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2 Current Federal Tax Developments 

SECTION: STATE TAX 
COLORADO PUBLISHES RULES FOR SELLERS TO COMPLY WITH 
TATTLETALE USE TAX REPORTING 
Citation: Colorado Rule 39-21-112(3.5), 7/26/17 

The Colorado Department of Revenue has published an emergency rule (Rule 39-21-112(3.5)) to 
implement Colorado’s “tattletale” use tax reporting requirement for sellers who have more than 
$100,000 of sales into Colorado and do not collect Colorado sales tax.  The law in question is the 
one that was upheld by the Tenth Circuit Court of Appeals in the case of Direct Marketing 
Association v. Brohl, CA10, Case No. 12-1175, 2/22/16, cert denied. 

The basic requirements of the provision are outlined in Rule 39-21-112(3.5)(1) which provides: 

(1) General Rule. Every Non-Collecting Retailer whose Total Gross Sales into Colorado are 
$100,000 or more in a calendar year shall: 

(a) Provide a Transactional Notice to all Colorado Purchasers as described in paragraph 
(4) of this rule; 

(b) Provide an Annual Purchase Summary to all Colorado Purchasers by January 31 of 
each year as described in paragraph (5) of this rule; and 

(c) Provide an Annual Customer Information Report to the Department by March 1 of 
each year as described in paragraph (6) of this rule. 

The transactional notice must be provided must be provided with every Colorado reportable 
purchase which is not exempt from Colorado sales and use tax.1  For online purchases, the rule 
requires the seller to take the following steps in providing this “Transactional Notice”: 

(a) Online Purchases. For all purchases made online, a Transactional Notice shall be prominently 
located in close proximity to the “Tax” or “Sales Tax” line at checkout, or if no “Tax” line is 
available, in close proximity to the “Total Price” line shown at checkout. 

(i) If it is impractical for the Non-Collecting Retailer to display the Transactional Notice 
as described above, the Non-Collecting Retailer shall provide a prominent hyperlink in 
close proximity to the “Tax” or “Sales Tax” line or the “Total Price” line shown at 
checkout that reads as follows: “See here for information on the tax you may owe to 
Colorado” so long as such hyperlink directs the Colorado Purchaser to the principal 
Transactional Notice.2 

The transactional notice must contain the following information: 

• The retailer does not collect Colorado sales or use tax; 
• The purchase is not exempt from Colorado sales or use tax merely because it is being made 

over the internet or by remote means; and 

                                                 
1 Colorado Rule 39-21-112(3.5)(4) 
2 Colorado Rule 39-21-112(3.5)(4)(a) 
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• The state of Colorado requires the purchaser to file a sales or use tax return reporting all 
purchases that are taxable in Colorado and on which no tax was collected.3 

For purchases that are not online purchases, the notice must be “prominently located” on any order 
form in close proximity to the “Total Price” line.4  If that is not practical, the seller shall state on the 
invoice or confirmatory communication near the “Tax” or “Total Price” line “See attachment for 
information on the tax you may owe” and then provide the information in the Transaction Notice 
in an attachment.5 

If a seller is required to provide a similar notice for other states, a generalized notice may be used so 
long as it provides substantially the same information as required above.6 

The seller also must provide an Annual Purchase Summary to all Colorado purchasers by January 31 
each year, summarizing each Colorado purchaser’s transactions in the prior year. The envelope with 
the summary must be prominently marked with the statement “Important Tax Document 
Enclosed” and sent to the purchaser’s last known address.  The rule provides an optional method for 
purchases to “opt-in” to receiving the notice electronically.7 

The Annual Purchase Summary must contain: 

• The total amount paid by the Colorado purchaser in the prior year.  This total is to include 
shipping and handling charges unless the seller is certain that these amounts are not subject 
to Colorado sales or use tax; 

• A statement that the State of Colorado requires the purchaser to file a sales or use tax return 
and pay the necessary tax; 

• A notice that the seller is required to report the total amount sold to each Colorado resident 
to the state of Colorado each year; 

• If available: 
o The dates of each reportable purchase; 
o The amount of each reportable purchase; 
o A description of each item purchased; and 

• If the seller knows, whether the purchase is subject to Colorado sales or use tax8 

The notice does not need to be sent to a purchaser if the total purchases by that purchaser for the 
prior calendar year were less than $500.9 

                                                 
3 Colorado Rule 39-21-112(3.5)(4)(c) 
4 Colorado Rule 39-21-112(3.5)(4)(b) 
5 Colorado Rule 39-21-112(3.5)(4)(b)(i) 
6 Colorado Rule 39-21-112(3.5)(4)(e) 
7 Colorado Rule 39-21-112(3.5)(5) 
8 Colorado Rule 39-21-112(3.5)(5) 
9 Colorado Rule 39-21-112(3.5)(5)(c) 
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Finally, the rule details the filing of the Annual Customer Information Report with the state of 
Colorado.  The report must be filed by any seller who is required to send at least one Annual 
Purchase Summary to customer.  The report will contain the following information: 

• The name of each Colorado purchaser; 
• The billing address, notice address and shipping address of the purchaser (if known by the 

seller).  There is more than one of these various addresses, each one is to be provided to the 
state; and 

• The total dollar amount of purchases made by the purchaser10 

As would be expected, there are penalties for sellers who fail to comply with these rules.  

The penalty for failing to provide a Transactional Notice is $5 per sale.  If a retailer was not aware of 
the requirement and begins to provide such notices within 60 days of demand by the state the 
maximum penalty for the year is capped at $25,000.  Some or all the penalty may be waived for 
reasonable cause.11 

The penalty for failing to provide the Annual Purchase Summary to a purchaser is $10 for each 
summary not issued.  As with the Transaction Notice penalty, this penalty can be capped at $50,000 
if the seller was not aware of the requirement and sends out notices within 60 days of demand by the 
state.  Additionally, if the notices are provided to the purchasers within 30 days of the original due 
date, the penalty is capped at $1,000.  Again, the Department may waive some or all the penalty for 
reasonable cause.12 

The penalty for failing to file the Annual Customer Information Report is $10 times the number of 
customers whose information should have been reported on the report.  If the report is filed within 
30 days of the due, the penalty is capped at $1,000.  For a seller that reasonably had no knowledge 
of the requirement and files with 60 days of demand by the Department, the penalty is capped at 
$50,000.  As with the other penalties, this penalty can be waived by the Department for reasonable 
cause.13  

 

SECTION: SECURITY 
ANOTHER PHISHING SCAM MAKES THE ROUNDS ATTACKING 
TAX PROFESSIONALS 
Citation: Security Summit Alert in News Release IR-2017-126, 8/4/17 

The IRS posted a Security Summit Alert in News Release IR-2017-126 regarding a new phishing 
scheme that has been reported to the agency that attempts to get usernames and passwords from tax 
professionals for their tax software provider accounts.  Unfortunately, one of the IRS’s suggestion to 

                                                 
10 Colorado Rule 39-21-112(3.5)(6) 
11 Colorado Rule 39-21-112(3.5)(4)(f) 
12 Colorado Rule 39-21-112(3.5)(5)(d) 
13 Colorado Rule 39-21-112(3.5)(6)(d) 

https://www.irs.gov/uac/newsroom/security-summit-alert-tax-pros-warned-of-new-scam-to-steal-their-passwords
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keep from getting caught arguably misses the mark and may make users more likely to fall for such 
scams. 

Phishing is the attempt to get users to disclose various types of confidential information by using an 
email that appears to be legitimate.  The technique works around users who believe problems only 
occur if they open emails from “unknown” senders or who are simply harried and see what, on the 
surface, appears to be a reasonable request. 

The newest scam is described in the release as follows: 

This latest scam email variation comes with a subject line of “Software Support Update” and 
highlights an “Important Software System Upgrade.” It thanks recipients for continuing to trust 
the software provider to serve their tax preparation needs and mimics the software providers’ email 
templates. 

The e-mail informs the recipients that due to a recent software upgrade, the preparer must 
revalidate their login credentials. It provides a link to a fictitious website that mirrors the software 
provider’s actual login page. 

Instead of upgrading software, the tax professionals are providing their information to 
cybercriminals who use the stolen credentials to access the preparers’ accounts and to steal client 
information. 

The sender will make the email look just like normal emails that come from the vendor in question 
by “borrowing” the graphics used in those emails and mimicking their formatting.  The sender may 
either create a “from” address that is “close” to the real vendor, or if the sender is at skilled in how 
email works, actually place the normal address the vendor uses to send email communications in the 
“from” line. 

As the IRS notes, this attack goes for what’s most often the key weakness in any IT security system—
the user—by taking advantage of the fact that the user is busy and just wants to get his/her projects 
completed.  So an email that looks like one the user has seen before and talks about a matter that, at 
first glance, seems reasonable simply gets processed without additional thought. 

The release points out: 

This sophisticated scam yet again displays cybercriminals’ tax savvy and underscores the need for 
tax professionals to take strong security measures to protect their clients and protect their business. 
This is the time of year when many software providers issue software upgrades and when tax 
professionals are working to meet the Oct. 15 deadline for extension filers. 

The release reminds professionals that tax software vendors simply do not embed links into emails 
asking them to validate passwords. 

Less helpful is the guidance in the release to “never open a link or an attachment from a suspicious 
email.”  Unfortunately, such advice arguably makes the problem worse and not better—the problem 
is that the email was construction specifically not to look suspicious, taking advantage of the fact that 
users think they are fine as long as the email they have received doesn’t appear “suspicious” to the 
user. 
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This advice is “standard boilerplate” language used by many security professionals that is attached to 
such notices.  Unfortunately, at this point the widespread knowledge of such a “rule to insure you 
are safe” (and despite the fact it doesn’t say that specifically, it’s how users will hear it) is being relied 
upon by scammers to make it more likely the victim will fall for their scheme. 

So, to put it bluntly—the mere fact an email doesn’t look suspicious doesn’t mean it is not a scam.  
None of us would advise clients that just because the person asking for money for a “can’t miss” 
investment doesn’t look suspicious doesn’t mean he/she is legitimate—and, in fact, we’d likely give 
the line that to be a con man you can’t look like a con man.  The same is true of emails—in today’s 
world, to be an effective scam email, the item can’t look like a scam email. 

Honestly, users need to be trained that any email that asks you to “click a link” or give information 
must be treated as potentially a phishing attack.  Users should avoid clicking the link if possible (you 
can type addresses into your browser’s address bar directly) and, if not possible, confirm that the 
request is legitimate before clicking on the link.   

Similarly, any request for usernames, passwords or sensitive information that arises from following 
the link in an email has to be treated as highly suspicious. 

SECTION: 1361 
STRUCTURE USED BY SHAREHOLDER TO HOLD S SHARES 
TERMINATED S STATUS INSTANTLY UPON SHAREHOLDER'S 
DEATH 
Citation: Private Letter Ruling 201730002, 7/28/17 

In Private Letter Ruling 201730002 we find a situation where a taxpayer’s death instantly 
terminated the S corporation in which he owned a 100% interest.  The structure he created to hold 
the S corporation stock set up a situation in which the S election’s validity continued only so long as 
the shareholder remained alive. 

Initially the taxpayer formed an S corporation in which he held a 100% interest.  The taxpayer next 
took the following step: 

On Date 2, A, the sole shareholder of X, transferred A’s entire interest in X to Y, a limited 
liability company wholly owned by A and treated as a disregarded entity for federal tax 
purposes. 

Since the entity was disregarded, the stock was still treated as held directly by A.  Since he was an 
eligible S corporation shareholder there was no problem. 

Next, the taxpayer modified the structure one more time.  The ruling describes the next step as 
follows: 

On Date 3, A transferred a n% interest in Y to Trust, a grantor trust that was treated (under 
subpart E of part I of subchapter J of chapter 1) as entirely owned by A.  Trust was an 
eligible shareholder under §1361(c)(2)(A)(i). 

While a partnership is not an eligible S corporation, this LLC was not treated as a partnership for tax 
purposes because it didn’t have two different partners in the view of the Internal Revenue Code.  A 

https://www.irs.gov/pub/irs-wd/201730002.pdf
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portion of the interest was held directly by A, while the remainder was deemed held by A under the 
grantor trust rules.  Since you must have partners (plural) to have a partnership, the partnership 
didn’t exist since it was treated as entirely owned by one person.  Thus, we still have an S 
corporation. 

But now the terminating event arises.  As the ruling describes: 

On Date 4, A died, causing Trust to cease being a grantor trust. 

Now we do have two partners—and therefore instantly the LLC converts to partnership status under 
the check the box rules, terminating the S election. 

Note that the trust in question, being previously treated as a 100% grantor trust of one person, 
would have qualified to hold the S shares for two years after the date of death.  As well, A’s estate was 
an eligible S shareholder.  The problem was having those two entities hold the shares in a 
partnership structure—or, more appropriately, what became such a structure for tax purposes. 

The corporation did apply for and receive relief from the IRS—but at the cost of having to pay the 
user fee to obtain a private letter ruling. 

The key lesson in this case is to note the fragility of the S corporation structure—it is very easy to 
terminate the status, sometimes in ways that aren’t immediately obvious.  We don’t know why the 
structure in question was chosen, but clearly having one LLC whose interests were divided between 
two entities created, even though the structure caused no immediate problem with the continued 
qualification for S status for the corporation. 

SECTION: 3111 
LEGAL MEMORANDUM OUTLINES HOW TO APPLY RESEARCH 
CREDIT AGAINST SPECIFIC PAYROLL TAX DEPOSIT LIABILITIES 
Citation: Legal Advice Issued by IRS Chief Counsel AM 2017-003, 8/4/17 

One of the modifications to the research credit that was made as part of the Protecting Americans 
Against Tax Hikes Act of 2015 was to allow certain qualified small businesses to elect to claim the 
credit against employer social security, rather than income taxes.  In Legal Advice Issued by IRS 
Chief Counsel AM 2017-003 the IRS outlined issues related to when the elected credit would be 
used to offset employer social security tax deposit liabilities and the extent of the offset. 

A “qualified small business” that may make this election is defined at IRC §41(h)(3).  Such a 
business is generally defined as: 

• A corporation or partnership, if— 
o The gross receipts of such entity (and related entities) for the taxable year is less than 

$5,000,000, and 
o Such entity did not have gross receipts (as so determined) for any taxable year 

preceding the 5-taxable-year period ending with such taxable year, and 
• Any person (other than a corporation or partnership) who meets the requirements of 

subclauses (I) and (II) of clause (i), determined— 
o By substituting “person” for “entity” each place it appears, and 

https://www.irs.gov/pub/lanoa/am-2017-003.pdf
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o By only taking into account the aggregate gross receipts received by such person in 
carrying on all trades or businesses of such person.14 

However, entities exempt from tax under IRC §501 (such as charities) are not eligible for this 
credit.15  The amount of credit elected to be applied against payroll taxes cannot exceed $250,00016 
and can only be made for five taxable years.17 

The election is made in Section D of Form 6765, Credit for Increasing Research Activities. 

 
The memorandum gives guidance on the mechanics of applying this credit to payroll tax reporting 
when making use of the credit.  The law requires deposits in specific amounts to be made by specific 
dates or the employer is hit with a penalty—so it’s not enough just to know what the total amount 
due on a Form 941 or 943 is, but also which required deposits are reduced by the credit and in what 
amount. 

The memorandum first deals with the following issue: 

(1) With respect to a calendar quarter in which the payroll tax credit under section 3111(f) is 
taken, when should an employer take into account the payroll tax credit for purposes of 
determining its daily tax liability and its deposit liability? Specifically, on which days on Form 
941, Schedule B, Report of Tax Liability for Semiweekly Schedule Depositors, should an employer 
that is a semi-weekly schedule depositor take into account the payroll tax credit, and for which 
month or months in the quarter should an employer that is a monthly schedule depositor take into 
account the payroll tax credit? 

The memorandum notes that, because the credit is available only for payrolls for first quarter after 
the Form is filed, the taxpayer will know the available credit when the first payroll for a credit is 
paid.  The analysis goes on to say: 

However, the amount of the payroll tax credit that is allowed for the quarter is limited to the 
employer social security tax on wages paid to the employer’s employees during the quarter. Thus, as 
the employer makes payments of wages from the beginning of the quarter for which the payroll tax 
credit is taken, the employer can take the payroll tax credit into account for purposes of the 
Schedule B and for purposes of deposit liability on the Form 941 or other employment tax return, 

                                                 
14 IRC §41(h)(1)(A) 
15 IRC §41(h)(1)(B) 
16 IRC §41(h)(4)(B)(i) 
17 IRC §41(h)(4)(B)(ii) 
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provided the employer later files Form 8974, Qualified Small Business Payroll Tax Credit for 
Increasing Research Activities, with the Form 941 or other employment tax return for the 
quarter.1 

With respect to the timing of the payroll tax credit for purposes of calculating deposit liabilities, the 
credit should be taken against deposit liabilities and reflected on Schedule B as the employer incurs 
liability for employer social security tax on wages paid in the quarter to which it applies, 
beginning with the first payment of wages in the quarter. It would be counter to the purpose of the 
payroll tax credit to allow it as a credit only when the employer files its Form 941 for the quarter 
claiming the credit and not as the employer is paying wages during the quarter subject to employer 
social security tax.2 An employer cannot take the payroll tax credit against employee social security 
tax or income tax withholding. See § 3111(f)(1). Note that there should be no negative entries on 
the Schedule B. 

The memorandum provides the following detailed steps for a taxpayer to use in computing and 
making deposits during a quarter when credit is available for that quarter. 

Step 1 — Calculate the employer’s share of social security tax included in the liability to be 
reported on either the Form 941, line 16 (monthly depositors), or Schedule B (semi-weekly 
depositors) for the first date wages are paid for the quarter. 

Step 2 — Compare that amount of employer social security tax on the wages paid for the first pay 
date to the amount of the payroll tax credit available for the quarter. 

• If the credit is greater than or equal to the total amount of the employer’s share of the 
social security tax on wages paid for that pay date, the employer’s share of the social 
security tax is not reflected on Form 941, line 16, or Schedule B(as applicable) related to 
that first pay date liability and is not required to be deposited. 

• If the available credit is less than the employer’s share of the social security tax for that 
period, the employer’s share of the social security tax is reduced by the amount of the credit 
and the balance of the employer’s share of social security tax must be included on Form 
941, line 16 or Schedule B (as applicable) and in the deposit related to that pay date. 

• Note that the amounts of income tax withholding, Medicare tax, and employee social 
security tax on the wages required to be reported on Form 941, line 16 or Schedule B (as 
applicable), for that pay date (and other pay dates) are unaffected by the payroll tax 
credit. 

Step 3 — Timely deposit the amount of the reported liability for (a) the amount of employer 
social security tax that cannot be offset by the payroll tax credit, (b) the amount of employee social 
security tax, (c) the amount of employer Medicare tax, (d) the amount of employee Medicare tax, 
and (e) the amount of income tax withholding. 

Step 4 — If the employer’s share of social security tax for the first pay date is less than the amount 
of the payroll tax credit allowed to be deducted for the quarter (or year if filing an annual 
employment tax return), the remaining payroll tax credit can be carried forward to offset the 
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employer share of social security tax in subsequent pay dates in the return period applying these 4 
steps until it is used up. If the remaining payroll tax credit cannot be used in the quarter (or the 
remainder of the year in the case of annual employment tax return filers), the remaining payroll 
tax credit can be carried forward to the next period to be used to offset employer social security tax 
liability with respect to wages paid to employees of the employer. A Form 8974 will also be 
required for each quarter (or year, if filing an annual employment tax return) for which the 
payroll tax credit offsets the employer social security tax liability on the employment tax return. 

The IRS provides in the memorandum an example of applying these rules. 

Example 1 

Facts: On April 6, 2017, Employer X, a semi-weekly schedule depositor, filed an income tax 
return electing a payroll tax credit under section 41(h) of $5,000. Employer X claims the payroll 
tax credit under section 3111(f) for the third quarter of 2017, the first quarter that begins after 
the return electing the payroll tax credit was filed. During 2017, Employer X pays $10,000 of 
wages subject to social security tax each week to its employees, pays the wages on Friday of each 
week, and pays no other wages during the week. For purposes of this example the total income tax 
withholding with respect to the total wages paid each wage payment date is assumed to be $1,000, 
and it is assumed that no employee is subject to the Additional Medicare tax and that no employee 
receives remuneration in excess of the social security tax wage base. The employer social security tax 
(6.2%) on each payment of wages is $620 (6.2% X 10,000), the employee social security tax on 
the wages is $620, and there are 13 payroll dates during the quarter. The employer would also 
incur liability for employer Medicare tax (1.45%) on each payment of wages, or $145 (1.45% X 
10,000) and employee Medicare tax of $145 would be withheld, for a total of $290 Medicare tax 
liability on each payment date. 

Analysis: In determining its social security tax liability for purposes of Schedule B with respect to 
the first wage payment date in the 2017 third quarter, Employer X would add the employer social 
security tax of $620 and the employee social security tax of $620, but then reduce that amount by 
$620 of the payroll tax credit to determine a social security tax liability of $620, which would be 
added to income tax withholding of $1,000 and the employer and employee shares of Medicare 
tax ($290) to determine the amount to enter on Schedule B for that payment date. The second 
wage payment date through the eighth wage payment date would contain similar calculations of 
the liability for social security tax for purposes of Schedule B. Thus, $620 multiplied by 8, or 
$4960 of the $5,000 elected credit will have been used by the eighth payroll date. With respect to 
the ninth payroll date, the employer will have $40 remaining payroll tax credit that it can use. 
Therefore, the liability for employer social security tax for that payment will be $620-40 or $580. 
With respect to the remaining pay dates for the quarter, the amount to be entered on the Schedule 
B will include liability for the employer social security tax of $620 because the payroll tax credit 
will have been fully used up before the payments are made, or a total of $1240 social security tax. 

Thus, looking at the entries to be made on Schedule B beginning with the wages paid on Friday, 
July 7, 2017, the employer would enter for month 1, box 7 the amount of $1910 [consisting of 
employee social security tax of $620, Medicare tax of $290, and income tax withholding of 
$1000]. The amount of $1910 would also be entered in each of the next 7 pay dates (i.e., month 
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1 boxes 14, 21, 28 and month 2 boxes 4, 11, 18, and 25). Then in month 3, box 1, the amount 
of $2490 [consisting of employee social security tax of $620, employer social security tax of $580, 
Medicare taxes of $290, and income tax withholding of $1000]. In month 3, the amount of 
$2530 [$620 employee social security tax, $620 employer social security tax, Medicare taxes of 
$290, and $1000 income tax withholding] will be entered in each of boxes 8, 15, 22, and 29. 
The employer should make deposits on the dates that are appropriate for the liabilities reflected in 
the Schedule B. 

The second issue dealt with in the memorandum is how the credit should be used if a taxpayer 
makes the election to apply research credit against payroll taxes on an amended return. Notice 2017-
23 provided a limited opportunity for taxpayers to use an amended return to make this election, 
rather than having to make it on an original return, so long as the amended return is filed before 
December 31, 2017.18 

 The issue is presented as follows: 

(2) If, pursuant to section 4.02 of Notice 2017-23, 2017-16 I.R.B. 1100, a qualified small 
business that filed a tax return not electing the payroll tax credit files an amended tax return 
electing the payroll tax credit under section 41(h), for which quarter does the taxpayer claim the 
payroll tax credit under section 3111(f) on its employment tax return: 

(a) the quarter beginning after the date the qualified small business filed the amended 
return electing the payroll tax credit under section 41(h), (b) the quarter after filing the 
original tax return not electing the payroll tax credit, or (c) some other quarter? 

The memorandum concludes that option “(a)” above is the proper choice—the credit will be 
allowed for wages paid in the first quarter after the amended return is filed with the IRS.   

The memorandum concludes: 

Nothing in Notice 2017-23 changes the rule in section 3111(f)(1) that the amount elected under 
section 41(h) shall be allowed as a payroll tax credit “for the first calendar quarter which begins 
after the date on which the taxpayer files the return specified in section 41(h)(4)(A)(ii)” making 
the election. Therefore, if the payroll tax credit is elected on an amended return, the payroll tax 
credit elected is allowed against employer social security tax for the quarter that begins after the 
amended return is filed. The payroll tax credit cannot be applied to an earlier quarter. 

 

                                                 
18 Notice 2017-30, 2017-16 IRB 1100, Section 4.02 
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