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SECTION: 162 
TAXPAYER HAD NOT BEGUN OPERATION OF BUSINESS DURING YEAR, NO BUSINESS 
DEDUCTIONS ALLOWED 

Citation: Tizard v. Commissioner, T.C. Summ. Op. 2016 -42, 8/15/16 

In order to claim deductions related to a trade or business, the taxpayer must be able to show not just that the 
expenditures were incurred by the taxpayer for a legitimate trade or business reason, but also that the trade or 
business in question has actually begun operation.  The IRS was not disputing that the taxpayer had an honest 
intent to operate a trade or business for which she incurred expenses, but rather that the business had not 
commenced operations in the case of Tizard v. Commissioner, T.C. Summ. Op. 2016-42. 

The taxpayer in question was a pilot for a major commercial airline who was approaching her mandatory 
retirement age and looking for a way to generate income once she hit that age.  She decided to acquire an 
aircraft she could use to offer various services in a business she planned to operate.  As the opinion describes 
the issue: 

Petitioner concluded that a Slingsby T-67C “Firefly” military training aircraft (Firefly) would allow her to 
provide a variety of aviation services. The Firefly, manufactured in England, is constructed of fiberglass 
and is powered by a single engine and propeller. The aircraft provides seating for a pilot and one 
passenger and offers a small cargo space. Petitioner selected the Firefly primarily because it is fuel 
efficient, provides excellent visibility through the canopy to perform aerial photography, and is 
"responsive" and aerobatic (e.g., it can withstand spins and stalls), making it well suited for flight 
instruction and "upset recovery" training. 

She acquired the aircraft in October of 2010 with the intent to use it for such income producing activities.  During 
2010 she took various actions related to the aircraft: 

 While she was negotiating with the seller she discussed providing aerial land survey related to a real 

estate development with the seller. She claimed she entered into a “verbal agreement” to provide 

such services but was never actually hired by the seller to perform this service. 

 She took an acquaintance that she believed might be a client on an “incentive orientation flight” on the 

day the aircraft was delivered to her local airport.  While she wrote up an invoice for the flight, she did 

not charge the acquaintance for the services and the acquaintance moved out of state shortly 

thereafter, never hiring the taxpayer. 

 She posted a notice on Facebook in October noting that she had her own plane.  She received 50 

“likes” from her 230 Facebook followers.  Although she later set-up a Facebook page for the operation 

in 2011, it was targeted by hackers and closed, remaining offline until 2014. 

The taxpayer claimed a loss on her 2010 income tax return of $13,295 from the operation and no receipts from 
the operation for the year.   

IRC §162(a) allows a deduction for “ordinary and necessary” expenses related to a trade or business.  But, as 
the Tax Court notes, deductions are not allowed to be taken on the return until the business is in operation: 

Although a taxpayer may be committed to entering into a business and invest considerable time and 
money in preparing to do so, the activity does not constitute a trade or business for section 162(a) 
purposes until the business is actually functioning and performing the activities for which it was 
organized. Richmond Television Corp. v. United States, 345 F.2d 901, 907 (4th Cir. 1965), vacated and 
remanded on other grounds, 382 U.S. 68 (1965); see also Glotov v. Commissioner, T.C. Memo. 2007-
147. Business operations with respect to the activity must have actually commenced. See McKelvey v. 
Commissioner, T.C. Memo. 2002-63, aff'd, 76 F. App'x 806 (9th Cir. 2003). “Until that time, expenses 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=10888
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related to that activity are not ‘ordinary and necessary’ expenses currently deductible under section 162 
(nor are they deductible under section 212) but rather are ‘start-up’ or ‘pre-opening’ expenses.” Woody 
v. Commissioner, T.C. Memo. 2009-93, slip op. at 9-10.  

Such expenses are rather governed by IRC §195 which only allows a deduction once the business commences 
operations and then generally over 180 months, with a potential immediate deduction upon commencement of 
business of $5,000 when expenses are below certain limits.   

Thus the taxpayer would only be allowed an immediate deduction for expenses incurred after business 
operations had commenced, and would only get the allowable deduction under §195 in her case if the business 
had actually commenced operations before the end of 2010. 

In this case the Tax Court found that business operations had not begun prior to the end of 2010 and, thus, no 
deduction of any sort would be allowed for 2010.   

The Court found the taxpayer truly intended to enter into an aviation business for profit and found her testimony 
“credible and forthright” regarding what had taken place.  But such good intentions were not enough, as the 
Court held: 

In 2010 petitioner acquired the Firefly and arranged to have it delivered to Glendale, drafted a business 
plan, and filed articles of organization for Tizard. These were all steps preparatory to beginning her 
aviation business. However, other than the picture and short statement (that makes no mention of her 
aviation business) that she posted on her personal Facebook page in early October 2010, petitioner did 
nothing in 2010 to formally advertise to the general public (either by way of print or electronic media) 
that Tizard was open for business or describe and promote the various services that Tizard would offer 
to its clients. Petitioner's informal efforts to promote Tizard's services, her optimism that Mr. Derby might 
become a paying client, and the complimentary flight that she provided to Ms. Clark do not impress the 
Court as evidence that Tizard was actually functioning and performing the activities for which it was 
organized. In 2010 Tizard had no clients, no contracts for aviation services, and no gross receipts. 

Considering all the facts and circumstances, we conclude that petitioner was not carrying on an aviation-
related trade or business in 2010. 

Unfortunately, it’s difficult to find a “bright line” to determine when a business actually commenced operations, 
especially in the early days when a taxpayer may have a difficult time finding clients.  Advisers who have clients 
trying to start up such new businesses should advise the client of the need to show actions geared towards 
finding clients and carefully document those steps.  

In this case the results likely would have been different had actually been contracted by either the seller or her 
acquaintance based on her activities—even if they hadn’t actually received the services until 2010.  But in this 
case it appears the Court decided her “low-key” marketing activities were not serious business operations.   

That might be viewed as “unfair” as many of those reading this who operate their own practice may have gotten 
their own first clients via similarly informal operations.  But, nevertheless, such actions will likely only be seen as 
“enough” on an exam if the taxpayer actually obtains work from the activity or if the taxpayer can show significant 
obviously business related hours on that informal activity.  Had she openly solicited business in that Facebook 
post it very well might have been viewed as inappropriate given online etiquette, but such an action could very 
well have caused the Court to take a different view of that sort of activity—especially if her Facebook marketing 
had expanded, rather than shut down, in 2011. 
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SECTION: 481 
CASH BASIS TAXPAYER NEVER RECEIVED PERMISSION TO CHANGE METHOD TO 
DEFER DEDUCTION FOR PAYING INDEPENDENT CONTRACTORS 

Citation: Nebeker v. Commissioner, TC Memo 2016-155, 8/16/16 

In the case of Nebeker v. Commissioner, TC Memo 2016-155 a taxpayer had changed its method of reporting 
payments for independent contractors in 2004.  That sets up a case where the IRS would prevail—but perhaps 
in the end it might end up with a result that reduced the taxpayer’s tax for the year in question. 

The taxpayer had operated a business since 1995.  In his business he would bill clients (often governments) for 
his work and various expenses incurred, including the expenses related to payments to independent contractors. 

Although the taxpayer operated on the cash basis of accounting, with the approval of a CPA who prepared his 
tax returns, the taxpayer began to delay the deduction for payments made to those contractors until he received 
the related payment from the customer.  The customers would generally not pay the amounts until at least 60 
days after the invoice was received by the customer.  However, there were many cases where payments were 
not made until 90 days after invoicing and in some cases the delay was up to six months. 

The taxpayer had to account for the expenses in detail, which meant he was tracking these expenses very 
carefully.  He preferred to match up the expenses with the payments even though he operated on the cash basis. 

The IRS, however, objected that this treatment was not allowed on the cash basis of accounting.  But the IRS 
did not argue that this was a method of accounting, a position that presumably would have caused the taxpayer 
to “lose” the amounts he deducted in the year under exam permanently, presuming the prior tax year was closed 
for adjustment—and, in any event, eventually even with amendments the taxpayer would hit a year closed to 
claims for refunds. 

The taxpayer, while arguing the method was permissible, also argued that since the IRS did not treat this as an 
accounting method adjustment they were prohibited from making any adjustment for this item. 

The Tax Court decided neither party had the completely correct answer.  The Court agreed that this way of 
accounting for the payments for contractors was impermissible—if income is reported on cash basis, then 
deductions must be claimed on the same basis.  The Court notes:   

…under section 1.466-1(c)(1)(iv)(a), Income Tax Regs., a taxpayer who uses the cash method in 
computing gross income from a trade or business shall use the cash method in computing expenses of 
such trade or business. 

While the petitioner argued that any method that reasonably reflects income is allowable, the Court pointed out 
that the taxpayer had never taken the required step of asking for permission to change his method of accounting. 

Petitioner never filed an application to change the method of accounting, nor did he follow the procedure 
for automatic consent laid out in Rev. Proc. 97-27, 1997-1 C.B. 680. Under section 446(e) respondent 
can require the Project Man to abandon the new method of accounting and to report taxable income 
using the old method of accounting. See, e.g., Commissioner v. O. Liquidating Corp., 292 F.2d 225, 231 
(3d Cir. 1961), rev'g T.C. Memo. 1960-29. … The Project Man is therefore precluded from changing its 
method of accounting under section 446(e) and the regulations thereunder, regardless of whether the 
method proposed is proper. 

But, as the Court notes, this is a change of accounting method regardless of what the IRS may have called it on 
exam.  As the Court notes, while the taxpayer must change how he was deducting the payments to contractors 
“[t]he more difficult question is whether respondent's change requires the application of section 481.” 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=10889
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The Court looked to a 1979 case to resolve the matter: 

In Connors, Inc. v. Commissioner, 71 T.C. 913 (1979), a cash basis taxpayer consistently deducted 
bonuses paid to its president and sole stockholder on the accrual basis. The taxpayer accrued a bonus 
in 1973, claimed the deduction for 1973, and paid the bonus in 1974.Id.at 914-915. In Connors, Inc., 
this Court held that the Commissioner's requirement that the taxpayer report this material item in the 
year paid was a change in the taxpayer's method of accounting and under section 481 the Commissioner 
was authorized to include in the taxpayer's income for 1974 the amount of the bonus the taxpayer 
erroneously deducted for 1973. 

Following Connors, Inc., we conclude that petitioner's method of deferring his deduction is a method of 
accounting that he consistently used. Thus, respondent's adjustment in the notice of deficiency to that 
material item for tax years 2006 and 2009 constitutes a change in his accounting method, which triggers 
the application of section 481. 

And what happens when §481 is triggered?  The cumulative overstatement/understatement of income must be 
taken into account.  In this case that would mean the taxpayer would not “lose” the amounts deducted in the 
year under exam but paid in the prior year.  Rather, that difference in cumulative deductions would become a 
§481(a) adjustment. 

The Court notes: 

Section 1.481-1(a)(1), Income Tax Regs., provides that 

[i]n computing taxable income for the taxable year of the change, there shall be taken into 
account those adjustments which are determined to be necessary solely by reason of such 
change in order to prevent amounts from being duplicated or omitted. The 'year of the change' 
is the taxable year for which the taxable income of the taxpayer is computed under a method of 
accounting different from that used for the preceding taxable year. 

Therefore, the change in the method of accounting took place in 2006. We hold that section 481 
adjustments are required, and we leave the application of section 481 in these cases to the parties ’ 
agreement or a Rule 155 computation. 

To the author it seems likely this is a case where the IRS’s victory is a bit hollow for the agency.  Since the 
taxpayer’s method had delayed deductions, the new method will allow the taxpayer to deduct payments made 
in 2006 he would not otherwise have deducted.  While he would not initially deduct the amounts paid in 2005 for 
invoices that were eventually paid by customers in 2006 on the 2006 return, the §481(a) adjustment will serve 
to bring those deductions back onto the return. 

We do not know why the CPA advised the taxpayer that this change of treatment was permissible.  It is possible 
the CPA believed that since under some contracts it appeared the taxpayer was being reimbursed that such a 
delay was required, or that the CPA knew that methods were acceptable that did not misstate income and figured 
the IRS would not object to delayed deductions even if that wasn’t a true cash basis treatment. 

But regardless of the reason, advisers must remember that a taxpayer must always obtain permission to change 
his/her method of accounting, even if that method is not permitted under the IRC. 
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SECTION: 3506 
EMAIL DISCUSSES TESTS TO BE APPLIED TO DETERMINE IF ADULT COMPANION IS 
EMPLOYEE OF SERVICE RECIPIENT 

Citation: Chief Counsel Email 201633034, 8/12/16  

In an email, the Chief Counsel’s office considered the employment status of an adult companion sitter (Chief 
Counsel Email 201633034).  The email was in regard to information to be contained in training materials, likely 
for either IRS agents or programs like VITA where volunteer preparers would be trained. 

As the proposed training materials explain: 

Companion sitters are individuals who furnish personal attendance, companionship, or household care 
services to children or to individuals who are elderly or disabled. 

The advice concluded that the standard common law factors would be applied to determine whether the 
companion was or was not an employee of the recipient of the services.  The memo suggests that the training 
materials have the following sentence added: 

However, a sitter not affiliated with a companion sitting placement service may be considered to be an 
employee of the individual for whom the sitting is performed, depending on whether the individual for 
whom the sitting is performed has the right to direct and control the sitter. 

The training materials provide that a companion placement service will not necessarily be the employer, noting: 

A person engaged in the trade or business of putting the sitters in touch with individuals who wish to 
employ them (that is, a companion sitting placement service) will not be treated as the employer of the 
sitters if that person does not receive or pay the salary or wages of the sitters and is compensated by 
the sitters or the persons who employ them on a fee basis. 

The materials are simply providing the special rule found in IRC §3506 regarding individuals providing 
companion sitting services, with the above very closely paraphrasing §3506(a). 

The training materials then go on to note “Companion sitters who are not employees of a companion sitting 
placement service are generally treated as self-employed for all federal tax purposes.”  Following that sentence 
is where the National Office attorney suggests adding the possibility that the companion could be an employee 
of the service recipient. 

SECTION: 6103 
PARTNERSHIP THAT COULD ONLY OBTAIN KNOWN UNRELIABLE INFORMATION ON 
INCOME FLOWING TO IT FROM ITS ONLY INVESTMENT HAD REASONABLE CAUSE FOR 
LATE FILING 

Citation: In re: Refco Public Community Pool LP, Banktruptcy Court for the District of Delaware, 
Case No. 14-11216, 118 AFTR 2d ¶ 2016-5085 , 8/2/16 

Filing partnership returns late now subjects the partnership to significant penalties.  Under IRC §6103 the 
partnership is penalized $195 per month per partner, up to a maximum of ten months, for each month or fraction 
of a month the partnership return is filed after the due date (including extensions actually granted).  However, 
no penalty applies if the partnership can show the failure is due to reasonable cause. [IRC §6698(a)] 

In the case of In re: Refco Public Community Pool LP, Banktruptcy Court for the District of Delaware, Case No. 
14-11216, 118 AFTR 2d ¶ 2016-5085 the bankruptcy plan administrator challenged the IRS’s claim for late filing 
penalties of $3,662,000 for the years 2005-2007. 

https://www.irs.gov/pub/irs-wd/201633034.pdf
https://www.irs.gov/pub/irs-wd/201633034.pdf
http://www.deb.uscourts.gov/sites/default/files/opinions/judge-brendan-l.shannon/refco-tax-opinion-and-order.pdf
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The partnership’s operations are described as follows in the opinion: 

The Debtor formed in 2003 as a partnership to track the performance of the Standard & Poor's Managed 
Futures Index. The Debtor invested substantially all of its assets in SPhinX Managed Futures Fund, 
SPC (“SMFF”), a Cayman Islands domiciled segregated portfolio company that was part of a group of 
affiliated companies knows as the SPhinX Group. SMFF used Refco, LLC as its regulated futures 
commission merchant to execute futures and other trades; and maintained assets in excess of its 
required margin with Refco Capital Markets, Ltd. In late 2005, the Debtor was placed in extremis when 
these Refco entities, along with certain affiliates, (“Refco”) filed for bankruptcy, and shortly thereafter, 
the SPhinX Group, including SMFF, filed for liquidation in the Grand Court of the Cayman Islands. 

Things get a bit messy from this point forward.  Refco (the entity that SPhinX had assets on deposit with, not the 
investment partnership that is the one looking for relief in this case) filed for bankruptcy after discovering a large, 
undisclosed related party receivable.  The news about the related party receivable caused investors (including 
SPhinX Group) to withdraw their funds, and shortly before the bankruptcy SPhinX withdrew $312 million, an 
amount it was later forced to repay $260 million to Refco LLC’s bankruptcy estate.  As well, its assets were 
frozen by the U.S. Bankruptcy Court and it ended up going into bankruptcy itself. 

The partnership in this case (Refco Public Community Pool, LP) attempted to cash out its investments with 
SPhinX, but instead of cash it received “special situation shares” which were illiquid, which now were the only 
material assets held by the partnership. 

SPhinX put itself into liquidation voluntarily in the Grand Court of the Cayman Islands.  Unfortunately the 
liquidators appointed by the Grand Court found an accounting disaster.  As the Bankruptcy Court noted: 

Early on in the liquidation proceeding, the Liquidators uncovered serious accounting issues. In 2006, 
the Liquidators advised the Debtor and other investors in the SPhinX Group that the accounting work 
performed by Derivatives Portfolio Management LLC (“DPM”), the SPhinX Group's administrator 
responsible for maintaining the accounting records, was inaccurate and incomplete. Of note, certain 
DPM prepared spreadsheets that detailed the year-to-date change in net asset values among the 
SPhinX Group funds (hereinafter, the “NAVINC Files”) contained serious deficiencies. In an affidavit 
submitted to the Grand Court on June 20, 2007, Mr. Krys discussed a host of significant accounting 
issues: extensive co-mingling of funds; misstatements of cash; failure to process redemptions; 
inadequate documentation of transactions within the SPhinX Group; failure to properly allocate shares; 
two sets of books; and the net asset value calculations not accounting for the Preference Settlement. 
Due to these issues and others, the Liquidators advised investors that they could not give assurances 
regarding the accuracy of the net asset value calculations disseminated to investors since 2002. The 
Liquidators also began including strongly worded disclaimers warning against relying upon or using any 
financial reports regarding the SPhinX Group. 

The SPhinX group itself stopped filing Forms 1065 or providing K-1s to its partners (including Refco Public 
Community Pool, LP) after 2005.  Before making any distributions the liquidators identified 23 issues that had to 
be resolved, including the allocation of the Preference Settlement among the various SPhinX Group funds and 
the treatment of the S shares. 

The SPhinX’s Group’s failure to file partnership returns was noticed by the IRS and the question of their penalties 
was dealt with in their bankruptcy.  As the Court notes: 

In July 2011, the Liquidators filed a motion under Bankruptcy Code  section 505 in its Chapter 15 
proceeding seeking a determination that the SPhinX Group owed no penalties for not filing Partnership 
Returns for the years 2005 to 2007. In a declaration submitted with the motion, Mr. Krys noted that the 
Liquidators would not be filing Partnership Returns for any year after 2005. He explained that to prepare 
these returns would cost between $5 and $7 million because an accounting firm would have to 
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reconstruct thousands of records. The IRS and the Liquidators settled the matter and SPhinX Group 
was absolved from having to file Partnership Returns for the years 2005 to 2007. 

So now we turn to the taxpayer in this case (Refco Public Community Pool, LP) which had its own partnership 
returns to file for these years.  But it was faced with significant problems.  The only asset it had was an interest 
that was treated as a partnership for federal tax purposes, but it was not receiving K-1s for that entity.  The 
information it did have on those entities for the years in question was provided to them with warnings that the 
information should not be used for any purpose, as it was highly unreliable and likely significantly misstated.   

The taxpayer’s position was that it could not prepare a Form 1065 for the years in question because it simply 
lacked any sort of information regarding the income of the entity for reasons wholly outside of its control, and 
despite attempts by the partnership to obtain some sort of information aside from K-1s that could be relied upon 
to prepare the returns. 

The IRS, however, indicated that its position was this would not be reasonable cause for failing to file a Form 
1065 of any sort.  As the Court summarized: 

…[T]he IRS asserts that the Debtor could have prepared its Partnership Returns without receiving a 
Schedule K-1 from SMFF. The Debtor cannot establish reasonable cause when it did not seek to obtain 
the information necessary to file from another source. The IRS contends that if the Debtor made 
reasonable efforts, it could have easily obtained the NAVINC Files and the unaudited Sphinx Funds 
Positions Liquidation Summary, as of December 31, 2006, and the unaudited Sphinx Funds Receipts & 
Disbursements Statement for the period June 30, 2006 to December 31, 2007, (together, the “Summary 
Financial Data”). The IRS argues that this information would have been sufficient to prepare the Debtor's 
Partnership Returns. 

The taxpayer agrees that it could have used that information.  But it knew the information was both unreliable 
and inaccurate.  And even if that wasn’t a problem, there were additional issues: 

The Debtor also asserts that it could not use the Summary Financial Data to prepare its Partnership 
Returns because this information does not calculate the income of the separate funds—a critical piece 
of information when preparing Form 1065. Additionally, the Debtor contends that the Liquidation Issues 
created substantial uncertainties regarding the Debtor's investment in SMFF. The Debtor argues that 
two of these issues—the allocation of the Preference Settlement and the scope of rights attaching to the 
S Shares—created such uncertainty it could not prepare its Partnership Returns. 

The Court sided with the partnership in this matter—nearly all of its assets consisted of investments on which 
the only information that could be obtained was clearly wildly unreliable.  The Court notes that: 

As an accrual method taxpayer, the Debtor cannot recognize income until “all the events have occurred 
which fix the right to receive such income and the amount thereof can be determined with reasonable 
accuracy.” , Treas. Reg. §§ 1.451-1(a), (c)(1)(ii). With SMFF not providing Partnership Returns after 
2005, the above-noted events prevented the Debtor from determining whether it had a fixed right to 
receive income from SMFF. The documents available from SMFF were the NAVINC Files and the 
Summary Financial Data, but this information was fraught with errors; and with respect to the Summary 
Financial Data in particular, entirely unhelpful because it only provided information on “receipts” and 
“proceeds” received, not “income.” Thus, the Court concludes that the Debtor's failure to file its 
Partnership Returns arose from events beyond its control. 

In this case the Court also used the jurat to justify the failure to file given the knowledge of the various problems 
with the available information, noting: 

Based on this knowledge, a reasonable person would likely be concerned with signing the jurat clause 
at the bottom of Form 1065, which provides in relevant part, that “[u]nder penalties of perjury, I declare 
that I have examined this return ... and to the best of my knowledge and belief, it is true, correct, and 
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complete.” To the best of the Debtor's knowledge, the information it had to prepare the Partnership 
Returns was inaccurate.  

The Bankruptcy Court concluded that the taxpayer had reasonable cause for failure to file the returns in question 
and denied the IRS’s attempt to file a claim for the penalties. 

It’s important to note that while this case is interesting, it serves primarily to suggest it might be possible in 
extreme situations to escape the late filing penalty due to lack of information wholly outside the taxpayer’s control.  
Note that this case has a number of unique features, including having all of the assets invested in the problem 
investment, a liquidator that had found (and communicated to the taxpayer) numerous issues with the accounting 
records of the investment the partnership held that caused the liquidator to indicate the information should not 
be used and the fact that the Bankruptcy Court was certainly aware that allowing this claim for the IRS would 
take money out of the pockets of other innocent parties. 

If a taxpayer’s case is not this extreme (which will be true in the vast majority of cases), it’s unlikely the taxpayer 
will prevail.  The lack of perfect information by itself is not sufficient to excuse filing, nor even would it likely be 
true that merely having some partnership assets invested in this manner would excuse the late filing—a Court 
would conclude that the partnership return overall numbers could be reasonably estimated even if they clearly 
weren’t “perfect.”  And it’s important not to forget that this case was decided in Bankruptcy Court in Delaware—
not a venue that the vast majority of clients would be able to ask to decide on the matter in their case. 

But the decision does at least open the “possibility” of a jurat defense to nonfiling if the facts are severe enough 
and the partnership took numerous steps to attempt to obtain adequate information. 

SECTION: 6621 
NOT FOR PROFIT CORPORATION'S INTEREST ON REFUND LIMITED TO LARGE 
CORPORATE UNDERPAYMENT RATE 

Citation: United States v. Detroit Medical Center, CA6, Case No. 15 -1279, 8/17/16 

The non-profit corporation in United States v. Detroit Medical Center, CA6, Case No. 15-1279, received a refund 
of payroll taxes along with interest on that overpayment from the IRS.  However, the organization was dismayed 
to find that it had been interest at a lower rate than it had expected to be paid. 

The IRS noted the group of hospitals was organized as a corporation under corporate law and paid the lower 
rate of interest provided in IRC §6621(a)(1) for a “large corporation.”  That provision provides: 

(a) General rule 

(1) Overpayment rate 

The overpayment rate established under this section shall be the sum of -- 

(A) the Federal short-term rate determined under subsection (b), plus (B) 3 percentage 
points (2 percentage points in the case of a corporation). 

To the extent that an overpayment of tax by a corporation for any taxable period (as 
defined in subsection (c)(3), applied by substituting "overpayment" for "underpayment") 
exceeds $10,000, subparagraph (B) shall be applied by substituting "0.5 percentage 
point" for "2 percentage points." 

(2) Underpayment rate 

The underpayment rate established under this section shall be the sum of -- 

(A) the Federal short-term rate determined under subsection (b), plus (B) 3 percentage 
points. 

http://www.opn.ca6.uscourts.gov/opinions.pdf/16a0199p-06.pdf
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They noted that parenthetical reference in §6621(a)(1)(A) (“as defined in subsection (c)(3)…).  Specifically, they 
noted that this cross reference found at IRC §6621(c)(3) makes reference to a “C corporation” and they are not 
such a corporation. The reference the organization referred to reads: 

(3) Large corporate underpayment 

For purposes of this subsection -- 

(A) In general 

The term “large corporate underpayment” means any underpayment of a tax by a C corporation 
for any taxable period if the amount of such underpayment for such period exceeds $100,000. 

(B) Taxable period 

For purposes of subparagraph (A), the term "taxable period" means -- 

(i) in the case of any tax imposed by subtitle A, the taxable year, or 

(ii) in the case of any other tax, the period to which the underpayment relates.  

However, the Sixth Circuit Court of Appeals, agreeing with the holding of the Second Circuit in the case of 
Maimonides Med. Ctr. v. United States, 809 F.3d 85 (2d Cir. 2015), found that the cross reference did not limit 
the application of the lower rate to C corporations only. 

The Court goes through an analysis of the cross reference and determines that the reference to IRC 
§6621(a)(1)(A) to IRC §6621(a)(3) refers only to the issue of the “taxable period” and not the type of corporation.  
The court notes: 

The key problem is that the parenthetical most naturally modifies "taxable period," not "corporation." The 
"as defined" phrase appears closest to "taxable period," suggesting that this is what it is defining. Of all 
the terms that precede the parenthetical, moreover, "taxable period" is the only one "defined" in 
subsection (c)(3). There is no definition of corporation in subsection (c)(3). Also undermining this 
proposal is the reality that the definition of "taxable period" in (c)(3) refers to the word "underpayment" -
- the term for which "overpayment" must be substituted under the exception. Subsection (c)(3)(B)(ii) 
then defines taxable period as, "in the case of any other tax, the period to which the underpayment 
relates." The parenthetical explains that, to get a definition of "taxable period" for the purposes of 
(a)(1)(B), the reader looks to its definition in (c)(3), "applied by substituting 'overpayment' for 
'underpayment.'" That the definition of "taxable period" in (c)(3) includes the word "underpayment" 
shows that Congress sought to define "taxable period" by the cross-reference to (c)(3) in the flush 
language. 

The Court then notes that the term “corporation” without a modifier generally throughout the IRC refers to all 
types of corporations (C corporations, S corporations and §501(c)(3) corporations) and, in fact, is why where 
this a special treatment there is always a modifier in front of corporation.  In this case the Court concludes that 
Congress intended no such modifier and that a “large” corporation of any ilk will receive the lower interest rate 
on overpayments of tax—even payroll taxes for a non-profit corporation. 

SECTION: 6651 
TAXPAYER HAD REASONABLE CAUSE FOR LATE FILING AND PAYMENT DUE TO 
ERRONEOUS CONCLUSION ON YEAR OF DEDUCTION 

Citation: Rogers v. Commissioner; T.C. Memo. 2016-152, 8/15/16 

As we are all aware, the Internal Revenue Code imposes penalties for the late filing of a tax return (IRC 
§6651(a)(1)) as well as for the late payment of taxes due on a return (IRC §6651(a)(2)).  The penalty does not 
apply, though, in either case if the failure is due to “reasonable cause and not due to willful neglect.”  In the case 
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of Rogers v. Commissioner; T.C. Memo. 2016-152 the Tax Court found that the taxpayer had such reasonable 
cause when she mistakenly believed she was not required to file a return, and such a mistaken belief was found 
to be reasonable in her case. 

As the Court notes in this case, “reasonable cause” is inherently very much a facts and circumstances situation 
and merely believing no return is required to be filed is not sufficient in and of itself—rather, the taxpayer must 
have arrived at this conclusion via a good faith effort to determine his/her responsibilities under the tax law.  But 
the taxpayer’s overall situation and their level of sophistication are taken into account to see if the taxpayer’s 
conduct meets the reasonableness standard. 

In this the taxpayer had been suffering from numerous disruptive events in her life.  She had been operating a 
business out of her apartment until a fire in November 2006 rendered her apartment uninhabitable.  At that time 
she had to shutter the business because she no longer had a home office or necessary storage space to operate 
the business.  

But things got worse.  In March of 2007, while she was working by candlelight in her old apartment packing items 
to be put into storage another fire broke out.  She was then barred from re-entering her apartment by the city 
until was declared safe.  Her fire problems was also written up in a story in the local newspaper that had a 
negative slant, causing her to be harassed by people in her neighborhood.   

She obtained housing with a local YWCA, but had considerable problems dealing with the board and other 
residents, with the police called on occasion to settle things down.  Obviously she was unhappy with that living 
arrangement. 

Adding to her woes, in February 2009 she fell off a subway platform and fractured her skull, resulting in being 
hospitalized in intensive care for five days. 

During this period she was negotiating with her insurance carrier for her claims related to the fire.  Based on her 
understanding of the tax law, she did not claim a casualty loss on her 2007 or 2008 returns.  However, in 2009 
when she entered into a final settlement with her insurer on the 2007 fire she believed she could claim a casualty 
loss on her 2009 return related to that fire which would have wiped out any tax liability she might have had.  
Thus, she concluded she did not need to file a 2009 tax return. 

The IRS, likely looking at a stack of Forms 1099, concluded otherwise and prepared a substitute for return for 
her.  She met with the IRS to settle the case and during that meeting realized she had been in error about the 
year of deduction, agreeing to the imposition of tax.  However she argued that she should not owe the penalties 
due to reasonable cause. 

The Tax Court notes that the determination of the year in which to deduct a casualty loss is not a simple one to 
discern under the tax law, noting: 

At the time her 2009 return was due, petitioner believed the loss was deductible for 2009 because that 
was the year her claim was resolved. If an insurance claim is not paid in the year of the loss and the 
taxpayer has a reasonable prospect of recovery, the deduction for the loss is deferred until it can be 
ascertained whether such reimbursement will be received. Sec. 1.165-1(d)(2)(i), Income Tax Regs. 
However, if or to the extent there is no reasonable prospect for compensation for the loss through 
insurance, the loss is deductible for the year incurred. Sec. 165(a); sec. 1.165-1(d)(2)(ii) and (iii), Income 
Tax Regs. The parties’ settlement of this issue suggests that there was no reasonable prospect of 
recovery of a portion of the loss under petitioner's insurance policy. 

The taxpayer had undertaken very specific steps over the years to determine her proper tax liability, as the Court 
notes: 

Petitioner knew at relevant times that tax returns are due on April 15 of the following year in the absence 
of an extension; that if there is an extension, then the tax return is due on October 15 of the following 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=10853
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year unless that date falls on a weekend or holiday; and that no return is required if the taxpayer's 
income for the year is below minimal amounts. 

Generally, petitioner made significant efforts to correctly prepare her income tax returns. She consulted 
books and electronic sources describing tax rules she thought applied to her, and she sometimes 
contacted the Internal Revenue Service for information. Petitioner did not have an accountant or use 
the services of tax preparers to prepare her tax returns. 

This method of handling her taxes had worked well for her in the past, and she had obviously not simply always 
decided issues in her favor—after all, not claiming a loss deduction in 2007 from the fire caused her to pay tax 
in 2007 she should not have paid. 

The Court found that although she had made an error, her circumstances met the “reasonable cause” test.  The 
Court noted this was not someone who had taken steps in the past to evade paying taxes that were due: 

Petitioner’s error (regarding the proper year of deduction of the portion of a casualty loss for which there 
is no prospect of recovery from insurance) is considerably different from the errors made by a taxpayer 
whose failure to file, late filing, or late payment is chronic. Erroneously deducting a loss in a year later 
than the correct year is not usually considered to be a blatant tax avoidance technique, especially 
compared with chronic failure to file tax returns. 

As well, the Court also found that her rather stressful personal circumstances in this time frame should also be 
taken into account when determining if she acted reasonably: 

Petitioner’s life was in a state of upheaval after the second fire and through the period when the return 
was due. She was barred from reoccupying her apartment and, during the times relevant to the 2009 
return, she was living under conditions she found to be dehumanizing at a YWCA; later, she experienced 
bouts of depression, a fall from a subway platform in 2009, and a skull fracture. She was subject to 
continuous monitoring and psychiatric examination while hospitalized. She did not resume conduct of 
the business she had operated from her apartment (Talk of the Town Singles). Her living conditions and 
the resulting bouts of depression make reasonable her not understanding the correct year of deduction. 

Advisers must note that this case is very fact specific, as are all cases in the area of “reasonable cause” but the 
holding still provides useful guidance on the sorts of factors that a Court is (and is not) likely to view favorably in 
a request for relief from penalties which have a reasonable cause relief option. 

 


	Section: 162 Taxpayer Had Not Begun Operation of Business During Year, No Business Deductions Allowed
	Citation: Tizard v. Commissioner, T.C. Summ. Op. 2016-42, 8/15/16

	Section: 481 Cash Basis Taxpayer Never Received Permission to Change Method to Defer Deduction for Paying Independent Contractors
	Citation: Nebeker v. Commissioner, TC Memo 2016-155, 8/16/16

	Section: 3506 Email Discusses Tests to Be Applied to Determine if Adult Companion is Employee of Service Recipient
	Citation: Chief Counsel Email 201633034, 8/12/16

	Section: 6103 Partnership That Could Only Obtain Known Unreliable Information on Income Flowing to It from Its Only Investment Had Reasonable Cause for Late Filing
	Citation: In re: Refco Public Community Pool LP, Banktruptcy Court for the District of Delaware, Case No. 14-11216, 118 AFTR 2d  2016-5085 , 8/2/16

	Section: 6621 Not for Profit Corporation's Interest on Refund Limited to Large Corporate Underpayment Rate
	Citation: United States v. Detroit Medical Center, CA6, Case No. 15-1279, 8/17/16

	Section: 6651 Taxpayer Had Reasonable Cause for Late Filing and Payment Due to Erroneous Conclusion on Year of Deduction
	Citation: Rogers v. Commissioner; T.C. Memo. 2016-152, 8/15/16


