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2 Current Federal Tax Developments 

SECTION: STATE TAX 
SOUTH DAKOTA SUPREME COURT RULES ON CHALLENGE TO 
QUILL, SETTING UP POSSIBILITY FOR U.S. SUPREME COURT TO 
RECONSIDER QUILL 
Citation: State of South Dakota v. Wayfair, SD SC, Case No. 28160, 
9/14/17, Petition for Writ of Certiorari, 10/2/17 

The most public challenge to Quill is now ready to be presented to the U.S. Supreme Court, as the 
South Dakota Supreme Court in the case of State of South Dakota v. Wayfair, SD SC, Case No. 
28160 rule South Dakota’s tests for when an out of state seller must collect and remit sales tax 
unconstitutional.  The next question is whether the Supreme Court, which does not often show 
interest in tax cases, will take the opportunity to hear this case when the State of South Dakota files 
its appeal to the Court. 

The State of South Dakota is hoping the Supreme Court believes now is the time to get rid of the 
physical presence test that was left in place in the Quill case.  The Supreme Court’s opinion in Quill 
gave, at best, lukewarm support for keeping the test in place, doing so largely because that’s what had 
been decided before.  The opinion suggested that if there had not been prior case law the Court 
would not have imposed this test and, as well, left open the door to reconsidering the issue later. 

As we have discussed in other articles, this is one of three broad methods being used by states to 
attempt to increase collections of sales and use taxes by having out of state sellers, especially internet 
based ones, collect more sales tax.  Other states have attempted to claim a very broad definition of 
“physical presence” to include the use of affiliates sellers in the state and the like (see Massachusetts) 
to simply “chip away” at the impact of Quill, while others have enacted “tattletale” laws that require 
sellers not to collect and remit the tax, but rather to report names and addresses of buyers in the 
state. 

The latter two options have, to date, fared reasonably well in the federal courts, most significantly 
when the Tenth Circuit in Direct Marketing Association v. Brohl upheld Colorado’s tattletale law, a 
holding the Supreme Court declined to review on appeal.  The appellate panel held that because 
there was no tax collection required, Quill was not relevant to a determination of whether a state 
could impose this requirement on out of state businesses. 

But South Dakota is looking to render the need to use those two methods unnecessary by getting the 
Supreme Court to revisit the entire concept of the physical presence test.  The South Dakota 
Legislature enacted a law (S.B. 106) that clearly violated Quill and was meant as a vehicle to get the 
issue before the Supreme Court again.  For that reason, the state is not necessarily upset that it lost at 
the state level, knowing the goal was to get the Supreme Court to hear the case. 

As the South Dakota Supreme Court opinion described South Dakota’s law: 

Senate Bill 106 was introduced during the session as: “An Act to provide for the collection of 
sales taxes from certain remote sellers, to establish certain Legislative findings, and to declare 
an emergency.” S.B. 106, 2016 Legis. Assemb., 91st Sess. (S.D. 2016). The Act provided 
that any sellers of “tangible personal property” in South Dakota without a “physical presence 
in the state . . . shall remit” sales tax according to the same procedures as sellers with “a 

http://ujs.sd.gov/uploads/sc/opinions/28160.pdf
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physical presence[.]” Id. § 1. However, the Act limited this obligation to sellers with “gross 
revenue” from sales in South Dakota of over $100,000 per calendar year or with 200 or 
more “separate transactions” in the state within the same time frame. Id. §§ 1-2. The Act 
authorized the State to bring a declaratory judgment action in circuit court against any 
person believed to meet the Act’s criteria “to establish that the obligation to remit sales tax is 
applicable and valid under state and federal law.” Id. § 2. The Act further authorized a 
motion to dismiss or a motion for summary judgment in the action. Id. It also provided that 
the filing of the action “operates as an injunction during the pendency of the” suit 
prohibiting the State from enforcing the Act’s obligations. Id. § 3. Other sections of the Act 
prohibited retroactive application of the obligation to remit sales tax and made the obligation 
prospective only from the date of dissolution or lifting of an injunction provided for by the 
Act. Id. §§ 5-6. 

The state filed suit shortly after the bill took effect, triggering the legislative injunction against any 
enforcement but allowing the challenge to move forward. 

One of the reasons the state believed the time was ripe to attempt to get the Supreme Court to hear 
this case related to the Brohl case mentioned earlier.  Initially the question arose whether the federal 
courts had the right to hear the challenge to Colorado’s law, a question that was finally resolved by 
the United States Supreme Court.  As the South Dakota Supreme Court opinion describes the 
matter: 

In 2015, the Supreme Court reviewed a Colorado law that instead of imposing the 
obligation to collect and remit use tax on sellers with no physical presence in that state, 
imposed the obligation “to notify . . . customers of their use-tax liability and to report” sales 
information back to the state. Direct Marketing, __ U.S. at __, 135 S. Ct. at 1127. The issue 
before the Supreme Court was whether the United States District Court had jurisdiction 
under the Tax Injunction Act (28 U.S.C. § 1341) over a suit challenging the new law on 
Commerce Clause grounds. Justice Kennedy, however, took the opportunity to write a 
concurrence questioning the advisability of continuing to follow Bellas Hess and Quill in 
light of later Commerce Clause jurisprudence and “in view of the dramatic technological and 
social changes that [have] taken place in our increasingly interconnected economy.” Id. at __, 
135 S. Ct. at 1135 (Kennedy, J., concurring). Despite noting the “startling revenue shortfall 
in many States” due to Bellas Hess and Quill, Justice Kennedy observed that Direct 
Marketing did not raise reconsideration of those decisions “in a manner appropriate for the 
Court to address it.” Id. Nevertheless, he concluded that Direct Marketing provided “the 
means to note the importance of reconsidering doubtful authority.” Id. He invited “[t]he 
legal system [to] find an appropriate case for [the Supreme] Court to reexamine Quill and 
Bellas Hess.” Id. 

The State Supreme Court, in deciding for the out of state sellers, found that the requirements 
imposed violated the physical presence test of Quill.  Consider the law was designed to challenge 
Quill, the finding that there was no inherent reason why internet sellers should be treated differently 
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than the mail order seller that was the subject of the Quill case is likely one that South Dakota is 
happy with. 

The South Dakota Supreme Court concluded simply that the question of whether Quill should be 
overturned is one that only the U.S. Supreme Court could answer affirmatively.  As the opinion 
states: 

However persuasive the State’s arguments on the merits of revisiting the issue, Quill has not 
been overruled. Quill remains the controlling precedent on the issue of Commerce Clause 
limitations on interstate collection of sales and use taxes. We are mindful of the Supreme 
Court’s directive to follow its precedent when it “has direct application in a case” and to 
leave to that Court “the prerogative of overruling its own decisions.” Rodriguez de Quijas v. 
Shearson/American Exp., Inc., 490 U.S. 477, 484, 109 S. Ct. 1917, 1921-22, 104 L. Ed. 2d 
526 (1989). Therefore, we affirm. 

On October 2, 2017 the state of South Dakota formally filed its request for the United States 
Supreme Court to hear the appeal of this case, claiming in the petition that “Quill clearly needs to 
go.”   The next step after that filing is to wait to see if the Supreme Court decides to hear this case or 
rather denies the request to hear this case. 

SECTION: LEGISLATION 
RELIEF PROVISIONS ENACTED BY CONGRESS FOR 
HURRICANES HARVEY, IRMA AND MARIA 
Citation: Disaster Tax Relief and Airport and Airway Extension Act of 
2017 (H.R. 3823) 

Special tax relief for victims of Hurricanes Harvey, Irma and Maria was enacted into law in the  
Disaster Tax Relief and Airport and Airway Extension Act of 2017 (H.R. 3823).  Section V of the 
Act, which also reauthorized Airport and Airway Trust Fund, contains the provisions related to 
Hurricane Relief.  The bill was signed into law by President Trump on September 29, 2017. 

The provisions offer relief targeted specifically to the three hurricanes rather than making broader 
revisions to the law.   Thus, unless indicated in the bulleted list, the provisions are limited to those 
living in the affected declared disaster areas. 

Specific provisions included are: 

• Qualified Hurricane Distributions – A maximum of $100,000 may be distributed to 
affected employees from a qualified retirement plan or IRA and treated as a qualified 
hurricane distribution.  A qualified plan recipient will be allowed to avoid tax on the 
distribution if the amount is repaid to the plan within 3 years, with the payment treated as a 
qualified rollover.  As well, the plan distribution will be treated as exempt from withholding. 
That is, it won’t be treated as an eligible rollover distribution for withholding purposes 
despite being eligible for an extended rollover period.  For an IRA recipient the same 3 year 
rule will apply, except that the repayment shall be treated as if it were a trustee to trustee 
transfer (what the 1099R calls a “direct rollover”). [Act Section 502(a)] 

https://www.congress.gov/115/bills/hr3823/BILLS-115hr3823enr.pdf
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• Recontribution of Withdrawals for Home Purchases – Individuals who made certain 
withdrawals for home purchases in the affected areas may recontribute such funds during the 
period from August 23, 2017 through February 28, 2018 and have the amounts treated as a 
tax free rollover.  The distribution must have been made under a special provision related to 
the home purchase (IRC §§401(k)(2)(B)(i)(IV), 403(b)(7)(A)(ii) (but only to the extent 
such distribution relates to financial hardship), 403(b)(11)(B), or 72(t)(2)(F)) after 
February 28, 2017 and before September 21, 2017 which was to be used to purchase or 
construct a residence in one of the affected areas but which was not purchased due to the 
hurricane.  [Act Section 502(b)] 

• Liberalized Qualified Plan Loan Rules – The maximum amount that an employee may 
borrow from an employer plan is temporarily increased to $100,000 from $50,000 and the 
maximum percentage of the employee’s vested interest that may be borrowed is increased to 
100% from 50% for a qualified loan.  For loans made after the qualified beginning date 
(which is different for each hurricane) and before December 31, 2018, the due date for 
repayments of these loans will be delayed by one year. [Act 502(c)] 

• Plan Amendment Relief – The law contains provisions that will allow plans to be operated 
as if amendments necessary to implement these rules had been in place if the amendments 
are adopted by the plan by a date to be specified by the IRS.  [Act 502(d)] 

• Employee Retention Credit – The law creates a credit of 40% of wages paid to qualified 
employees (capped at $6,000, for a maximum credit of $2,400).  To be eligible for the 
credit, an employer must have conducted an active trade or business in a hurricane zone and 
the business must have been inoperable for at least one day after the hurricane and prior to 
January 1, 2018 due to the hurricane.  The wages must be paid to an employee of the 
employer whose principal place of employment when the hurricane hit was with the 
employer.  The wages must be paid during the period the business was inoperable.  [Act 
Section 503] 

• Suspension of Charitable Contribution Limits – The percentage limits for both individuals 
and corporations are increased to 100% for “qualified contributions” related to the 
hurricanes, and the such contributions will not be treated as itemized deductions. This 
special provision applies to all taxpayers, not just those living in the hurricane areas.  In order 
to be a “qualified contribution” the following conditions must be met: 

o The contribution is paid during the period beginning on August 23, 2017, and 
ending on December 31, 2017, in cash to charitable organization,  

o The contribution is made for relief efforts in the Hurricane Harvey disaster area, the 
Hurricane Irma disaster area, or the Hurricane Maria disaster area, 

o The taxpayer obtains from such organization contemporaneous written 
acknowledgment that such contribution was used (or is to be used) for qualified 
hurricane relief efforts and 
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o The taxpayer has elected the application of this provision with respect to such 
contribution. 

o Is not made to: 
 A private foundation described in IRC §509(a)(3) or 
 For the establishment of a new, or maintenance of an existing donor advised 

fund. [Act Section 504(a)] 
• Disaster Related Casualty Losses – The 10% floor for individual casualty losses related to 

damage from one of the specified hurricanes for those in affected zones will be removed, 
though the $100 per incident floor will be raised to $500.  Such personal casualty losses will 
also be deductible for purposes of the alternative minimum tax.  The loss will also serve to 
increase a taxpayer’s standard deduction for the year if the taxpayer does not itemize 
deductions. [Act Section 504(b)] 

• Special Rule for Determining Earned Income – A special relief provision applies to 
individuals in the affected areas in computing the refundable tax credit and earned income 
credit if their earned income is decreased for the year due to the impact of the hurricanes.  
The individual may elect to use either the current year’s earned income or that of the prior 
year (if greater) in computing those credits.  [Act Section 504(c)] 

SECTION: FBAR REPORTING 
TAXPAYER FOUND NOT TO HAVE WILLFULLY FILED 
ERRONEOUS FBAR REPORT 
Citation: Bedrosian v. United States, US DC ED Pa, Case No. 2:15-cv-
05853, 9/20/17 

For the IRS the case of Bedrosian v. United States, US DC ED Pa, Case No. 2:15-cv-05853 was 
ultimately a loss—but the Court did agree that the test for “willfulness” for failing to file a Federal 
Bank Account Reporting (FBAR) form is whether he “knowingly or recklessly” failed to file the 
report (the general civil standards for willfulness) rather than whether there was a voluntary, 
intentional violation of a known legal duty.  The court just found the IRS failed to show that the 
deficiencies in filing his 2007 return was done knowingly or recklessly. 

The case was yet another IRS attempt to obtain large penalties for issues related to offshore accounts 
that the taxpayer had not properly reported, in this case looking for over $1,000,000 in penalties for 
the failure. 

The taxpayer in this case is a CEO at pharmaceutical company.  In the 1970s, when he had just 
started working in the industry, he ended up with a position that required a lot of international 
travel.  In 1973, he opened a savings account with a Swiss bank, initially just to have access to funds 
while abroad without having to rely on traveler’s checks.  But over time he began to make more use 
of the accounts.   

Eventually, after approached by UBS (his Swiss bank) to take out a loan in Swiss francs, he 
converted the savings account into an investment account, which resulted in an additional account 
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being created at UBS.  The taxpayer indicated he wasn’t aware there were two accounts, and he 
always treated the total amount he had with UBS as a single account. 

From 1972 until 2007 he made use of the same accountant.  The accountant was not made aware of 
the Swiss account into sometime in the 1990s.  The accountant advised the taxpayer at that time 
that he had been breaking the law all along.  However, rather than suggest the taxpayer seek legal 
counsel to come back into compliance with the law (arguably the proper action), the accountant 
indicated that since the taxpayer “could not unbreak the law” he should continue not reporting this 
account, and that his estate would eventually deal with it when the taxpayer died.  The taxpayer took 
this advice. 

In 2007 the prior accountant died, so the taxpayer moved on to another accountant.  That 
accountant prepared the taxpayer’s 2007 and, for the first time, indicated on Schedule B that the 
taxpayer had an interest in a foreign bank account, listing Switzerland as the location where the 
account was located.  The accountant also prepared, and the taxpayer filed, an FBAR report.  
However, this FBAR report only listed a single account, an account holding $240,000.  The report 
did not contain information about the much larger account which had a balance of approximately 
$2,000,000.  The taxpayer testified that he did not discuss the foreign accounts with the new 
accountant and wasn’t sure where he got the information that he used to prepare the FBAR. 

The taxpayer around this time became aware of the seriousness of not having properly reported his 
Swiss account.  He obtained legal counsel and was advised to engage an accounting firm and have 
them prepare amended returns going back to 2004.  He amended those returns and fully reported 
the Swiss income on future returns.  At the time, he sought legal counsel the IRS had not yet begun 
investigating his activities and he was not aware that the IRS had obtained information about his 
account, along with many other taxpayers, from UBS. 

The issue at trial is not, as you might think, his actions through 2006 when he made, in the words of 
the court, he “took a calculated risk for several years by not complying with his tax reporting 
obligations.”  Rather the IRS was upset about that first FBAR he filed, for 2007, which omitted the 
second UBS account.  

The Court agreed with the IRS that the proof the IRS had to provide was that he had “knowingly or 
recklessly” failed to properly report in 2007.  The IRS had previously prevailed in demonstrating 
that level of conduct in the cases of United States v. Williams, 489 F. App’x 655 (4th Cir. 2012) and 
United States v. McBride, 908 F. Supp. 2d 1186, 1201 (D. Utah 2012).  But the Court found that, 
ultimately, the taxpayer’s actions in this case were not as egregious as that of each of the taxpayers in 
the previous cases.  Rather, the Court found in this case the IRS had not demonstrated willfulness. 

The Court concluded: 

As stated above, this inquiry requires a probing of the factual circumstances of this case to 
determine whether Bedrosian had the requisite mental state. Having done so, it is simply not 
sufficiently clear from the record developed that he was willful in submitting his inaccurate 
2007 FBAR. Rather, his actions were at most negligent, which does not satisfy the willfulness 
standard. There is no question that Bedrosian could have easily discovered that what had 
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previously been one UBS account was now two, via the statements he occasionally received 
from the bank and the meetings he had annually with a UBS representative. In addition, the 
fact that he signed his 2007 FBAR two weeks prior to sending two separate letters to UBS to 
close his accounts sways in favor of an inference that he was aware of the existence of the 
second account at the time he filed the FBAR. Nevertheless, as discussed below, even if he 
did know that he had a second account yet failed to disclose it on the FBAR, there is no 
indication that he did so with the requisite voluntary or intentional state of mind; rather, all 
evidence points to an unintentional oversight or a negligent act. 

The Court based this decision by looking at the actions that had been found to demonstrate 
willfulness in prior cases and compare the taxpayer’s actions to that of the taxpayers in the earlier 
cases.  The Court first compared the taxpayer’s actions to that of the taxpayer in the Williams case. 

In Williams, for example, the defendant deposited over $7 million into two Swiss bank 
accounts and failed to report the income from those accounts to the IRS from 1993 to 2000. 
Williams, 489 F. App’x at 656. In the fall of 2000, government authorities became aware of 
the accounts, the defendant retained counsel, and Swiss authorities froze both accounts. Even 
after facing significant government scrutiny regarding his compliance with federal reporting 
requirements, the defendant nevertheless filed an FBAR for tax year 2000 in which he did 
not disclose his interest in either Swiss account. The defendant also allocuted, in connection 
with a simultaneous criminal investigation, to having unlawfully failed to report the existence 
of the Swiss accounts on his 2000 FBAR. On these facts, the Fourth Circuit overturned the 
district court’s finding that the defendant’s violation of Section 5314 had not been willful, 
reasoning that the above-recited facts at least established reckless conduct. Id. at 660. 

The defendant’s actions in Williams stand in contrast to Bedrosian’s in 2007 and 2008. 
Crucially, in Williams the defendant “acknowledged that he willfully failed to report the 
existence of the [Swiss] accounts to the IRS or Department of the Treasury as part of his 
larger scheme of tax evasion,” via his guilty plea allocution. Id. Here, there obviously has 
been no such acknowledgement. In addition, where the defendant in Williams submitted the 
inaccurate FBAR at issue after he was already the target of a government investigation 
regarding his noncompliance with federal tax law, showing a continued interest in 
misleading the authorities, Bedrosian was fully cooperative and honest with the IRS from the 
moment it began investigating him. 

The Court also found important qualitative differences between the taxpayer’s conduct and that of 
the taxpayer in McBride. 

Another of the few cases to have considered this issue is McBride, in which the defendant, 
cognizant of an imminent sizable increase in his company’s revenue, “sought a way to reduce 
or defer the income taxes that would normally be paid on [the] revenue,” and hired a 
financial management firm to help him do so. McBride, 908 F. Supp. 2d at 1189. The firm 
proposed a plan, which the defendant accepted, to move profits of his company to offshore 
entities, thereby resulting in approximately $2.7 million in otherwise taxable profits of the 
company to be routed directly to the defendant. Importantly, when faced with the IRS’ 
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investigation, the defendant repeatedly lied and refused to produce requested documents. Id. 
at 1200. Again, the willful finding in McBride is hard to map onto the instant facts, which 
are significantly less egregious and show nothing close to the carefully planned and complex 
tax evasion scheme perpetrated by the defendant in that case. 

Finally, the Court also looked at the case of United States v. Bussell, No. 15-2034, 2015 WL 
9957826 (C.D. Cal. Dec. 8, 2015). 

In Bussell, the court found that the defendant had “clearly acted with reckless disregard [of 
the statutory duty]” because she had been convicted of bankruptcy fraud and tax fraud for 
failing to disclosing offshore accounts, was subjected to civil penalties for her failures to 
disclose the accounts, was aware of the duty to report them on her FBAR and nevertheless 
did not. Id. at *5. Again, here there is nothing close to that level of evidence showing 
Bedrosian’s willful violation of the FBAR requirement. 

While the Court found that the IRS had not demonstrated willfulness, the opinion certainly 
indicates that the taxpayer’s actions got him a lot closer to that line than most would find 
comfortable. 

In summary, the only evidence supporting a finding that Bedrosian willfully violated Section 
5314 is: (1) the inaccurate form itself, lacking reference to the account ending in 6167, (2) 
the fact that he may have learned of the existence of the second account at one of his 
meetings with a UBS representative, which is supported by his having sent two separate 
letters closing the accounts, (3) Bedrosian’s sophistication as a businessman, and (4) 
Handelman’s having told Bedrosian in the mid-1990s that he was breaking the law by not 
reporting the UBS accounts. None of these indicate “conduct meant to conceal or mislead” 
or a “conscious effort to avoid learning about reporting requirements,” even if they may 
show negligence. Williams, 489 F. App’x at 658. 

It is obvious that Bedrosian should have handled the situation differently and, in 2007-2008, 
should have been more careful about reviewing the 2007 FBAR and in being aware of the 
fact that he had not one but two accounts at UBS. Nevertheless, the facts show that he did 
check the box indicating he had a foreign account on his 2007 tax return, he did identify 
Switzerland as the country in which the account as located, and he did file an FBAR for 
2007 stating he had assets in a foreign account. His error was in failing to list the second 
account. Furthermore, he approached his personal lawyer and retained an accounting firm to 
file amended returns and rectify the issue prior to learning that the government was 
investigating him and prior to learning that UBS was turning his information over to the 
IRS. Although we apply the lower, civil standard of willfulness here, we nevertheless do not 
see Bedrosian’s as the sort of conduct intended by Congress or the IRS to constitute a willful 
violation. This is especially so in light of the dearth of precedent finding a willful violation 
on comparable facts. Because we find that the government failed to meet its burden as to the 
willfulness requirement, we decline to engage in an analysis concerning the calculation of the 
penalty amount. 



10 Current Federal Tax Developments 

Given this was a single District Court judge in a single case with specific facts, it is far from certain 
that taxpayers with similar facts can take much solace from this decision.  Certainly, it isn’t obvious 
that another judge, looking at the same four facts demonstrated described in the decision, would be 
obviously in error by finding they were sufficient to sustain a willfulness finding. 

SECTION: 36B 
PARENTS FOUND TO BE ON THE HOOK FOR SON'S ADVANCE 
PREMIUM CREDIT WHEN HE WAS CLAIMED AS A DEPENDENT 
Citation: Gibson v. Commissioner, TC Memo 2017-187, 9/25/17 

Advisers often have the “is Junior still a dependent” conversation with clients when a child 
approaches or reaches adulthood.  Parents often insist that they have met the requirements to claim 
the child, presuming that doing so will give them a significant tax break.   

In the case of Gibson v. Commissioner, TC Memo 2017-187, the taxpayers discovered that there are 
now additional risks beyond simply losing a dependency exemption on exam when a parent claims a 
child as a dependent—a potential need to repay advance premium credits under IRC  §36B when 
the IRS doesn’t decide to challenge the exemption. 

In 2014 the taxpayer’s son (“Junior”) worked at ADT, LLC and did not live with his parents.  
However, the parents claimed Junior as a dependent on their 2014 income tax return.  All was well 
until the IRS came calling. 

It turned out the IRS had received a Form 1095-A for Junior which showed he had obtained health 
insurance from the Health Insurance Marketplace for 11 months in 2014.  The records of the 
Marketplace showed that Junior had filed an application for insurance, and there was a policy issued 
by the insurance carrier covering Junior. 

The entire $4,628.80 in premiums due on that policy had been paid for via advance credits under 
IRC §36B, presumably based on the information Junior had given about this income.  Junior 
claimed that he had not obtained insurance from the Marketplace and that he was covered by his 
employer’s health policy for the entirety of 2014. 

Junior’s parents had not seen the Form 1095-A and were not aware of any coverage that Junior had 
from the Marketplace when they filed their 2014 income tax return.  The taxpayer’s income was well 
in excess of the maximum level for which any credit could be obtained under IRC §36B, but they 
insisted that, as Junior insisted, their son had not obtained coverage from the Marketplace.  Junior 
signed an affidavit asserting that he only had employer-provided insurance for 2014 and had never 
received a Form 1095-A. 

Unfortunately, as the Court noted, the evidence indicated otherwise.  His employer’s records showed 
that he was not covered under their policy until January 1, 2015.  The records of the insurer showed 
that Junior had been issued an individual policy in 2014 and that they had received all payments via 
the advance premium credit. 

Some might be wondering just how Junior could be a dependent when he maintained a separate 
residence and had a job with sufficient hours that he believed he would receive health care coverage.  

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=11413
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While it might very well be the case that the parent’s claim of Junior as a dependent may or may not 
have survived scrutiny, the IRS specifically did not raise that issue at trial.   

We might reasonably assume the agency noted that the balance due to them from a refund of the 
credit ($4,628.80) would be well in excess of the amount of tax increase that would result if the 
dependency exemption was disallowed.  In that case, the agency simply accepted that Junior 
qualified as a dependent—the agency simply accepted the parent’s claim they met the requirements. 

SECTION: 41 
LB&I DIVISION ANNOUNCES METHOD FOR USING ASC 730 
RESEARCH COSTS TO DETERMINE QUALIFIED RESEARCH 
EXPENDITURES FOR RESEARCH CREDIT 
Citation: LB&I Memorandum  LB&I-04-0917-005, 9/11/17 

The IRS has issued guidance (LB&I Memorandum  LB&I-04-0917-005) that allows certain large 
taxpayers to adopt a simplified method of determining qualified research expenditures (QREs) to be 
used in computing the credit for increasing research activities under IRC §41.  The method makes 
use of the entity’s audited financial statement’s amount of research and development expenditures 
reported as an expense under the provisions found in Financial Accounting Standards Codification 
ASC 730, Research and Development. 

To be eligible to use this method the organization must initially meet the following three criteria: 

• Must have assets greater than or equal to $10 million (that is, taxpayers whose exams are 
conducted by the IRS Large Business & International Division); 

• Must follow U.S. GAAP for financial reporting purposes; 
• Must have obtained an audit report on a GAAP financial statement that is either 

o A clean opinion; 
o A subject to opinion that does not involve a contingency related to ASC 730; 
o A except for opinion that covers a method of accounting the outside auditor 

disagrees with that does not involve ASC 730; or 
o An adverse opinion not related to ASC 730, but only if the auditor discloses the 

amount of disagreement with the statement 
• The financial statement must report, either as a line item or in disclosures to the financial 

statement, the amount of ASC 730 expenses. 

The amount of QREs will be determined by starting with ASC 730 expenses per the financial 
statements, and then adjusting that number based on adjustments found in the Appendix C 
worksheet found in the memorandum.  The resulting number is referred to in the guidance as 
“Adjusted ASC 730 Financial Statement R&D.” 

An eligible taxpayer may opt in to using this method by attaching the disclosure statements found in 
the referenced appendix of this procedure to the taxpayer’s tax return. 

• Appendix A – Certification Statement Claiming Adjusted ASC 730 Financial Statement 
R&D as QREs 

https://www.irs.gov/businesses/corporations/guidance-for-allowance-of-the-credit-for-increasing-research-activities-under-irc-ss41-for-taxpayers-that-expense-research-and-development-costs-on-their-financial-statements-pursuant-to-asc-730
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• Appendix B – Reconciliation of Form 6765 QREs to Adjusted ASC 730 Financial Statement 
R&D.  (Reconciliation should include a breakdown of costs as detailed in Appendix B). 

• Appendix C – Computation of Adjusted ASC 730 Financial Statement R&D 
• Appendix D - Adjusted ASC 730 Financial Statement R&D Wage Detail 

The Appendix A certification noted above reads as follows: 

Taxpayer Name: 

Taxpayer EIN: 

Taxable Year Ending: 

Relevant Period(s) of Applicable Certified Audited Financial Statement(s): 

CERTIFICATION 

By signing this Certification Statement, Taxpayer agrees to readily provide (upon request of the 
IRS) all relevant data and records to establish to the satisfaction of the IRS that the statements 
made in this certification statement are true, correct and complete. 

I certify, under penalties of perjury, that for the taxable year ending ____________, the 
computation of Adjusted ASC 730 Financial Statement R&D has been computed in accordance 
with the definitions and methodology set forth in this Directive and that all information provided 
in accordance with this Directive, to the best of my knowledge and belief, is true, correct, and 
complete. 

Signature: 

Title: 

Date: 

The other appendices contain worksheets that must be attached to the return to reconcile the 
financial statement reported numbers to those reported on the tax return, providing specific detail 
about various computations. 

The following documentation must be maintained by the employer and made available to the 
examiners upon request: 

• Certified Audited Financial Statement for the Credit Year including auditor’s certifying 
opinion; 

• Taxpayer’s Chart of Accounts; 
• List of U.S. ASC 730 Financial Statement Cost Centers that make up the ASC 730 Financial 

Statement R&D amount shown in Step 1 of Appendix C. 
• All ASC 730 R&D GL Accounts with account balance details that make up the ASC 730 

Financial Statement R&D amount shown in Step 1 of Appendix C. 
• List of ASC 730 R&D GL Accounts with account balances that make up the adjustments in 

Steps 2 through 4 of Appendix C.  
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• Taxpayer’s organization chart showing employees and levels of management for the Credit 
Year. 

• Executed contracts pursuant to which Taxpayer is performing ASC 730 research in order to 
comply with the terms of the contract. 

• Executed contracts pursuant to which persons other than employees of Taxpayer are  
performing ASC 730 research on behalf of Taxpayer.  This would include sufficient 
information to show what research was performed outside the U.S. 

• List of employees with their respective W-2 Wage amounts claimed as additions to U.S. ASC 
730 Financial Statement R&D in Step 4 of Appendix C, which list would also identify for 
the applicable taxable year each employee’s job title and reporting level and the cost center 
where each of those employees worked. 

If a taxpayer complies with the requirements in the memorandum, the memorandum provides 
“LB&I examiners will not challenge QREs which are the Adjusted ASC 730 Financial Statement 
R&D costs for the Credit Year.” 

Though providing a taxpayer is supposed to have attached the documents, the memorandum goes 
on to provide that a Taxpayer may still be examined under this provision: 

If these documents were not voluntarily attached to the return, the audit team at the 
beginning of the examination of the Research Credit will verify whether the Taxpayer 
followed or plans to follow the Directive. 

The program only applies to original returns timely filed on or after September 11, 2017. 

SECTION: 170 
IRS PROVIDES GUIDANCE FOR EMPLOYER SPONSORED LEAVE 
DONATION PROGRAMS FOR HURRICANES HARVEY, IRMA AND 
MARIA RELIEF 
Citation: Notice 2017-48, 9/1/17, Notice 2017-52, 9/14/17 and Notice 2017-
62 

The IRS in Notice 2017-48  and then later in Notice  2017-52 and 2017-62 provided guidance on 
the use of leave-based charitable donation programs that employers can use to provide Hurricanes 
Harvey. Irma and/or Maria 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 or Irma 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. 

https://www.irs.gov/pub/irs-drop/n-17-48.pdf
https://www.irs.gov/pub/irs-drop/n-17-52.pdf
https://www.irs.gov/pub/irs-drop/n-17-62.pdf
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As the original Harvey related 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. 

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. 

The later notices provides for the same treatment for programs that are aimed at providing relief for 
those impacted by Hurricane Irma and Maria. 

SECTION: 274 
IRS PUBLISHES REVISED SPECIAL PER DIEM RATES FOR 
PERIOD FROM OCTOBER 1, 2017 TO SEPTEMBER 30, 2018 
Citation: Notice 2017-54, 9/25/17 

The IRS in Notice 2017-54 provided updated special per diem effective for the period from 
October 1, 2017 to September 30, 2018.  These special rates include the rate for the special 
transportation industry meals and incidental expenses (M&IE) rate, the rate for the incidentals-only 
deduction and the rates and list of high-cost localities for purposes of the high-low substantiation 
method. 

The special transportation industry rates for 2017-2019 are $63 for any locality of travel in the 
continental United States and $68 for any locality of travel outside the continental United States.  
These rates are the same as applied in the prior year.  The general rules for qualifying to use these 
rates and how to use them are found in Section 4.04 of Revenue Procedure 2011-47. 

The incidentals only rate for 2017-2018 is set at $5.  Again, this rate as the same as it was for the 
prior year.  The provisions applicable to using this rate are found in Section 4.05 of Revenue 
Procedure 2011-47. 

The high-low rates for 2017-2018, to be used in lieu of the general per diem substantiation method, 
are $284 for any high-cost locality and $191 for travel to any other locality within the continental 
United States, both representing very minor increases over the prior year.  The portion of the above 
amounts treated as paid for meals are $68 for travel to a high-cost locality and $57 for any other 
location within the continental United States.  This amount did not increase over the prior year. 

Section 5.2 of the notice provides the 2017-2018 list of high-cost localities.  Some localities are high-
cost only for a portion of the year, with this fact noted in the listing. Section 5.3 provides a list of 

http://www.irs.gov/pub/irs-drop/n-17-54.pdf
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localities that were added and removed from the high cost list, as well as those where the time period 
during the year the high rate is applicable has been modified. 
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