
outined in the preamble:

Commenters  have  expressed  concerns  that  Notice  2008-62  would  not
adequately address some teaching positions, such as college and university
faculty  members.  They  have  noted  that,  depending  on  several  variables
(such as the calendar month in which a service provider commences service
or the length of the service period), the dollar limitation in the notice may
result  in  adverse  tax  consequences  to  service  providers  with  annual
compensation as low as $80,000. Commenters have further observed that
some of these arrangements are nonelective, and therefore some service
providers  cannot  opt  out  of  a  recurring  part-year  compensation
arrangement. 

In recognition that  service recipients in the field of  education frequently
structure their pay plans to include recurring part-year compensation and
that the main purpose of this design is to provide uninterrupted cash flow
for  service  providers  who  do  not  work  for  a  portion  of  the  year,  these
proposed  regulations  modify  the  recurring  part-year  compensation  rule.
These  proposed  regulations  provide  that  a  plan  or  arrangement  under
which a service provider receives recurring part-year compensation that is
earned  over  a  period  of  service  does  not  provide  for  the  deferral  of
compensation if the plan does not defer payment of any of the recurring
part-year compensation to a date beyond the last day of the 13th month
following the first day of the service period for which the recurring part-year
compensation is paid, and the amount of the service provider's recurring
part-year compensation (not merely the amount deferred) does not exceed
the annual compensation limit under section 401(a)(17) ($265,000 for 2016)
for the calendar year in which the service period commences. A conforming
change is being made for purposes of section 457(f) under proposed section
457(f) regulations (REG-147196-07) that are also published in the Proposed
Rules section of this issue of the Federal Register.

Under the current regulations, the amount taxable for a beneficiary of a plan that
is noncompliant at any time during the year is the excess of the total amount
deferred  under  the  plan  reduced  by  the  the  total  of  the  amounts  previously
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subject to tax plus any amounts subject to a substantial risk of forfeiture.  Thus,
generally, if a participant is not vested in his/her benefits by the end of a tax year,
an  “impermissible”  amendment  to  the  plan  can  be  made  without  tax
consequences.

The IRS is concerned that some taxpayers have been abusing this rule, regularly
changing  the  rules  right  up  until  the  year  the  participant  vests  under  the
program. Thus, the preamble notes:

Although these rules permit the correction of certain plan provisions that
fail to comply with the requirements of section 409A(a) while amounts are
nonvested  without  including  the  amounts  in  income  or  incurring  an
additional tax, they were not intended to allow service recipients to change
time or form of payment provisions that otherwise meet the requirements
of section 409A(a) in a manner that fails to comply with section 409A(a),
and they were not intended to permit service recipients to create errors in
nonqualified  deferred  compensation  plans  with  respect  to  nonvested
amounts  with  the  intention  of  using  those  errors  as  a  pretext  for
establishing or changing a time or form of payment in a manner that fails to
comply  with  section  409A(a).  Accordingly,  these  proposed  regulations
clarify  and  modify  the  anti-abuse  rule  under  §  1.409A-4(a)(1)(ii)(B)  of  the
proposed income inclusion regulations to preclude changes of this nature.

First,  these  proposed  regulations  clarify  that  a  deferred  amount  that  is
otherwise subject to a substantial risk of forfeiture is treated as not subject
to a substantial risk of forfeiture for a service provider's taxable year during
which there is  a  change in a plan provision (including an initial  deferral
election provision) that is not otherwise permitted under section 409A and
the final regulations and that affects the time or form of payment of the
amount if there is no reasonable, good faith basis for concluding that the
original provision failed to meet the requirements of section 409A(a) and
that the change is necessary to bring the plan into compliance with the
requirements of section 409A(a).

Second, these proposed regulations provide examples of the types of facts
and circumstances that indicate whether a service recipient has a pattern
or  practice  of  permitting impermissible  changes  in  the  time or  form of
payment with respect to nonvested deferred amounts under one or more
plans.  If  the service  recipient  has  such a  pattern  or  practice  that  would
affect a nonvested deferred amount, that amount is treated as not subject
to  a  substantial  risk  of  forfeiture.  The  facts  and  circumstances  include:
Whether a service recipient has taken commercially reasonable measures to
identify and correct substantially similar failures promptly upon discovery;
whether  substantially  similar  failures  have  occurred  with  respect  to
nonvested deferred amounts to a greater extent than with respect to vested
deferred  amounts;  whether  substantially  similar  failures  occur  more
frequently with respect to newly adopted plans; and whether substantially
similar failures appear intentional, are numerous, or repeat common past
failures that have since been corrected.
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Third,  these  proposed  regulations  provide  that,  to  the  extent  generally
applicable  guidance  regarding  the  correction  of  section  409A  failures
prescribes a particular correction method (or methods) for a type of plan
failure,  that  correction  method  (or  one  of  the  permissible  correction
methods) must be used if a service recipient chooses to correct that type of
a failure with respect to a nonvested deferred amount. In addition, these
proposed  regulations  provide  that  substantially  similar  failures  affecting
nonvested deferred amounts must be corrected in substantially the same
manner.

A service recipient correcting a plan failure affecting a nonvested deferred
amount  is  not  required,  solely  with  respect  to  the  nonvested  deferred
amount,  to  comply  with  any  requirement  under  generally  applicable
guidance regarding the correction of section 409A failures that is unrelated
to  the  method  for  correcting  the  failure,  such  as  general  eligibility
requirements,  income  inclusion,  additional  taxes,  premium  interest,  or
information  reporting  by  the  service  recipient  or  service  provider.
Accordingly, a service recipient may amend a noncompliant plan term in a
manner permitted under applicable correction guidance even though the
failure may not have been eligible for correction under that guidance (for
example, due to applicable timing requirements). In addition, the portion of
the nonvested deferred amount that is  affected by the correction is  not
subject  to  income  inclusion,  additional  taxes,  or  applicable  premium
interest under section 409A(a)(1), and neither the service recipient nor the
service  provider  is  required  to  notify  the  IRS  of  the  correction.  For  a
description of the currently available corrections methods, see Notice 2008-
113 (2008-51 IRB 1305), Notice 2010-6 (2010-3 IRB 275), and Notice 2010-80
(2010-51 IRB 853).

These  regulations  were  published  as  proposed  regulations,  but  no  similar
temporary regulations were issued at the same time.  Rather the IRS provides the
following  in  the  discussion  of  the  general  effective  date  of  the  proposed
regulations:

The provisions of these proposed regulations amending the final regulations
are  proposed  to  be  applicable  on  or  after  the  date  on  which  they  are
published as final regulations in the Federal Register. For periods before this
date,  the  existing  final  regulations  and  other  applicable  guidance  apply
(without regard to these proposed regulations).  The applicability date for
the  existing  final  regulations  in  §  1.409A-6(b)  is  accordingly  amended to
reflect  extension  of  certain  transition  relief  through  2008  under  Notice
2007-86, 2007-46 IRB 990. Taxpayers may, however, rely on these proposed
regulations before they are published as final regulations,  and until  final
regulations are published the IRS will not assert positions that are contrary
to the positions set forth in these proposed regulations.
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However  the  IRS  warns  that  certain  positions  in  these  regulations  are  not
intended  to  represent  changes  in  the  law,  thus  positions  contrary  to  these
portions of the temporary regulations are deemed to be a violation of the existing
regulations (and thus a major problem for the plan participant):

(1) That the transfer of restricted stock for which no section 83(b) election is
made  or  the  transfer  of  a  stock  option  that  does  not  have  a  readily
ascertainable fair market value would result in a payment under a plan; (2)
that  a  contribution to a  section 402(b)  trust  includible  in  income under
section 402(b) to fund an obligation under a plan would not result  in a
payment under a plan; (3) that a stock purchase treated as a deemed asset
sale under section 338 is a sale or other disposition of assets for purposes of
determining when a service provider separates from service as a result of an
asset purchase transaction; or (4) that the exception to the prohibition on
acceleration of  a payment upon a termination and liquidation of  a plan
pursuant to § 1.409A-3(j)(4)(ix)(C) applies if the service recipient terminates
and liquidates only the plans of the same category in which a particular
service provider participates, rather than all plans of the same category that
the service recipient sponsors.

With  regard  to  the  part-year  compensation  rules  applicable  generally  to
educators, the IRS provides the following options:

The rules set forth in these proposed regulations regarding recurring part-
year compensation are proposed to be applicable on and after the date on
which these proposed regulations are published as final regulations in the
Federal Register. However, taxpayers may rely on either the rules in these
proposed regulations or the rules in Notice 2008-62 relating to recurring
part-year  compensation  for  the  taxable  year  in  which  these  proposed
regulations are published as final regulations and all prior taxable years.

SECTION: 457
PROPOSED REGULATIONS ISSUED ON §457 PLANS

Citation: REG-147196-07, 6/22/16

The IRS has  issued proposed regulations  dealing with deferred compensation
arrangements of state and local governments or tax exempt organizations subject
to IRC §457 in REG-147196-07.  The regulations deal with numerous issues related
to  such  programs,  but  most  interest  is  concentrated  on  how  the  rules  apply
“substantial risk of forfeiture” for programs subject to IRC §457(f).

457  plans  are  divided  into  “eligible”  plans  (§457(b)  plans)  and  ineligible  plans
(§457(f) plans).  Eligible plans work much like traditional qualified retirement plans
in terms of when an employee is taxed on the amounts, taking place only when
the amounts are distributed to the employee.   However,  participants in  §457(f)
plans pay tax when the amounts are no longer subject to a substantial risk of
forfeiture, regardless of when the participant will actually receive any funds from
the plan.
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Eligible  plans  are  subject  to  restrictions  much like  qualified  retirement  plans,
specifically  capping  the  maximum  amount  of  annual  elective  deferrals.   The
ineligible plans function to allow the granting of additional benefits beyond those
limits, but under less favorable rules generally.

As you might guess, for such plans the question of what constitutes a “substantial
risk of forfeiture” is a big issue.  The IRS had previously indicated in Notice 2007-62
that it thought that substantial risk of forfeiture for these plans should be defined
similarly to how it is defined for §409A.  

Specifically the Notice provided:

The Treasury and the Service further anticipate issuing guidance regarding a
substantial risk of forfeiture for purposes of § 457(f)(3)(B) under rules similar
to those set forth under § 1.409A-1(d).

Section 1.409A-1(d) provides that a right to an amount of compensation is
subject to a substantial  risk of  forfeiture if  entitlement to the amount is
conditioned  on  the  performance  of  substantial  future  services  or  the
occurrence of a condition that is related to a purpose of the compensation
and the possibility of forfeiture is substantial. 

The Notice also contained other provisions that suggested the final regulations
would negatively interpret other provisions related to such plans.

The proposed regulations modify the “substantial risk of forfeiture” in a number of
ways that are less restrictive than what Notice 2007-62 suggested would be found
in the regulations.

One of the key changes relates to the IRS accepting the position that restrictions
on an employee working for another organization can be treated as a substantial
risk  of  forfeiture  for  the  period  when  the  non-compete  applies  if  certain
conditions are met.

As the preamble notes:

The proposed regulations provide that compensation is not considered to
be subject to a substantial  risk  of  forfeiture merely  because it  would be
forfeited if  the employee accepts a position with a competing employer
unless certain conditions are satisfied. First, the right to the compensation
must  be  expressly  conditioned  on  the  employee  refraining  from  the
performance  of  future  services  pursuant  to  a  written  agreement  that  is
enforceable under applicable law. Second, the employer must consistently
make reasonable efforts to verify compliance with all of the noncompetition
agreements to which it is a party (including the noncompetition agreement
at  issue).  Third,  at  the  time  the  noncompetition  agreement  becomes
binding, the facts and circumstances must show that the employer has a
substantial  and  bona  fide  interest  in  preventing  the  employee  from
performing the prohibited services and that the employee has a bona fide
interest in engaging, and an ability to engage, in the prohibited services. The
proposed  regulations  identify  several  factors  that  are  relevant  for  this
purpose.
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The  proposed  conditions  that  would  apply  in  order  for  a  noncompetition
agreement to be treated as a substantial risk of forfeiture are:

 The right to payment of the amount is expressly conditioned upon the 
employee refraining from the future performance of services pursuant to an
enforceable written agreement.

 The employer makes reasonable ongoing efforts to verify compliance with 
noncompetition agreements (including the noncompetition agreement 
applicable to the employee).

 At the time that the enforceable written agreement becomes binding, the 
facts and circumstances demonstrate that the employer has a substantial 
and bona fide interest in preventing the employee from performing the 
prohibited services and that the employee has bona fide interest in, and 
ability to, engage in the prohibited competition. Factors taken into account 
for this purpose include the employer's ability to show significant adverse 
economic consequences that would likely result from the prohibited 
services; the marketability of the employee based on specialized skills, 
reputation, or other factors; and the employee's interest, financial need, and 
ability to engage in the prohibited services.

The proposed regulations also note that that if it is clear the parties do not intend
to actually enforce the agreement, it will not be considered a substantial risk of
forfeiture.

The  regulations  also  provide  for  specific  conditions  that  must  be  met  for  an
employee to defer taxation on amounts the employee elects to defer into a §457(f)
ineligible plan.  The preamble notes:

Specifically,  the  proposed  regulations  permit  initial  deferrals  of  current
compensation to be subject to a substantial risk of forfeiture and also allow
an  existing  risk  of  forfeiture  to  be  extended  only  if  all  of  the  following
requirements are met.  First,  the present value of  the amount to be paid
upon  the  lapse  of  the  substantial  risk  of  forfeiture  (as  extended,  if
applicable)  must  be  materially  greater  than  the  amount  the  employee
otherwise would be paid in the absence of the substantial risk of forfeiture
(or  absence of  the  extension).  The proposed regulations  provide  that  an
amount is materially greater for this purpose only if the present value of the
amount  to  be  paid  upon  the  lapse  of  the  substantial  risk  of  forfeiture,
measured as of the date the amount would have otherwise been paid (or in
the  case  of  an  extension  of  the  risk  of  forfeiture,  the  date  that  the
substantial  risk  of  forfeiture  would  have  lapsed  without  regard  to  the
extension),  is  more  than  125  percent  of  the  amount  the  participant
otherwise would have received on that date in the absence of the new or
extended substantial risk of forfeiture. (No implication is intended that this
standard would also apply for purposes of § 1.409A-1(d)(1).)
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Second, the initial or extended substantial risk of forfeiture must be based
upon the future performance of  substantial  services  or  adherence to an
agreement not to compete. It may not be based solely on the occurrence of
a  condition  related  to  the  purpose  of  the  transfer  (for  example,  a
performance goal for the organization), though that type of condition may
be combined with a sufficient service condition.

Third, the period for which substantial future services must be performed
may not be less than two years (absent an intervening event such as death,
disability, or involuntary severance from employment).

Fourth,  the  agreement  subjecting  the  amount  to  a  substantial  risk  of
forfeiture must be made in writing before the beginning of the calendar
year in which any services giving rise to the compensation are performed in
the  case  of  initial  deferrals  of  current  compensation or  at  least  90  days
before the date on which an existing substantial  risk of  forfeiture would
have  lapsed in  the  absence of  an  extension.  Special  rules  apply  to  new
employees. The proposed regulations do not extend these special rules for
new employees to employees who are  newly  eligible  to participate in  a
plan. The Treasury Department and the IRS request comments on whether
special provisions for newly eligible employees are needed in the context of
arrangements subject to section 457(f), and if so whether the rules under §§
1.409A-1(c)(2)  and 1.409A-2(a)(7)  would  be  a  useful  basis  for  similar  rules
under section 457(f)  and how an aggregated single plan (versus multiple
plans) should be defined for this purpose to ensure that the rules are not
subject to manipulation.

The regulations  deal  with a  number  of  other  specific  matters  related to  both
eligible and ineligible 457 plans, so CPAs working with such plans should review
the entire 22 pages of  proposed regulations and explanation published in the
Federal Register contained In the link above.

Since these are proposed regulations and they were not also issued as temporary
regulations, the effective date rules are of special interest.  The regulations provide
the following general effective date rules:

Generally,  these  regulations  are  proposed  to  apply  to  compensation
deferred  under  a  plan  for  calendar  years  beginning  after  the  date  of
publication of the Treasury decision adopting these rules as final regulations
in the Federal  Register,  including deferred amounts to which the legally
binding right  arose during prior  calendar  years  that  were not  previously
included in income during one or more prior calendar years. No implication
is  intended  regarding  application  of  the  law  before  these  proposed
regulations  become  applicable.  Taxpayers  may  rely  on  these  proposed
regulations until the applicability date.

From a practical standpoint the last sentence is the key one, although since this
deals with employee benefit plans there is a risk that a taxpayer implementing a
plan using these rules may find a need to revise the plan once final regulations are
issued, to the extent that the rules differ from those in the proposed regulations.
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The  regulations  also  provide  for  special  rules  for  the  effective  date  related  to
collective bargaining agreements, changes to part-year compensation rules and
provisions  that  would  require  legislative  changes  for  a  government  agency  to
adopt.

SECTION: 1035
IRS CANNOT GRANT RELIEF WHERE TAXPAYER ERRONEOUSLY SIGNED 
AN ANNUITY DISTSRIBUTION RATHER THAN EXCHANGE FORM

Citation: PLR 201625001, 6/17/16

Some tax related mistakes are not able to be corrected by asking for forgiveness,
as the taxpayer discovered in  Private Letter Ruling 201625001.  In this case the
issue  was  a  taxpayer  who  inherited  a  private  annuity  and  wished  to  roll  the
annuity over in a tax free §1035 exchange.

Inherited annuities are eligible to be rolled by the beneficiary under IRC §1035 (see
PLR 201330016).  And advisers are aware that the IRS has the authority under IRC
§408(d)(3)(I) to waive late rollovers for IRAs.  So it may not be surprising that when
an error occurred in attempting to rollover an annuity under IRC §1035 that the
taxpayer asked the IRS for a waiver.

In the case in question the taxpayer had inherited an interest in annuity from his
father.   The  taxpayer  wished  to  transfer  this  balance  to  another  annuity,  but
mistakenly signed a form that authorized a lump sum payment from the annuity,
believing it was a form to exchange the annuity.  The lump sum was deposited in
the taxpayer’s checking account and he used those funds, along with some other,
to purchase a new annuity.

All was well until the taxpayer’s accountant received the taxpayer’s information to
prepare the tax return for the year of the distribution.  The accountant noticed
that a Form 1099R had been issued showing a fully taxable distribution of the
balance of the account to the taxpayer.  The taxpayer filed for an extension of time
to file the tax return and submitted the letter ruling request.

The taxpayer requested two rulings:

 That the erroneous distribution from Annuity 1 and the subsequent 
contribution of those distributed funds to Annuity 2 will be treated as a tax 
deferred exchange under § 1035(a)(3) of the Code and will not result in the 
imposition of income tax under § 72(e) of the Code; and

 That no further corrective transactions are required as between Annuity 1 
and Annuity 2 in that, although the distribution was made erroneously, 
both Annuity 1 and Annuity 2, as of Date 6, are exactly as they would have 
been had the error not occurred.

As a practical matter,  the taxpayer was arguing for a “no harm, no foul” ruling,
since he had gained no benefit from the fact that the balance had not been
directly transferred to purchase the new annuity.
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Unfortunately for the taxpayer, the IRS ruled that the agency did not have the
authority to allow the taxpayer to treat the transaction as the taxpayer wished.

The IRS noted:

In Rev. Rul. 2007-24, 2007-1 C.B. 1282, insurance company one disbursed a
check  representing  a  surrender  of  old  non-qualified  annuity  policy  to
taxpayer who, in turn, endorsed the check to a second insurance company
as  consideration for  a  new non-qualified insurance contract.  Noting that
neither  §  1035  nor  the  regulations  make  any  special  provision  for  the
purchase  of  an  annuity  contract  with  amounts  distributed  to  the
policyholder under another contract and because the annuity contract was
a non-qualified contract, no rollover provision, such as  § 403(a)(4), applied to
the amount received.  The amount that taxpayer received from insurance
company one under the first annuity contract is taxable in the year received
to the extent set forth in § 72(e).

Similarly, in the present case, the proceeds from Taxpayer's request for lump
sum  payment  of  Annuity  1  were  deposited  into  Taxpayer's  checking
account.  Taxpayer  then  used  those  funds  to  purchase  Annuity  2.
Accordingly,  the  amount  that  Taxpayer  received from Company  1  under
Annuity 1 is taxable in the year received to the extent set forth in § 72(e).

SECTION: 6901
SHAREHOLDERS CONSTRUCTIVELY AWARE TRANSACTION LEFT IRS 
WITH NO WAY TO COLLECT TAX, TRANSFEREE LIABILITY IMPOSED

Citation:  Estate of  Richard L.  Marshall  et  al.  v.  Commissioner,  T.C.  Memo.
2016-119, 6/20/16

Not heeding the advice of both an attorney and CPA firm proved costly to the
taxpayers in the case of  the Estate of Richard L. Marshall et al. v. Commissioner,
T.C.  Memo.  2016-119.   The  case  involved  a  situation  where  the  taxpayers  were
shareholders in a corporation whose major business activity became the pursuit
of a claim against the U.S. Bureau of Reclamation.  The corporation had previously
been  involved  in  construction  jobs,  but  that  activity  ended  when  one  of  key
shareholders was permanently disabled following a stroke.

The good news for the shareholders was that they prevailed in their claim—but
that created a tax problem.  As the Court described matters:

On  March  22,  2002,  the  Department  of  the  Interior  Board  of  Contract
Appeals ruled in favor of MAC in the Stillwater appeal.  On May 16,  2002,
MAC  received  a  $40,033,130  litigation  award  from  US  BOR,  which
represented  contract  damages  and  interest  for  the  Stillwater  appeal
(Stillwater litigation award). On August 2 and October 9, 2002, MAC received
additional interest payments on the Stillwater litigation award of $265,743
and $556,005, respectively.  The total amount of MAC's Stillwater litigation
award, with interest, was $40,854,878, all of which MAC received during its
FYE March 31, 2003.
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Obviously  this  income  was  going  to  create  a  major  tax  burden,  so  the
shareholders  sought  ways  to  reduce  that  burden.   Eventually  they  became
involved in a transaction promoted to them by Fortrend where they were told
that  their  stock  would  be  purchased  largely  with  the  cash  remaining  in  the
corporation immediately after the transaction.

That, of course, might strike some advisers as a problematical strategy for many
reasons and, in fact, the transaction seemed extremely close to the “Intermediary
Transaction Tax Shelter” the IRS had designated as a listed transaction in Notice
2001-16, though in this case there was no buyer of the underlying assets (the only
real asset was the cash of the corporation and estimated tax payments it had
already made).

The shareholders  did seek advice  from both an attorney  and an international
accounting  firm  regarding  the  transaction—and  both  warned  them  that  the
transaction exposed the shareholders to a risk of a transferee liability for taxes due
at the corporate level should, as the advisers suspected, the claimed “loss” would
not offset the income on the Stillwater award.  With the corporation drained of
cash that had been removed to pay for the shares, there wouldn’t be sufficient
assets remaining to pay the tax due.

Not surprisingly the promoters assured the shareholders that their program was
not like the one described in Notice 2001-16 and, as well, their tax strategy would
assure that there would be no tax due for the corporation whose stock they were
selling.

The  shareholders  went  ahead  with  the  transaction,  though  they  had  the
international  firm in  question prepare  their  returns—and that  firm insisted on
attaching the Form 8886 disclosing participation in a listed transaction.

The IRS did examine the corporation whose stock was sold and, despite what the
promoter claimed, disallowed the loss that offset the gain at the corporate level.
Since the corporation no longer had sufficient assets to pay the tax due the IRS
argued the very position the attorney and the international firm had warned the
shareholders  was  a  major  risk  in  this  strategy—that  they  were  liable  for  the
amount of the tax under the transferee liability rules.

As the Court notes, the IRS bears the burden of showing that the liability of one
taxpayer (the transferor) should be borne by another (the transferee) under this
provision.  The Court explained:

Once the transferor's own tax liability is established, the Commissioner may
assess  that  liability  against  a  transferee  under  section  6901  only  if  two
distinct  requirements  are  met.  First,  the  transferee  must  be  subject  to
liability under applicable State law, which includes State equity principles.
Second,  under  principles  of  Federal  tax  law,  that  person  must  be  a
"transferee" within the meaning of section 6901. See Salus Mundi Found. v.
Commissioner, 776 F.3d 1010, 1017-1019 (9th Cir. 2014), rev'g and remanding
T.C. Memo. 2012-61;  Diebold Found., Inc. v. Commissioner, 736 F.3d 172, 183-
184  (2d  Cir.  2013),  vacating  and  remanding  Salus  Mundi  Found.  v.
Commissioner, T.C. Memo. 2012-61;  Starnes v.  Commissioner,  680 F.3d 417,
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427 (4th Cir. 2012), aff'g T.C. Memo. 2011-63;  Swords Trust v. Commissioner,
142 T.C. 317, 336 (2014).

As  the  taxpayers  and  corporation  were  in  Oregon,  the  Court  first  looked  at
whether they would be subject to liability generally under Oregon law.  The IRS
argued that  the transactions needed to be collapsed into a single  transaction
where  the  corporation  effectively  transferred its  cash  out  to  the  shareholders,
leaving the corporation with no assets with which to pay a tax liability that the
shareholders were looking to avoid.

The Tax Court found that, while Oregon courts had not explicitly ruled in this area,
courts in other states with similar  statutes had allowed the transactions to be
collapsed into  one if  the  transferees  had effective  knowledge that  the  overall
effect  of  the  transactions  would  be  to  evade  the  payment  of  a  legitimate
obligation.  That can include “constructive knowledge” where the party became
aware that additional inquiry should be made, but failed to do so.

The Court found that, in this case, that was what had occurred.  The Court noted:

Our  analysis  focuses  on  what  John  knew  because  John  assumed  the
responsibility  of  representing  the  Marshalls.  In  determining  what  the
transferees knew, we have to focus on what they were advised and what
they themselves appreciated.  See id.  at  188-189.  The Marshalls,  Schwabe,
and PwC had constructive knowledge of the entire scheme. John knew that
Essex was interested [*35] in buying MAC only for its tax liability; that Essex
intended to use high-basis low-value assets to offset MAC's income;  that
Essex intended to obtain a refund of MAC's prepaid taxes, a plan he was
leery  about;  and  that  Essex  was  splitting  MAC's  avoided  taxes  with  the
Marshalls.

PwC and Schwabe had a sophisticated understanding of the entire scheme.
Notably,  before  the  MAC  transaction  closed,  each  of  the  Marshalls  was
warned by Schwabe of the risks of transferee liability and John was warned
by  PwC that  the  stock  sale  was  similar  to  a  listed transaction  and  was
advised by PwC not to engage in the stock sale. Petitioners knew that the
Stillwater  litigation award would  be  considered income to  MAC and be
subject  to  corporate  income  tax  for  2003.  This  knowledge  motivated
petitioners to enter into a transaction to mitigate this tax liability.

...The Marshalls recognized the large tax liability arising from the Stillwater
litigation  award  and  entered  into  a  series  of  transfers  to  minimize  the
liability.  John and the Marshalls' advisers are analogous to the advisers in
Diebold  Found.,  Inc.  and  Richard,  Patsy,  and  Karen  are  akin  to  the
shareholders in that case. The Court of Appeals for the Second Circuit in
Diebold Found., Inc. found that if the advisers knew or should have known
then the transferee is deemed to have had the same knowledge and had a
duty to inquire. See Salus Mundi Found. v. Commissioner, 776 F.3d at 1019-
1020;  Diebold  Found.,  Inc.  v.  Commissioner,  736  F.3d  at  188-190.  The
Marshalls had a duty to inquire,  and they were advised that there was a
significant risk of transferee liability. Cf. Slone v. Commissioner, T.C. Memo.
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2016-115,  at  *14-*17  (distinguishable  on  factual  grounds)  ("Petitioners  and
their advisers had no reason to believe that Fortrend's strategies were other
than  legitimate  tax  planning  methods.").  Accordingly,  petitioners  are
transferees of MAC, as MAC sold its assets and MA LLC received noncash
assets and the Marshalls received liquidating distributions in exchange for
their shares.

The Court  found that Oregon law would impose liability  for  both the tax and
penalties that would be imposed on the corporation.  The Court did not accept
the  taxpayer’s  contention  that  they  shouldn’t  be  held  liable  for  the  penalties
(which would end up causing this to be much more costly to the taxpayers than if
they had simply undertaken a “straight” liquidation and paid the taxes), finding
that  the  penalties  were  a  natural  and totally  foreseeable  consequence of  the
transaction—and thus should be treated as one part of the collapsed transaction.

Obviously the results weren’t good for the taxpayers here—but the reality in this
case is that two different advisers, not involved in promotion of the transaction,
had both advised the taxpayers either not to engage in this transaction or that
there was a significant risk that the transaction would have adverse results.
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