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SECTION: SECURITY 
PHISHING EMAILS CLAIMING TO BE SOFTWARE UPDATE NOTICES FROM TAX 

SOFTWARE FIRMS BEING SENT TO PREPARERS 

Citation: IRS News Release IR-2016-103, 8/11/16 

The IRS issued a warning regarding attempts to trick tax professionals to install malware on their systems by 
clicking on an “update” link for their tax software.  [IR-2016-103]  Once clicked, the “update” will install a keystroke 
logger that will send all of the preparer’s keystrokes (which will like ly include important client information) to a 
third party—and we can presume that party is planning to use that information for various nefarious purposes. 

The use of email to trick users into installing malware is very common—because it’s very effective.  If the email 
fits the general context that users expect (email from the software provider we use for tax software that is 
formatted as expected) and the message itself seems reasonable (there’s an important software update—
perhaps even an extremely important one to avoid having your systems compromised) we will often click through 
on the email and follow its instructions without a second thought. 

Given the limited number of software providers for professional tax software, this particular attack doesn’t really 
require the attacker to know what software a firm uses—if the attacker blankets all CPA firm addresses it has 
with an email claiming to be from, say, Lacerte or ProSystemfx, the “guess” will be right for a significant portion 
of the audience. 

The IRS describes the attack as follows: 

In the new scheme identified as part of the IRS Security Summit process, tax professionals are receiving 
emails pretending to be from tax software companies. The email scheme requests the recipient to 
download and install an important software update via a link included in the e-mail.  

Once recipients click on the embedded link, they are directed to a website prompting them to download 
a file appearing to be an update of their software package.  The file has a naming convention that uses 
the actual name of their software followed by an “.exe extension.” 

Upon completion, tax professionals believe they have downloaded a software update when in fact they 
have loaded a program designed to track the tax professional’s key strokes, which is a common tactic 
used by cyber thieves to steal login information, passwords and other sensitive data. 

So what should preparers do?  First, never click on email links to update software but rather visit the vendor’s 
website to obtain updates and/or use the vendor’s own software update system that is installed on your 
computer.  Second, be sure all of your staff and partners are aware of this rule—because you should expect 
these scams will begin to include text that suggests that the “fix” must be undertaken immediately to avoid certain 
disaster (infiltration of your systems, client refunds being sent to the wrong bank accounts, etc.) to attempt to 
stampede someone in the firm to start the update. 

SECTION: SCAMS 
IRS WILL SEND LETTER TO TAXPAYERS BEFORE MAKING PHONE CONTACT FOR 
FEDERAL TAX DEPOSIT ALERTS OR INITIATING EMPLOYER TIP EXAMINATIONS 

Citation: SBSE Memo SBSE-05-0716-0035, 7/18/16, SBSE Memo SBSE-04-0816-0031, 8/1/16 

In SBSE Memo SBSE-05-0716-0035 the IRS announced a change in procedure related to contacting taxpayers 
for federal tax deposit (FTD) alerts.  Now the IRS will not make phone contact on the matter until a notice of alert 
is mailed to the affected taxpayer that they will be contacted by phone by the IRS within 15 days. 

The following month the same guidance was issued related to payroll exams looking at tip reporting, with SBSE 
Memo SBSE-04-0816-0031 providing that initial contact in those cases will not be conducted by telephone. 

https://www.irs.gov/uac/newsroom/new-phishing-scheme-mimics-software-providers-targets-tax-professionals
https://www.irs.gov/pub/foia/ig/spder/igm%20sbse-05-0716-0035.pdf
https://www.irs.gov/pub/foia/ig/spder/sbse-04-0816-0031.pdf
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Fraudulent calls from individuals claiming to be from the IRS have become a major problem, making it very 
difficult for taxpayers to recognize legitimate phone contacts from the IRS.  Unfortunately, one of the reasons 
why the frauds are effective is because the IRS has resorted to phone contact of taxpayers in the past as initial 
contacts in certain situations. 

Slowly the agency is beginning to recognize that continuing this practice represents a problem, since taxpayers 
can’t simply be told the IRS won’t contact them by phone without first having contacted the taxpayer otherwise.  
This change represents the second such change to procedures in 2016 by the IRS to eliminate a first contact 
via phone, after earlier eliminating the practice of making initial exam contact by phone. 

The first memorandum, which was effective immediately upon publication, provides: 

Field contact is the preferred method of contact on assigned FTD Alerts. However, Revenue Officers 
retain the discretion to determine the best method of effective initial contact on a case-by-case basis. 
Effective immediately, all anticipated telephone initial contacts on FTD Alert taxpayers can proceed 
AFTER a notice is sent to the taxpayer informing them that a Revenue Officer (RO) will contact them by 
phone within 15calendar days of receipt of the FTD Alert. 

The “Quick Alert” the ROs will send is described as follows in the memorandum: 

The "Quick Note" should include the following information: (RO's can cut/paste this verbiage directly into 
the quick note). 

Dear [Taxpayer Name]: 

We noticed a decrease in your current quarter federal tax deposits (FTD) and are contacting 
you to ensure you are meeting your deposit requirements. We are sending you this notice to 
inform you that a Revenue Officer will either call you or visit your place of business to discuss 
these discrepancies. 

Your responsibility as an employer 

Trust fund tax is money an employer withholds from employees' wages for income tax and FICA 
(social security and Medicare tax). As the employer, you must withhold trust fund taxes from 
employees' wages. These taxes are held in trust until paid to the Department of the Treasury by 
making periodic federal tax deposits. 

Penalty for failing to deposit timely 

If the taxes are not deposited as required, we may assess penalties of up to 10 percent of the 
amount not deposited, depending on the number of days the federal tax deposits are late. If the 
taxes are still unpaid when Form 941, Employer's QUARTERLY Federal Tax Return, is filed, we 
will assess interest and penalties on any unpaid balance. The percentage may rise to 15 percent 
for amounts still unpaid after the date of the first notice asking for payment. 

While the example “quick note” also notes that a Revenue Officer might visit the taxpayer, the memorandum 
indicates that the quick note is not required prior to such a visit. 

The note also indicates that the notice will go to a representative if there is a valid Form 2848, Power of Attorney 
and Declaration of Representative or Form 8821, Tax Information Authorization on file for the taxpayer in 
question.   

The IRS does plan to incorporate the guidance found in the memorandum into the Internal Revenue Manual at 
IRM 5.7.1, Trust Fund Compliance—FTD Alerts, within one year. 
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The IRS moved on in August of 2016 to expand the ban on initial contact by phone to examinations of tip income.  
The IRS will modify the Internal Revenue Manual in this area to conform to this “no phone calls to start” rule  as 
follows: 

4.23.7.7.2 

Employer Tip Examinations 

(2) As it is critical that examiners meet with the employer and tipped employees to arrive at the correct 
tip income and to determine the factors affecting how this income is to be reported on the employer's 
and employees' tax returns, the examiner should contact the employer to schedule an appointment, 
using the appropriate initial contact/appointment letter, Letter 3850, Employment Tax Appointment 
Letter, or Letter 3851, Employment Tax Call-in Appointment Letter. In no instance will initial contact be 
made by telephone. If the taxpayer proposes a reasonable change to the appointment date/time, the 
examiner may accommodate the change and follow up with Letter 3253, Taxpayer Appointment 
Confirmation Letter and Letter 3254, Representative Appointment Confirmation Letter. The examiner 
must enclose an Information Document Request (IDR) with the examiner's confirmation/appointment 
letters, Publication 1 and Notice 609. The IDR should be tailored for the particular taxpayer. 

The memo also instructs the agent that phone contact can only be made after the taxpayer has had time to 
respond, with the memo setting that period at 14 days after the mailing of the notice. 

The tip memo also goes on to indicate that we’ll likely see additional guidance in the same vein from the IRS.  
The memo continues “[w]e are evaluating our other contacts with taxpayers, outside of the examination context, 
to determine whether they present risks with respect to phone scams and other such threats.” 

SECTION: 24 
FACT THAT TAXPAYER CLEARLY GRANTED RIGHT TO CLAIM CHILDREN FOR TAX YEAR 
NOT RELEVANT WHEN CUSTODIAL PARENT DID NOT SIGN FORM 8332  

Citation: Cappel, Sr. v. Commissioner, TC Memo 2016 -150, 8/10/16 

Beginning with 2016 tax returns those preparing the returns for taxpayers will be charged with meeting “due 
diligence” requirements when taxpayers claim the child tax credit and the American Opportunity Credit or face a 
$510 penalty should the taxpayer not qualify for the credits [IRC §6695(g)].  For this reason, advisers must 
remember just how strict the rules are for a noncustodial parent to be able to claim a child—and that the mere 
fact the taxpayers ex is in direct violation of the terms of the decree to release the exemption is not sufficient to 
allow the noncustodial parent to claim the credit. 

This problem is perfectly illustrated in the case of Cappel, Sr. v. Commissioner, TC Memo 2016-150.  And the 
situation is one that, beginning with 2015 returns, could put a preparer who prepared a return claiming these 
children at risk for the penalty that Congress added in the Protecting Americans from Tax Hikes Act of 2015. 

The facts in this case are very straight-forward: 

In 2002 a Florida family court entered a child support order in the divorce case between petitioner and 
his first ex-wife. The court ordered that petitioner "will receive the child dependency exemption for Tiffany 
and * * * [C.A.C.] each and every year beginning in 2001" but "only if he remains current from this point 
[*3] forward in his payments of child support." Petitioner credibly testified that he has been current in his 
child support payments at all relevant times, and respondent does not contend otherwise. 

Petitioner timely filed a Federal income tax return for 2011 on which he claimed Tiffany, C.A.C., and 
P.A.C.J. as dependents. Notwithstanding the Florida court's 2002 order, petitioner's first ex-wife likewise 
claimed Tiffany and C.A.C. as dependents for 2011. And P.A.C.J.'s mother claimed him as a dependent 
for that year as well. 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=10887
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The general rule under IRC §152(e)(4) is that, in the case of divorced parents, if a child receives over ½ of his/her 
support from the divorced parents (that is, counting the contributions of each parent) the child is to be claimed 
by default as the dependent of the custodial parent.  The custodial parent is the parent with whom the child spent 
the most nights during the tax year.   

However the noncustodial parent may claim the exemption if the requirements of IRC §152(e)(2) are met: 

(2) Exception where custodial parent releases claim to exemption for the year 

For purposes of paragraph (1), the requirements described in this paragraph are met with respect to 
any calendar year if— 

(A) the custodial parent signs a written declaration (in such manner and form as the Secretary 
may by regulations prescribe) that such custodial parent will not claim such child as a dependent 
for any taxable year beginning in such calendar year, and 

(B) the noncustodial parent attaches such written declaration to the noncustodial parent’s return 
for the taxable year beginning during such calendar year. 

Mr. Cappel’s ex-wife did not sign a written declaration for the year in question and, obviously, Mr. Cappel did not 
attach that to his return.  But he did have a divorce decree that provided he would be able to claim the children 
if he was current in his child support—and neither the Tax Court nor the IRS suggested that he was not current 
in his obligations. 

The problem, however, is that this is a “bright line” test and, as often happens in bright line tests, the results are 
easy to determine but wildly unfair in certain situations.  The Court notes: 

The “written declaration” by the custodial parent must be made on Form 8332 or in a signed document 
substantially similar to Form 8332. See sec. 152(e)(2); Armstrong v. Commissioner, 139 T.C. 468 
(2012), aff'd, 745 F.3d 890 [*6] (8th Cir. 2014); Miller v. Commissioner, 114 T.C. 184, 190-191 (2000), 
aff'd on other grounds sub nom. Lovejoy v. Commissioner, 293 F.3d 1208 (10th Cir. 2002). A judicial 
decree or child custody order, standing alone, does not qualify as a “written declaration” within the 
meaning of section 152(e). See Miller, 114 T.C. at 193-194; Neal v. Commissioner, T.C. Memo. 1999-
97, 77 T.C.M. (CCH) 1610, 1612; sec. 1.152-4(e)(1)(ii), Income Tax Regs. (“A court order or decree or 
a separation agreement may not serve as a written declaration.”) 

Lacking the Form 8332 or another document that contains everything that would be on that form (including the 
spouse’s signature) that was not the divorce document, he simply could not claim the exemptions—and losing 
those he also could not claim a child tax credit—as the Court noted in a footnote “To be entitled to the child tax 
credit, a taxpayer must have a ‘qualifying child * * * for which the taxpayer is allowed a deduction under section 
151.’ See sec. 24(a).” 

The Court does address the basic unfairness of this result, noting: 

This case resembles many that come before our Court. The situation is unfortunate: Petitioner has acted 
honorably in paying child support for many years, but his ex-wife has apparently claimed two of their 
children as dependents in violation of a Florida court order. But while the result may seem harsh in these 
circumstances, the law is unfortunately clear. On the record before us, we have no alternative but to 
sustain respondent's determinations. 

With the arrival of the new due diligence rules that apply to preparers of 2016 returns, advisers must take care 
to insure that they confirm whether or not a taxpayer is a custodial parent in a situation like this and insist on 
obtaining a Form 8332 signed by the custodial parent if the taxpayer does not qualify as the custodial parent.  A 
divorce decree or state court order, no matter how clear, simply is not adequate 
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SECTION: 469 
REAL ESTATE PROFESSIONAL'S RENTALS DO NOT AUTOMATICALLY ESCAPE PASSIVE 

LOSS LIMITATIONS 

Citation: Gragg v. United States, Case No. 14 -16053, CA9, 8/4/16  

Delores Gragg in 2006 and 2007 was a licensed real estate agent who had sufficient hours in the real estate 
activity to be treated as a real estate professional under IRC §469(c)(7).  Based on that qualification alone, she 
and her husband took the position that she should be allowed to be treated as materially participating in the 
rentals and thus all losses be allowed in full on their returns without regard to Section 469. 

However the Ninth Circuit Court of Appeals, considering this “automatic material participation” argument for the 
first time, rejected this view in the case of Gragg v. United States, Case No. 14-16053, CA9 affirming a decision 
of the U.S. District Court of Northern California. 

Section 469’s general definition of a passive activity is found at IRC §469(c)(1) which provides: 

(c) Passive activity defined 

For purposes of this section— 

(1) In general 

The term “passive activity” means any activity— 

(A) which involves the conduct of any trade or business, and 

(B) in which the taxpayer does not materially participate.  

Congress added a special rule that applied to have all rental real estate treated as passive regardless of the 
taxpayer’s participation that it added at IRC §469(c)(2): 

(2) Passive activity includes any rental activity 

Except as provided in paragraph (7), the term “passive activity” includes any rental activity. 

When the section was originally added in 1986 the first clause above (“Except as provided in paragraph (7)…”) 
was not contained in that provision.  However those in the real estate industry were able to convince Congress 
that someone who is a full time real estate professional has a different relationship to rentals than a non-real 
estate person.  

Thus, Congress added a special rule at §469(c)(7) that created an exception to the “automatically  passive” 
provision: 

(7) Special rules for taxpayers in real property business 

(A) In general 

If this paragraph applies to any taxpayer for a taxable year— 

(i) paragraph (2) shall not apply to any rental real estate activity of such taxpayer for 
such taxable year, and 

(ii) this section shall be applied as if each interest of the taxpayer in rental real estate 
were a separate activity. 

Notwithstanding clause (ii), a taxpayer may elect to treat all interests in rental real estate as one 
activity. Nothing in the preceding provisions of this subparagraph shall be construed as affecting 
the determination of whether the taxpayer materially participates with respect to any interest in 
a limited partnership as a limited partner. 

https://scholar.google.com/scholar_case?q=Gragg&hl=en&as_sdt=4,114,129&as_ylo=2016&case=5756765548959837175&scilh=0
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(B) Taxpayers to whom paragraph applies 

This paragraph shall apply to a taxpayer for a taxable year if— 

(i) more than one-half of the personal services performed in trades or businesses by 
the taxpayer during such taxable year are performed in real property trades or 
businesses in which the taxpayer materially participates, and 

(ii) such taxpayer performs more than 750 hours of services during the taxable year in 
real property trades or businesses in which the taxpayer materially participates. 

In the case of a joint return, the requirements of the preceding sentence are satisfied if and only 
if either spouse separately satisfies such requirements. For purposes of the preceding 
sentence, activities in which a spouse materially participates shall be determined under 
subsection (h). 

Delores argued that if she met the requirements of IRC §469(c)(7)(A) above, which she easily did with her hours 
as a real estate agent, all of her rentals would automatically qualify for material participation status regardless 
of her hours in the rental activities. 

But the Ninth Circuit panel decided Delores was reading too much into the provision—all it did was remove the 
“automatically passive” treatment (which is what IRC §469(c)(2) provides) but did not touch the general 
requirement to show material participation in §469(c)(1). 

The panel noted that while the Ninth Circuit had not previously looked at this issue, the Tax Court had previously 
considered and rejected this argument in the case of Perez v. Commissioner, TC Memo 2010-232.  Rather, the 
Tax Court had held that the taxpayer had to meet the “material participation” standard to claim her real estate 
losses. 

As well, the panel notes that the regulations under §469 require a showing of material participation in the rental 
activities even when qualifying as a real estate professional: 

Section 469(c)(2) [(the per se rental bar)] does not apply to any rental real estate activity of a taxpayer 
for a taxable year in which the taxpayer is a qualifying taxpayer under paragraph (c) of this section [i.e., 
a real estate professional]. Instead, a rental real estate activity of a [real estate professional] is a passive 
activity under section 469 for the taxable year unless the taxpayer materially participates in the activity. 
[Reg. §1.469-9(e)(1)] 

The regulations also go on to require the participation be established without combining the rentals with any 
other activity: 

[I]f a qualifying taxpayer develops real property, constructs buildings, and owns an interest in rental real 
estate, the taxpayer's interest in rental real estate may not be grouped with the taxpayer's development 
activity or construction activity. Thus, only the participation of the taxpayer with respect to the rental real 
estate may be used to determine if the taxpayer materially participates in the rental real estate activity 
under [the material participation safe harbor provisions in] § 1.469-5T. [Reg. §1.469-e(3)(i)] 

The panel concludes that Delores’s position cannot be reconciled with the law or regulations. 

Doris attempted to argue that a decision in a different case (Argarwal v. Commissioner, TC Summary Opinion 
2009-29) supported her position.  However, the panel found the case not on point, noting: 

…[T]hey contend that Agarwal v. C.I.R., another Tax Court case, supports their cause. It does not. The 
issue in Agarwal was whether a real estate agent could qualify as a real estate professional under § 
469(c)(7)(C), notwithstanding the text of the statute, which specified that it applied to brokerages. T.C. 
Summ. Op. 2009-29, 2009 WL 513391 at *3 (U.S. Tax Ct. 2009). The Graggs contend that Agarwal 
permits material participation to be calculated as a function of a taxpayer's combined real estate 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=9313
http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=8421


 

 8 
The Tax CurriculumSM  Nichols Patrick CPE, Inc. 

activities, effectively removing the requirement that the taxpayer independently show material 
participation with regard to rental activities. The court in Agarwal did not specify how it determined 
material participation, but it recognized that “the determination of whether the qualifying taxpayer 
materially participated . . . must be met with respect to each rental activity,” suggesting that it would not 
permit a taxpayer to combine rental and nonrental activities for purposes of calculating material 
participation. Id. at *4 & n.4. Agarwal provides no compelling reason to depart from the Tax Court's 
decision in Perez, nor have we found one. 

Delores had apparently failed to raise the argument that she could meet the material participation tests for the 
rentals on their own at the trial court level and, in any event, the Court noted that Delores’s records of her hours 
with the rentals provided at exam consisted of “two undated one-page notes estimating the hours Delores spent 
working on the Graggs' rental properties in 2006.”  That level of documentation would have been unlikely to be 
seen as convincing by the Court even for 2006 alone. 

Advisers with clients who are real estate professionals should be sure to discuss the documentation of material 
participation in the rental activities standing alone with clients who are real estate professionals.  As well, strong 
consideration should be given to making the election to group all rentals as one activity under IRC §469(c)(7)(A) 
since such a grouping may be necessary to accumulate the necessary hours to show material participation, as 
well as potentially allowing losses for specific rentals where the taxpayer’s level of involvement is minimal. 

SECTION: 664 
SAMPLE LANGUAGE FOR CRAT TO AVOID PROBABILITY OF EXHAUSTION TESTING 
RELEASED BY IRS 

Citation: Revenue Procedure 2016-42, 8/7/16 

In Revenue Procedure 2016-42 the IRS gave sample language that can be included in the governing instrument 
of a Charitable Annuity Trust (CRAT) providing for annuity payments payable for one or more measuring lives 
followed by the distribution of trust assets to one or more charitable remaindermen that can allow the trust to 
escape the “probability of exhaustion” testing found in Revenue Ruling 70-452. 

Charitable remainder trusts, as defined in IRC §664, provide one of the few methods that allow for a charitable 
deduction of a partial interest to a charity for either income tax or estate tax purposes.  The trusts provide for a 
payout to an income beneficiary for a period of time (can be a fixed number of years or for life) and then, following 
the end of that term, the balance remaining in the trust being paid to a charitable organization.  A deduction is 
allowed for the discounted value of the expected balance to be paid to the charity at the time the trust is formed. 

However a trust does not qualify for this treatment if there is more than a remote possibility that the charitable 
interest will end up getting nothing, as the income payments exhaust the trust principal.  Revenue Ruling 70-452 
dealt with this situation, as the new Revenue Procedure describes: 

Rev. Rul. 70-452 applies these rules to a split-interest charitable remainder trust. Rev. Rul. 70-452 holds 
that, if there is a greater than 5 percent probability that payment of the annuity will defeat the charity's 
interest by exhausting the trust assets by the end of the trust term, then the possibility that the charitable 
transfer will not become effective is not so remote as to be negligible. This determination is referred to 
as the “probability of exhaustion test.” Rev. Rul. 77-374 applies the probability of exhaustion test to a 
CRAT. The probability of exhaustion is calculated first by applying the § 7520 assumed rate of return on 
CRAT assets (§ 7250 rate) against the amount of the annuity payment to determine when the CRAT 
assets will be exhausted. Then, a mortality table (Mortality Table 2000CM, found in § 2031-7(d)(7)) is 
used to determine the probability that the income beneficiary or beneficiaries will survive exhaustion of 
the CRAT assets. If the probability that the life beneficiary or beneficiaries will survive exhaustion of the 
CRAT assets is greater than 5 percent, then the charitable remainder interest of the CRAT does not 
qualify for an income, gift, or estate tax charitable deduction and the CRAT is not exempt from income 

https://www.irs.gov/pub/irs-drop/rp-16-42.pdf
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tax under § 664(c). If the § 7520 rate at creation of the trust is equal to or greater than the percentage 
used to determine the annuity payment, then exhaustion will never occur under this test. 

As the Revenue Procedure goes on to note, extremely low interest rates in recent years have made it very 
difficult for a CRAT to pass this test.  As the procedure notes: 

For example, in May of 2016, the § 7520 rate was 1.8 percent. At this interest rate, the sole life 
beneficiary of a CRAT that provides for the payment of the minimum allowable annuity (equal to 5 
percent of the initial FMV of the trust assets) must be at least 72 years old at the creation of the trust for 
the trust to satisfy the probability of exhaustion test. The § 7520 rate has not exceeded the minimum 5 
percent annuity payout rate since December of 2007, which has necessitated testing for the probability 
of exhaustion for every CRAT created since that time. 

The IRS is providing a “fail-safe” provision that would terminate the trust and pay the balance to charity if the 
annuity payment would cause the value of trust corpus, multiplied by a discount factor, to be less than 10% of 
the initial value of the trust principal.  The inclusion of this provision would qualify as a “qualified contingency” 
per §664(f) that would not disqualify the CRAT even though terminating the payments earlier than the normal 
term of the trust 

The sample language for a single life CRAT is provided as follows: 

The first day of the annuity period shall be the date the property is transferred to the trust and the last 
day of the annuity period shall be the date of the Recipient's death or, if earlier, the date of the contingent 
termination. The date of the contingent termination is the date immediately preceding the payment date 
of any annuity payment if, after making that payment, the value of the trust corpus, when multiplied by 
the specified discount factor, would be less than 10 percent of the value of the initial trust corpus. The 

specified discount factor is equal to [
1

(1+𝑖)
]𝑡, where t is the time from inception of the trust to the date of 

the annuity payment, expressed in years and fractions of a year, and i is the interest rate determined by 
the Internal Revenue Service for purposes of section 7520 of the Internal Revenue Code of 1986, as 
amended (section 7250 rate), that was used to determine the value of the charitable remainder at the 
inception of the trust. The section 7520 rate used to determine the value of the charitable remainder at 
the inception of the trust is the section 7520 rate in effect for [insert the month and year], which is [insert 
the applicable section 7520 rate]. 

The procedure goes on to describe modifications to be made to the above language in the case of a testamentary 
CRAT, how to use this language along with the same CRAT language found in Revenue Procedure 2003-57 
and for CRATs paying consecutively for two measuring lives. 

The procedure goes on to provide a detailed example of how this rule would apply in practice: 

On January 1, Year 1, Donor transfers property valued at $1,000,000 to Trust, an inter vivos trust 
providing for an annuity payment of $50,000 (5 percent of the value of the initial trust corpus) on 
December 31 of each year to S for S's life followed by the distribution of trust assets to Charity. Trust 
includes the precise language of the sample provision in section 5 of this revenue procedure providing 
for an early termination contingency and specifies the § 7520 rate in effect for January, Year 1, which is 
3 percent. But for the early termination provision, Trust meets all of the requirements of § 664(d)(1). In 
accordance with this revenue procedure, the IRS will treat the early termination contingency as a 
qualified contingency under § 664(f). Therefore, the early termination provision does not cause Trust to 
fail to qualify as a CRAT under § 664. In addition, Trust qualifies as a CRAT regardless of whether it 
passes the probability of exhaustion test on January 1, Year 1. 

Each year, prior to payment of the annuity to S, the trustee performs the calculations required to 
determine if Trust will terminate early in accordance with the terms of the qualified contingency. In each 
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year from Year 1 through Year 17, the trustee determines that the value of the trust corpus, minus the 
$50,000 annual payment, and then multiplied by the specified discount factor, is greater than 10 percent 
of the initial trust corpus. The value of the trust corpus as of December 30 in Year 18 is $210,000. Only 
in Year 18 does the value of the trust corpus as of December 30, when reduced by the annuity payment 
and multiplied by the specified discount factor, fall below 10 percent of the value of the initial trust corpus. 
The calculations required to determine if Trust will terminate early in Year 18 are as follows: 

1. $1,000,000 × 10% = $100,000 

2. ($210,000 − 50,000) × [
1

(1+.03)
]18 

$160,000 × [
1

(1 + .03)
]18 

$160,000 × 0.9708741818 

$160,000 × 0.587397 = $93,984 

Because the value of the trust corpus ($210,000), when reduced by the annuity payment ($50,000) and 
then multiplied by the specified discount factor (0.587397), is less than 10 percent of the value of the 
initial trust corpus ($100,000), Trust terminates on December 30, Year 18, and the principal and income 
remaining in Trust (including the annuity payment for Year 18 that otherwise would have been payable 
to S) then must be distributed to Charity. 

The Revenue Procedure is effective for trusts created on or after August 8, 2016. 

SECTION: 1031 
BENEFITS AND BURDENS TEST DOES NOT APPLY IN CASE OF REVERSE §1031 

EXCHANGE 

Citation: Estate of George H. Bartell  Jr. et al . v. Commissioner, 147 TC No. 5 , 8/10/16  

Since its original enactment, the like kind exchange provisions IRC §1031 has been allowed to apply to 
transactions for which there is not a direct exchange between parties of property.   Initially such transactions 
were expanded, first by judicial holdings and then explicitly by Congress [IRC §1031(a)(3)] to include deferred 
“forward” exchanges where the taxpayer does not simultaneously receive the replacement property from the 
party that acquires the relinquished property, but rather, with the use a qualified intermediary, acquires property 
from another party with the proceeds of the sale. 

Later case law allowed for reverse deferred exchanges (referred to as reverse Starker exchanges in reference 
to a major Ninth Circuit case on the original forward exchanges) where the replacement property is acquired first 
and then the relinquished property is later sold. 

While we have law and regulations implementing forward exchanges, there was nothing equivalent for reverse 
exchanges—they were judged on a facts and circumstances basis.  In 2000 the IRS finally issued safe harbor 
guidance for reverse exchanges in Revenue Procedure 2000-37. That imposed certain requirements to obtain 
safe harbor treatment for a reverse exchange that were similar to those imposed on a forward exchange.   

However this is merely a safe harbor and, as the IRS noted in the Revenue Procedure: 

…[T]he Service recognizes that “parking” transactions can be accomplished outside of the safe harbor 
provided in this revenue procedure. Accordingly, no inference is intended with respect to the federal 
income tax treatment of “parking” transactions that do not satisfy the terms of the safe harbor provided 
in this revenue procedure, whether entered into prior to or after the effective date of this revenue 
procedure. 
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In the case of Estate of George H. Bartell Jr. et al. v. Commissioner, 147 TC No. 5 the Tax Court was asked to 
look at a reverse exchange case that did not meet the safe harbor tests in Revenue Procedure 2000-37 and 
which the IRS was arguing failed to qualify for §1031 deferral.1 

In this case the taxpayer had entered into an agreement to acquire property in Lynnwood in 2000, with title held 
by the facilitator under an agreement that would allow the taxpayer to manage construction on the property and 
lease the property once construction was finished in order to operate a drug store in the property.  The taxpayer 
intended from the outside to enter into a §1031 exchange transaction. Due to various developments, the sale of 
the relinquished property did not close until December of 2001, well outside the time frame allowed in the safe 
harbor under Revenue Procedure 2000-37 and the identical time periods for a forward exchange.  In the interim, 
construction had been completed and Bartell Drug had begun operating its drug store in the Lynnwood location. 

The key question before the Court was whether the S corporation which reported the exchanges had actually 
been the true owner of the replacement property prior to the sale of the relinquished property.  If the corporation 
(Bartell Drug Co.) was actually the owner of the replacement property prior to sale of the rel inquished property 
it would be exchanging property with itself—not a transaction that would qualify for §1031 gain deferral.   

The IRS argued that a “benefits and burdens” test, used often in many contexts under the IRC, should determine 
if Bartell Drug was the true owner of the property.  The IRS notes: 

…Bartell Drug already owned the Lynnwood property at the time of the disputed exchange because 
Bartell Drug—not EPC Two—had all the benefits and burdens of ownership of the property; namely, the 
capacity to benefit from any appreciation in the property's value, the risk of loss from any diminution in 
its value, and the other burdens of ownership such as taxes and liabilities arising from the property. By 
contrast, respondent contends, EPC Two did not possess any of the benefits and burdens of ownership 
of the property; it had no equity interest in the property, it had made no economic outlay to acquire it, it 
was not at risk with respect to the property because all the financing was nonrecourse as to it, it paid no 
real estate taxes, and the construction of improvements on the property was financed and directed by 
Bartell Drug. Moreover, respondent contends, Bartell Drug had possession and control of the property 
during the entire period EPC Two held title, first by virtue of the REAECA provisions giving it control 
over the construction of site improvements and then possession through a lease that EPC Two was 
obligated under the REAECA to extend to it, for rent equal to the debt service on the KeyBank loan plus 
EPC Two's fee for holding title. 

In fact, the position that Bartell was in would generally have met the “benefits and burdens” test in other 
contexts—but the taxpayer argued that the “benefits and burden” test is not relevant in the context of a reverse 
§1031 exchange. 

Petitioners point out, however, that both this Court and the Court of Appeals for the Ninth Circuit, to 
which an appeal in this case would ordinarily lie, see sec. 7482(b), have expressly rejected the 
proposition that a person who takes title to the replacement property for the purpose of effecting a 
section 1031 exchange must assume the benefits and burdens of ownership in that property to satisfy 
the exchange requirement. As the Court of Appeals for the Ninth Circuit pointed out in Alderson v. 
Commissioner, 317 F.2d at 795: 

[O]ne need not assume the benefits and burdens of ownership in property before exchanging it 
but may properly acquire title solely for the purpose of exchange and accept title and transfer it 

                                                        
1 The transaction actually began before the publication of Revenue Procedure 2000-37, so that procedure 
would not apply by its own terms.  But the transaction was “out of compliance” with its standards so its 
availability would not appear to have had any impact on this case—thus the case should still be relevant to 
transactions taking place today that simply don’t meet the requirements. 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=10868http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=10868
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in exchange for other like property, all as a part of the same transaction with no resulting gain 
which is recognizable under Section 1002 of the Internal Revenue Code of 1954. 

As the Court continues: 

When the third-party exchange facilitator has been contractually excluded from beneficial ownership 
pursuant to the agreement under which he holds title to the replacement property for the taxpayer, that 
beneficial ownership necessarily resides with the taxpayer once title has been obtained from the seller 
of the replacement property. And yet the third-party exchange facilitator, rather than the taxpayer, has 
been treated as the owner of the replacement property at the time of the exchange in the cases cited 
above. Otherwise, a disqualifying self-exchange could be said to have occurred. 

The opinion goes on to note that this is one of those rare cases in the IRC where form controls over substance—
that is, in a traditional forward exchange there’s not any real economically substantial difference between the 
exchange with a facilitator and the sale of property by the taxpayer who then takes the proceeds and a few days 
later buys replacement property.  But the tax difference is significant, all because of the form of the transaction. 

The Court goes on to note that the Courts have granted great latitude to taxpayers in having transactions qualify 
for like kind treatment.   

The IRS argued that the Tax Court had, in fact, endorsed the “benefits and burdens” test for reverse exchanges 
in the case of DeCleene v. Commissioner, 115 T.C. No. 34 when it found the transaction in question failed to 
qualify.  But the Tax Court distinguished that case, holding the facts there were unique: 

Given the DeCleene Opinion's explicit and repeated emphasis upon the taxpayer's failure to use a third-
party exchange facilitator, it must be said that DeCleene did not address the circumstances where a 
third-party exchange facilitator is used from the outset in a reverse exchange. Moreover, the taxpayer 
in DeCleene had acquired the purported replacement property outright, and held title to it directly without 
any title-holding intermediary, for more than a year before transferring title to WLC. This feature also 
distinguishes DeCleene from the myriad of cases where taxpayers seeking section 1031 treatment were 
careful to interpose a title-holding intermediary between themselves and outright ownership of the 
replacement property. In sum, DeCleene does not dictate a result for respondent here. 

The Tax Court then goes on to note: 

Alderson and Biggs establish that where a section 1031 exchange is contemplated from the outset and 
a third-party exchange facilitator, rather than the taxpayer, takes title to the replacement property before 
the exchange, the exchange facilitator need not assume the benefits and burdens of ownership of the 
replacement property in order to be treated as its owner for section 1031 purposes before the exchange. 

The Court also rejected the IRS’s objection that those cases shouldn’t apply because they involved forward 
exchanges and this is a reverse exchange.  The Court pointed out that by the IRS’s own definition the transaction 
in Biggs was a reverse exchange, even if had features that lead some to refer to as a forward exchange case.  
In any event, the Court noted that the specific question before the court (ownership of property) has application 
to forward exchanges, stating: 

…[E]ven forward exchange cases, including Alderson and those that permit “great latitude” to taxpayers 
in structuring section 1031 transactions, Starker, 602 F.2d at 1353 n.10, analyze the relationship to the 
replacement property of the taxpayer versus the third-party exchange facilitator, and treat the latter as 
the owner before the exchange, typically notwithstanding the utterly “transitory”, Barker v. 
Commissioner, 74 T.C. at 565, and nominal nature of that ownership. In our view, this analysis of the 
relationship of the taxpayer to the replacement property, as compared to an exchange facilitator holding 
bare legal title, is equally applicable in a reverse exchange, as the holding in Biggs confirms. See also 
DeGroot v. Exchanged Titles (In re Exchanged Titles, Inc.), 159 B.R. 303 (Bankr. C.D. Cal. 1993) (“[T]he 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=3962
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transfer of legal title is sufficient to effectuate a reverse I.R.C. § 1031 exchange involving an 
accommodator[.]”). 

The Court found that the analysis applied even though the accommodator was obligated to and did lease the 
property to Bartell Drug and that the time span in question was significantly longer than the time periods in the 
cases cited above. 

The Court notes: 

Given the inapplicability of Rev. Proc. 2000-37, supra, to the transaction at issue, the caselaw provides 
no specific limit on the period in which a third-party exchange facilitator may hold title to the replacement 
property before the titles to the relinquished and replacement properties are transferred in a reverse 
exchange. We express no opinion with respect to the applicability of section 1031 to a reverse exchange 
transaction that extends beyond the period at issue in these cases. In view of the finite periods in which 
the exchange facilitator in these cases could have held, and in fact did hold, title to the replacement 
property, we are satisfied that the transaction qualifies for section 1031 treatment under existing caselaw 
principles. 

Although the Court notes that it is limiting the application of this holding to the facts before it here, the Revenue 
Procedure in question is merely a safe harbor and, in its text, grants that structures other than those found in the 
safe harbor may qualify for deferral in a reverse exchange context. 

Advisers still should likely advise taxpayers that, if at all possible, a reverse exchange should be structured to 
comply with the requirements of the Revenue Procedure to avoid any question regarding the status of the gain.  
But if things don’t go quite as expected and the transaction no longer fits within the requirements for the safe 
harbor this case raises the possibility that a gain deferral may still be possible—but the taxpayer needs to be 
aware that the IRS may very well challenge that treatment.  

SECTION: 6109 
PROCEDURES FOR ITIN RENEWALS MANDATED BY PATH ACT RELEASED BY IRS 

Citation: Notice 2016-48, 8/5/16 

The IRS has issued guidance on how it deal with the new rules on Individual Taxpayer Identification Numbers 
(ITINs) that were contained in the Protecting Americans Against Tax Hikes Act of 2015 (PATH) in Notice 2016-
48. 

The IRS is authorized under IRC §6109 to issue identification numbers for taxpayers and request information 
from such taxpayers.  Generally these ITINs are issued to taxpayers who are not eligible to receive a social 
security number (SSN) and are used for tax matters in lieu of the social security number. 

In the PATH Act Congress decided to add a specific formal expiration period to ITINs.  The IRS had previously 
announced (News Release 2014-76) that ITINs that had not been used in five consecutive years would cease 
to be valid, but that program had not yet come to the point where it would revoke numbers.  Congress stepped 
in and reduced the five year period to three years, as well as providing for a general reapplication requirement 
for any ITINs issued before 2013 on a rolling schedule. 

As the Notice explains: 

Under the PATH Act, any ITIN that is not used on a federal tax return for three consecutive tax years, 
either as the ITIN of an individual who files the return or as the ITIN of a dependent included on a return, 
will expire on December 31 of the third consecutive tax year of nonuse. For example, an individual 
applied for and received an ITIN in 2015 that is used in 2015 on the individual's 2014 federal income tax 
return. If the individual does not file or is not claimed as a dependent on a tax return in 2016, 2017, and 
2018, the ITIN will expire on December 31, 2018. This rule applies to all ITINs regardless of when the 
ITIN was issued. 

https://www.irs.gov/pub/irs-drop/n-16-48.pdf
https://www.irs.gov/pub/irs-drop/n-16-48.pdf
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For ITINs issued before 2013, the PATH Act provides that ITINs will no longer be in effect according to 
the following schedule, unless the ITIN has already expired due to nonuse for three consecutive years 
as described above: 

 ITINs issued before 2008 will remain in effect until January 1, 2017. 

 ITINs issued in 2008 will remain in effect until January 1, 2018. 

 ITINs issued in 2009 or 2010 will remain in effect until January 1, 2019. 

 ITINs issued in 2011 or 2012 will remain in effect until January 1, 2020. (But note that 

this schedule is going to be modified by the IRS—see later in this article) 

The Notice provides the procedures to be followed by those who have an “expired” ITIN due to either rule to 
reinstate their ITIN. 

For those falling under the “three year” rule whose ITINs will expire on January 1, 2017, the IRS will allow them 
to apply to renew their ITIN beginning October 1, 2016.  The Notice provides: 

ITINs that have expired due to nonuse in the last three consecutive years, as described above, may be 
renewed anytime starting October 1, 2016 by submitting a Form W-7 and required documentation. 
These individuals may renew their ITIN without having to attach a tax return to the Form W-7. Filers 
should use the most recent revision of the Form W-7 and check the box that says "renewal." Filers 
should follow the instructions on the Form W-7 and include all the information and documentation 
required by the instructions except for the requirement to attach Form W-7 to a tax return. Alternatively, 
individuals may choose to wait to submit their Form W-7 with their tax return. Once the Form W-7 
renewal application is approved, the individual's ITIN will again be effective, and the individual can 
continue to use the same ITIN. The applicant will receive a letter from the IRS stating that the application 
has been approved. Once renewed, an ITIN will remain in effect unless it is not used on a tax return for 
three consecutive years. 

The notice next goes on to deal with the “pre-2013” ITINs and getting them reissued when they expire.  The 
Notice points out that many ITIN holders may reasonably not know when their ITIN was actually originally issued, 
so the IRS is going to, effectively, change the expiration dates to use a date based on the middle digits of the 
ITIN rather than the date originally issued: 

To simplify the renewal process and allow for the effective administration of the program, the IRS will 
administer the renewal of ITINs on a schedule that is different from the schedule in the PATH Act. The 
IRS will renew ITINs based upon the fourth and fifth digits (middle digits) in the ITIN. ITINs that contain 
the middle digits of 78 or 79 will no longer be in effect beginning January 1, 2017. The expiration and 
renewal schedules for ITINs with middle digits other than 78 or 79 will be announced in future guidance. 

Note that if you have previously informed clients about this matter you likely need to contact them with regard to 
this change of approach—the fact they had an ITIN issued in 2009 or later does not mean their ITIN will not 
expire on January 1, 2017. 

The IRS will notify affected taxpayers as follows: 

Beginning this summer, the IRS will send a Letter 5821 to individuals holding ITINs with the middle digits 
of 78 or 79 if the ITIN was used for a taxpayer or a dependent on a U.S. income tax return in any of the 
last three consecutive tax years informing them that they may submit a Form W-7 with original or certified 
documents to renew their ITINs. The Letter 5821 will be sent to the address used on the most recent 
income tax return on which the ITIN appears or the most recently updated address for the taxpayer who 
filed the tax return provided to the IRS by the taxpayer or the U.S. Postal Service. 
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The application process for the 78/79 ITINs is explained as follows: 

An individual with an ITIN that contains the middle digits of 78 or 79 who is sent a Letter 5821 may 
submit a Form W-7 and required documentation to renew their ITIN starting October 1, 2016. These 
individuals may renew their ITIN without having to attach Form W-7 to a tax return. Filers should use 
the most recent revision of Form W-7 and check the box that says “renewal.” To expedite processing, 
filers should include a copy of Letter 5821. Filers should follow the Instructions for Form W-7 and Letter 
5821 and include all the information and documentation required by the instructions except for the 
requirement to attach Form W-7 to a tax return. The IRS anticipates that for applications mailed to the 
IRS under this process, documents will be returned to the applicant within 60 days from the date the 
application was received. Alternatively, individuals who are sent a Letter 5821 may choose to wait to 
submit their Form W-7 with their tax return. Once a Form W-7 renewal application is approved, the 
individual's ITIN will again be effective, and the individual can continue to use the same ITIN. 

The IRS also is creating a special program for families where multiple members of the family have ITINs to allow 
them to apply for whole family when the first “pre-2013” expiration takes place: 

To reduce the burden on taxpayers, the IRS will accept Forms W-7 from each member of a family in a 
single family submission starting October 1, 2016, if at least one of the family members is required to 
renew an ITIN because the middle digits are 78 or 79 and that family member received a Letter 5821. 
For this purpose, family members include the filer, the filer's spouse, and any dependents claimed on 
the filer's return. 

The notice goes on to explain the consequences to a taxpayer if he/she fails to renew their ITIN after it has 
expired: 

Once renewed, an ITIN will remain in effect unless it is not used on a tax return for three consecutive 
years. The issuance date of a renewed ITIN is the date the ITIN was originally issued, not the renewal 
date. Some individuals may not be aware that their ITIN has expired or that they must renew an expired 
ITIN. Returns filed by these individuals will be accepted by the IRS; however, there may be a delay in 
processing these returns, and certain credits, such as the Child Tax Credit and the American Opportunity 
Tax Credit, may not be allowed unless the ITIN is renewed. This could result in a reduced refund or 
additional penalties and interest. The IRS will notify these filers about the delay and any reduction in 
refunds and credits claimed and will inform them about the need to file Form W-7 to renew their ITIN. 

The notice also provides that if the holder of an ITIN is now eligible to apply for an SSN that person should obtain 
the SSN rather than new the ITIN. 

If an ITIN is used solely on an information return (such as a Form 1099) but not on a tax return the ITIN can 
continue to be used for information return reporting even though it has expired.  No penalties will be assessed 
again information return filers who use such an expired ITIN.  This last item is important for business taxpayers 
to note, as they have not (at least yet) been drafted by Congress to “police” the ITIN reissuance rules. 

SECTION: 7705 
PROCEDURES FOR APPLICATION FOR CPEO STATUS RELEASED BY IRS, THEN 

REVISED IN LATER NOTICE 

Citation: Revenue Procedure 2016-33, 6/3/16, Notice 2016-49, 8/5/16 

The IRS has released a Revenue Procedure (Revenue Procedure 2016-33) that outlines how organizations will 
apply for Certified Professional Employer Organization (CPEO) status.  The CPEO status, added by the Tax 
Increase Prevention Act of 2014, is meant to address an issue that arises when PEOs collect payroll taxes from 
employers but fail to pay those taxes over to the government. 

https://www.irs.gov/pub/irs-drop/rp-16-33.pdf
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Normally in such a situation the organization that hired the PEO remains on the hook for the payroll taxes, even 
if they were the victim of a fraud perpetrated by the PEO to walk off with payroll taxes.  See the case of City  
Wide Transit, Inc. v. Commissioner, CA2, 2013-1 U.S.T.C. ¶50,211, reversing TC Memo 2011-279, 3/1/13. 

Congress created the CPEO program to allow PEOs to apply to the IRS for a special status (CPEO) which 
serves, if other criteria are met, to allow the entities employing such PEOs to transfer full responsibility for any 
nonpayment of such taxes.  To obtain this status an organization must apply for the status with the IRS, pay a 
fee and meet other criteria.  

The bill provided the IRS was to begin accepting applications on July 1, 2015 with the program to start in full on 
January 1, 2016, but the IRS was unable to meet that deadline and instead pushed the program back one year.  
The IRS earlier in 2016 published temporary and proposed regulations for the program (TD 9768, Regs. 
§§301.7705-1T and 301.7705-2, REG-127561-15, Proposed Regs. §§31.3511-1, 301.7705-1 and 301.7701-2, 
5/6/16) with this Revenue Procedure providing specifics for applying for the program. 

Following some concerns received by the IRS regarding the provisions in the proposed regulations, the IRS 
made revisions to the requirements in Notice 2016-49 published on August 5, 2016.   

The IRS will begin accepting applications on July 1, 2016 with the program officially getting underway on 
January 1, 2017.  The applications will be submitted electronically to the IRS, along with a $1,000 user fee. 

As part of the application the organization must submit proof of a surety bond where a surety agrees to issue a 
bond upon acceptance (a surety letter) followed by a Form 14751 showing actual issuance of the bond after 
acceptance as a CPEO. 

The applicant also will need to include an annual financial statement accompanied by a report from an 
independent CPA.  Per the proposed regulations, the CPA in question must: 

 Be currently independent of the CPEO applicant per AICPA Standards 

 Not currently be under suspension or disbarment from practice before the IRS 

 Must be duly qualified to practice in any state and 

 File a written declaration with the IRS that the person qualifies as a CPA  and submit an authorization, 
pursuant to §601.503(a), to represent the CPEO before the IRS 

However the requirement that the CPA be authorized to represent the client before the IRS effectively would 
render the CPA not independent per the AICPA Code of Professional Conduct.  In Notice 2016-49 the 
requirement to submit the authorization to represent the client before the IRS. 

Per the original regulation the financial statement must include a report from the CPA that provides an opinion 
that: 

 The financial statements are presented fairly in accordance with generally accepted accounting 
principles 

 The financial statements reflect positive working capital or meet the requirements for the limited cases 
when the working capital may be negative, as well as a detailed computation of working capital and 

 Reflect that the CPEO computes its taxable income on the accrual basis of accounting. 

The auditor’s opinion must be an unmodified opinion—that is, any modification would disqualify the organization 
from obtaining CPEO status. 

https://www.irs.gov/pub/irs-drop/n-16-49.pdf


 

 17 
The Tax CurriculumSM  Nichols Patrick CPE, Inc. 

However the requirements with regard to reporting on working capital also presented issues with regard to the 
regulations imposed on CPAs performing attest services, causing changes to be made in Notice 2016-49.  As 
the Notice provides: 

Treasury and IRS have received comments suggesting that CPAs may be prevented from including 
statements on working capital and the accrual method in their opinions due to certain American Institute 
of Certified Public Accountants (AICPA) limitations on what can be included in a CPA opinion. These 
commenters have requested clarification that the inclusion of these items in the financial statements, 
which are covered by the CPA opinion, rather than in the CPA opinion itself, would satisfy the regulatory 
requirements. 

The IRS therefore has simply declared that a note to the financial statement must be included in the statements 
the CPA is reporting on.  As the notice provides: 

To ensure consistency with the AICPA guidelines applicable to CPA opinion letters, Treasury and IRS 
anticipate revising the requirements of § 301.7705-2T(e)(1) and section 2.05(2) of Rev. Proc. 2016-33 
to require a CPEO applicant or CPEO to submit a copy of its annual audited financial statements and 
an unmodified opinion of a CPA that the annual audited financial statements are presented fairly in 
accordance with GAAP, provided that the audited financial statements covered by the opinion include a 
Note to the Financial Statements that states that the financial statements reflect positive working capital 
or that the CPEO applicant or CPEO satisfies the requirements of § 301.7705-2T(e)(3). The Note 
described in the previous sentence must also provide in detail a calculation of the working capital. In the 
case of a CPEO applicant that is a member of a controlled group of which other members are CPEO 
applicants or CPEOs, the Note to the Financial Statements of the combined or consolidated annual 
audited financial statements for the controlled group must state that the individual financial statements 
of each CPEO applicant or CPEO that is a member of the controlled group reflect positive working capital 
(as defined by GAAP) or that the individual CPEO applicant or CPEO satisfies the requirements of § 
301.7705-2T(e)(3), in either case setting forth in detail a calculation of each individual CPEO applicant's 
or CPEO's working capital. Similarly, Treasury and IRS anticipate revising the requirements of section 
2.05(6) of Rev. Proc. 2016-33 to allow the name and EIN of each member of the controlled group that 
is included within the consolidated audited financial statements of the controlled group to be listed in 
either the Note to the Financial Statements or in a separate attachment signed by a responsible 
individual of the CPEO applicant or CPEO under penalties of perjury, rather than in the CPA opinion. 

Similarly, the requirement for the CPA to note that the accrual method of accounting is used was deemed 
redundant since GAAP requires the use of the accrual basis.  Thus Notice 2016-49 modified the rules as follows: 

Because GAAP requires the use of an accrual method of accounting and the required CPA opinion must 
state that a CPEO applicant's or CPEO's audited annual financial statements are presented fairly in 
accordance with GAAP, the separate requirement in paragraph (c) of section 2.05(2) of Rev. Proc. 2016-
33 for a CPA opinion stating that such financial statements "reflect that the CPEO . . . computes its 
taxable income using an accrual method of accounting" is unnecessary. Treasury and IRS anticipate 
revising Rev. Proc. 2016-33 to eliminate paragraph (c) of section 2.05(2). 

The organization will also need to submit quarterly assertions that it has withheld and made all applicable payroll 
tax deposits and will need to submit an examination level attestation from an independent CPA indicating that 
statement is fairly stated.  As well, the procedure provides: 

The attestation must be accompanied by a written declaration, signed by the CPA, that the CPA is 
currently qualified as a CPA and is authorized to represent the CPEO applicant before the IRS. 

As with the annual financial statement noted above, Notice 2016-49 removes the requirement that the CPA state 
he/she is authorized to represent the CPEO before the IRS. 
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Notice 2016-49 also removes the initial requirement that the CPEO could not be a disregarded entity for tax 
purposes.  As well, special relief is granted for the first year and the audited financial statement requirement.   
As the Notice continues: 

Treasury and IRS have received comments expressing the concern that, for persons applying for 
certification in the first year of the program, the regulatory requirements regarding submission of annual 
audited financial statements and CPA opinions with respect to those statements apply to fiscal years 
predating promulgation of the temporary regulations for which the audit is already closed and could 
require a CPEO applicant to undertake the costly process of amending prior financial statements or 
conducting financial audits of those years anew. 

The transitional relief for this issue is described as the Notice continues: 

In response to this concern, this notice provides transition relief for any CPEO applicant required to 
submit a copy of its annual audited financial statements and CPA opinion with respect to a fiscal year 
ending before September 30, 2016, as a part of its application for certification. Specifically, a CPEO 
applicant will not fail to meet the requirements of § 301.7705-2T(e)(2) or section 2.05(1) and (2) of Rev. 
Proc. 2016-33 if the CPEO applicant submits, together with annual audited financial statements for a 
fiscal year ending before September 30, 2016: (1) an unmodified opinion of a CPA that the annual 
audited financial statements are presented fairly in accordance with GAAP; and (2) a separate 
statement, signed under penalties of perjury by a responsible individual of the CPEO applicant, that the 
financial statements reflect positive working capital for the fiscal year or that the CPEO applicant satisfies 
the requirements of § 301.7705-2T(e)(3), in lieu of such information being provided in the CPA opinion 
or in a Note to the Financial Statement, as described in section III of this notice. The statement by the 
responsible individual must also provide in detail a calculation of the CPEO applicant's working capital. 
In the case of a CPEO applicant that is a member of a controlled group of which other members are also 
CPEO applicants or CPEOs, the CPEO applicant must submit its own separate statement by a 
responsible individual that the individual financial statements of that CPEO applicant reflect positive 
working capital (as defined by GAAP) or that the requirements of § 301.7705-2T(e)(3) are satisfied, in 
either case setting forth in detail a calculation of the individual CPEO applicant's working capital. 

Regardless of its fiscal year end date, a CPEO applicant has until the last day of the sixth month after 
the end of its fiscal year to submit the annual audited financial statements, accompanying CPA opinion, 
and, if applicable, separate statement of positive working capital, signed by a responsible individual, for 
that year. For example, if a CPEO applicant with a fiscal year ending September 30, 2016, submits an 
application for certification on September 14, 2016, the CPEO applicant must provide with its application 
the annual audited financial statements and CPA opinion for its most recently completed fiscal year (the 
year ending September 30, 2015), which qualify for the transition relief described in the preceding 
paragraph. In addition, the CPEO applicant will have until March 31, 2017 (the last day of the sixth month 
after that fiscal year ends), to subsequently provide to the IRS annual audited financial statements (as 
well as the accompanying CPA opinion) for the year ending September 30, 2016, that comply with the 
requirements described in § 301.7705-2T(e) and section 2.05 of Rev. Proc. 2016-33 (and with the 
anticipated revisions to these requirements that Treasury and IRS intend to make when publishing final 
regulations and updating the revenue procedure, as described in section III of this notice). 

The ruling goes to provide additional information on the process that will be undertaken, including background 
and tax compliance checks the IRS will make regarding the applicant and responsible individuals of the 
organization. 

The IRS will issue notification of acceptance of a CPEO and will also make the list of such organizations public 
(though the latter will happen only after the IRS receives the Form 14751).  Normally the effective date of a 
certification would be the first date of the first quarter beginning after the certification is issued, but the IRS will 
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grant a January 1, 2017 effective date to all organizations that submit an accurate and complete application 
before October 1, 2016 (the original announcement had set this date as September 1, 2016, but in Notice 2016-
49 the IRS pushed this deadline back one month). 

The Revenue Procedure also describes options an applicant has in the situation where an application is denied, 
including situations in which no appeal will be possible. 

The Revenue Procedure was given a July 1, 2016 effective date which, not coincidentally, is the day on which 
the IRS will begin to accept applications for CPEO status. 
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