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SECTION: SCAMS
2016 SECURITY SUMMIT ACTIONS AND RESULTS RELEASED BY IRS

Citation: News Release IR-2016-94 and Fact Sheet FS-2016-21, 6/28/16

The IRS has posted information from 2016 Security Summit outlining steps the
IRS and other parties have taken to attempt to combat income tax refund fraud
and identity theft in News Release IR-2016-94 and Fact Sheet FS-2016-21.  

The Security Summit project, which began in 2015, involves the IRS, state taxing
agencies and interested private sector organizations in developing responses that
attempt to deal with the problems of tax related identity theft and refund fraud.
Beginning July 1, 2016 the Security Summit will work under the auspices of the
Electronic  Tax  Administration  Advisory  Council  (ETAAC),  with  ETAAC’s  charter
expanded to deal with identity theft.

The press release highlighted the following highlights of the 2016 conference:

 New protocols required all individual tax software customers to update 
their security credentials to a minimum eight-digit password and establish 
security questions.

 Software providers shared approximately 20 data elements from tax returns
with the IRS and states to help identify possible fraud. These elements are 
confidential but include information to identify returns prepared quickly by 
automated programs.

 Industry partners performed regular reviews to identify possible identity 
theft schemes and report them to the IRS and state partners to help stay on
top of emerging schemes.

 Summit partners launched a “Taxes. Security. Together” campaign to 
increase public awareness about the need for computer security and 
provide people with tips on how to protect their personal information.

The  press  release  highlighted  the  following  accomplishments  related  to  tax
refund fraud and tax related identity theft:

 From January through April 2016, the IRS stopped $1.1 billion in fraudulent 
refunds claimed by identity thieves on more than 171,000 tax returns; 
compared to $754 million in fraudulent refunds claimed on 141,000 returns 
for the same period in 2015. Better data from returns and information about
schemes meant better internal processing filters to identify identity theft 
tax returns.

 Thanks to leads reported from industry partners, the IRS suspended for 
further review 36,000 suspicious returns January through May 8, 2016, and 
$148 million in claimed refunds. This was twice the amount of the same 
period in 2015 of 15,000 returns claiming $98 million. Had industry not 
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flagged these returns, these returns would have passed through IRS 
processing filters.

 Because of Summit efforts, the number of anticipated taxpayer victims fell 
between 2015 and 2016. Since January, the IRS Identity Theft Victim 
Assistance function experienced a marked drop of 48 percent in receipts, 
which includes Identity Theft Affidavits (Form 14039) filed by victims and 
other identity theft related correspondence.

 The number of refunds that banks and financial institutions returned to the 
IRS because they appear suspicious dropped by 66 percent. This is another 
indication that improved data led to better filters, which reduced the 
number of bad refunds being issued.

 The Rapid Response Team tackled emerging issues. This team, working 
together, was able to shut down one scheme in which a criminal stole 
client data from a tax preparer.

 Working together, Summit partners were able to warn the public – 
including the payroll industry, human resources and tax preparers – of 
emerging scams in which criminals either posed as company executives to 
steal employee Form W-2 information or instances where criminals used 
technology to gain remote control of preparers’ office computers.

The release also highlighted new initiatives for 2017:

 Expanding a W-2 Verification Code test to cover approximately 50 million 
forms in 2017. The selected forms contain a 16-digit code that taxpayers and 
tax preparers enter when prompted by software. The code helps validate 
not only the taxpayer’s identity but also the information on the form. This 
pilot is among the most visible Summit action for 2017.

 Identifying additional data elements from tax returns that will help improve
authentication of the taxpayer and identify possible identity theft scams 
and sharing data elements from corporate tax returns.

 Launching the Identity Theft Tax Refund Fraud Information Sharing & 
Analysis Center (IDTTRF-ISAC) in 2017. This will serve as the early warning 
system for partners, collecting and analyzing tax-related identity theft 
schemes.

 Expanding the Security Summit’s “Taxes. Security. Together.” awareness 
campaign to tax return preparers to ensure they have the information they 
need to protect themselves from cyberattacks and to safeguard taxpayer 
data.
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 Creating a process for financial institutions to identify questionable state tax
refunds and return them to states for validation. Twenty-three states have 
signed on.

The  related fact  sheet  contains  a  few additional  details  of  the  summit’s  2017
activities.   Of  specific  interest  is  the  tax  professionals  work  group  which  will
undertake the following project:

 The work group will collaborate with the Communication and Taxpayer 
Awareness Work Group on an outreach and education campaign aimed at 
tax professionals.  The news release specifically mentions attempting to 
inform professional regarding steps they should be taking to protect 
themselves from cyberattacks and being able to protect taxpayer data.

 This outreach will also include a filing season guide on locating available 
information regarding returns filed with a preparer EFIN or PTIN, and the 
importance of using the capability regularly to detect potential identity 
theft.

SECTION: 61
TAX ASPECTS OF CROWDFUNDING DISCUSSED IN IRS INFORMATION 
LETTER

Citation: Information Letter 2016-0036, 6/29/16

The concept of  “crowdfunding”  has becoming a increasingly  important  way of
getting access to funds for certain projects.  In fact, a June 2016 post on Forbes
(http://www.forbes.com/sites/chancebarnett/2015/06/09/trends-show-
crowdfunding-to-surpass-vc-in-2016/#bce560444b52)  indicated  that
crowdfunding is expected to grow to over $34 billion in 2016, surpassing amounts
invested by the venture capital industry.

But  what  is  not  terribly  clear  to  many  is  what  the  tax  treatment  of  a
crowdsourcing program should be, especially given the wide variety in structures
and conditions involved in such programs.  In  Information Letter 2016-0036 the
IRS, while not giving a hard and fast answer to the question, did indicate what
issues should be considered in determining the tax effects.

Given it’s a mainly technology industry driven phenomenon, it’s  appropriate to
consult the definition found in Wikipedia for the concept:

Crowdfunding (a form of crowdsourcing) is the practice of funding a project
or  venture  by  raising  monetary  contributions  from  a  large  number  of
people,  today  often  performed  via  internet-mediated  registries,  but  the
concept  can  also  be  executed  through  mail-order  subscriptions,  benefit
events, and other methods. Crowdfunding is a form of alternative finance,
which has emerged outside of the traditional financial system.

The  crowdfunding  model  is  based  on  three  types  of  actors:  the  project
initiator who proposes the idea and/or project to be funded; individuals or
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groups  who  support  the  idea;  and  a  moderating  organization  (the
"platform") that brings the parties together to launch the idea.

Kickstarter is the best known platform for crowdfunding, but it’s far from the only
such platform out there—and some individuals have been known to try it as a “do
it yourself” venture.

The IRS was asked about the proper tax treatment of such a program that lead to
the information letter  in  question.   The project  was described in  the letter  as
follows:

I  am  responding  to  your  letter  of  February  15,  2016,  requesting  an
information letter about the income tax consequences of a crowdfunding
effort  to  purchase  a  company  through  contributions  for  which  the
contributors will receive * * *. You ask whether the recipient has constructive
receipt of the contributed funds before the funds are used to purchase the
company, because those funds may have to be returned to the contributors.

Unfortunately, as you will note above, the exact nature of what contributor will
receive is redacted in the letter.  As well, the letter does not go into details about
the  conditions  under  which  the  contributions  would  be  returned,  though
presumably that would take place if the company is not purchased.

The IRS notes that this letter is for general information only and specifically points
out that if the taxpayer wants a specific ruling he/she needs to go through the
private letter ruling process.  

But the letter does outline the situation as involving two key questions—does the
receipt of these refunds represent an amount that would be considered income
under  IRC  §61  and,  if  it  would be,  would the funds be considered actually  or
constructively received given the possibility they might need to be returned to the
contributors.

The IRS notes that,  generally,  crowdfunding money would be income unless it
met one of three exclusions:

What that means is that crowdfunding revenues generally are includible in
income if they are not 1) loans that must be repaid, 2) capital contributed to
an entity in exchange for an equity interest in the entity, or 3) gifts made out
of  detached  generosity  and  without  any  "quid  pro  quo."  However,  a
voluntary  transfer  without  a  "quid  pro  quo"  is  not  necessarily  a  gift  for
federal  income  tax  purposes.  In  addition,  crowdfunding  revenues  must
generally be included in income to the extent they are received for services
rendered or are gains from the sale of property.

While  the commentary  stops there,  it  appears  that  the payments would have
problems meeting any of those three conditions in many cases.  A crowdfunding
contribution would not appear to be able to meet the definition of a loan simply
because the contributor and the taxpayer’s goal is to not have the funds repaid—
that is, the amount does not have to be repaid and the parties are entering into
the arrangement with the anticipation that won’t be the case.
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While it is possible an equity interest could be offered, that opens up a whole set
of  issues regarding rules  on offering investment interests  that  would generally
work against the whole “keep it simple” concept here—and, in reality, such equity
interests aren’t generally offered.

As for the third option—as the IRS notes, this simply would not normally meet the
definition  of  a  “disinterested”  gratuitous  gift,  even  if  the  contributor  does  not
appear to get specific benefits that would be equivalent to what was given up.  As
well, in many cases the contributor will get a benefit if the goals are met—and, in
this case, it appears that they are either services rendered or the sale of property.

But even if it is income there would not be an issue if the funds are not actually or
constructively received by the taxpayer.  But there, as the IRS makes clear, the
exact facts of the situation will govern the question.  

Section 1.451-2 of  the Income Tax Regulations sets forth the constructive
receipt doctrine and provides that income although not actually reduced to
a taxpayer's possession is constructively received by him in the taxable year
during which it is credited to his account, set apart for him, or otherwise
made available so that he may draw upon it at any time, or so that he could
have  drawn  upon  it  during  the  taxable  year  if  notice  of  intention  to
withdraw had been given. The regulation further provides that income is
not constructively received if the taxpayer's control of its receipt is subject to
substantial limitations or restrictions. However, a self-imposed restriction on
the availability of income does not legally defer recognition of that income.

For this part of the analysis, the restrictions imposed by the platform on access to
funds would appear to be a key component of the equation—if the taxpayer can
take those funds and use them without restrictions, then the amount would still
be taxable to the taxpayer even if the funds were not actually withdrawn and even
though they might need to be repaid.  For the latter situation the “claim of right”
doctrine would apply.

If the funds are later repaid, then the taxpayer would receive a deduction in the
year of  repayment or,  if  the amounts were large enough, could use the credit
option found in IRC §1341 for such situations.

But,  as  the letter  concludes “the income tax consequences to a taxpayer of  a
crowdfunding effort depend on all the facts and circumstances surrounding that
effort.”

SECTION: 108
TESTIMONY OF TAXPAYER REGARDING HIS INSOLVENCY AT TIME OF 
DEBT CANCELLATION FOUND PERSUASIVE

Citation: Newman v. Commissioner, TC Memo 2016-125, 6/28/16

In the case of Newman v. Commissioner, TC Memo 2016-125 the Tax Court looked
at two questions—did Mr. Newman have cancellation of debt income in 2011 from
an overdraft on a bank account he never paid back and, if so, was he insolvent at
the time the debt was discharged.
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For the first matter (the cancellation of debt issue) the situation began in 2008 as
the Tax Court describes:

In July 2008 petitioner opened a checking account at  Bank of  America.
Between July and August petitioner made deposits totaling $8,857.95 into
the bank account. Of the total deposits, $8,500 was attributable to a single
check drawn from another bank account petitioner maintained at  Wells
Fargo. Shortly after making the initial deposits petitioner withdrew $8,000
in  cash  from  the  Bank  of  America  account.  However,  the  initial  $8,500
check petitioner deposited into the Bank of America account did not clear
and was later returned to Wells  Fargo.  This caused the Bank of  America
account to be overdrawn. Petitioner did not  deposit funds in the Bank of
America account to correct the negative balance.  Consequently,  Bank of
America closed the account in August 2008.

Bank of America issued a Form 1099C to Mr. Newman in 2011, three years after
they had closed the account.  Mr. Newman failed to report this as income on his
2011  return  and  the  IRS,  not  unexpectedly,  noticed  this  failure  and  sent  Mr.
Newman a notice asking for additional tax.

One key fact of tax law is that income is taxable only in the year in which it is
treated as “received” for tax purposes—so not only does Mr. Newman need to have
had debt canceled, but that need to have taken place in 2011.

The Tax Court outlines the test for when a cancellation event has taken place,
noting:

A bookkeeping entry  by  a  creditor  does  not  result  in  COD income.  See
Kleber v.  Commissioner,  T.C.  Memo. 2011-233,  slip op. at 7 (citing  Cozzi  v.
Commissioner,  88  T.C.  at  445).  The  issuance  of  a  Form  1099-C  is  an
identifiable  event,  but  it  is  not  dispositive  of  an  intent  to  cancel
indebtedness.  Owens v. Commissioner, T.C. Memo. 2002-253,  aff'd in part,
rev'd  in  part,  and  remanded,  67  F.  App'x  253  (5th  Cir.  2003).  There  is  a
rebuttable presumption that an identifiable event occurred in a calendar
year if, during a testing period (generally 36 months) ending at the close of
the  year,  the  creditor  has  received  no  payments  from  the  debtor.  Sec.
1.6050P-1(b)(2)(iv), Income Tax Regs.

The Tax Court, as it has before, turns to the information reporting regulation and
uses that as a “rough measure” to determine the date of cancellation.  In this case,
that  36  month period expired in  2011  which  triggers,  in  the  Court’s  view,  the
presumption that this amount is income.

In this case the taxpayer presented no information to overcome that presumption,
so the Court found that he had cancellation of debt income.

So the Court moved on to the next question—was Mr. Newman insolvent at the
time the debt was canceled?  That is important because, under IRC §108(a)(1)(B),
cancellation of  debt income is  not recognized to the extent the taxpayer was
insolvent at the date of the discharge.
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While the Court had taken a relatively hard line in earlier cases (see the Court’s
analysis of insolvency claims in the case of Shepherd v. Commissioner, TC Memo
2012-212 and McAllister v. Commissioner, TC Memo 2013-96), in this case the Court
accepted the taxpayers’ claims of insolvency.

As the Court noted:

Petitioner has the burden of proving his claim that he was insolvent. See Rule 
142(a). At trial petitioner provided credible testimony that his assets and liabilities 
were what he claimed they were. Therefore, we accept petitioner's claimed amount 
of insolvency and find that his liabilities at the end of 2011 exceeded his assets by 
$14,500. We also find that section 108(a)(1)(B) allows petitioner to exclude all 
$7,875 of COD income from his 2011 gross income because the amount of his 
insolvency in 2011 exceeded his COD income for 2011.

Of particular interest is that the Court appears to have relied on the testimony of the 
taxpayer in this case.  Advisers facing an agent, armed with the Shepherd case, who 
demands excessive levels of proof of insolvency will find it helpful to point the agent to this 
analysis.

The other item of note is that in October of 2014 the IRS issued proposed regulations that 
would remove the 36 month test from the regulations (REG-136676-13) following a series 
of cases the IRS lost where the Court applied that provision against the IRS where a 
lender issued a Form 1099C many years after the fact.  The IRS has not moved to finalize 
those regulations, but if they do it will be interesting to see how the Tax Court’s analysis of 
“year of cancellation” issues changes—if it does.

SECTION: 408
FACT TAXPAYER CONTINUED TO WORK AND TRAVEL CAUSE IRS TO 
FIND MEDICAL CONDITION WASN’T REALLY WHAT PREVENTED TIMELY 
IRA ROLLOVER

Citation: PLR 201625022, 6/17/16

Apparently many taxpayers can’t resist the temptation to “borrow” from their IRA
accounts, making use of the rollover rules found in IRC §408 to get their hands on
cash they are “sure” they will be able to return within 60 days. Unfortunately, when
things don’t quite work out the taxpayer may look to a tax adviser to somehow
save the day.

In the situation described in PLR 201625022 there was certainly an attempt at
creative thinking to come up with a rationale under which the IRS would grant
late  rollover  relief.  Unfortunately  the  IRS noticed that  the  taxpayer’s  story  just
didn’t quite hold together, so relief was denied.

The taxpayer in this case needed funds due to a situation that often leads to this
issue—the fact that real estate sales take a while to close, and in the interim there
may be a cash flow crunch.

As the PLR explains the situation:

On April 8, 2015, Taxpayer A and her spouse put their vacation home up for
sale in order to raise funds to purchase their daughter's home. Prior to the
sale of their vacation home, in order to avert foreclosure, Taxpayer A took a

8
The Tax CurriculumSM Nichols Patrick CPE, Inc.

https://www.irs.gov/pub/irs-wd/201625022.pdf


distribution of  Amount 1  from IRA B on April  24,  2015.  Taxpayer  A used
Amount 1, on April 27, 2015, to purchase her daughter's home.

Taxpayer A intended to redeposit Amount 1 into her IRA within the 60-day
rollover  period which ended on June 23,  2015.  However,  the  sale  of  the
vacation home was not completed until July 1, 2015, after the 60-day period
had expired. During the 60-day period, insufficient funds were available to
complete the rollover.

Up to this point the situation is a textbook case of when the IRS won’t grant relief
—not  only  had  the  funds  been  taken  out  for  a  reason  other  than  simply
transferring the funds, the funds had actually been used by the taxpayer and, on
the date she should have rolled the funds back into the account she simply had
no funds available.

The IRS has outlined the procedures they will use to judge “acceptable” situations
in which relief can be granted in Revenue Procedure 2003-16. Obtaining money to
save your daughter’s home from foreclosure is not one of the reasons provided—
but a failure to complete a rollover due to a medical condition that made the
rollover impossible is.

So the taxpayer decided to try and use the medical option and to show that there
was another source of  funds—so,  absent the medical problem she would have
completed the rollover timely:

Taxpayer A indicated that her spouse was willing to take a distribution from
his IRA within the 60-day period to complete the rollover but her medical
condition prevented this from occurring. Upon the receipt of the funds from
the sale  of  her  vacation home on July  1,  2015,  Taxpayer  A attempted to
complete the rollover but realized the 60-day period had expired.

But the IRS had a problem with the assertion that it was her medical condition
that  blocked the  rollover—because,  per  the  information  provided,  her  medical
condition didn’t seem to stop her from activities there were clearly more involved
than asking her husband to withdraw funds from his IRA and deposit them into
her IRA account:

In  this  instance,  however,  the Service finds that  the documentation and
materials  provided by Taxpayer A do not demonstrate how any of  these
factors resulted in her failure to accomplish a timely rollover of Amount 1.
Taxpayer A represented that her inability to complete a rollover of Amount 1
was caused by her medical condition during the 60-day period. However,
we  are  not  convinced  that  Taxpayer  A's  medical  condition  prevented  a
timely rollover considering her continued work and travels. Taxpayer A used
the funds as a short term loan to purchase her daughter's home and, as a
result,  sufficient  funds  were  not  readily  available  until  the  sale  of  her
vacation home after the 60-day period had expired.

So while the taxpayer (or perhaps her adviser) gets points for thinking “out of the
box” when faced with a situation that appeared hopeless, the problem is that the
reason cited for allowing a late rollover simply wasn’t credible—the IRS believed
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(not unreasonably in this author’s opinion) that this was simply a taxpayer that
gambled on a sale closing before the 60 days were up—and she lost the bet.

SECTION: 6226
TAX COURT CAN DETERMINE PARTNER’S STATUTE REMAINS OPEN IN 
TEFRA PROCEEDING

Citation:  MK Hillside  Partners,  et  al  v.  Commissioner,  No.  14-71504,  CA9,
2016 TNT 122-8, 6/27/16

If a statute allows a court to consider an issue, does that mean the court only has
the right to accept the position being posited, but must remain mute if the court
decides in the alternative?  That was the position being advanced by the taxpayer
in the case MK Hillside Partners, et al v. Commissioner, No. 14-71504, CA9, 2016 TNT
122-8.

The  case  involved  a  purported  partnership  tax  structure  entered  into  by  the
taxpayer that the IRS argued was a sham.  As the claimed partnership was subject
to the TEFRA partnership provisions, the matter arose with regard to that case.
Under IRC  §6226(f) the Tax Court has the jurisdiction to determine partnership
items.  However, with regard to the statute of limitations, IRC §6226(d)(1) provides,
in part, 

...[A]ny person treated under subsection (c) as a party to an action shall be
permitted  to  participate  in  such  action  (or  file  a  readjustment  petition
under  subsection  (b)  or  paragraph  (2)  of  this  subsection)  solely  for  the
purpose  of  asserting that  the  period of  limitations  for  assessing  any  tax
attributable to partnership items has expired with respect to such person,
and the court having jurisdiction of such action shall have jurisdiction to
consider such assertion.

In the case in question the IRS, arriving late to the scene, was asserting that the
taxpayer  had omitted more than 25% of  gross  income on his  return for  1999,
triggering the six year statute of limitations during which the IRS could assess tax
under IRC  §6501(e)(1).   The partner,  seeking to end the case based on the IRS
coming forward after the end of  the normal three year statute,  asked the Tax
Court  to  consider  the  taxpayer’s  contention  that  the  statute  was  closed  with
regard to the partner.

The Tax Court did not see things that way and, rather than ruling in favor of the
taxpayer’s position that the statute was closed to the IRS,  instead affirmatively
ruled that the statute was open as the taxpayer had omitted more than 25% of
gross income for the year.  

Now the taxpayer argues that the Court had no right to make the determination
at the partnership level that the statute was still  open, which would leave the
taxpayer  open  to  raise  this  argument  when  the  IRS  sought  to  move  to  the
assessment  against  the  partner  level  in  the  proceeding.   That  is,  in  a  later
proceeding the taxpayer  will  likely  be barred from raising this  defense,  as  the
matter had already been decided.
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The taxpayer pointed out that while IRC  §6226(f) uses the word “determine” to
outline the Tax Court’s  powers in this case to resolve partnership matters,  IRC
§6226(d)(1) uses the word “consider” when discussing the Tax Court’s powers in the
area of the statute as it applies to a particular partner.  The taxpayer argues that
the fact that Congress used a different word must imply that the Congress meant
for a different result.

The Ninth Circuit panel did not agree with that view.  First, the panel noted that
the dictionary definitions cited by the taxpayer would apparently allow the Tax
Court only the right to think about the matter at hand.

Katz next argues that dictionary meanings apply,  and cites the following
definitions of “consider”: to“think carefully about,” to “think or deem to be;
regard  as,”  to  “take  into  account;  bear  in  mind.”  The  American  Heritage
Dictionary of the English Language 392 (4th ed. 2000).  Those definitions,
listed first,  second,  and fourth,  respectively,  do not fit  the context  of  the
statute  nearly  as  well  as  the  third  definition,  which  Katz  neglected  to
mention: to “form an opinion about; judge.” Id. As the government observes,
it is unlikely that Congress enacted “§ 6226(d)(1) to enable a partner to raise
an argument pertaining to timeliness about which the Tax Court may only
ruminate.”

Given the “ruminate only” appearance of the opinions the taxpayer is citing, the
Court finds a strong preference for the definition that the taxpayer did not cite,
pointing out the absurdity of the result otherwise.

But the taxpayer  argues that,  in fact,  the proper interpretation does allow the
court  to  do  something,  but  it’s  only  to  accept  the  taxpayer’s  argument  (and
therefore bring the entire situation to a close) or to simply remain mute on the
topic.  

As the opinion notes:

Indeed,  Katz  ultimately  does  not  propose  a  "pure  contemplation"
interpretation.  Instead,  Katz  argues  that  the  tax  court  should  dismiss
partners from the partnership case based on consideration of:

    any undisputed fact,  including but not limited to:  (1) whether a
partner filed a personal return for the tax year in issue; (2) the date of
the filing of the return; (3) whether the IRS is currently examining the
partner for the tax year at issue in the partnership-level proceeding;
(4) whether the IRS issued a notice of deficiency to the partner; and
(5)  whether  the  partner  executed  any  extension  of  the  applicable
statute of limitations.

The panel, however, dismissing this view, noting:

This “undisputed facts” interpretation follows from none of the bases Katz
asserts:  the  plain  language  of  the  statute,  dictionary  meanings  and
examples, or analogy to Section 6214(b) and (c). 
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The Court also found this analysis at odds with the Supreme Court’s analysis of
another partnership related matter in the case of United States v. Woods, 134 S.Ct.
557 (2013) where the Court looked at the ability of court in a TEFRA partnership
proceeding to determine the applicability of a penalty despite the fact that the
actual  the  amount  of  a  penalty  due  for  each  partners  is  determined  at  the
partner’s proceeding.

As the opinion notes:

By holding that a partnership proceeding is applicable to Katz because his
limitations period is open, without purporting to determine whether Katz in
fact  must  pay  any  penalty  or  adjustment,  the  Tax  Court's  decision  is
consistent with Woods's mode of analysis.

SECTION: 6621
FEDERAL CIRCUIT OUTLINES WHEN MERGED CORPORATIONS MAY 
UTILIZE INTEREST NETTING

Citation:  Wells  Fargo & Co.  vs.  United States,  CA FC,  No.  2015-5059,  2016
TNT 126-15, 6/29/16

The Federal Circuit wasn’t willing to go quite as far as the Court of Federal Claims
in the case of Wells Fargo & Co. vs. United States, CA FC, No. 2015-5059, 2016 TNT
126-15 in allowing a corporation to allowing interest netting for overpayments and
underpayments arising from prior years involving entities that later were acquired
and merged into the entity.

In the original  case (Wells  Fargo & Company v.  United States,  Court  of  Federal
Claims,  No.  11-808T,  2014  TNT  125-13,  6/27/14)  the  Court  of  Federal  Claims  had
adopted Wells Fargo’s position allowing that following mergers the corporation
was in all cases the “same” corporation as any of the pre-merger predecessors.

Under  IRC  §6621(d)  interest  on  overpayments  and  underpayments  of  a
corporation can be netted for computing interest:

To the extent that, for any period, interest is payable under subchapter A
and  allowable  under  subchapter  B  on  equivalent  underpayments  and
overpayments by the same taxpayer of tax imposed by this title, the net rate
of interest under this section on such amounts shall be zero for such period.

The Federal Circuit opinion explains the reason for this provision, noting:

Absent an interest-netting provision like § 6621(d), a taxpayer might make
equivalent underpayments and overpayments yet owe the IRS interest. This
is because corporate taxpayers pay underpayment interest to the IRS at a
higher rate than the IRS pays overpayment interest to corporations. See Tax
Reform Act of 1986, Pub. L. No. 99-514, § 1511(a), 100 Stat. 2085, 2744. Section
6621(d)  corrects  this  inequity  by  permitting  taxpayers  to  net  interest  on
“equivalent underpayments and overpayments by the same taxpayer.”

For large corporations (such as Wells Fargo) the question of what is the “same
corporation” isn’t obvious, especially following the acquisitions and consolidations
in the banking sector in recent history.  
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Situation 1

The first case to be considered goes as follows.  In Year 1, Acquired Corporation has
an overpayment of taxes.  In Year 2, Survivor Corporation has an underpayment of
taxes.   In  Year  3  the  two  corporations  merge,  with  Survivor  being  the  single
existing entity.

The Court of Federal Claims had ruled that since Survivor was the legal successor
to  both  corporations,  the  “same  corporation”  rule  would  apply  to  this  pair  of
overpayments and underpayments, allowing Survivor to net the payments.  Note
that  this  meant  that  one of  the  side  effects  for  Survivor  of  the  acquisition  of
Acquired  was  to  reduce  the  interest  it  would  otherwise  have  owed  the  IRS,
assuming this view holds.

For the Federal Circuit panel that didn’t seem to be the correct result.  The panel
notes that the Federal Circuit had previously ruled against such netting in the
case of Energy East Corp. v. United States, 645 F.3d 1358 (Fed. Cir. 2011) (though the
Court of Federal Claims had found the fact that it did not involve a merger made
the case different).

The panel noted:

...[W]e agree with the government that Energy East applies to this case. The
Court  of  Federal  Claims  erred  in  holding  otherwise.  This  court  decided
Energy East  as a matter of statutory interpretation. We explained that in §
6621(d), the term “by the same taxpayer" immediately follows and therefore
refers to "equivalent underpayments and overpayments.” Energy E., 645 F.3d
at 1361. We applied the last antecedent rule, which requires that “a limiting
clause or phrase ‘should ordinarily be read as modifying only the noun or
phrase that it immediately follows.’”  Id.  (quoting  Barnhart v.  Thomas, 540
U.S.  20,  26 (2003)).  We thus held that “the statute provides an identified
point  in  time  at  which  the  taxpayer  must  be  the  same,  i.e.,  when  the
overpayments and underpayments are made.” Id. (emphasis omitted).

Energy East did not rely on the nature of the corporations at issue. Indeed,
the parties did not dispute the meaning of  “same taxpayer”  in that case
because  they  disagreed  only  on  “the  point  in  time  at  which  the  party
requesting the refund must be the ‘same taxpayer’ to avail itself of interest
netting  under  §  6621(d).”  Id.  As  such,  we  conclude  that  the  statutory
framework announced in  Energy East applies regardless of the corporate
structures at issue. 

Situation 2

In  the  second  case,  the  Survivor  had  an  overpayment  in  Year  1  and  an
underpayment in  Year  2.   In  Year  3  Survivor  merges with Acquired.   Now the
question becomes whether the addition of “Acquired” makes Survivor a different
corporation than the one that had previously incurred an underpayment and an
overpayment.

The government conceded that, in this case, the mere addition of “Acquired” to
the  situation  did  not  mean  that  Survivor  was  not  the  “same  corporation”  for
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interest netting purposes.  Thus the overpayment in Year 1 is eligible for netting
with the underpayment in Year 2.

Situation 3

In Situation 3 Acquired has an overpayment in Year 1.   In Year 2 Acquired and
Survivor merged.  In Year 3 Survivor has an underpayment.  The IRS position is that
in order to have interest netting the corporations must meet the “same TIN test.”
Since Acquired’s TIN was eliminated by the merger and the tax return in year 3 is
filed under Survivor’s TIN, there can be no netting.

The panel find that the more appropriate test is not the “same TIN” but rather
took a detailed look at what Congress meant by the “same taxpayer,” finding that
in this case that despite the fact that Acquired’s EIN may have been retired, it still
continued  on  as  a  taxpayer  following  the  statutory  merger—so  the  later
underpayment is one of the “same taxpayer” that had the earlier overpayment.

As the Court explains:

...[W]e find that Wells Fargo may net interest in Situation Three. As noted
above,  §  6621(d)  is  a  remedial  statute,  which we read broadly.  Moreover,
Congress promulgated § 6621 against the legal background detailed above,
including principles of merger law and the IRS's treatment of mergers in
the statutory precursor to § 6621(d). Also, general IRS treatment of mergers
suggests that § 6621(d)’s “same taxpayer” requirement, read broadly, permits
netting in Situation Three. Thus we hold that an acquired corporation that
makes  an  overpayment  before  a  merger  is  the  “same  taxpayer”  for  the
purposes of § 6621(d) as the post-merger surviving entity that has absorbed
the acquired corporation.
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