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SECTION: 11 USC 523 
SEVEN YEAR LATE FILED RETURN WAS NOT AN HONEST AND REASONABLE ATTEMPT 

TO COMPLY WITH TAX LAWS, NO DISCHARGE IN BANKRUPTCY 

Citation: Smith v . United States Internal Revenue Service, Case No. 14 -15857, 2016 TNT 135-
12, 7/13/16 

The Ninth Circuit Court of Appeals took its first look at the question of whether a (very) late filed return constituted 
a “reasonable attempt to comply with the tax law” that resulted in a tax liability that can be discharged in 
bankruptcy in the case of Smith v. United States Internal Revenue Service, Case No. 14-15857, 2016 TNT 135-
12. 

The Ninth Circuit had not considered the issue of the impact of a late return on the ability to have the debt 
discharged in bankruptcy under the most recent revisions to the bankruptcy law.  The opinion notes that a 
number of other circuits have considered the issue of whether a late filed return can ever result in a tax liability 
that can be discharged in bankruptcy” 

Many of our sister circuits have held that post-assessment tax filings are not ‘honest and reasonable” 
attempts to comply and are therefore not “returns” at all. See In re Justice, 817 F.3d at 746; In re Payne, 
431 F.3d 1055, 1057-60 (7th Cir. 2005); In re Moroney, 352 F.3d 902, 907 (4th Cir. 2003); In re 
Hindenlang, 164 F.3d 1029, 1034-35 (6th Cir. 1999). But see In re Colsen, 446 F.3d 836, 840-41 (8th 
Cir. 2006).  

In this case the facts are rather extreme: 

After Martin Smith failed to timely file his 2001 tax forms, the IRS prepared a Substitute for Return or 
“SFR” based on information it gathered from third parties. In March 2006, the IRS mailed Smith a notice 
of deficiency. Smith did not challenge the notice of deficiency within the allotted 90 days and the IRS 
assessed a deficiency against him of $70,662. Three years later, in May 2009, Smith filed a Form 1040 
for the year 2001 on which he wrote “original return to replace SFR.” On this late-filed form, Smith 
reported a higher income than the one the IRS calculated in its assessment, thereby increasing his tax 
liability. The IRS added the additional arrearage to its assessment. 

The taxpayer eventually filed bankruptcy and sought to have this debt discharged as part of that bankruptcy.  
The IRS objected to that, holding that he did not meet the qualifications to have a tax debt discharged in 
bankruptcy. 

The Ninth Circuit outlined the law that had previously been applied to decide if a tax debt was dischargable in 
bankruptcy and the revision Congress made to the law after that date: 

The bankruptcy code exempts from discharge “any . . . debt for a tax . . . with respect to which a return, 
or equivalent report or notice, if required . . . was not filed or given.” 11 U.S.C. § 523(a)(1)(B)(i). In In re 
Hatton, we adopted the Tax Court's widely-accepted definition of “return.” 220 F.3d at 1060 (internal 
citation omitted). There, we stated that “[i]n order for a document to qualify as a [tax] return: (1) it must 
purport to be a return; (2) it must be executed under penalty of perjury; (3) it must contain sufficient data 
to allow calculation of tax; and (4) it must represent an honest and reasonable attempt to satisfy the 
requirements of the tax law.” Id. at 1060-61 (internal citation and quotation marks omitted). 

When we decided Hatton, the bankruptcy code did not define “return,” id. at 1060, but Congress 
amended the bankruptcy code in 2005 and it added a definition. In pertinent part, the amendment reads: 

For purposes of this subsection, the term "return" means a return that satisfies the requirements 
of applicable nonbankruptcy law (including applicable filing requirements). 

11 U.S.C. § 523(a). 

https://cdn.ca9.uscourts.gov/datastore/opinions/2016/07/13/14-15857.pdf


 

 3 
The Tax CurriculumSM  Nichols Patrick CPE, Inc. 

The parties in this case agreed that the basic tests set out in Hatton still would generally apply after the revision.  
The key question was whether this met the fourth requirement—was it an honest and reasonable attempt to 
satisfy the requirements of the tax law? 

The Ninth Circuit explained the facts that caused it to hold that the taxpayer in Hatton failed to meet that criteria: 

The taxpayer in Hatton failed to file a tax return and the IRS computed and assessed his tax liability by 
creating an SFR. Hatton, 220 F.3d at 1059. Throughout the process, the IRS sent numerous notices to 
Hatton, but it received no responses. Id. Hatton finally met with the IRS more than seven years after the 
original return was due and more than four years after the IRS assessed a deficiency. Id. He did not 
dispute his liability and the IRS agreed to a $200-a-month payment plan. Id. We held that Hatton’s 
“belated acceptance of responsibility” was not an honest and reasonable attempt to comply with the tax 
code. Id. At 1061. 

Smith pointed out that, unlike Hatton, he had actually filed a return and argued that the inquiry should be limited 
solely to what was reported on the return he had prepared and filed. 

The Ninth Circuit disagreed with that view: 

Hatton focused the "honest and reasonable" inquiry on the honesty and reasonableness of the 
taxpayer's conduct, not on any deficiency in the documents' form or content. See Hatton, 220 F.3d at 
1061 ("Hatton made every attempt to avoid paying his taxes until the IRS left him with no other choice."). 

The Court now turned to Smith’s overall conduct and, not surprisingly, this d id not go well for him: 

Here, Smith failed to make a tax filing until seven years after his return was due and three years after 
the IRS went to the trouble of calculating a deficiency and issuing an assessment. Under these 
circumstances, Smith's "belated acceptance of responsibility" was not a reasonable attempt to comply 
with the tax code. 

But the Ninth Circuit did not go on to decide if a late filed return never could meet this test, as some sister circuits 
had held, noting: “[w]e need not decide the close question of whether any post-assessment filing could be 
"honest and reasonable" because these are not close facts; the IRS communicated with Smith for years before 
assessing a deficiency, and Smith waited several more years before responding to the IRS or reporting his 2001 
financial information.” 

So, for now, there would still be a possibility that a late filed return could be found open to discharge in the Ninth 
Circuit—but the facts would have to be significantly better than those found in this case. 

SECTION: 105 
CHANGES PROPOSED FOR FORMS 5500S, INCLUDING ELIMINATING MOST SMALL 

EMPLOYER HEALTH PLAN EXEMPTIONS TO FILING THE FORM 

Citation: Proposed Regulations, FR Doc 2016-14893, Released 7/12/16, Published 7/21/16  

The IRS and Department of Labor have proposed significant changes to be made to the Forms 5500 filings, 
including requiring all employers who provide health coverage to file a Form 5500 of some sort beginning with 
the 2019 filings.  The Proposed Regulations [FR Doc 2016-14893] have been published for comments. 

The Forms 5500 reports deal with various employee benefit programs (including qualified retirement plans, 
welfare benefit plans, etc.) that are subject to regulation by both the IRS and Department of Labor.  Generally 
filing requirements vary based on the type of benefit provided and size of the plan, with small plans in certain 
cases exempted from the filings. 

The proposed regulations would revise the information required.  The agencies note that laws have changed 
since the original filings under EFAST2 were begun, and that the General Accountability Office has issued 

https://s3.amazonaws.com/public-inspection.federalregister.gov/2016-14893.pdf
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reports indicating that the agencies have failed to obtain information necessary for administration of the laws in 
question.   

For small businesses one of the most significant changes is the proposal to require reporting for all employer 
provided health coverage on a Form 5500.  Currently health care plans with fewer than 100 participants that are 
completely unfunded, partially funded by insurance and partially unfunded or fully insured are exempt from filing 
an annual Form 5500.   

The preamble to the proposed regulations provide: 

Plans that provide group health benefits that have fewer than 100 participants currently exempt from 
filing an annual report under 29 CFR 2520.104-20 because they are either completely “unfunded” or 
partially insured and partially unfunded now would be required to file a Form 5500 (except for those 
questions applicable only to pension plans) and the new Schedule J. Under the proposal, plans that 
provide group health benefits that have fewer than 100 participants that currently are exempt from 
annual reporting under 29 CFR 2520.104-20 because they are fully insured would be required to file 
with answers to certain questions on the Form 5500 and the Schedule J. 

The preamble notes that most plans with fewer than 100 participants meet the requirements to be exempt from 
filing under current law as only a minority have benefits funded via a trust.  So this expansion of the filing 
requirements would impose a new filing requirement on the vast majority of such plans. 

The preamble describes the nature of the proposed filings for small, fully insured plans as follows: 

As indicated above, small, fully insured group health plans would be required to answer only certain 
questions on the Form 5500 and on the Schedule J. This limited filing, which would be similar in scope 
to the limited pension plan reporting for plans established under section 408 of the Code that requires 
such plans to complete certain Form 5500 questions and no schedules, see, e.g., 2015 Form 5500 
Instructions, Limited Pension Plan Reporting, is intended to serve as an annual registration statement 
with basic identifying and insurance information. The DOL considered whether to have small, fully 
insured group health plans file a separate registration statement either annually or based on certain 
events following the establishment of the plan (e.g., initial, final, change in insurance carrier). However, 
we believe that it will be less burdensome to have such plans file limited information through EFAST2, 
using the Form 5500, particularly for those small employers that already use the system to report for 
their pension plans. 

Those current exempt from filing a Form 5500 under the Group Insurance Arrangement rules, but the GIA would 
require to separate Schedule J for each group health plan participating in the arrangement.   

The type of information to be provided on the new Schedule J is described in the preamble to the proposed 
regulations: 

The proposed Schedule J would collect information on the characteristics of the plan that is providing 
group health benefits, including the approximate number of participants and beneficiaries covered under 
the plan at the end of the plan year, and the number of persons offered and receiving coverage under 
the plan through COBRA, Consolidated Omnibus Budget Reconciliation Act of 1985 (Pub. L. 99–272, 
100 Stat. 82), 29 U.S.C. 1161, et seq., whether the plan offers coverage for employees, spouses, 
children, and/or retirees, and what type of group health benefits are offered under the plan, for example, 
medical/surgical, pharmacy or prescription drug, mental health/substance use disorder, wellness 
program, preventive care, vision, dental, or various other types of benefits. 

...The DOL also proposes that plans that provide group health benefits provide information on whether 
their health plan funding and benefit arrangement is through a health insurance issuer and whether 
benefits are paid through a trust or from the general assets of the employer. Schedule J would also ask 
whether there were participant and/or employer contributions. With respect to plans that use a prototype 
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health insurance policy or arrangement (sometimes referred to as “off-the-shelf” plans/policies), the DOL 
is also requesting that such plans provide, if applicable, the relevant unique identifying information (such 
as a state assigned policy identification number) of the prototype/off-the-shelf policy or arrangement. 

...Additionally, plans that provide group health benefits are asked to report whether one or more of the 
plan’s benefit package options are claiming grandfathered status under the Affordable Care Act, whether 
the plan is a high deductible health plan, a health flexible spending account (FSA) (or includes a health 
FSA as a component), or a health reimbursement arrangement (HRA) (or includes an HRA as a 
component). 

...The proposed Schedule J also would ask whether the plan received rebates, refunds, or 
reimbursements from a service provider such as a medical loss ratio (MLR) rebate under the Affordable 
Care Act and offset rebates from favorable claims experience. If so, filers would be required to report 
the type of service provider, the amount received and how the rebates were used (e.g., returned to 
participants, premium holiday, payment of benefits, or other). In addition, the proposed Schedule J would 
request that group health plans identify any service providers to the plan (not already reported on 
Schedule A (Insurance Information) or Schedule C (Service Provider Information)) by providing the 
name, address, telephone number, employer identification number, and, if applicable, the National 
Insurance Producer Registry – National Producer Number (NPN) as established by the National 
Association of Insurance Commissioners 

(NAIC). Such service providers include a third party administrator/claims processor, including an issuer 
subject to an “administrative services only (ASO)” contract, mental health benefits manager, wellness 
program manager, 39 substance use disorder benefits manager, pharmacy benefit manager/drug 
provider, or independent review organization. Schedule J also asks for the total premium payment made 
for any “stop loss” coverage, as well as information on the attachment points of coverage, individual 
claim limits, and/or the aggregate claim limit contained in the policy. 

The proposal will also require additional information on Schedule J for plans not required to file Schedule H of 
Form 5500: 

For group health plans that are not required to complete a Schedule H (generally, fully insured, unfunded 
plans, or combination insured/unfunded plans), the proposal would require that information regarding 
employer and participant contributions be reported on the Schedule J, including employer contributions 
received, participant contributions received, employer contributions receivable, participant contributions 
receivable, other contributions received or receivable (including non-cash contributions) and the total of 
all contributions. Filers would also be required to report whether there was a failure to timely transmit 
participant contributions to the plan. 

As well, information on claims will be required: 

The proposed Schedule J also would seek claims payment data, including information on how many 
post-service benefit claims (benefit claims) were submitted during the plan year, how many benefit 
claims were approved during the plan year, how many benefit claims were denied during the plan year, 
40 how many benefit claim denials were appealed during the plan year, how many appealed claims 
were upheld as denials, how many were payable after appeal, and whether there were any claims for 
benefits that were not adjudicated within the required timeframes. The proposed Schedule J would also 
seek data on how many pre-service claims were appealed during the plan year, and how many of those 
appeals were upheld during the plan year as denials and how many were approved during the plan year 
after appeal. 

...In addition, plans would be asked to report whether the plan was unable to pay claims at any time 
during the plan year and, if so, the number of unpaid claims. Plans would also be asked to report the 
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total dollar amount of claims paid during the plan year, and if the plan provides benefits through an 
insurance policy, to identify any delinquent payments to the insurance carrier within the time required by 
the carrier, and whether any delinquencies resulted in a lapse in coverage. 

The form will also ask about certain compliance issues: 

The proposed compliance section of the Schedule J asks if all plan assets were held in trust, held by an 
insurance company qualified to do business in a State, or as insurance contracts or policies issued by 
such an insurance company consistent with section 403 of ERISA and 29 CFR 2550.403a-1 and 
2550.403b-1, whether plan assets are not held in trust based on reliance on Technical Release 92-01, 
whether the plan’s summary plan description (SPD) and summaries of any material modifications 
(SMM), and summary of benefits and coverage (SBC) are in compliance with the applicable content 
requirements, whether coverage provided by the plan is in compliance with applicable federal laws and 
the DOL’s regulations thereunder, which may include the portability and nondiscrimination provisions of 
the Health Insurance Portability and Accountability Act of 1996, Title I of the Genetic Information 
Nondiscrimination Act of 2008, the Mental Health Parity Act of 1996, the Paul Wellstone and Pete 
Domenici Mental Health Parity and Addiction Equity Act of 2008, the Newborns’ and Mothers’ Health 
Protection Act of 1996, the Women’s Health and Cancer Rights Act of 1998, Michelle’s Law, and the 
Affordable Care Act.  

As noted, plans with fewer that 100 participants and that are fully insured will only answer a subset of the 
questions, specifically those found in Part I of the proposed Schedule J (Group Health Plan Characteristics).   

The proposed regulations list those questions as follows: 

1 Approximate number of persons (including participants, beneficiaries and dependents of participants) 
covered under the plan at the end of the plan year? 

2 The plan offers health coverage to the following (check all that apply): 

[] employees 

[] spouses 

[] children 

[] retirees 

[] retirees only 

3 Indicate which of the following types of benefit(s) and design characteristics are included under the 
plan. (Check all that apply): 

[] medical/surgical benefits 

[] mental health/substance use disorder benefits 

[] pharmacy or prescription drug benefits 

[] wellness program 

[] preventive care services 

[] emergency services 

[] pregnancy benefits 

[] vision 

[] dental 
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4 Health funding and benefit arrangement (check all that apply): 

4a(1)(a) [] health insurance issuer.  

If you check this box, enter name(s), EIN, and National Insurance Product Registry 
Number of insurance carriers providing benefits under the plan. 

4a(1)(b) If the health funding or benefit arrangement is through a prototype/off-the-shelf 
insurance product, enter the identification number of the prototype/off-the-shelf 
insurance product. 

4a(1)(c) Please check whether one or both of the following are used to pay premiums: 

[] employer contributions 

[] participant contributions 

4a(2) [] benefits paid from general assets of the employer 

[] employer contributions 

[] participant contributions 

4a(3) [] trust 

[] employer contributions 

[] participant contributions 

5 Check all that apply to the plan: 

[] one or more benefit package options claiming grandfathered status under the Affordable Care 
Act 

[] high deductible health plan 

[] health reimbursement arrangement (HRA) or plan includes an HRA 

[] health flexible spending account (FSA) or plan includes an FSA 

6a How many persons were offered COBRA benefits during the plan year? 

6b Of the persons counted in line 6a, how many persons elected COBRA benefits? 

6c How many persons were receiving coverage under the plan through COBRA during the plan year? 

7a Did the plan or plan sponsor receive any rebates, reimbursement, or refunds other than those 
reported on Schedule A from service providers during the plan year? [] Yes [] No If “Yes,” you must 
complete Line 7b. If “No,” skip to Line 8. 

7b(1) If you answered “Yes” to Line 7a, enter separately the amount and date received of each rebate, 
reimbursement, or refund. For each rebate, reimbursement, or refund listed, complete elements 7b(2) 
and 7b(3). 

(2) Type of service provider that provided each rebate, reimbursement, or refund 

[] health insurance issuer 

[] third-party administrator 

[] pharmacy benefit manager 

[] other (specify) 

(3) How each rebate, reimbursement, or refund was used (Check all that apply): 
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[] amount returned to participants 

[] premium holiday 

[] payment of benefits 

[] other 

8a If any benefits were provided pursuant to an insurance policy that was not reported on Schedule A, 
were there any premium payment delinquencies for premiums due but unpaid during the year ? [] Yes 
[] No If “Yes,” enter number of times delinquent and for each delinquency enter the number of days 
delinquent. 

8b. If you answered “Yes” to line 8a, indicate whether any premium delinquency resulted in a lapse in 
coverage. If you answered “No” to line 8a, enter “N/A”. [] Yes [] No [] N/A 

The proposed regulations would also make other changes to the EFAST2 and 5500 filing system, including 
allowing for electronic filing of the Form 5500EZ via EFAST2 along with other “IRS only” information forms. 

The good news is that any change won’t take place until 2019, but the expanded health care filings would likely 
impact most business clients of CPA firms. 

SECTION: 121 
ARRIVAL OF SECOND CHILD QUALIFIED AS UNFORESEEN CIRCUMSTANCE FOR §121(C) 
REDUCED EXCLUSION FOR GAIN ON SALE 

Citation: PLR 201628002, 7/8/16  

The taxpayers in PLR 201628002 were asking for the ability to use the reduced exclusion of a gain from the sale 
of principal residence under IRC §121(c)(2)(B)’s “unforeseen circumstance” provision due to the birth of a second 
child. 

IRC §121 provides that taxpayers may exclude up to $250,000 ($500,000 for married taxpayers filing a joint 
return) of gain on the sale of a home if the property was owned by them for at least 2 of the past 5 years and 
also was used by them for 2 of the past 5 years (though the periods do not necessarily have to be the same 
days).  The “2 of the last 5 years” test are applied as of the date of the sale. The provision also limits a taxpayer 
generally to claiming the exclusion only once every two years. [IRC §121(b)] 

Recognizing that sometimes taxpayers are put in unexpected situations that force a sale, Congress provided 
that taxpayers who fail to meet the above rules may nevertheless qualify for some exclusion if the sale is caused 
by “by reason of a change in place of employment, health, or, to the extent prov ided in regulations, unforeseen 
circumstances.” [IRC §121(c)(2)(B)] .   

The related regulations note: 

A sale or exchange is by reason of unforeseen circumstances if the primary reason for the sale or 
exchange is the occurrence of an event that the taxpayer could not reasonably have anticipated before 
purchasing and occupying the residence. [Reg. §1.121-3(e)(1)] 

As well the regulations provide that “primary reason” test shall by applied by looking at all facts and 
circumstances. [Reg. §1.121-3(b)] 

In this case the facts are fairly simple, as provided in the ruling: 

Taxpayers were married and had one child (a daughter) when they purchased Residence 1 on Date 1. 
Residence 1, a condominium, had two small bedrooms and two baths. The child's bedroom also served 
as the Husband's home office as well as a guest room. After the purchase of Residence 1, Wife became 

https://www.irs.gov/pub/irs-wd/201628002.pdf
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pregnant and gave birth to another child (a son). On Date 2, Taxpayers moved out of Residence 1, and 
on Date 3, Taxpayers sold Residence 1. 

The taxpayers were asking to use the reduced exclusion to offset their gain on the sale of Residence 1. 

The IRS determined that, given the facts cited above (which, as you’ll note, was the problem the were running 
out of rooms) the pregnancy qualified as an unforeseen circumstance and that it was the primary reason for their 
sale before meeting the various two year tests. 

SECTION: 401 
STATE COURT ORDER CHANGING BENEFICIARY DESIGNATIONS AFTER DEATH OF IRA 
HOLDERS DID NOT ALLOW FOR STRETCH OUT OF IRA PAYMENTS 

Citation: PLRs 201628004, 201628005 and 201628006, 7/8/16  

In a series of private letter rulings (PLRs 201628004, 201628005 and 201628006) the IRS denied an estate’s 
attempt to fix a problem that appeared to have been created by accident by the decedent when his financial 
adviser changed firms. 

The situation was described in the ruling as follows: 

Decedent maintained two individual retirement accounts (IRAs) with Custodian A and worked with 
financial advisors who were employed by Custodian A. Consistent with Decedent’s overall estate plan, 
Decedent named Trust C as a 50% beneficiary, and Trusts D and E as 25% beneficiaries of the IRAs in 
a year after the year that included his required beginning date under section 401(a)(9). 

Later that year, Decedent’s financial advisors joined another firm and became affiliated with Custodian 
B. Decedent subsequently met with one of the financial advisors to facilitate the transfer of the IRA 
assets to Custodian B. The financial advisor provided a beneficiary designation form for Decedent’s 
signature that named Decedent’s estate as the sole beneficiary. Decedent signed that form and the 
assets of the two IRAs held by Custodian A were directly transferred to a new IRA (IRA X) held by 
Custodian B. 

The trusts were designed to be “look through” trusts complying with the rules at Reg. §1.401(a)(9)-4, Q&A 5(b) 
which would have allowed a “stretch out” of the IRA account balances over the life expectancies of the 
beneficiaries after the death of the account owner, as those individuals would be treated as “designated 
beneficiaries” under the regulation.   

Conversely, an estate cannot be treated as a designated beneficiary, resulting in a much shorter payout, 
generally over the owner’s life expectancy at his/her death—obviously computed as if the owner hadn’t died. 

The trustees of the trusts claimed that the decedent had never intended to change his estate plan, but rather 
had merely been forced to change custodians.  Looking at it from the perspective of a CPA that deals with clients 
that seems not only plausible but overwhelmingly likely.  He almost certainly just those as “forms he needed to 
sign” to keep working with the financial advisors he had worked with before. 

The trustees went to a state court and asked the court to modify the beneficiary designations of the decedent to 
go back to the original estate plan, with the following results: 

Based on its finding of Decedent’s intent, the Court ordered that the beneficiaries of IRA X are Trust C 
as a 50% beneficiary and Trusts D and E as 25% beneficiaries, consistent with Decedent’s prior 
beneficiary designation. The order was retroactively effective as if such designation were made on the 
date Decedent signed the beneficiary designation form for IRA X. 

The trustees then asked the IRS to find that, in fact, the IRA qualified for a stretch out payment period. 

https://www.irs.gov/pub/irs-wd/201628004.pdf
https://www.irs.gov/pub/irs-wd/201628005.pdf
https://www.irs.gov/pub/irs-wd/201628006.pdf
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The IRS declined to do so.  The IRS held: 

Decedent’s estate was named as the beneficiary of IRA X at the time of Decedent’s death. Under § 
1.401(a)(9)-4, Q&A-3, an estate cannot be a “designated beneficiary” for purposes of section 401(a)(9). 
Accordingly, there was no “designated beneficiary” of IRA X for purposes of section 401(a)(9). 

But what about the Court order retroactively changing the beneficiary designation.  The IRS held: 

...[A]lthough the Court order changed the beneficiary of IRA X under State law, the order cannot create 
a “designated beneficiary” for purposes of section 401(a)(9). Courts have held that the retroactive 
reformation of an instrument is not effective to change the tax consequences of a completed transaction. 
For example, the Tax Court considered the impact of a judicial reformation of a trust agreement for tax 
law purposes in Estate of La Meres v. Commissioner, 98 T.C. 294 (T.C. 1992). In La Meres, a state 
probate court order approved the post-death amendment of a trust to eliminate a provision that caused 
adverse estate tax results, and held that such amendment was retroactively effective as of the date of 
the decedent’s death. The Tax Court held that such reformation was not effective for tax purposes, 
explaining that: 

This and other courts have generally disregarded the retroactive effect of State court decrees 
for Federal tax purposes. See Van Den Wymelenberg v. United States, 397F.2d 443, 445 (7th 
Cir. 1968); Straight Trust v. Commissioner, 245 F.2d 327, 329-330 (8th Cir. 1957), affd. 24 T.C. 
69 (1955); Estate of Nicholson v. Commissioner, 94 T.C. 666, 673 (1990); Fono v. 
Commissioner, 79 T.C. 680, 695 (1982), affd. without published opinion 749 F.2d 37 (9 th Cir. 
1984); American Nurseryman Publishing Co. v. Commissioner, 75 T.C. 271, 275 (1980), affd. 
Without published opinion 673 F.2d 1333 (7th Cir. 1981). . . . While we will look to local law in 
order to determine the nature of the interests provided under a trust document, we are not bound 
to give effect to a local court order that modifies the dispositive provisions of the document after 
respondent has acquired rights to tax revenues under its terms. Estate of Nicholson v. 
Commissioner, supra at 673; American Nurseryman Publishing Co. v. Commissioner, supra at 
275; Estate of Hill v. Commissioner, 64 T.C. 867, 875-876 (1975), affd. in an unpublished 
opinion 568 F.2d 1365 (5th Cir. 1978). As the Seventh Circuit explained in Van Den 
Wymelenberg v. United States, supra at 445: 

Were the law otherwise there would exist considerable opportunity for “collusive” state 
court actions having the sole purpose of reducing federal tax liabilities. Furthermore, 
federal tax liabilities would remain unsettled for years after their assessment if state 
courts and private persons were empowered to retroactively affect the tax 
consequences of completed transactions and completed tax years. 

La Meres at 311-312. 

The ruling is consistent with the general view that beneficiaries can be removed but not added by the date when 
designated beneficiaries are finally determined (September 30 of the year following the year of death).   

CPAs should consider advising their clients to continually confirm who is shown as their IRA beneficiaries with 
the financial institutions holding the accounts regularly.  And, as this ruling makes clear, that’s especially true 
following a change in custodians, even if it occurred just to continue to use a long term financial advisor who 
changed firms. 
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SECTION: 501 
PROCEDURES FOR REQUIRED NOTICE TO IRS OF INTENT TO OPERATE AS A §501(C)(4) 

ORGANIZATIONS PUBLISHED 

Citation: TD 9775, REG-101689-16, Revenue Procedure 2016-41, 7/8/16 

In Section 405 of the Protecting Americans from Tax Hikes, organizations that intend to operate as organizations 
exempt from tax under §501(c)(4) must notify the IRS of that intent. [IRC §506]  The IRS has issued temporary 
regulations [T.D. 9775] that were also issued as proposed regulations [REG-101689-16] to implement these 
rules, along with a Revenue Procedure [Revenue Procedure 2016-41] outlining the notification procedure. 

The provision and dates for filing enacted in the law are described in the preamble the regulations: 

Section 405(f) of the PATH Act provides that, in general, the requirement to submit the notification and 
the related amendments to sections 6033 and 6652 apply to section 501(c)(4) organizations that are 
established after December 18, 2015, the date of enactment of the PATH Act. Section 405(f)(2) of the 
PATH Act provides that these provisions also apply to any other section 501(c)(4) organizations that 
had not, on or before the date of enactment of the PATH Act: (1) applied for a written determination of 
recognition as a section 501(c)(4) organization (using Form 1024, "Application for Recognition of 
Exemption Under Section 501(a)"); or (2) filed at least one annual information return or notice required 
under section 6033(a)(1) or (i) (that is, a Form 990, "Return of Organization Exempt From Income Tax," 
or, if eligible, Form 990-EZ, "Short Form Return of Organization Exempt From Income Tax," or Form 
990-N (e-Postcard)). Organizations described in section 405(f)(2) of the PATH Act must submit the 
notification within 180 days after the date of enactment of the PATH Act. 

Of course, the fact that Congress imposed these due dates was a problem, since no reporting forms or methods 
existed as of the date the Act came into the law.  To deal with this, the IRS had previously issued Notice 2016-
09 that extended the due date for submitting initial applications to no earlier than 60 day after implementing 
regulations were issued. 

The temporary and proposed regulations provide the guidance discussed in Notice 2016-9. The IRS has created 
a new electronically submitted form for this purpose.  As the preamble notes: 

The IRS has developed a new electronic form, Form 8976, "Notice of Intent to Operate Under Section 
501(c)(4)," for use by organizations submitting the notification. In accordance with section 506(a), the 
temporary regulations generally require a section 501(c)(4) organization to submit the notification to the 
IRS on Form 8976 (or its successor) no later than 60 days after the date the organization is organized. 
The Form 8976 must be submitted in accordance with the form and its instructions. 

The preamble goes on to note what information will be part of this form: 

Consistent with section 506(b), the temporary regulations specify that the notification must include: (1) 
the name, address, and taxpayer identification number of the organization; (2) the date on which, and 
the state or other jurisdiction under the laws of which, the organization was organized; and (3) a 
statement of the purpose of the organization. In addition, the temporary regulations provide that the 
notification must include such additional information as may be specified in published guidance in the 
Internal Revenue Bulletin or in other guidance, such as forms or instructions, issued with respect to the 
notification. To ensure that the statutorily required items of information in the notification are correlated 
accurately within existing IRS systems, Form 8976 requires organizations to provide their annual 
accounting period. 

The regulations provide for payment of a user fee with this form, which is initially set at $50. 

https://s3.amazonaws.com/public-inspection.federalregister.gov/2016-16338.pdf
https://s3.amazonaws.com/public-inspection.federalregister.gov/2016-16337.pdf
https://www.irs.gov/pub/irs-drop/rp-16-41.pdf
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The IRS will acknowledge receipt of the notice within 60 days, but this acknowledgement does not mean that 
the IRS is stating the organization meets the requirements to be treated as a §501(c)(4) organization.  An 
organization desiring an IRS ruling on that issue will need to submit a Form 1024. 

Because of the time period between when Congress passed the law and the issuance of final guidance, the IRS 
provided special procedures for organizations subject to these requirements established before July 8, 2016 (the 
publication date of the regulations). 

The Treasury Department and the IRS recognize that, since the enactment of the PATH Act but before 
the availability of the new electronic Form 8976 for submitting the notification, additional section 
501(c)(4) organizations may have notified the IRS of their existence by applying for a written 
determination of tax-exempt status or filing a required annual information return or notice. Accordingly, 
to reduce the burden on these organizations and the IRS, the temporary regulations provide relief from 
the requirement to submit the notification for any section 501(c)(4) organization that, on or before July 
8, 2016, either: (1) applied for a written determination of recognition as a section 501(c)(4) organization 
(using Form 1024); or (2) filed at least one annual return or notice required under section 6033(a)(1) or 
(i) (that is, a Form 990 or, if eligible, Form 990-EZ or Form 990-N). 

In order to allow adequate transition time for organizations that do not qualify for this transition relief to 
submit the notification in the manner prescribed by these regulations, the temporary regulations provide 
that an organization that was organized on or before July 8, 2016, will have until September 6, 2016, 
which is 60 days from the date that the regulations are filed with the Federal Register, to submit the 
notification. 

The Revenue Procedure outlines details on how to make this application, stating it must be made at 
www.services.irs.gov/registration/ (although at the time is was written that address did not resolve properly). 

The procedure notes that only a “complete” form will be counted as filed by the IRS,  Section 4.04 of the 
procedure provides information on what must be provided for a complete filing: 

.04 Requirements for completed Form 8976. For purposes of this revenue procedure, a Form 8976 
submitted by an organization is complete if it: 

(1) Provides accurate responses for each required line item of the form, consistent with the form 
instructions, including -- 

(a) Name of the organization; 

(b) Address of the organization; 

(c) Employer Identification Number (EIN) of the organization; 

(d) Date of Organization; 

(e) State or other jurisdiction of organization; 

(f) Statement that the purpose of the organization is to operate as either a (i) social 
welfare organization/civic league, or (ii) local association of employees; and 

(g) Month the organization's annual accounting period ends. 

(2) Includes an attestation that the information provided is correct and the individual submitting 
the Form 8976 is authorized to submit the Form 8976 on behalf of the organization; and 

(3) Is accompanied by the correct user fee, as described in section 4.02 of this revenue 
procedure. 

http://www.services.irs.gov/registration/
http://www.services.irs.gov/registration/
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The procedure goes on to describe the criteria by which a filing will be deemed incomplete at Section 4.05 of the 
ruling: 

.05 Incomplete Forms 8976. A Form 8976 submitted by an organization will not be considered complete 
if -- 

(1) Any required line item of the electronic form is incomplete or unintelligible; 

(2) The organization's name or EIN do not match the records in the IRS Business Master File; 

(3) The organization fails to include payment of the correct user fee; or 

(4) The required information is submitted on an improper form or in any other improper format. 

If a filing is rejected due to being incomplete the organization will be notified of that fact and the user fee refunded.  
The organization will be able to submit another Form 8976 online to correct the issues. 

The IRS will also reject the form if it was not required to be filed.  As Section 5.02 provides: 

.02 Submission of Form 8976 by excepted organizations. If an organization's Form 8976 is not accepted 
for processing because the organization is excepted from section 506 under section 405(f) of the PATH 
Act (an organization that, on or before December 18, 2015, had applied for a Determination Letter that 
recognizes it as described in section 501(c)(4) of the Code (using Form 1024) or filed a Form 990 (or, if 
eligible, a Form 990-EZ or 990-N)), the organization will be notified of the non-acceptance of its form 
and any user fee that was paid will be returned or refunded. 

Similarly, if the organization submits multiple Forms 8976s, only the first one will be accepted and the user fees 
will be refunded for the duplicate filings. 

The IRS will issue an acknowledgement of the filing to the organization initially (Section 6.02) but that does mean 
the filing is accepted.  Rather the IRS will separately notify the organization of acceptance within 60 days 
electronically to the account through which the Form 8976 was submitted.  Thus the organization will need to 
assure that it follows up to insure that it either received the acceptance or acts on the rejection notice. 

The IRS acceptance of this form is not a determination that the organization qualifies as a §501(c)(4) 
organization.  As the procedure notes “[a]n organization wishing to submit a request for a Determination Letter 
from the IRS that it qualifies for tax-exempt status should do so in the manner prescribed in Rev. Proc. 2016-5, 
2016-1 I.R.B. 188, or a successor revenue procedure.” 

As well, the organization is not relieved from the requirement to file annual information returns required of the 
organization. 

Section 8 of the procedure outlines the penalties for late filing or failing to file the form.  First, under Section 
8.01(2) the procedure outlines the penalty on the organization: 

(1) Penalty on organization. An organization that fails to submit a completed Form 8976 by the due date 
must pay a penalty of $20 for each day during which such failure continues. However, the total imposed 
on the organization for failure to submit Form 8976 shall not exceed $5,000. 

There is also a penalty imposed on the manager if the IRS issues a notice to the organization.  The details of 
that penalty and who will qualify as a manager subject to that potential penalty is found at Section 8.01(3): 

(2) Penalty on managers. If an organization fails to submit a completed Form 8976 by the due date, the 
IRS may send a written demand, requesting that the organization submit the Form 8976 by a specified 
future date that the IRS determines is reasonable under the circumstances. If the organization fails to 
submit the Form 8976 on or before the date specified in the demand, the person or persons responsible 
for such failure must pay a penalty of $20 for each day after the date specified in the demand during 
which such failure continues. For these purposes, the term "person" means any officer, director, trustee, 
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employee, member, or other individual whose duty it is to submit the Form 8976. If more than one person 
is responsible for a failure to submit the Form 8976, all such persons shall be jointly and severally liable 
with respect to the penalty for such failure. However, the total amount imposed on all persons 
responsible for such failure shall not exceed $5,000. 

The penalties can be waived with a showing of reasonable cause [IRC §6652(c)(5), Section 8.02],  The 
procedure indicates the IRS correspondence proposing the penalty will contain instructions on how to apply for 
relief. 

The IRS gives the following example as a situation that would qualify for relief: 

.03 Example of a situation in which reasonable cause relief from the penalty on the organization would 
be appropriate. Organization O is formed under the laws of a foreign country and operates for a number 
of years during which it conducts no activities in the United States and has no income from U.S. sources. 
In October 2016, O commences operations in the United States from which it anticipates income that 
will be reported on a Form 990 (or require the filing of a Form 990-N) and promptly notifies the IRS of its 
intent to operate as a section 501(c)(4) organization by submitting Form 8976. Because the date of 
submission of Form 8976 is more than 60 days after its Date of Organization, O receives a penalty letter 
from the IRS. Based on these facts, O's failure is due to reasonable cause, and O may obtain relief from 
the penalty described in section 8.01(1) of this revenue procedure by submitting a request in accordance 
with the instructions in the correspondence from the IRS regarding the penalty. 

The temporary regulations and the Revenue Procedure have an effective date of July 8, 2016. 
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