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SECTION: STATE TAX 
COLORADO LAW REQUIRING OUT OF STATE SELLERS TO REPORT ON COLORADO 
CUSTOMERS WHO MAY OWE USE TAX UPHELD BY TENTH CIRCUIT 

Citation: Direct Marketing Association v. Brohl, CA10, Case No. 12 -1175, 2/22/16, cert denied 
12/12/16 

Normally in this venue we discuss federal tax matters, but in this case the applicability of a Constitutional 
provision (or perhaps lack of a provision, given the issue is the Dormant Commerce Clause) may have a broad 
impact.  The case in question is a challenge to a Colorado provision requiring out of state sellers to report to the 
state customers who are residents of the state to assist in collection of use tax from those individuals (Direct 
Marketing Association v. Brohl, CA10, Case No. 12-1175). 

Specifically the challenged Colorado law provided for the following: 

To assist the state in collecting use tax from in-state purchasers, most seemingly unaware of their tax 
responsibility, the Colorado legislature passed a law in 2010 that imposes three obligations on retailers 
that do not collect sales taxes -- “non-collecting retailers”: (1) to send a “transactional notice” to 
purchasers informing them that they may be subject to Colorado’s use tax, see Colo. Rev. Stat. § 39-
21-112(3.5)(c)(I); 1 Colo. Code Regs. § 201-1:39-21-112.3.5(2);5 (2) to send Colorado purchasers who 
buy goods from the retailer totaling more than $500 an “annual purchase summary” with the dates, 
categories, and amounts of purchases, reminding them of their obligation to pay use taxes on those 
purchases, Colo. Rev. Stat. § 39-21-112(3.5)(d)(I); 1 Colo. Code Regs. § 201-1:39-21-112.3.5(3); and 
(3) to send the Department an annual “customer information report” listing their customers’ names, 
addresses, and total amounts spent, Colo. Rev. Stat. § 39-21-112(3.5)(d)(II); 1 Colo. Code Regs. § 201-
1:39-21-112.3.5(4). 

The Direct Marketing Association challenged this requirement, claiming that the imposition of this requirement 
violated the Supreme Court’s decision in the case of Quill Corp. v. North Dakota, 504 U.S. 298 (1992).  Quill 
dealt with the state of North Dakota’s attempt to require a mail order office supply vendor to collect taxes on its 
sales to residents of the state despite having no physical presence there. 

Specifically, as the opinion notes “DMA argues the Colorado Law unconstitutionally discriminates against and 
unduly burdens interstate commerce.” 

However, the Tenth Circuit panel did not find this case governed by Quill, nor did it find that the law 
unconstitutionally discriminates against and burdens interstate commerce.  The Court noted that the Supreme 
Court has generally not expanded upon Quill beyond the situation of forced collection of sales and use taxes for 
businesses not having a physical presence in the state. 

The Court notes that this provision does not give in-state sellers a competitive advantage over out-of-state 
sellers, since in-state sellers must actually collect and pay over a sales tax.  In fact, as Judge Gorsuch notes in 
a concurring opinion: 

If anything, by asking us to strike down Colorado's law, out-of-state mail order and internet retailers don't 
seek comparable treatment to their in-state brick-and-mortar rivals, they seek more favorable treatment, 
a competitive advantage, a sort of judicially sponsored arbitrage opportunity or “tax shelter.” Quill, 504 
U.S. at 329 (White, J., concurring in part and dissenting in part). 

The concurring opinion goes on to note that, assuming this position is adopted by other circuits, many states will 
move to impose reporting obligations on out-of-state sellers: 

It is a fact—if an analytical oddity—that the Bellas Hess branch of dormant commerce clause 
jurisprudence guarantees a competitive benefit to certain firms simply because of the organizational 
form they choose to assume while the mainstream of dormant commerce clause jurisprudence 

http://ca10.washburnlaw.edu/cases/2016/02/12-1175.pdf
http://ca10.washburnlaw.edu/cases/2016/02/12-1175.pdf
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associated with West Lynn Creamery is all about preventing discrimination between firms. And the 
plaintiffs might well complain that the competitive advantage they enjoy will be diluted by our decision 
in this case. Indeed, if my colleagues and I are correct that states may impose notice and reporting 
burdens on mail order and internet retailers comparable to the sales and use tax collection obligations 
they impose on brick-and-mortar firms, many (all?) states can be expected to follow Colorado’s lead and 
enact statutes like the one now before us. 

Taxpayers who make out of state sales will need to keep abreast of developments in this area.  At the very 
minimum it would appear that businesses in state subject to the Tenth Circuit’s jurisdiction will need, at least for 
now, to respect the Colorado rule (along with Colorado, they include Kansas, New Mexico, Oklahoma, Utah and 
Wyoming). 

On December 12, 2016 the Supreme Court declined to review the decision of the Tenth Circuit in this case. 

SECTION: FBAR REPORTING 
COUPLE'S ATTEMPT AT ONLY PARTIAL DISCLOSURE IN IRS VOLUNTARY DISCLOSURE 
PROGRAM DID NOT SAVE THEM FROM BEING FOUND TO HAVE WILLFULLY NOT FILED 
FBAR REPORTS 

Citation: United States v. August Bohanec et ux, USDC CD Ca., No. 2:15 -cv-04347, 12/8/16 

The taxpayer in the case of United States v. August Bohanec et ux, USDC CD Ca., No. 2:15-cv-04347 was 
found to have willfully failed to file FBAR forms.  The taxpayer was hit with the enhanced penalty of $100,000 or 
50% of the balance in the accounts for being found willfully in violation. 

This was true even though the taxpayer in question had attempted to enter the IRS’s Voluntary Disclosure 
Program for Offshore Accounts.  But the IRS rejected their application to enter the program and the Court found 
they had “made several misrepresentations under penalty of perjury” in their application to enter the program. 

The taxpayers in this case had three different offshore accounts for the year in question, one with UBS in 
Switzerland, along with another in Austria and one additional account in Mexico.  They had been depositing 
money in the UBS account from various business activities, including a significant commission arrangement they 
had with a Canadian entity and sales they had made on eBay. 

The Court noted the following regarding their attempt to enter the voluntary program: 

The Bohanecs' application, submitted under penalty of perjury, represented that the "original balance 
and all funds deposited into the [Swiss UBS] account were after-tax earnings from our used camera 
business." 

…While the FBARs filed by the Bohanecs in May 2011 for 2003, 2004, 2005, 2006, 2007, and 2008 
included the UBS account, they did not include the Austrian account, which was in existence during 
2003 through 2008. 

…The FBARs for 2006, 2007, and 2008 filed by the Bohanecs in May 2011 did not include the Mexican 
account, which was in existence during 2006 through 2008. 

… While the federal income-tax returns for 2003, 2004, 2005, 2006, 2007, and 2008 included the interest 
earned on the UBS accounts, they did not include the income earned by the Bohanecs from their EBay 
sales. 

The Court found that this weighed heavily against the credibility of the taxpayer’s assertion that their conduct 
had not been willful, noting: 

Defendants' credibility is further undermined by their conduct with respect to their application to 
participate in the IRS' Voluntary Disclosure Program for Offshore Accounts. Defendants made several 
misrepresentations under penalty of perjury. Defendants misrepresented, for example, that all of the 
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funds in the UBS account were after-tax proceeds from Defendants' used camera business, when in 
fact the account included Leitz Canada commissions that had never been reported on income tax 
returns. The application also failed to disclose Defendants' Austrian bank account. Furthermore, 
Defendants then proceeded to file false tax returns for 2003-2008 that did not include any of Defendants' 
income from internet sales. Defendants' FBARs for 2003-2008 did not disclose the Austrian account 
and the FBARs for 2006-2008 did not disclose the Mexican account. 

The Court also rejected the theory that actual knowledge of the filing obligation as required for the taxpayers’ 
conduct to be willful, finding that if a taxpayer acts with gross negligence with regard to his/her filing obligations 
that sustains a finding of willfulness in a civil action, such as this one.   

As the opinion notes: 

80. Although Defendants assert that "willfulness" encompasses only intentional violations of known legal 
duties, and not reckless disregard of statutory duties, no court has adopted that principle in a civil tax 
matter. The only cases Defendants cite to support their argument that "willful" means that a defendant 
must have knowledge and specific intent are criminal cases. See Ratzlaf v. United States, 510 U.S. 135 
(1994) (structuring); United States v. Eisenstein, 731 F.2d 1540 (11th Cir. 1984) (felonious failure to file 
currency transaction reports). 

81. Where willfulness is an element of civil liability, the Supreme Court generally understands the term 
as covering "not only knowing violations of a standard, but reckless ones as well." Safeco, 551 U.S. at 
57. 

82. "Recklessness" is an objective standard that looks to whether conduct entails "an unjustifiably high 
risk of harm that is either known or so obvious that it should be known." Safeco, 551 U.S. at 68 (internal 
quotation marks and citation omitted). 

83. Several other courts, citing Safeco, have held that "willfulness" under 31 U.S.C. § 5321 includes 
reckless disregard of a statutory duty. See United States v Williams, 489 Fed.Appx. 655, 658 (4th Cir. 
2012); United States v. Bussell, No. CV15-02034 SJO(VBKx), 2015 WL 9957826 at *5 (C.D. Cal. Dec. 
8, 2015); see also United States v. McBride, 908 F.Supp. 2d 1186, 1204, 1209 (D. Utah 2012). 

As has been true in other cases (see the Williams case cited above by the Court), the fact that the taxpayers 
had completed Schedule B of Form 1040 was also held to show they were “on notice” about the matter. 

The Court found in this case the taxpayers had reason to know that reporting obligations existed but did not take 
action to determine what they were.  First, the Court noted the taxpayers were relatively sophisticated about 
business and tax matters, noting: 

Defendants were reasonably sophisticated business people. For a time, Defendants' camera shop was 
the only exclusive Leica dealer in the world. The deals Defendants negotiated with Leica's U.S. 
distributor were so favorable as to motivate other Leica retailers to protest. Defendants were able to 
circumvent Leica's supply restrictions by entering into an international agreement with Leitz Canada. 
Defendants had a worldwide reputation and sold and shipped to customers around the world. 
Defendants knew that they had to pay taxes if they earned money, and that they had to file tax returns. 
Defendants always used a tax preparer to prepare the camera shop's tax returns. Defendant August 
Bohanec was sufficiently sophisticated to obtain two patents without assistance. Defendants also 
managed the construction of a home along the coast of Mexico, including the hiring of a contractor and 
the opening of a Mexican bank account. 
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Their conduct regarding their Swiss account also was deemed troublesome by the Court, finding they had kept 
the existence of that account a secret and never inquired of any adviser about that account: 

Defendants were at least reckless, if not willfully blind, in their conduct with respect to their Swiss UBS 
account and their reporting obligations regarding the account.2 Defendants never provided UBS with 
their home address, and never told anyone other than their children of the existence of the UBS account, 
including the tax preparers Defendants hired to help them file tax returns. Defendants never asked a 
lawyer, accountant, or banker about requirements regarding the UBS account, and never used a 
bookkeeper or kept any books once the UBS account was opened. 

The Court also had problems with several other assertions of the taxpayers, noting: 

Defendants' representations that they were unaware of or did not understand their obligations, and 
deferred entirely to Kluck, are not credible. Part III of Schedule B of Defendants' 1998 tax return put 
them on notice that they needed to file an FBAR. Defendants not only deposited commissions from their 
Leitz Canada deals into the UBS account, but also directed customers to deposit payment into the 
account and made several transfers and withdrawals from the UBS account to other foreign and 
domestic accounts. Self-serving testimony that Defendants believed that there were no requirements 
regarding the account because they were intended to use the funds in the account "for retirement" is 
sufficiently incredible, particularly in light of Defendants' level of sophistication, to call into question the 
veracity of the remainder of their testimony. (RT 14:7-23.) 

The case illustrates just how things can “go wrong” when a taxpayer attempts to enter a ‘come clean” program 
but decides to withhold information.  While it seems likely the taxpayers would have come to the IRS’s attention 
due to disclosures that were eventually made by UBS about its accounts, the taxpayer’s apparent attempts to 
“limit the damage” by only disclosing the UBS accounts and, even then, giving misleading information about the 
source of the funds, only served to make them appear more culpable when the IRS discovered they had given 
an “edited” version of what had happened. 

While we don’t have information in this case about any advisers that the taxpayers may have consulted, this 
case highlights why it’s important for the taxpayers to have advisers experienced in the program and to be totally 
honest with those advisers.  For the latter point, it’s also important that at least that initial “come clean” 
conversation be with an attorney that has privilege, since the case could very well end up with a criminal referral.   

That is important because should the taxpayers decide not to take the advice to come totally clean (and these 
taxpayers might not have done so), an attorney could simply resign at that point with no real damage to the 
taxpayers.  A non-attorney adviser would not be in the same position—and, in fact, the IRS might become very 
interested in the details of what the taxpayers had been told to bolster a case not just for civil, but potential 
criminal, willfulness in failing to report. 

SECTION: 263A 
TAXPAYER PLANTING ALMOND TREES ON PURCHASED LAND MUST CAPITALIZE 
INTEREST ON LAND DEBT AND PROPERTY TAXES DURING PREPRODUCTION PERIOD 
FOR TREES 

Citation: Wasco Real Properties I, LLC et al v. Commissioner, TC Memo 2016-224, 12/13/16 

Three partnerships found that the Tax Court generally agreed with the IRS that the interest they paid to purchase 
land, as well as property taxes they paid on the land, had to be capitalized under IRC §263A as part of the cost 
of production for the almond trees they began growing on the land in the case of Wasco Real Properties I, LLC 
et al v. Commissioner, TC Memo 2016-224. 

The three partnerships in this case had purchased land that they planned to use for growing almonds.  After the 
land was purchased the entities began planting almond trees that would eventually produce a crop of almonds. 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=11035
http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=11035
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The taxpayers purchased the land by borrowing funds and paying interest on the debt.  The partnerships also 
were billed for and paid property taxes on each parcel of land.  The partnerships claimed a deduction on their 
income tax returns for the interest and property taxes. 

But the IRS objected, arguing that the interest and taxes were indirect costs of the production of real property—
that is, the almond trees that the taxpayers were growing.  The Court opinion notes: 

The uniform capitalization rules apply to “[r]eal * * * property produced by the taxpayer” for the taxpayer’s 
use in a trade or business or in an activity conducted for profit. Sec. 263A(b)(1), (c)(1). While the statute 
does not define the term “real property” for purposes of section 263A, section 1.263A-8(c)(1) and (2), 
Income Tax Regs., defines the term to include “land” and “unsevered natural products of land” and 
states further that “unsevered natural products of land” generally include “[g]rowing crops and plants” 
where the preproductive period of the crop or plant exceeds two years. 

The almond trees in question have just such a “greater than two year” preproductive period. 

But the taxpayer argued this didn’t matter, since the interest and taxes related to the land, not the almond trees.  
But the Court did not agree, as it noted: 

Petitioners focus on the fact that the taxes and the interest directly relate to the ownership and the 
purchase of the land, respectively, to conclude that these expenses may be capitalized only if the land 
is being produced. Petitioners’ focus is blurred. The entities grow almond trees as part of their 
businesses, and the almond trees grow on the land. The land itself need not be produced in that the 
land and the almond trees are sufficiently intertwined in the sense that the almond trees cannot grow 
without the underlying land and the entities’ placing in service of the almond trees requires that the 
entities also place in service the underlying land. Thus, while the property taxes and the interest may 
have been more closely connected with the land than with the almond trees, the payment of those costs, 
to be sure, was both necessary and indispensable to the growing of the almond trees so as to be 
considered a cost of producing those trees. Our finding that the land is a necessary and indispensable 
part of the growing of the almond trees is further demonstrated by WRP I’s phase 1 land preparation 
costs. That phase, in part, included analyzing the soil, ripping and deep ripping the soil, trenching, and 
leveling the land. 

The taxpayer objected that combining the trees and the land should only apply if the items must be mutually 
dependent—and the land could be placed into service without having to put almond trees or any other “greater 
than two year” crop on the land. 

The Court disagrees, finding a “one-way” dependence is enough to link the two.  As the Court concludes: 

The regulations do not require mutual interdependence. With regard to buildings, the regulations 
contemplate that a building and its land are components of the same unit of property. See id. para. (b)(1) 
and (2); see also id. subpara. (6), Examples (1) through (7). Likewise as to the land and the almond 
trees. For the land and the almond trees to be characterized as a unit of property, the regulations require 
that the almond trees are growing on the land and that the placing in service of either the land or the 
almond trees is dependent on the other piece of property’s also being in service. Such is the case here. 

The taxpayers next try to argue that the property taxes are clearly associated directly with the land and they 
would have due regardless of the almond trees, so they should get a current deduction.  The Court again 
disagrees, noting: 

The Wasco land was used to grow the almond trees, and the property taxes assessed as to that land 
directly benefit the almond trees in that the taxes were incurred in the course of WRP I’s using the land 
to grow the almond trees. WRP I is obligated to pay the property taxes on its portion of the Wasco land, 
given that WRP I is the owner of that land for which the tax is assessed. In addition, WRP I could have 
been precluded from growing the almond trees on the land if the property taxes were not paid. We also 
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bear in mind that the Court has previously required real estate developers to capitalize property taxes 
as indirect costs properly allocable to their properties. See Von-Lusk v. Commissioner, 104 T.C. 207, 
209, 217 (1995) (requiring that a partnership capitalize property taxes where the partnership was 
organized to manage, hold, and develop property for investment); see also Reichel v. Commissioner, 
112 T.C. 14, 19-20 (1999) (requiring that a real estate developer capitalize property taxes on property 
that was not developed). 

Thus, the Court found that the IRS could mandate that the taxpayers change their method of accounting for 
these costs to comply with this ruling, picking up amounts deducted in prior years that should have been 
capitalized as an IRC §481(a) adjustment. 

SECTION: 274 
AUTO MILEAGE RATES FOR 2017 PUBLISHED BY IRS 

Citation: Notice 2016-79, 12/13/16 

The IRS released the mileage rates for 2017 in Notice 2016-79.  The standard business rate is set at 53.5¢ per 
mile (down from 54¢ per mile for 2016).   The charitable mileage rate is set at 14¢ per mile (unchanged from 
2016).  The standard mileage rate for medical care under §213 or for moving under §217 is set at 17¢ per mile 
(down from 19¢ for 2016). 

The portion of the standard mileage rate treated as depreciation for an automobile used for business is 23 cents 
for 2013, 22 cents for 2014, 24 cents for 2015, 24 cents for 2016 and 25 cents for 2017. 

For purposes of computing the allowance under a fixed and variable rate allowance, the standard automobile 
cost for 2017 may not exceed $27,900 for automobiles (excluding trucks and vans) and $31,300 for trucks and 
vans. 

In News Release IR-2016-169 which was issued with the notice the IRS reminds taxpayers that the standard 
business mileage rate may not be used for a vehicle when the taxpayer had previously claimed accelerated 
depreciation or §179 expensing for the vehicle, nor may it be claimed on more than four vehicles. 

SECTION: 460 
CONTRACT FOR GRADING AND SOIL COMPACTION FOR BUILDING FOUNDATIONS FOR 
HOUSES QUALIFIES FOR COMPLETED CONTRACT ACCOUNTING 

Citation: Technical Advice Memorandum 201650014, 12/9/16  

A construction contract requiring grading and soil compaction of the area for building foundations for houses 
was found to qualify for completed contract treatment in Technical Advice Memorandum 201650014. 

Under IRC §460, the general rule is that long term construction contracts must be reported under the percentage 
of completion method (PCM) for tax purposes.  However, under IRC §460(e)(1)(A) a home construction contract 
does not require the use of PCM and the contractor may instead use the completed contract method of 
accounting.   

A home construction contract for these purposes is defined at §460(e)(6)(A) as follows: 

(A) Home construction contract 

The term "home construction contract" means any construction contract if 80 percent or more of the 
estimated total contract costs (as of the close of the taxable year in which the contract was entered into) 
are reasonably expected to be attributable to activities referred to in paragraph (4) with respect to-- 

(i) dwelling units (as defined in section 168(e)(2)(A)(ii)) contained in buildings containing 4 or 
fewer dwelling units (as so defined), and 

https://www.irs.gov/pub/irs-drop/n-16-79.pdf
https://www.irs.gov/uac/2017-standard-mileage-rates-for-business-and-medical-and-moving-announced
https://www.irs.gov/pub/irs-wd/201650014.pdf
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(ii) improvements to real property directly related to such dwelling units and located on the site 
of such dwelling units. 

For purposes of clause (i), each townhouse or row house shall be treated as a separate building.  

In this case the contractor was performing the following activities: 

Taxpayer, a C Corporation, actively participates in private sub-division housing projects in State A. It 
enters into contracts with both land developers and owners/homebuilders. These contracts require 
Taxpayer to make a variety of heavy construction improvements necessary for the development of a 
housing sub-division. In particular, these contracts require some or all of: clearing land; grading and 
compacting soil for construction of homes; installing lot improvements such as retaining walls and 
driveways; and constructing common improvements for the development, such as curbs, sidewalks, and 
gutters. 

Taxpayer's grading activities include rough grading of the sub-division and fine grading of the "pad" area 
of an individual lot where the foundation of a house will be constructed. Further, state and county building 
codes in State A require the testing of soil in a sub-division, in some cases on a lot-by-lot basis. Taxpayer 
performs grading and soil compaction of the pad area to required densities and depths in accordance 
with engineering surveys that are completed in order to comply with these requirements. In some cases, 
clay or organic soil must be replaced with more stable soil. The specific grading and compaction of the 
pad area required are based on the structure that will be built on the lot and environmental factors such 
as water runoff. Taxpayer's work is covered by home warranties, and Taxpayer represents that it has 
paid claims related to its work on pad areas. Taxpayer represents that its contracts generally do not 
exceed four years in duration. 

The ruling determined that under these specific facts the contractor’s contracts were “home construction 
contracts” allowing the use of the completed contractor method. 

We conclude that under the specific circumstances of this case, grading and soil compaction of the pad 
area necessary for the construction of foundations for houses are construction activities with respect to 
dwelling units per § 460(e)(6)(A)(i). Taxpayer's work is regulated by state and local building codes and 
is the subject of home warranties. The grading and soil compaction of the pad area necessary for the 
construction of the foundations are as essential to support of the houses as the foundations themselves 
and should be considered construction of a portion of the dwelling units. 

Further support for this conclusion is found in authorities addressing the issue of whether the cost of 
land preparation can be included in the basis of a building used in a trade or business or held for the 
production of income, and therefore depreciable. Courts have found and the Service has ruled that when 
grading (that is, land preparation) is so closely associated with a specific depreciable structure that the 
land preparation would be retired, abandoned, or replaced contemporaneously with that depreciable 
structure, the cost of the land preparation is depreciable and may be part of the cost basis of the 
structure. Eastwood Mall, Inc. v. United States, 95-1 U.S. Tax Cas. (CCH) P50,236 (N.D. Ohio 1995); 
Rev. Rul. 2001-60, 2001-2 C.B. 587; and Rev. Rul. 68-193, 1968-1 C.B. 79. 

In all likelihood, replacement of a rental house and its foundation would require the contemporaneous 
physical destruction of the pad, so that the cost of the pad is part of the cost basis of the rental house. 
For purposes of § 460(e)(6)(A), the pad therefore may be considered part of the dwelling unit. 

The ruling went on to describe what would not count as a home construction contract as well. 

Note that rough grading of the lot or clearing trees would not qualify as construction of a dwelling unit 
because those are non-depreciable improvements to land. Installation of retaining walls and driveways 
for a rental building would qualify as the construction of depreciable improvements to land, but not ones 
that are part of the dwelling unit itself. 
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The memorandum also notes why this case is not governed by the results of the Howard Hughes Co., L.L.C. v. 
Commissioner, 805 F.3d 175 (5th Cir. 2015) case.  As the memorandum reasons: 

The Hughes court found that a land developer who incurred solely common improvement costs, but did 
not incur costs for the construction of dwelling units or for improvements within the individual lots on 
which dwelling units were to be situated, could not use CCM to account for its contracts. Because of its 
construction activities within individual lots, Taxpayer's case is not governed by Howard Hughes Co. 
Rather, we are required to determine whether Taxpayer performs construction activities with respect to 
dwelling units, within the meaning of § 460(e)(6)(A)(i). If it does, those contracts requiring such work 
qualify for CCM treatment. 

SECTION: 501 
EXEMPT STATUS LOST DUE TO FAILURE TO ACTUALLY UNDERTAKE EXEMPT 
ACTIVITIES FOR 11 YEARS 

Citation: Community Education Foundation v. Commissioner, T.C. Memo. 2016 -223, 12/12/16 

In the case of Community Education Foundation v. Commissioner, T.C. Memo. 2016-223 the taxpayer was 
contesting the IRS’s revocation of the organization’s tax exempt status under IRC §501(c)(3).  The IRS was not 
alleging that the organization carried on something that wasn’t in line with its exempt purpose, but rather simply 
that the organization was actually carrying on any purpose. 

In 2001 the organization filed for exempt status with the IRS.  The organization described its purpose as: 

The ABF Educational Foundation, Inc. (the “Foundation”) is a conservative research and educational 
institute focusing on public policy issues that have particular impact on African Americans, Hispanic 
Americans, Asian Americans, Native Americans, and heritage groups (the “Target Groups”). The 
Foundation's guiding principle is to encourage open inquiry about public policy issues that are of 
particular interest and educational value for the Target Groups and the public in general and to provide 
programs that highlight and educate the Target Groups and the public about these germane subjects 
and/or public policy issues. 

(Note-the organization changed its name multiple times during its life, so ABF Educational Foundation, Inc. is 
the entity that eventually was named the Community Education Foundation by the time this case arose.) 

To accomplish these purposes the organization provided the following detailed plan for its operation: 

1. Town hall meetings: The Foundation will sponsor a minimum of twenty televised or non-televised 
town hall meetings on university campuses across the United States to the general public, particularly 
[*4] minorities in the education profession, health care profession, legal profession, business and civic 
leaders, religious leaders, labor union members, college and university students. Each town hall meeting 
will discuss the reformation of tax, education, social security, health care, racial profiling, business and 
economic development. The purpose of these town hall meetings is to help the American public, 
particularly minorities, have a better understanding of conservative public policy initiatives. The 
Foundation's staff and consultants will work to develop and conduct these monthly town hall meetings 
that are scheduled to start in September 2001. This activity will account for roughly 25 percent of the 
Foundation's resources and time in any given year. 

2. National workshops: The Foundation will sponsor twenty national workshops in high school 
auditoriums, college campuses, convention centers, church auditoriums and hotels across the United 
States * * *. The Foundation's staff and consultants will work to develop and organize these national 
workshops that are scheduled to start in October 2001. This activity will account for roughly 55 percent 
of the Foundation's resources and time in any given year. 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=11041
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3. Congressional forums: The Foundation will sponsor quarterly educational forums for public officials, 
non-profits, opinion pollsters, business leaders and the media to better understand minorities and their 
perception on certain public policy initiatives that impact their daily lives. The Foundation's staff will work 
to develop and organize these congressional forums that are scheduled to start in November 2001. This 
activity will account for roughly 10 percent of the Foundation's resources and time in any given year. 

4. Media/Communication: As part of the Foundation's efforts to raise awareness and understanding of 
the conservative public policy initiatives to the minorities and the general public, the Foundation will 
communicate these policy initiatives across the country via billboards, radio, televisions, etc. The 
Foundation staff and consultants will work to develop the messages to be advertised. This activity will 
account for roughly 10 percent of the Foundation's resources and time in any given year. 

Based on this information contained in the organization’s Form 1023 the IRS granted the organization tax-
exempt status under IRC §501(c)(3) and private foundation status under IRC §§509(a)(1) and 170(b)(1)(A)(vi). 

The IRS in 2012 took a look at the organization and discovered that, in fact, it had conducted none of the above 
activities in the prior eleven years, among other issues.  The IRS determined that revocation of the exempt status 
was appropriate: 

Respondent determined that petitioner: (1) failed to establish that it was operated exclusively for exempt 
purposes under section 501(c)(3) and section 1.501(c)(3)-1(d), Income Tax Regs.; (2) failed to maintain 
or produce any books [*7] or records setting forth its revenue, expenses, assets, and activities or 
programs; and (3) admitted to a significant period of inactivity and failed to demonstrate that it engaged 
in activities furthering purposes described in section 501(c)(3). In a companion final adverse 
determination also dated October 22, 2013, respondent modified petitioner's private foundation status 
"from classification as a [tax-exempt] public charity to classification as a [taxable] private foundation 
effective January 1, 2008". 

The taxpayer asserted that, in fact, it should still retain its exempt status.  

…[P]etitioner admitted that it was inactive from September 2001 through December 2008; however, it 
asserted that it tried, but failed, to host various events in 2009 and 2010. Thus, according to petitioner, 
it attempted to organize a “Presidential Inaugural Ball” to honor veterans (Veterans’ Inaugural Ball) in 
2009, as well as a series of town hall meetings and benefit concerts in 2010, generally oriented towards 
veterans. 

The Tax Court notes that in order to retain exempt status, the organization must meet an operational test, noting 
“[a]n organization will satisfy the operational test if it engages primarily in activities that accomplish one or more 
of the exempt purposes in section 501(c)(3).” 

To meet that test an organization must actually engage in an activity, and the Tax Court agreed with the IRS 
that this organization simply failed to do so for a rather extended period.   

The Court notes: 

According to its application petitioner intended to further its exempt purpose by organizing monthly town 
hall meetings, 20 national workshops yearly, and quarterly congressional forums in addition to a 
nationwide media campaign. The application allocates petitioner's time and resources as follows: (1) 
25% to town hall meetings, beginning September 2001; (2) 55% to national workshops, beginning 
October 2001; (3) 10% to congressional forums, beginning November 2001; and (4) 10% to its 
nationwide media campaign. Notably, petitioner did not over time meaningfully organize or allocate 
resources to any of the aforementioned activities. Accordingly, on the basis of the record before us, the 
Court concludes that petitioner failed to satisfy the operational test because it did not engage in any 
activity that accomplished one or more of the exempt purposes in section 501(c)(3). 
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SECTION: 6721 
IRS WARNS ABOUT NEW DUE DATES FOR INFORMATION RETURNS AND INCREASED 
PENALTIES 

Citation: Increase in Information Return Penalties, IRS Website, 10/26/16  

The IRS has published on its website a notice reminding businesses of the changes in due dates for information 
returns this year along with more significant penalties (Increase in Information Return Penalties, IRS Website). 

Last year, as part of the Protecting Americans Against Tax Hikes Act (PATH), Congress moved forward the due 
date for certain information returns and increased the penalties applicable to such returns.  To assist the IRS in 
combating refund fraud, the due date for selected information returns to be filed with the government is moved 
forward to January 31. 

The notice provides: 

Beginning with the 2016 tax year, the due dates for filing Forms W-2 and W-3 with SSA will be January 
31 of the following year, whether you file using paper forms or electronically. Form 1099-MISC will be 
due to the IRS by January 31 of the following year when you’re reporting non-employee compensation 
payments in box 7. Otherwise, file by February 28 if filing by paper, March 31 if filing electronically. 

Penalties for late filing or providing forms late to recipients have also been increased.  The tables below 
summarize the penalties. 

 

https://www.irs.gov/government-entities/federal-state-local-governments/increase-in-information-return-penalties-2
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The notice reminds taxpayers that a separate penalty applies to the failure to provide those forms to recipients 
and to file them with the taxing agency.  The IRS notes “For example, if you fail to file a correct Form 1099-MISC 
with the IRS and don’t provide a correct Form 1099-MISC statement to the payee, you may be subject to two 
separate penalties.” 
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