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2 Current Federal Tax Developments 

SECTION: 72 
IRS MEMORANDUM GIVES EXAMPLES OF APPLYING PLAN LOAN 
GRACE PERIOD RULES 
Citation: Chief Counsel Memorandum 201736022, 9/8/17 

A qualified retirement plan can provide for loans to be made to participants under the terms of the 
plan if the plan provisions comply with the requirements under IRC §72(p)(2).  The loan must 
require repayment within five years, have payments made at least quarterly, and there must be a level 
amortization (that is, equal payments).  If a participant fails to comply with the terms of the loan, 
the balance is deemed distributed to the participant. 

Reg. §1.72(p)-1, Q&A 10 allows a plan to include a “grace period” to allow participants to correct 
missed payments.  Under these provisions a missed payment must be corrected by the end of the 
calendar quarter after the calendar quarter in which the missed payment took place.  While a plan 
does not have to allow for a grace period, most plans will provide for this since otherwise any sort of 
problem would trigger a deemed distribution to the beneficiary. 

In Chief Counsel Memorandum 201736022 the IRS looks at two situations to determine if the 
grace period rules have been complied with. 

The first situation looks at whether the rule can be interpreted to allow for “shifting payments”. 

Situation 1. The participant timely makes installment payments from January 31, 2018, 
through February 28, 2019. The participant misses the March 31, 2019 and April 30, 2019 
installment payments. The participant makes installment payments on May 31, 2019 (which 
is applied to the missed March 31, 2019 installment payment) and June 30, 2019 (which is 
applied to the missed April 30, 2019 installment payment). On July 31, 2019, the 
participant makes a payment equal to three installment payments (which is applied to the 
missed May 31, 2019 and June 30, 2019 installment payments, as well as the required July 
31, 2019 installment payment).  

The memorandum concludes that assigning the next regular payment to the oldest unpaid payment 
does comply with the grace period regulations.  The analysis provides: 

In Situation 1, under the cure period, the two missed installment payments (March 31, 
2019, and April 30, 2019) have separate cure periods because they occur in separate calendar 
quarters. For the missed March 31, 2019 installment payment, the cure period ends June 30, 
2019, and for the missed April 30, 2019 installment payment, the cure period ends 
September 30, 2019. Each missed installment payment is cured within that missed 
installment payment’s applicable cure period. The missed March 31, 2019 installment 
payment is cured by installment payment made on May 31, 2019. Likewise, the missed April 
30, 2019 installment payment is cured by the installment payment made on June 30, 2019. 
However, the May 31, 2019 and June 30, 2019 installment payments are missed because 
those installment payments are applied to the earlier missed installment payments (March 
31, 2019 and April 30, 2019). The missed May 31, 2019 installment payment and the 
missed June 30, 2019 installment payment have a cure period that ends September 30, 2019. 
The missed May 31, 2019 installment payment and the missed June 30, 2019 installment 

https://www.irs.gov/pub/irs-wd/201736022.pdf
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payment are cured by the payment made on July 31, 2019 (which is applied to the missed 
May 31, 2019 and June 30, 2019 installment payments, as well as the required July 31, 2019 
installment payment). Accordingly, under § 1.72(p)-1, Q&A-10, the level amortization 
requirement under § 72(p)(2)(C) is not violated and there is no deemed distribution from 
the missed March 31, 2019, April 30, 2019, May 31, 2019, and June 30, 2019 installment 
payments. 

The second situation looks at using a new loan to refinance the old while there are still outstanding 
unpaid installments.   

Situation 2. The participant timely makes installment payments from January 31, 2018, 
through September 30, 2019. The participant misses the October 31, 2019, November 30, 
2019, and December 31, 2019 installment payments. On January 15, 2020, the participant 
refinances the loan and replaces it with a new loan (the replacement loan) equal to the 
outstanding balance of the original loan (the replaced loan), including the three missed 
installment payments. Under the terms of the replacement loan, the replacement loan is to 
be repaid in level monthly installments at end of each month through the end of the replaced 
loan’s repayment term, December 31, 2022. For purposes of this example, assume that the 
replacement loan satisfies the requirements of § 72(p)(2)(A) through (C) and § 1.72(p)-1, 
Q&A-3 and Q&A-20. 

Although it may surprise some readers, the memorandum concludes that this arrangement also 
satisfies the grace period regulations. 

In Situation 2, the three missed installment payments (October 31, 2019, November 30, 
2019, and December 31, 2019) have the same cure period, which ends March 31, 2020, 
because they occur in the same calendar quarter. The replacement loan created by the 
refinancing of the replaced loan on January 15, 2020, pays off the entire outstanding balance 
of the replaced loan (which includes the three missed installment payments) within the 
missed installment payments’ cure period. Accordingly, under § 1.72(p)-1, Q&A-10, the 
level amortization requirement under § 72(p)(2)(C) is not violated for the replaced loan and 
there is no deemed distribution from the three missed installment payments. 

One issue the memorandum does not discuss regarding this fix is that it will only work if the new 
loan doesn’t violate the maximum loan amount under IRC §72(p)(2).  That maximum amount of 
any new loan is limited to the maximum amount that would otherwise be allowed reduced by the 
maximum amount of any other plan loans outstanding during the prior one-year period.   

As a practical matter, the refinancing option is only going to be available if the amount borrowed 
was less than ½ of the maximum loan amount (measured at the date of refinancing) for the year 
before the refinancing. 
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SECTION: 165 
LOSS DOES NOT QUALIFY FOR SPECIAL RELIEF REVENUE 
PROCEDURE FROM MADOFF ERA 
Citation: Hamilton v. United States, USDC Northern District of Indiana, Case 
No. 1:15-cv-00303, 9/5/17 

In the case of Hamilton v. United States, USDC Northern District of Indiana, Case No. 1:15-cv-
00303 a couple was attempting to invoke Revenue Procedure 2009-20 to claim a theft loss related to 
a failed investment scheme. 

The Hamiltons had invested in a program where their credit would be used, along with the credit of 
others, to finance a development.  As the Court described the arrangement: 

In 2006, plaintiffs Robert and Joan Hamilton were approached with an investment 
opportunity in a real estate development project in North Carolina known as the 
Grandfather Vista Development. The investment was portrayed as the means by which the 
developers were financing the development. For $500,000, investors could purchase a 10-
acre lot within the development site from the developers. They would also simultaneously 
execute a buy-back agreement effective one year after the date of purchase, by which the 
developers would repurchase the lot at a price of $625,000. The developers personally 
guaranteed the buy-back agreements, and apparently represented to buyers that they had 
over $100 million in net worth, meaning they portrayed the investment as nearly risk-free. 
In addition, the buyers would not need to put substantial amounts of cash into the 
investment; instead, they would finance the investment through bank loans secured by the 
lots they were purchasing. The developers also agreed to pay the interest on those loans over 
the one-year period they would be outstanding. Thus, for a small down payment, the 
investors believed they would receive large, guaranteed returns after one year. As the 
Hamiltons explain it, they “understood that in exchange for using [their] credit to procure 
loans from pre-arranged banks, [they] would be repaid within a year with a significant 
return.” 

The Hamiltons took the bait, although some might have worried that this deal sounded too good to 
be true.  For instance, it might raise some questions why the developers, if they were truly as 
financially sound as they asserted, would be forced to use such a high cost program to provide only 
short-term financing. The Court pointed this out in a footnote, stating “[i]t is unclear how the 
developers explained their willingness to pay a twenty-five percent interest rate if they had such 
substantial assets to offer as security.” 

If your “this is too good to be true” alarm went off when reading that paragraph, your concern was 
well founded—the buy-back never happened nor were the lots ever developed.  As the Court notes: 

The developer never actually developed the property either, so the lots, which could not be 
developed individually, ended up being worth very little. Thus, the Hamiltons were left with 
large loans in their names, secured by property of little value. They state that they discovered 
the fraudulent nature of the project in 2008. In that same year, the state took action to shut 
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down the Grandfather Vista development and another development in which some of the 
same developers were involved. 

The Hamiltons joined in suits related to these transactions to attempt to be made whole, beginning 
in 2008.  These lawsuits continued for several years, but eventually the Hamiltons were forced to 
declare bankruptcy to release their liabilities on these loans. 

In 2011 the Hamiltons met with an accountant to determine what to do about these losses.  The 
accountant suggested they file amended income tax returns for 2008 to claim a theft loss from the 
transaction.  That revision to their 2008 return generated a net operating loss which they then 
carried to 2005.  However, the IRS denied their claims for refund, leading to the couple filing suit 
against the government. 

A theft loss is deductible under IRC §165.  Reg. §1.165-8(a)(2), interpreting §165(e), provides: 

(2) A loss arising from theft shall be treated under section 165(a) as sustained during the 
taxable year in which the taxpayer discovers the loss. See section 165(e). Thus, a theft loss is 
not deductible under section 165(a) for the taxable year in which the theft actually occurs 
unless that is also the year in which the taxpayer discovers the loss. However, if in the year of 
discovery there exists a claim for reimbursement with respect to which there is a reasonable 
prospect of recovery, see paragraph (d) of Section 1.165-1. 

Reg. §1.165-1(d)(3) provides: 

However, if in the year of discovery there exists a claim for reimbursement with respect to 
which there is a reasonable prospect of recovery, no portion of the loss with respect to which 
reimbursement may be received is sustained, for purposes of section 165, until the taxable 
year in which it can be ascertained with reasonable certainty whether or not such 
reimbursement will be received. 

As the taxpayers had claimed that 2008 was the year the loss was deductible, the fact that they filed 
suit against the other party and continued to participate in that litigation for several years after 2008 
was a problem.  The taxpayers, recognizing that showing that in 2008 there was no reasonable 
prospect of recovery would be problematical, argued that their situation was one covered by Revenue 
Procedure 2009-20. 

Revenue Procedure 2009-20 was issued shortly after the Madoff Securities fraud was uncovered.  
That procedure provided, for losses that met the requirements of the Revenue Procedure, the 
potential for recovery would not totally bar a deduction for a loss in the year criminal charges are 
brought against the promoters.  For losses covered by that Revenue Procedure, 75% of the loss is 
allowed in the year of the criminal charges if the taxpayer is seeking recovery from third parties or 
95% of the loss if the taxpayer is not seeking recovery from third parties. 

To be able to claim a loss under Revenue Procedure 2009-20 certain requirements must be met. 
First, the “lead figure” in the scheme must be criminally charged with the commission of fraud or 
embezzlement or was the subject of a federal or state criminal complaint alleging such a crime.  In 
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the case of the Hamiltons, they presented no evidence that the lead figures in this scheme were 
charged with any crime regarding this program.   

The Hamiltons pointed out that Revenue Procedure 2011-58 allowed for civil complaints to also be 
used to qualify for relief under Revenue Procedure 2009-20.  While it is true that Revenue 
Procedure 2011-58 did modify Revenue Procedure 2011-58 to allow civil proceedings to also count 
as the trigger for the special deduction rules, it only did so in the very limited case where the death of 
the lead figure precluded a criminal prosecution.  In this case the lead figures were very much alive, 
so civil proceedings did not trigger the special deduction. 

Yet another requirement of Revenue Procedure 2009-20 is that the deduction is precluded for any 
amounts borrowed from the responsible group and not yet repaid.  The Hamiltons had borrowed a 
large portion of the funds which had not yet been repaid, so they had to show that the bank was not 
part of the “responsible group” in this, something the taxpayers had not shown. 

Since they could establish neither that there was no reasonable prospect of recovery nor that they 
qualified for Revenue Procedure 2009-20 relief, no deduction was allowed for 2008 or for the 
carryback of the loss to 2005. 

SECTION: 170 
IRS PROVIDES GUIDANCE FOR EMPLOYER SPONSORED LEAVE 
DONATION PROGRAMS FOR HURRICANE HARVEY RELIEF 
Citation: Notice 2017-48, 9/1/17 

The IRS in Notice 2017-48 provided guidance on the use of leave-based charitable donation 
programs that employers can use to provide Hurricane Harvey relief.  Under such programs, 
employees give up certain amounts of vacation, sick or personal leave in exchange for which the 
employer makes a cash donation to a qualified charitable organization for Hurricane Harvey relief. 

Normally such an arrangement would arguably be taxable to the employee, followed by a charitable 
contribution deduction for the employee or, in the alternative, that the payments are charitable 
contributions of the employer which would be subject to the appropriate limits on charitable 
contribution deductions.  This notice provides that the IRS will not assert that position for programs 
that meet the requirements of this notice. 

As the notice provides: 

The Internal Revenue Service (the Service) will not assert that cash payments an employer 
makes to § 170(c) organizations in exchange for vacation, sick, or personal leave that its 
employees elect to forgo constitute gross income or wages of the employees if the payments 
are: (1) made to the § 170(c) organizations for the relief of victims of Hurricane Harvey and 
Tropical Storm Harvey; and (2) paid to the § 170(c) organizations before January 1, 2019. 

Similarly, the Service will not assert that the opportunity to make such an election results in 
constructive receipt of gross income or wages for employees. Electing employees may not 
claim a charitable contribution deduction under § 170 with respect to the value of forgone 
leave excluded from compensation and wages. 

https://www.irs.gov/pub/irs-drop/n-17-48.pdf
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The Service will not assert that an employer is permitted to deduct these cash payments 
exclusively under the rules of § 170 rather than the rules of § 162. Cash payments to which 
this guidance applies need not be included in Box 1, 3 (if applicable), or 5 of the Form W-2. 

SECTION: 7436 
ASSESSMENT FOR DISGUISED COMPENSATION TO S 
CORPORATION SHAREHOLDERS NOT A WORKER 
CLASSIFICATION ISSUE JUST BECAUSE PEO WAS USED 
Citation: Chief Counsel Advice 201735021, 9/1/17 

The Tax Court is a court of limited jurisdiction, which means it can only hear cases that the Internal 
Revenue Code provides that it can hear.  In Chief Counsel Advice 201735021 the issue was whether 
a payroll tax examination was a worker classification exam, as the Tax Court has the right to hear 
cases regarding employee classification under IRC §7436(a), but does not have jurisdiction to hear a 
case where the issue is whether certain payments represented disguised compensation to employees. 

In this case, the IRS was examining an S corporation which, for some years in question, had used a 
professional employer organization (PEO) for its payroll.  Under the agreement with the PEO, all 
individuals working for the taxpayer, including the officers of the corporation, were treated as 
employees of the PEO and received paychecks from that organization.   

In the exam, the IRS decided that the salary taken by the officer, either directly or via the PEO 
depending on the year, was not adequate and that other distributions should be treated as payroll 
paid to the officer.  Now the key question was, since the S corporation itself did not pay payroll in 
the years that it used the PEO, was the IRS reclassifying the officers as employees of the S 
corporation to the extent of the amount the IRS believed represented disguised payments of 
compensation? 

The memorandum describes the agreement with the PEO as follows: 

The duties of the PEO under the contract include: 1) administering Taxpayer payroll, 
designated benefits, and personnel policies and procedures related to the Assigned 
Employees; 2) providing human resource administration and payroll administration with 
respect to the Assigned Employees; 3) furnishing and keeping workers compensation 
insurance covering the Assigned Employees; 4) processing and paying wages from its own 
accounts to the Assigned Employees based on the hours and wage information reported by 
the Taxpayer; and 5) filing all employment tax returns (i.e., Form 940, Employer's Annual 
Federal Unemployment (FUTA) Tax Return, and Form 941, Employer's Quarterly Federal 
Tax Return) with the Government and furnishing information returns to the workers. 

The PEO’s duties under the contract, however, were limited to only those wages that were 
reported and verified by the Taxpayer to the PEO for each pay period. In the event the 
Taxpayer paid wages to the Assigned Employees that were not reported to the PEO, the 
contract provides that the Taxpayer will be “solely responsible for damages of any nature out 
of the Client’s failure to report payment of unreported wages to any of the Assigned 
Employees”. 

https://www.irs.gov/pub/irs-wd/201735021.pdf
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The memorandum concludes that the fact that a PEO is involved does not change the fact that this 
case does not involve a question of whether the officers were employees.  The memorandum notes: 

For * * *, the corporate officer also received a Form W-2 reporting wages for services 
rendered to the Taxpayer, and the wages were also reported on Forms 940 and 941, 
however, the Forms were filed under the PEO’s EIN and not the Taxpayer’s. The use of a 
PEO by the Taxpayer as a conduit for paying wages to its corporate officer, however, does 
not affect whether the audit for * * * with respect to the distribution made by the Taxpayer 
to its corporate officer is considered a worker classification audit. The contractual 
arrangement demonstrates that no underlying issue of employment tax classification status 
exists because the Taxpayer specifically contracted with the PEO to fulfill its obligations as 
an employer with respect to the treatment of the corporate officer as its employee. Thus, the 
dispute is not whether the corporate officer performed more than minor services for the 
Taxpayer and received compensation for those services, i.e., whether the corporate officer 
was an employee. Rather, the dispute is limited to the amount of compensation required to 
be treated as "wages" paid to the corporate officer — including distributions paid directly by 
the Taxpayer that did not flow through the PEO — for employment tax purposes, i.e. 
whether the additional payments constitute wages, rather than distributions. 
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